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Preface

NEW TO THIS EDITION

Strategic Compensation: A Human Resource Management Approach, Tenth Edition, contains 

substantial new content and changes, including the following:

• Three new features appear in each chapter that enable students to integrate knowledge and 

valuable skills regardless of whether they are choosing a career in the compensation pro-

fession or other business functions in smaller or larger organizations.

xv

 ■ FYI. This feature provides tidbits of information from survey 

research and extensive databases (e.g., employment statistics) 

that illustrates trends, opinions, and the use of specific compen-

sation practices.

 ■ Working Together. This feature offers opportu-

nities for students to collaborate through sharing 

ideas, listening to others’ ideas, and coming up 

with a cohesive team response to the assignment.

• Other major updates to the tenth edition include:

 ■ Extend coverage of evolving compensation practices, statistics, and business profes-

sionals’ perspectives. For instance, Chapter 3 (Traditional Bases for Pay: Seniority and 

Merit) includes a section on trends in performance appraisal practice. In a nutshell, some 

companies are providing performance feedback more frequently and as needed on a less 

structured basis rather than putting off providing feedback until structured annual reviews 

are given. This section also addresses the pros and cons of this more contemporary think-

ing as well the same for longstanding approaches to provide students a balanced view.

 ■ Chapter 15 has been converted into an Epilogue. It includes many important topics not 

covered in previous editions and makes significant updates to other topics. Some of the 

topics are the compensation productivity gap, the gender pay gap, and pay transparency.

 ■ Fifty percent of the Cases and nearly fifty percent of the Crunch the Numbers features 

are new.

 ■ Ethics Dilemma. Ethics is the discipline dealing 

with what is good and bad, right and wrong, or 

with moral duty and obligation. Most executives, 

managers, and  professionals believe that integrity 

and ethical values have an important place in busi-

ness and should form the foundation of a compa-

ny’s culture. Ethics focuses on individual decision 

making and behavior as well as the impact of 

ethical choices on employee welfare. The  Ethics 

Dilemma, presented in the end-of-chapter mate-

rial, will keep these important matters in the fore-

front as you move ahead in your career.



xvi    Preface

SOLVING TEACHING AND LEARNING CHALLENGES

Increasingly, students expect to see the applicability of their coursework to life and work after 

graduation. When the connection is not clear to students, many may lose interest and, perhaps, 

choose to do as little as possible to earn a good enough grade on quizzes and exams. The choice 

of pedagogical features and the writing style in this text would pique interest in the subject matter 

and enhance learning and development of seven critical employability skills, which have been 

discussed in the ‘Developing skills for your career’ section in this textbook.

Strategic Compensation: A Human Resource Management Approach provides the founda-

tion for building compensation systems in a variety of work organizations. The content of this 

textbook establishes the structure and design elements of compensation systems in a forward-

looking framework that addresses decision making that supports companies’ strategic plans. This 

approach, therefore, positions compensation practice as essential and compensation professionals 

as business partners. Individuals who pursue careers outside the compensation field will under-

stand how to interact with compensation professionals for promoting effective recruitment, moti-

vation, and retention of talent. This textbook is readable with a conversational tone and clear 

explanations for concepts and practices. It conveys the relevance of compensation system design 

overall as well as individual topics for organizations and aspiring professionals; and, this textbook 

takes on contemporary topic coverage in every chapter.

I approach the study of compensation in a realistic, practical, interesting, and stimulating 

manner. I focus on showing how compensation is practiced in the real world. Throughout the 

book, you will see examples of how organizations practice compensation management. In explain-

ing a concept, I often quote compensation professionals and other business professionals, yet all 

compensation discussion is based on sound theoretical concepts and practice. Where appropri-

ate, the strategic role of compensation is apparent, particularly in Chapter 1. In addition, I show 

how compensation practices are related to other Human Resource Management (HRM) topics. 

For instance, a firm that emphasizes recruiting top-quality candidates but neglects to provide 

satisfactory compensation is wasting time, effort, and money. If a firm’s compensation system 

pays below-market wages, the firm will always be hiring and training new employees only to see 

the best leave for a competitor’s higher wages. Besides this one example, the interrelationship of 

compensation practices set in a dynamic business environment will become more obvious as these 

topics are addressed throughout the book. These interrelationships are also shown to be important 

as organizations operate within the global environment. I included several features that appear 

in the textbook and MyLab (some of which are listed and discussed below) to actively engage 

students in the learning experience.

To improve student results, I recommend pairing the text content with MyLab Manage-

ment, which is the teaching and learning platform that empowers you to reach every student. By 

combining trusted author content with digital tools and a flexible platform, MyLab personalizes 

the learning experience and will help your students learn and retain key course concepts while 

developing skills that future employers are seeking in their candidates. From Videos to Personal 

Inventory Assessments, MyLab Management helps you teach your course, your way. Learn more 

at www.pearson.com/mylab/management.

Chapter Warm-Ups

Chapter Warm-Up assessment helps you hold your students accountable 

for learning key  concepts in each chapter. These questions can be assigned 

to the students ahead of time and will ensure that they are coming to class 

prepared.

http://www.pearson.com/mylab/management


 Preface    xvii

Crunch the Numbers Exercises

Crunch the Numbers provide an excellent oppor-

tunity to sharpen problem solving skills through 

the analysis of numerical data, creating the foun-

dation for quantifying compensation concepts 

and practices. There are two data-driven exer-

cises per chapter, one in the book and both in 

MyLab Management. Answers are found in the 

Instructors Manual and in MyLab Management.

Chapter Quizzes

A powerful tool used to assess your students understanding 

of the chapter learning objective after studying the chapter. 

After reading the chapter, these questions can be assigned to 

the  students to test the knowledge they gained for respective 

topic(s).

Videos Exercises

Video exercises are available for select chapter topics to help 

engage students and hold them accountable for their learning. 

A video clip can be assigned to students for outside classroom 

viewing or it can be watched in the classroom. The video corre-

sponds to the chapter mate-

rial and is accompanied by 

multiple choice questions 

that reinforce student’s com-

prehension of the chapter 

content.



Cases

Additional Supplemental cases are available in the 

MyLab to complement cases in the book. These cases 

help to keep students actively engaged and improve 

skills like problem solving and decision making.
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Personal Inventory Assessments (PIA)

PIA is a collection of online exercises designed to promote 

self- reflection and engagement for students. It enhances 

their ability to connect with concepts taught in principles of 

management, organizational behavior, and human resource 

management classes. Students learn better when they con-

nect what they are learning to their personal experiences.

Instructors can assign and track students’ 

completion of the assessments. Student results 

include a written explanation along with a graphic 

display that shows how their results compare with 

the class as a whole. Instructors also have access 

to this graphic representation of results to promote 

classroom discussion.
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Working Together Exercises

As noted earlier, Working Together offers opportunities for students to collaborate through sharing 

ideas, listening to others’ ideas, and coming up with a cohesive team response to the assignment. 

If assigned by the instructor, students may make brief oral presentations of their ideas to the class, 

creating an additional opportunity for working together.

Compensation in Action

Compensation in Action explains how compensation 

professionals and managers throughout an organization 

work together to address important workplace issues. 

This feature highlights some of the specific connections 

between managers and compensation professionals, and 

the reality that compensation activities are never per-

formed in isolation.

Building Strategic Compensation Systems  Project

Building Strategic Compensation Systems Project is an experiential case, available online in MyLab 

Management. It allow students to work in small compensation consulting teams charged with the 

responsibility for developing a compensation 

plan for a company named e-sonic. The project 

is divided into four sections. The first section, 

Strategic Analysis, is described fully in the 

casebook for faculty and students who choose 

to complete this optional analysis of the busi-

ness environment prior to the remaining three 

sections that directly address compensation 

system design, as it relates to Chapter 1 of the 

textbook. Section two relates to Chapter 6 of 

the book and introduces students to the speci-

fication of internally consistent job structures. 

Section three relates to Chapter 7 of this book 

and shifts students’ focus outside of their firm 

to understand its relationship with the external 

marketplace. Finally, in Section four, students 

will recognize the contributions of employees through the creation of a merit-pay system and put 

their plan into action by paying employees within their firm. This section relates to Chapters 2 

through 5, 8 through 9 in the book.

DEVELOPING EMPLOYABILITY SKILLS

For students to succeed in a rapidly changing job market, they should be aware of their career 

options and how to go about developing a variety of skills. In this book and MyLab, students will 

have the opportunity to develop and practice seven important skills based on various learning fea-

tures that are summarized in the matrix (given on the following page) and subsequently illustrating 

some of the connections between the employability skills and learning features:



FYI ✓ ✓

Watch It! ✓ ✓

Personal Inventory Assessment ✓ ✓

Compensation in Action ✓ ✓ ✓

Case (end-of-chapter) ✓ ✓ ✓

Ethics Dilemma ✓ ✓ ✓

Crunch the Numbers! ✓ ✓ ✓ ✓

Working Together: Team Exercise ✓ ✓ ✓

Building Strategic Compensation 

Systems (accompanying case)

✓ ✓ ✓ ✓ ✓ ✓

INSTRUCTOR TEACHING RESOURCES

Strategic Compensation comes with the following teaching resources.

Supplements available to  instructors 
at www.pearsonhighered.com/irc Features of the Supplement

Instructor’s Manual  

authored by Lori Long

• Chapter-by-chapter summaries

• Examples and activities not in the main book

• Teaching outlines

• Solutions to all questions and problems in the book

Test Bank  

authored by Angela Boston

More than 650 multiple-choice, true/false, short-answer, and graphing questions 

with these annotations:

• Difficulty level (1 for easy, 2 for moderate, 3 for difficult)

• Type (Multiple-choice, true/false, short-answer, essay)

• Topic (The term or concept the question supports)

• Learning objective

• AACSB learning standard (Written and Oral Communication, Ethical 

Understanding and Reasoning; Analytical Thinking; Information Technology; 

Diverse and Multicultural Work; Reflective Thinking; Application of Knowledge; 

Interpersonal Relations and Teamwork)

Computerized TestGen© TestGen allows instructors to:

• Customize, save, and generate classroom tests

• Edit, add, or delete questions from the Test Item Files

• Analyze test results

• Organize a database of tests and student results.

PowerPoints  

authored by Patricia Buhler

Slides include many of the figures and tables in the textbook

PowerPoints meet accessibility standards for students with disabilities. Features 

 include, but are not limited to:

• Keyboard and Screen Reader access

• Alternative text for images

• High color contrast between background and foreground colors
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MyLab Management
 You can access the CompAnalysis Software to complete the online Building Strategic 

Compensation Systems Project by logging into www.pearson.com/mylab/management.

CHAPTER 1 STRATEGIC  COMPENSATION

CHAPTER 2 CONTEXTUAL  INFLUENCES  ON  COMPENSATION  PRACTICE

SETTING THE STAGE FOR 
STRATEGIC COMPENSATION I 

http://www.pearson.com/mylab/management


2

Strategic Compensation

A Component of Human Resource Systems1

 CHAPTER WARM-UP!

If your professor has assigned this, go to the Assignments section of www.pearson.com/

mylab/management to complete the Chapter Warm-Up! and see what you already 

know. After reading the chapter, you’ll have a chance to take the Chapter Quiz! and see 

what you’ve learned.

Through the early twentieth century, manpower planning was the predecessor to contemporary 

human resource (HR) management. Manpower planning focused on the effective deployment 

of employees in factories to achieve the highest manufacturing output per employee per unit of 

time. That is, management sought to increase productivity (such as the number of handmade 

garments per hour) while also maintaining or lowering employee compensation costs. All else 

equal, higher employee productivity while maintaining or lowering employee compensation 

costs contributed to higher profitability for the firm.

Through the decades, mounting government regulation involving payroll taxes and laws 

centered on ensuring a minimum wage, prevailing wage, equal pay for equal work; and, equal 

employment opportunity later gave rise to the personnel management function, of which com-

pensation was a component. Legal compliance necessitated that personnel management take on 

the role of an administrative, support function to maintain compliance with the myriad details 

of employment laws (e.g., determining prevailing wages in localities). Personnel management 

Learning Objectives

When you finish studying this chapter, you should be able to:

1-1. Define strategic compensation.

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

1-3. Explain strategic compensation decisions.

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

1-5. Describe the fit of the compensation function in organizations.

1-6. Identify the stakeholders of the compensation function and summarize their 
stakes in the work compensation professionals perform.

1-7. Explore essential skills for developing your career in compensation or any other 
career path.

http://www.pearson.com/mylab/management
http://www.pearson.com/mylab/management
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departments also engaged in transactions (e.g., payroll administration) with an eye toward 

administrative efficiency. Administrative efficiency is essential because it can indirectly contrib-

ute to company success through cost control.

Since the early 1980s, there has been growing widespread recognition that  managing 

employees or human resources can contribute more directly to competitive advantage. 

Competitive advantage describes a company’s success when the company acquires or develops 

capabilities that facilitate outperforming the competition. For example, Walmart is a successful 

retailer, in part, because its sheer size enables it to negotiate lower prices with suppliers (e.g., of 

clothing) than smaller retailers. In turn, Walmart can sell products at a price advantage relative 

to most competitors. Other resources may include the employment of highly skilled employees 

who can operate and troubleshoot problems with sophisticated robotic equipment, which can 

increase the pace of production while also maintaining quality.

Designing HR practices with competitive advantage in mind casts HR as a strategic func-

tion rather than as one that focuses exclusively on conducting transactions. In a strategic role, 

HR professionals proactively put forth forward-looking principles and ideas, and they play an 

important role in contributing to successful business outcomes by attracting, motivating, and 

retaining highly qualified employees.

DEFINING STRATEGIC COMPENSATION
“What is strategic compensation?” Answering this question requires that we first answer the 

question, “What is compensation?”

What Is Compensation?

Compensation represents both the intrinsic and extrinsic rewards employees receive for per-

forming their jobs and for their membership as employees. Together, both intrinsic and extrinsic 

compensation describe a company’s total compensation system, which we will look at more 

closely in this chapter, and, in even greater detail throughout the remainder of this textbook.

Intrinsic compensation reflects employees’ psychological mind-sets that result from 

performing their jobs, for example, experiencing a great feeling from the belief that one’s 

work matters in the lives of others. Perhaps it is easy to imagine that many health care provid-

ers feel this way. Extrinsic compensation includes both monetary and nonmonetary rewards. 

Organizational development professionals promote intrinsic compensation through effective job 

design. Compensation professionals are responsible for extrinsic compensation, which is the 

focus of this textbook.

Compensation professionals work with high-level managers to determine the best compen-

sation plans that will contribute to recruitment, employee job performance, and retention. Then, 

compensation professionals use their expertise to establish monetary compensation programs 

to reward employees according to their job seniority, performance levels, or for learning job-

related knowledge or skills. Some describe this exchange as a pay-effort bargain. As we will 

discuss shortly, monetary compensation represents core compensation. Nonmonetary rewards 

include protection programs (e.g., health insurance), paid time off (e.g., vacations), and services 

(e.g., day care assistance). Most compensation professionals refer to nonmonetary rewards as 

employee benefits. Employees receive some or all of these offerings as part of an employ-

ment arrangement. Rarely do employers base employee benefits on job performance. Employee 

benefits are becoming an increasingly important element of compensation packages. Since the 

so-called Great Recession (2007–2009) ended, many companies now offer lower pay increases 

(from an average 3.8 percent annual increase to less than 3 percent)1 to better control costs and 

build cash reserves for a “rainy day.” Another reason for lower pay increases is the rising cost 

of health care coverage, which employers are required to provide full-time employees under the 

Patient Protection and Affordable Care Act of 2010, or else pay a substantial monetary penalty.

1-1. Define strategic 
compensation.
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Both monetary and nonmonetary compensation represents costs to companies. In the case 

of core compensation, employers pay an hourly wage or salary. In the case of employee benefits, 

employers pay some or the entire cost for employees to have health insurance coverage rather 

than providing dedicated monetary payments, apart from wage or salary, to pay for health care 

coverage and contributions to a retirement savings plan, among others.

What Is Strategic Compensation?

Defining strategic compensation requires that we place the relevance and importance of com-

pensation practices in a broader context where compensation practices are linked to competitive 

business strategy, as shown in Figure 1-1. Competitive business strategy refers to the planned 

use of company resources—financial capital, equipment capital, and human capital—to promote 

and sustain competitive advantage. The time horizon for strategic decisions may span multiple 

years. For example, Netflix company leadership maintains that “Now internet entertainment—

which is on-demand, personalized, and available on any screen—is replacing linear TV.”2 

Netflix’s success is largely due to its ability to capitalize on changing technology and consumer 

preferences as well as produce popular content. The company has been highly successful. In the 

last three months of 2017 alone, Netflix added 8.3 million subscribers globally.3

Human resource executives collaborate with company executives to develop human 

resource strategies. Human resource strategies specify the use of multiple HR practices to 

reinforce competitive business strategy. These statements are consistent with a company’s 

competitive strategy. For example, Samsung emphasizes the essential role of its employees as 

it endeavors “to create a better world full of richer digital experiences, through innovative tech-

nology and products: For this, we dedicate our efforts to creativity and innovation, shared value 

with our partners, and our great people [employees].”4

FIGURE 1-1 Relationship between Strategic Decisions 
and Compensation Practices

Strategic Decisions

General Tactical

HR Decisions

Specific Tactical
HR Decisions

(Compensation Examples)

• Recruitment

• Selection

• Performance appraisal

• Compensation

• Training

• Seniority pay

• Merit pay

• Incentive pay

• Pay for knowledge

• Skill-based pay

• Broadbanding

• Two-tier pay structures

• Discretionary benefits options
Specific

General
• Competitive strategy

• Human resource strategy

• Compensation strategy
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Within the context of competitive business strategy and human resource strategy, com-

pensation professionals practice strategic compensation. Strategic compensation refers to the 

design and implementation of compensation systems to reinforce the objectives of both HR 

strategies and competitive business strategies. Compensation and benefits executives work with 

the lead HR executive and the company’s chief financial officer (CFO) to prepare total compen-

sation strategies. For example, pharmaceutical manufacturer Eli Lilly is well known for offering 

a balanced compensation and benefits program which recognizes employee contributions and 

embraces employees through recognition of their needs outside the workplace.5

COMPENSATION AS A STRATEGIC  
BUSINESS PARTNER
As noted earlier, personnel administration in the 1980s was transformed from a purely adminis-

trative function, engaged in transactions such as payroll processing, to a competitive resource in 

many emerging companies. Technological advances (e.g., the use of robotics in manufacturing), 

global competition (e.g., increased imports of Japanese and South Korean automobiles), and 

shifts in the composition of the workforce (e.g., a gap in leadership as many baby boom era 

 employees retire) have contributed greatly to the need for a strategic approach.6 As a strategic 

business partner, HR and compensation professionals today need to think like the chief executive 

officer (CEO) to become a strategic partner in achieving organizational plans and results.7 

Essentially, they must know more than just HR work.8 For example, GE’s Human Resources 

Leadership Program (HRLP)9 is an exemplar of these ideas. The HRLP provides participants 

with opportunities to learn HR competencies, global leadership skills, and business acumen 

through formal training and rotational assignments in areas such as compensation, staffing, and 

employment relations. Participants also receive exposure to GE executives and HR leaders to put 

their work in the context of strategic issues facing the company. In doing so, they understand the 

production and service sides of the business and help to determine the strategic capabilities of 

the company’s workforce, both today and in the future. For example, increasing sales and build-

ing brand loyalty are important goals of soft drink companies such as Coca-Cola and PepsiCo. 

Increasing sales requires hiring highly dedicated and motivated sales employees whose success 

is rewarded through innovative sales incentive arrangements.

Compensation professionals can give the CEO and CFO a powerful understanding of the 

role that employees play in the organization and the way it combines with business processes 

to expand or shrink shareholder value. Compensation professionals are integrating the goals 

of compensation with the goals of the organization and focusing on expanding its strategic and 

high-level corporate participation with an emphasis on adding value.

Perhaps a useful way to better understand how HR functions serve as a strategic business part-

ner is to think about the role of capital for value creation. Capital refers to the factors that enable 

companies to generate income, higher company stock prices, economic value, strong positive brand 

identity, and reputation. There is a variety of capital that companies use to create value, including 

financial capital (cash) and capital equipment (state-of-the-art robotics used in manufacturing). 

Employees represent a specific type of capital called human capital. Human capital, as defined by 

economists, refers to sets of collective skills, knowledge, and abilities that employees can apply to 

create value for their employers. Companies purchase the use of human capital by paying employ-

ees an hourly wage or salary and providing benefits such as paid vacation and health insurance.

Compensation professionals can help leverage the value of human capital in a variety of 

ways. For example, well-designed merit pay programs reinforce excellent performance by 

awarding pay raises commensurate with performance attainments. The use of incentive pay 

practices is instrumental in changing the prevalent entitlement mentality U.S. workers have 

toward pay and in containing compensation costs by awarding one-time increases to base pay 

once work objectives have been attained. Pay-for-knowledge and skill-based pay programs are 

1-2. Summarize the 
role of compensation 
as a strategic business 
partner.
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key to giving employees the necessary knowledge and skills to use new workplace technology 

effectively. Management can use discretionary benefit offerings to promote employee behaviors 

that have strategic value. For example, employees who take advantage of tuition reimburse-

ment programs gain knowledge and skills that directly add value to the work they do. In line 

with these ideas, Bosch offers a unique program to individuals who are pursuing PhD degrees 

at well-respected universities.10 The company hires doctoral candidates on a limited-term basis 

while these students undertake dissertation work under the auspices of Bosch scientists who are 

working on pressing company matters of scientific importance. This arrangement is a win–win 

situation because students have direct access to research facilities and Bosch benefits from indi-

viduals who are gaining state-of-the-art knowledge and skills in their doctoral programs.

STRATEGIC COMPENSATION DECISIONS
Compensation professionals provide a strategic contribution to the company when they can 

answer yes to the following three questions:

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

strategies?

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

strategy?

• Does the implementation of compensation practices effectively direct employee behavior 

to enhance job performance that supports the choice of compensation practices?

Companies base strategy formulation on environmental scanning activities. Discerning 

threats and opportunities is the focus of environmental scanning. A threat suggests a negative 

situation in which loss is likely and over which an individual has relatively little control. An 

opportunity implies a positive situation in which gain is likely and over which an individual has 

a fair amount of control.11

For instance, small specialty coffee shops are facing several threats, four of which are noted 

here. First, prices tend to be higher in small shops than in large-chain shops such as Dunkin’ 

Donuts and Starbucks whose large sizes enable them to purchase coffee beans at a lower cost. 

Second, competition from unlikely sources has emerged in recent years. Gas stations have 

jumped into this market space by offering premium coffees at substantially lower prices than 

specialty coffee shops. Third, the rise in work-from-home arrangements has contributed to a 

decline in coffee shop patronage. Fourth, further pressures include a rising minimum wage rate 

throughout many cities and states, and soaring rental rates for retail space in prime locations.12

Government regulation provides U.S. pharmaceutical companies with the opportunity to 

recoup research and development costs as well as generate profits from the sale of products for 

which they have U.S. patent protection. For a limited period of a few to several years, the U.S. 

government grants these companies exclusivity. That is, no other company may manufacture or 

sell the product during this period. Without exclusivity provisions, pharmaceutical companies 

such as Wyeth Pharmaceuticals would be placed at a competitive disadvantage because other 

companies would manufacture and distribute a therapeutically equivalent product at a lower 

cost. For example, Wyeth Pharmaceuticals developed Protonix, a product which treats gastro 

esophageal reflux disease. The company enjoyed exclusivity protection for several years. The 

expiration of an exclusivity clause poses a threat for, in this case, Wyeth Pharmaceuticals; yet, an 

opportunity for more pharmaceutical companies to compete for market share. For example, Teva 

Pharmaceuticals has been selling pantoprazole, a therapeutically generic version of Protonix, at 

a lower price. These so-called generic alternatives are less expensive because companies that 

manufacture and distribute them do not have research and development costs to recoup. Adding 

to the threat to brand names, most health insurance companies refuse to provide coverage for 

brand name products where less expensive generic alternatives are available.

1-3. Explain  strategic 
compensation 
 decisions.
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Competitive Business Strategy Choices

Companies use a variety of terms to describe competitive business strategy choices. These 

choices fundamentally focus on attaining competitive advantage either by achieving lowest cost 

or product (service) differentiation. Most companies pursue strategies that contain elements 

of both.

LOWEST-COST STRATEGY The cost leadership or lowest-cost strategy focuses on gaining 

competitive advantage by being the lowest-cost producer of a product or service within the 

marketplace, while selling the product or service at a price advantage relative to the industry 

average. Lowest-cost strategies require aggressive construction of efficient-scale facilities and 

vigorous pursuit of cost minimization in areas such as operations, marketing, and HR.

IKEA, a low-cost furniture manufacturer, is an excellent illustration of an organization that 

pursues a lowest-cost strategy because its management successfully reduced operations costs. 

Three noteworthy decisions have contributed to IKEA’s goals. First, IKEA sources its products 

to countries where labor costs are low. Second, the company provides a low level of service to 

consumers. For example, IKEA does not assemble furniture. It also does not deliver furniture 

to people’s homes. Instead, IKEA sends orders to warehouses where the customer is respon-

sible for picking up purchases. Customers are willing to make significant efforts to retrieve and 

assemble furniture because prices are much lower than full-service manufacturers and retailers. 

The third point also illustrates threats to maintaining strategic objectives. Rising raw material 

costs has prompted IKEA to consider the use of alternative lower cost material, including bam-

boo, without compromising the quality of their products.

DIFFERENTIATION STRATEGY Companies adopt differentiation strategies to develop 

products or services that are unique from those of their competitors. Differentiation strategy 

can take many forms, including design or brand image, technology, features, customer service, 

and price. Differentiation strategies lead to competitive advantage through building brand 

loyalty among devoted consumers. Brand-loyal consumers are probably less sensitive to price 

increases, which enables companies to invest in research and development initiatives to further 

differentiate themselves from competing companies.

Apple Computer relies on a differentiation strategy to increase market demand and loy-

alty. Apple’s products are successful, in large part, because they have always been designed to 

be on the leading edge compared to the competition. Even in the face of strong competition, 

Apple continually excels in creating demand for its products such as iPhones, iPads, and iPods, 

enabling them control over pricing through product differentiation, innovative advertising, and 

creative publicity prior to unveiling products.

The following Watch It! video illustrates the basics of competitive business strategy. These 

concepts, which we’ve described previously, are illustrated by comparing the strategies of two 

computer manufacturers, ACER and Hewlett-Packard.

 WATCH IT!

If your professor has assigned this, go to the Assignments section of www.pearson.com 

/mylab/management to complete the video exercise.

Compensation Decisions that Support the Firm’s Strategy

Compensation professionals support strategic initiatives through the design and imple-

mentation of compensation systems. Two broad elements are the basis for compensation 

 professionals’ work. These include basic building blocks and structural design elements, 

which we will introduce later in this chapter. For example, compensation professionals make 

decisions about whether to use (and how to design) pay-for-performance practices, whether 

to set pay levels that exceed typical market pay rates, and whether to create a pay mix that 

http://www.pearson.com/mylab/management
http://www.pearson.com/mylab/management
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emphasizes long-term over short-term incentives. The totality of choices should fit well with 

cost or differentiation objectives and with an eye toward rewarding behaviors that support 

these objectives.

Employee Roles Associated with Competitive Strategies

Common wisdom and experience tell us that HR professionals must decide which employee 

roles are instrumental to the attainment of competitive strategies. Knowledge of these required 

roles should enable HR professionals to implement HR practices that encourage enactment of 

these roles. Of course, compensation professionals are responsible for designing and implement-

ing compensation practices that elicit strategy-consistent employee roles.

For the lowest-cost strategy, the imperative is to reduce output costs per employee. The 

desired employee roles include repetitive and predictable behaviors, a relatively short-term 

focus, primarily autonomous or individual activity, high concern for quantity of output, and a 

primary concern for results. Successful differentiation strategies depend on employee creativ-

ity, openness to novel work approaches, and willingness to take risks. Design thinking has 

recently received much attention and is appropriate in companies that pursue a differentiation 

strategy. It has been described as “approaching management problems as designers approach 

design problems.”13 PepsiCo embraces the importance of design thinking. For example, the 

company designers created the Pepsi Spire, which is a high-tech beverage dispensing machine 

with a futuristic design. PepsiCo CEO Indra Nooyi had this to say about the company’s design 

approach: “Other companies with dispensing machines have focused on adding a few more but-

tons and combinations of flavors. Our design guys essentially said that we’re talking about a 

fundamentally different interaction between consumer and machine.”14 In addition, differentia-

tion strategies require longer time frames to provide sufficient opportunity to yield the benefits 

of these behaviors.

BUILDING BLOCKS AND STRUCTURE OF STRATEGIC 
COMPENSATION SYSTEMS
As we discussed previously, extrinsic compensation includes both monetary (core compensa-

tion) and nonmonetary rewards (employee benefits). Figure 1-2 lists the main compensation 

building blocks. The building blocks are embedded within a system of three structural elements 

that ultimately support compensation strategies. These structural elements include internally 

consistent job structures, market competitive pay structures, and structures that recognize 

employee contributions.

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

FIGURE 1-2 Compensation System Building Blocks

Extrinsic Compensation

Core Compensation
• Hourly wage
• Annual salary

Adjustments to Core 
Compensation
• Cost of living
• Seniority
• Merit
• Incentive
• Person-focused

Legally Required 
Employee Benefits
• Social Security Act
• Workers’
    compensation laws
• Family & Medical
   Leave Act
• Affordable Care Act

Discretionary
Employee Benefits
• Disability insurance
• Life insurance
• Retirement plans
• Paid time off
• Accommodation and 

enhancement

Total Compensation

Intrinsic Compensation
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Building Blocks: Core Compensation and Employee Benefits

CORE COMPENSATION There are two categories of core compensation: base pay and base pay 

adjustments over time. The specific practices associated with each category are listed in Table 1-1.

Employees receive base pay, or money, for performing their jobs  (Chapter 7). Base pay 

is recurring; that is, employees continue to receive base pay as long as they remain in their 

jobs. Companies disburse base pay to employees in one of two forms: hourly pay or wage, or 

as  annual salary. Employees earn hourly pay for each hour worked. Salaried employees earn 

salaries for performing their jobs, regardless of the actual number of hours worked through-

out the year. Companies measure salary on an annual basis. The Fair Labor Standards Act 

(FLSA)  (Chapter  2)  established criteria for determining whether employees should be paid 

hourly or by salary. In 2017, the average hourly rate for workers was $24.33.15 On an annual 

basis, this figure translates to $50,620. 

Companies typically set base pay amounts for jobs according to the level of skill, effort, 

and responsibility required to perform the jobs and the severity of the working conditions. 

Compensation professionals refer to skill, effort, responsibility, and working condition fac-

tors as compensable factors because they influence pay level  (Chapters 2 and 6). Courts of 

law use these four compensable factors to determine whether jobs are equal per the Equal Pay 

Act of 1963 (EPA). According to the EPA, it is against the law to pay women less than men 

for performing equal work though there are exceptions, which we will discuss in Chapter 2. 

Compensation professionals use these compensable factors to help meet three pressing chal-

lenges, which we will introduce later in this chapter: internal consistency (Chapter 6), market 

competitiveness (Chapter 7), and recognition of employee contributions (Chapter 8).

Over time, employers adjust employees’ base pay to recognize increases in the cost of 

living, differences in employees’ performance, or differences in employees’ acquisition of job-

related knowledge and skills. We will discuss these core compensation elements next.

Cost-of-living adjustments (COLAs) represent periodic base pay increases that are 

founded on changes in prices as recorded by the Consumer Price Index (CPI). In recent years, 

the typical COLA equaled approximately 2 to 3 percent annually. COLAs enable workers to 

maintain their purchasing power and standard of living by adjusting base pay for inflation. 

COLAs are most common among workers represented by unions. Union leaders fought hard for 

these improvements to maintain their members’ loyalty and support. Many employers use the 

CPI to adjust base pay levels for newly hired employees.

Seniority pay systems reward employees with periodic additions to base pay according 

to employees’ length of service in performing their jobs (Chapter 3). These pay plans assume 

that employees become more valuable to companies with time and that valued employees will 

leave if they do not have a clear idea that their wages will progress over time. This rationale 

comes from human capital theory,16 which states that employees’ knowledge and skills 

Base pay

• Hourly pay

• Annual salary

how Base pay Is Adjusted over time

• Cost-of-living adjustments

• Seniority pay

• Merit pay

• Incentive pay

• Person-focused pay or competency-based pay: pay-for-knowledge, skill-based pay

TABLE 1-1 Elements of Core Compensation
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(human capital) add value. Employees can develop such knowledge and skills from formal 

education and training, including on-the-job experience. Over time, employees presum-

ably refine existing skills or acquire new ones that enable them to work more productively. 

Seniority pay rewards employees for acquiring and refining their skills as indexed by length 

(years) of employment.

Merit pay programs assume that employees’ compensation over time should be 

 determined, at least in part, by differences in job performance as judged by supervisors or 
 managers (Chapter 3). Employees earn permanent increases to base pay according to their per-

formance. Merit pay rewards excellent effort or results, motivates future performance, and helps 

employers retain valued employees.

Incentive pay or variable pay rewards employees for partially or completely attaining a 

predetermined work objective. Incentive pay is defined as compensation (other than base wages 

or salaries) that fluctuates according to employees’ attainment of some standard based on a pre-

established formula, individual or group goals, or company earnings (Chapter 4).

Person-focused pay or competency-based pay rewards employees for specifically learn-

ing new curricula. Pay-for-knowledge plans reward managerial, service, or professional 

workers for successfully learning specific curricula (Chapter 5). Skill-based pay, used mostly 

for employees who perform physical work, increases these workers’ pay as they master new 

skills  (Chapter 5). Both skill- and knowledge-based pay programs reward employees for the 

range, depth, and types of skills or knowledge they are capable of applying productively to 

their jobs. This feature distinguishes pay-for-knowledge plans from merit pay, which rewards 

employees’ job performance. Said another way, pay-for-knowledge programs reward employees 

for their potential to make meaningful contributions on the job.

EMPLOYEE BENEFITS Earlier, we noted that employee benefits represent nonmonetary 

rewards. Employee benefits include any variety of programs that provide paid time off, employee 

services, and protection programs. Companies offer many benefits on a discretionary basis. We 

refer to these as discretionary benefits (Chapter 9). In addition, the U.S. government requires 

most employers to provide sets of benefits to employees. We refer to these as legally required 

benefits  (Chapter 10). Different forces led to the rise of legally required and discretionary 

employee benefits.

The first signs of contemporary discretionary benefits were evident in the late 1800s when 

large companies such as American Express offered pension plans to employees. Most of the 

development in employee benefits practice for the next few decades resulted from government 

legislation, as previously noted. Discretionary benefits offerings became more prominent in the 

1940s and 1950s due in large part to federal government restrictions placed on increasing wage 

levels. Employee benefits were not subject to those restrictions.

Discretionary benefits fall into three broad categories: protection programs, paid time off, 

and services  (Chapter 9). Protection programs provide family benefits, promote health, and 

guard against income loss caused by such catastrophic factors as unemployment, disability, or 

serious illness. Not surprisingly, paid time off provides employees with pay for time when they 

are not working (e.g., vacation). Services provide such enhancements as tuition reimbursement 

and day care assistance to employees and their families.

Legally required benefits historically provided a form of social insurance. Prompted largely 

by the rapid growth of industrialization in the United States during the late nineteenth and early 

twentieth centuries as well as the Great Depression of the 1930s, initial social insurance pro-

grams were designed to minimize the possibility of destitution for individuals who were unem-

ployed or became severely injured while working. In addition, social insurance programs aimed 

to stabilize the well-being of dependent family members of injured or unemployed individuals. 

Further, early social insurance programs were designed to enable retirees to maintain subsis-

tence income levels. These intents of legally required benefits remain intact today. The U.S. 

government has established programs to protect individuals from such catastrophic events as 
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disability and unemployment. Legally required benefits are exclusively protection programs that 

attempt to promote worker safety and health, maintain the influx of family income, and assist 

families in crisis. Many of the key legally required benefits are mandated by the Social Security 

Act of 1935, various state workers’ compensation laws, the Family and Medical Leave Act of 

1993, and the Patient Protection and Affordable Care Act of 2010 (PPACA). All provide protec-

tion programs to employees and their dependents (Chapter 10). It especially should be noted that 

until the passage of PPACA, employers offered health insurance as a discretionary benefit. Not 

only does this law require that employers provide health insurance, but it also exerts influence 

on the design of health insurance arrangements (Chapter 10).

Employers typically spend substantial amounts to pay employees and provide benefits. 

Table 1-2 lists these costs.17 This table also includes the cost of wages and salaries based on 

a sample of occupations and industry types. The costs are expressed on an hourly basis per 

employee. For example, in September 2017, employers characteristically spent $35.64 per 

employee per hour worked, including wages and salaries as well as benefits. Of this figure, 

$24.33 was spent on wages and salaries and $11.31 was spent on benefits ($2.63 for legally 

required benefits and $8.68 for discretionary benefits). All employee benefits costs account for 

31.7 percent of total compensation costs.

Fundamental Compensation System Design Elements

Compensation professionals promote effective compensation systems by meeting three impor-

tant goals: internal consistency, market competitiveness, and recognition of individual contribu-

tions, which corresponds to three important compensation system design elements.

INTERNAL CONSISTENCY Internally consistent compensation systems clearly define the 

relative value of each job among all jobs within a company. This ordered set of jobs represents 

the job structure or hierarchy. Companies rely on a simple, yet fundamental, principle for 

building internally consistent compensation systems: Employees in jobs that require greater 

qualifications, more responsibilities, and more complex job duties should be paid more than 

employees whose jobs require lesser qualifications, fewer responsibilities, and less-complex job 

duties. Internally consistent job structures formally recognize differences in job characteristics, 

which therefore enable compensation managers to set pay accordingly. For example, let’s 

consider two related HR jobs that differ in job characteristics. According to the Occupational 

Outlook Handbook, the work of Human Resources Specialists and Labor Relations Specialists is 

described in the following manner:

Human resources specialists recruit, screen, interview, and place workers. They often han-

dle other human resources work, such as those related to employee relations, payroll and 

benefits, and training. Labor relations specialists interpret and administer labor contracts 

regarding issues such as wages and salaries, employee welfare, healthcare, pensions, and 

union and management practices.18

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

Human resources managers plan, direct, and coordinate the administrative functions of an 

organization. They oversee the recruiting, interviewing, and hiring of new staff; consult 

with top executives on strategic planning; and serve as a link between an organization’s 

management and its employees.19

A comparison shows similarities (jobs that are focused on HR functions) and differences. The 

specialist roles are transactional (e.g., conducting job interviews) while the managerial roles 

include strategic considerations based on consultations with executives. The median annual pay 

for a specialist is $59,18020 and $106,910 for the manager.21 The pay difference can be attrib-

uted, in large part, to the noted dissimilarities between the jobs and the roles they play relative to 

competitive strategy attainment.
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Compensation professionals use job analysis and job evaluation to achieve internal  

consistency. Job analysis is a systematic process for gathering, documenting, and analyzing 

information to describe jobs. Job analyses describe content or job duties, worker requirements, 

and sometimes the job context or working conditions. For example, aerospace engineers design 

aircraft, spacecraft, satellites, and missiles. In addition, they test prototypes to make sure that 

they function according to design.23 Aerospace engineers possess at least a bachelor’s degree in 

aerospace engineering or another field of engineering or science related to aerospace systems. 

While some aerospace engineers work on projects that are related to national defense and thus 

require security clearances, others are employed in industries whose workers design or build 

aircraft, missiles, systems for national defense, or spacecraft.

Compensation professionals systematically use job evaluation to recognize differences in 

the relative worth among a set of jobs and to establish pay differentials accordingly. Whereas job 

analysis is almost purely descriptive, job evaluation partly reflects the values and priorities that 

management places on various positions. Based on job content differences (e.g., job analysis 

results) and the firm’s priorities, managers establish pay differentials for virtually all positions 

within the company.

MARKET COMPETITIVENESS Market-competitive pay systems play a significant role in 

attracting and retaining the most qualified employees. Compensation professionals build market-

competitive compensation systems based on the results of compensation surveys.

Compensation surveys collect and then analyze competitors’ compensation data. 

Compensation surveys traditionally focused on competitors’ wage and salary practices. 

Now, employee benefits are also a target of surveys because benefits are a key element of 

market- competitive pay systems. Compensation surveys are important because they enable 

 compensation professionals to obtain realistic views of competitors’ pay practices. In the 

absence of compensation survey data, compensation professionals would have to use guesswork 

to build market-competitive compensation systems.

RECOGNIZING EMPLOYEE CONTRIBUTIONS Pay structures represent pay rate differences for 

jobs of unequal worth and the framework for recognizing differences in employee contributions. 

No two employees possess identical credentials or perform the same jobs equally well. 

Companies recognize these differences by paying individuals according to their credentials, 

knowledge, or job performance. When completed, pay structures should define the boundaries 

for recognizing employee contributions. Well-designed structures should promote the retention 

of valued employees.

Pay grades and pay ranges are structural features of pay structures. Pay grades group jobs 

for pay policy application. Human resource professionals typically group jobs into pay grades 

based on similar compensable factors and value. These criteria are not precise. In fact, no single 

formula determines what is sufficiently similar in terms of content and value to warrant group-

ing into a pay grade. Pay ranges build upon pay grades. Pay ranges include minimum, maxi-

mum, and midpoint pay rates. The minimum and maximum values denote the acceptable lower 

and upper bounds of pay for the job’s pay grades. The midpoint pay value is the halfway mark 

between the minimum and maximum pay rates.

 FYI
The increase in hourly compensation costs between 2007 and 2017 varied by compensation 

component:

• Total Compensation: 23.4%

• Wages and Salaries: 24.4%

• Employee Benefits: 33.5%22
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Alternative Pay Structure Configurations

There are alternative pay structure configurations, which we will explore in this book. Each 

structure comes with its own set of challenges. These structures include:

• Merit pay plans (Chapter 8)

• Sales compensation plans (Chapter 8)

• Broadband structures (Chapter 8)

• Two-tier wage structures (Chapter 8)

• Executive compensation (Chapter 11)

• Contingent worker compensation (Chapter 12)

• Expatriate compensation (Chapter 13)

• Compensation structures in countries other than the United States (Chapter 14)

FITTING THE COMPENSATION FUNCTION IN AN 
ORGANIZATION’S STRUCTURE
Understanding compensation professionals’ goals requires knowing the role of HR within 

companies and specific HR practices, particularly how HR professionals fit into the corporate  

 hierarchy, and how the compensation function fits into HR departments.

How HR Professionals Fit into the Corporate Hierarchy

Line function and staff function broadly describe all employee functions. Line employees 

are directly involved in producing companies’ goods or delivering their services. Assembler, 

production worker, and salesperson are examples of line jobs. Staff employees support those 

responsible for the line functions. Human resource professionals and accountants are examples 

of staff employees. Human resource professionals are staff employees because they offer a 

wide variety of support services for line employees. In a nutshell, HR professionals promote 

the effective use of all employees in companies. Effective use means attaining work objectives 

that fit with the overall mission of the company. According to Jay Hannah, BancFirst Corp. 

executive vice president of financial services, “The HR department is the source and keeper of 

critical information, which is key in today’s workplace. With the information they provide, we 

in turn can build and design strategies to hire and retain the best workforce possible. And this 

may sound cliché, but it’s very true—the real competitive advantage is our company’s human 

resources.”24

Human resource professionals design and implement a variety of HR practices that advance 

this objective. In addition to compensation determination, HR practices include:

• Recruitment

• Selection

• Performance appraisal

• Training

• Career development

• Labor–management relations

• Employment termination

• Managing HR within the context of legislation

Most company structures include an HR department. Traditionally, HR departments 

were thought of as an administrative or support function for the company because the 

 financial or market value of HR was not as readily apparent as sales, manufacturing, or 

m arketing functions. Some practitioners and researchers are suspect about the future of 

 internal HR functions.

1-5. Describe the fit 
of the  compensation 
function in 
 organizations.
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The Compensation Profession

Various designations are used within the human resource profession, in general, and in com-

pensation, specifically. Among these are compensation executives, generalists, and specialists. 

An executive is a top-level manager who reports directly to the corporation’s CEO or to the 

head of a major division. A generalist, who may be an executive, performs tasks in a variety 

of HR-related areas. The generalist is involved in several, or all, of the compensation func-

tions such as building job structures, market competitive pay systems, and merit pay structures. 

A specialist may be an HR executive, manager, or non-manager who is typically concerned 

with only one of the areas of compensation practice. According to the Occupational Outlook 

Handbook, compensation and benefits managers do the following:

Compensation managers plan, direct, and coordinate how much an organization pays 

its employees and how employees are paid. Benefits managers plan, direct, and coordi-

nate retirement plans, health insurance, and other benefits that an organization offers its 

employees.25

Performance standards are established by members of the profession rather than by out-

siders. Most professions also have effective representative organizations that permit members 

to exchange ideas of mutual concern. Several well-known organizations serve the profession. 

Among the more prominent for compensation professionals are the Society for Human Resource 

Management (http://www.shrm.org), the International Foundation of Employee Benefit Plans 

(http://www.ifebp.org), and WorldatWork (http://www.worldatwork.org).

Opportunities for employment as compensation and benefits managers are projected to 

grow at an annual rate of 5 percent through 2026.26 The median annual compensation for 

Compensation and Benefits Managers was $116,240,27 which is more than double the median 

annual earnings for all jobs. The salary levels vary on a few factors, including relevant work 

experience, educational credentials, and industry. For example, annual compensation was lowest 

in local government ($95,850) settings and highest in the insurance industry ($126,940).

 FYI
Additional jobs with compensation responsibilities and duties—Median Annual Pay and Projected 

Employment Growth/Decline (2016–2026):

• HR Specialists: $59,180; 7% growth

• Compensation, Benefits and Job Analysis Specialists: $62,080; 9% growth

• Labor Relations Specialists: $62,310; 8% decline (due to decline in unionization)28

How the Compensation Function Fits into HR Departments

Human resource practices do not operate in isolation. Every HR practice is related to others 

in different ways. For example, as an employer, U.S. federal government agencies publicly 

 acknowledge the relationships between incentive compensation and other HR practices, includ-

ing recruitment, relocation, and retention:

Recruitment: An agency may pay a recruitment incentive to a newly appointed career 

 executive if the agency has determined that the position is likely to be difficult to fill in the 

absence of an incentive. A recruitment incentive may not exceed 25 percent of the executive’s 

annual rate of basic pay in effect at the beginning of the service period multiplied by the num-

ber of years (including fractions of a year) in the service period (not to exceed 4 years).

Relocation: An agency may pay a relocation incentive to a current career executive who 

must relocate to accept a position in a different geographic area if the agency determines 

that the position is likely to be difficult to fill in the absence of an incentive. A relocation 

http://www.ifebp.org/
http://www.worldatwork.org/
http://www.shrm.org/
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incentive may be paid only when the executive’s rating of record under an official perfor-

mance appraisal or evaluation system is at least “fully successful” or equivalent. A relocation 

incentive may not exceed 25 percent of the executive’s annual rate of basic pay in effect at 

the beginning of the service period multiplied by the number of years (including fractions of 

a year) in the service period (not to exceed 4 years).

Retention: An agency may pay a retention incentive to a current career executive if  

(1) the agency determines that the unusually high or unique qualifications of the execu-

tive or a special need of the agency for the executive’s services makes it essential to 

retain the executive, and that the executive would be likely to leave the Federal service in 

the absence of a retention incentive, or (2) the agency has a special need for the employ-

ee’s services that makes it essential to retain the employee in his or her current position  

during a period of time before the closure or relocation of the employee’s office, facility, 

activity, or organization and the employee would be likely to leave for a different  

position in the Federal service in the absence of a retention incentive. A retention  

incentive may be paid only when the executive’s rating of record under an official perfor-

mance appraisal or evaluation system is at least “fully successful” or equivalent. A reten-

tion incentive rate, expressed as a percentage of the executive’s rate of basic pay, may not 

exceed 25 percent.29

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

COMPENSATION, RECRUITMENT, AND SELECTION Job candidates choose to work for 

companies for many reasons, including career advancement opportunities, training, the 

company’s reputation for being a “good” place to work, location, and compensation. 

Companies try to spark job candidates’ interest by communicating the positive features of 

the core compensation and employee benefits programs. As we will discuss in Chapter 7, 

companies use compensation to compete for the very best candidates. In addition, companies 

may offer such inducements as one-time signing bonuses to entice high-quality applicants. It 

is common for signing bonuses to amount to as much as 20 percent of starting annual salaries. 

Signing bonuses are useful when the supply of qualified candidates falls short of companies’ 

needs for these candidates.

The next three sections will address performance appraisal, training, and career  development. 

Before discussing these issues, however, let’s first look at how the U.S.  federal government 

 explicitly acknowledges the relationship between compensation and these HR practices:

Chapter 43 of Title 5, United States Code, provides for performance management 

for the Senior Executive Service (SES), the establishment of SES performance 

 appraisal systems, and appraisal of senior executive performance. Agencies establish 

performance  management systems that hold senior executives accountable for their 

individual and  organizational performance to improve the overall performance of 

Government by:

• Expecting excellence in senior executive performance;

• Linking performance management with the results-oriented goals of the Government 

Performance and Results Act of 1993;

• Setting and communicating individual and organizational goals and expectations;

• Systematically appraising senior executive performance using measures that balance 

organizational results with customer, employee, or other perspectives; and

• Using performance results as a basis for pay, awards, development, retention, 

 removal and other personnel decisions.

Agencies develop performance management systems subject to Office of Personnel 

Management (OPM) regulations and approval.
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The supervisor establishes performance elements and requirements in consultation with the 

executive and consistent with the goals and performance expectations in the agency’s strategic plan-

ning initiatives. The supervisor proposes the initial summary rating, based on both individual and 

organizational performance, and considering customer satisfaction and employee perspective.30

COMPENSATION AND PERFORMANCE APPRAISAL Accurate performance appraisals are 

integral to effective merit pay programs. For merit pay programs to succeed, employees must 

know that their efforts toward meeting production quotas or quality standards will lead to 

pay raises. Job requirements must be realistic, and employees must be prepared to meet job 

goals with respect to their skills and abilities. Moreover, employees must perceive a strong 

relationship between attaining performance standards and receiving pay increases. Merit pay 

systems require specific performance appraisal approaches. Administering successful merit 

pay programs depends as much on sound performance appraisal practices as it does on the 

compensation professional’s skill in designing and implementing such plans.

COMPENSATION AND TRAINING Successful pay-for-knowledge plans depend on a company’s 

ability to develop and implement systematic training programs. When training is well designed, 

employees should be able to learn the skills needed to increase their pay, as well as the skills 

necessary to teach and coach other employees at lower skill levels. Companies implementing 

pay-for-knowledge plans typically increase the amount of classroom and on-the-job training. 

Pay-for-knowledge systems make training necessary rather than optional. Companies that 

adopt pay-for-knowledge systems must accordingly ensure that all employees have equal access 

to the training needed to acquire higher-level skills.

COMPENSATION AND CAREER DEVELOPMENT Most employees expect to experience career 

development within their present companies. Employees’ careers develop in two different 

ways. First, some employees change the focus of their work—for example, from supervisor of 

payroll clerks to supervisor of inventory clerks. This change represents a lateral move across the 

company’s hierarchy. Second, others maintain their focus and assume greater responsibilities. 

This change illustrates advancement upward through the company’s hierarchy. Advancing from 

payroll clerk to manager of payroll administration is an example of moving upward through a 

company’s hierarchy. Employees’ compensation changes to reflect career development.

COMPENSATION AND LABOR–MANAGEMENT RELATIONS Collective bargaining agreements 

describe the terms of employment (e.g., pay and work hours) reached between management 

and the union. Compensation is a key topic. Unions have fought hard for general pay increases 

and regular COLAs to promote their members’ standard of living. In Chapter 2, we will review 

the role of unions in compensation, and in Chapter 3, we indicate that unions have traditionally 

bargained for seniority pay systems in negotiations with management. More recently, unions 

have been willing to incorporate incentive pay systems. For example, unions appear to be 

receptive to behavioral encouragement plans because improving worker safety and minimizing 

absenteeism serve the best interests of both employees and employers.

COMPENSATION AND EMPLOYMENT TERMINATION Employment termination takes place 

when an employee’s agreement to perform work is terminated. Employment terminations 

are either involuntary or voluntary. The HR department plays a central role in managing 

involuntary employment terminations. Companies initiate involuntary terminations for a variety 

of reasons, including poor job performance, insubordination, violation of work rules, reduced 

business activity due to sluggish economic conditions, and plant closings. Discharge represents 

involuntary termination for poor job performance, insubordination, or gross violation of 

work rules. Involuntary layoff describes termination under sluggish economic conditions or 

because of plant closings. In the case of involuntary layoffs, HR professionals typically provide 

outplacement counseling to help employees find work elsewhere. Companies may choose to 
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award severance pay, which usually amounts to several months’ pay following involuntary 

termination and, in some cases, continued coverage under the employer’s medical insurance 

plan. Employees often rely on severance pay to meet financial obligations while they search 

for employment. In the past, companies commonly offered a year or more of severance pay. 

Severance benefits today tend to be less generous. For example, as part of Delta Air Lines’ 

closure of its Boston reservation center, the company offered only 6 weeks of severance pay 

regardless of seniority with the company.

Employees initiate voluntary terminations, most often to work for other companies or to 

retire. In the case of retirement, companies sponsor pension programs. Pension  programs 

provide income to individuals throughout their retirement. Companies sometimes use 

early  retirement programs to reduce workforce size and trim compensation expenditures. 

Early retirement programs contain incentives designed to encourage highly paid employees with 

substantial seniority to retire earlier than they had planned. These incentives expedite senior 

employees’ retirement eligibility and increase their retirement income.

COMPENSATION AND LEGISLATION Employment laws establish the bounds of both acceptable 

employment practices and employee rights. Federal laws that apply to compensation practices 

are grouped according to four themes:

• Income continuity, safety, and work hours

• Pay discrimination

• Medical care and the accommodation of disabilities and family needs

• Prevailing wage laws

The federal government enacted income continuity, safety, and work hour laws (e.g., the 

Fair Labor Standards Act of 1938) to stabilize individuals’ incomes when the individuals became 

unemployed because of poor business conditions or workplace injuries, as well as to set pay 

minimums and work-hour limits for children. The civil rights movement of the 1960s led to the 

passage of key legislation (e.g., the Equal Pay Act of 1963 and the Civil Rights Act of 1964) 

designed to protect designated classes of employees and to uphold their individual rights against 

discriminatory employment decisions, including matters of pay. Congress enacted legislation, 

namely, the Patient Protection and Affordable Care Act of 2010, the Pregnancy Discrimination 

Act of 1978, the Americans with Disabilities Act of 1990, and the Family and Medical Leave 

Act of 1993 to provide medical care and accommodate employees with disabilities and press-

ing family needs. Prevailing wage laws (e.g., the Davis–Bacon Act of 1931) set minimum 

wage rates for companies that provide paid services—such as building maintenance—to the 

U.S.  government. We will review these laws in Chapter 2.

STAKEHOLDERS OF THE COMPENSATION SYSTEM
The HR department provides services to stakeholders within and outside the company. These 

include:

• Employees

• Line managers

• Executives

• Unions

• U.S. government

The success of HR departments depends on how well they serve various stakeholders. 

“Each constituency [stakeholder] has its own set of expectations regarding the personnel depart-

ment’s activities; each holds its own standards for effective performance; each applies its own 

standards for assessing the extent to which the department’s activities meets its expectations; 

1-6. Identify the 
 stakeholders of the 
compensation  function 
and summarize 
their stakes in the 
work compensation 
 professionals perform.
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and each attempts to prescribe preferred goals for the subunit or presents constraints to its sphere 

of discretion. Multiple stakeholders often compete directly or indirectly for the attention and 

priority of the personnel department.”31 Our focus is on some of the ways compensation profes-

sionals serve these stakeholders.

Employees

As we discussed earlier, successful pay-for-knowledge programs depend on a company’s abil-

ity to develop and implement systematic training programs. Compensation professionals must 

educate employees about their training options and how successful training outcomes will lead 

to increased pay and advancement opportunities within the company. These professionals should 

not assume that employees will necessarily recognize these opportunities unless they are clearly 

communicated. Written memos and informational meetings conducted by compensation profes-

sionals and HR representatives are effective communication media.

Discretionary benefits provide protection programs, paid time off, and services. As com-

pensation professionals plan and manage employee benefits programs, they should keep these 

functions in mind. There is probably no single company that expects its employee benefits pro-

gram to meet all these objectives. Compensation professionals as representatives of company 

management, along with union representatives, must therefore determine which objectives are 

the most important for their workforce.

Line Managers

Compensation professionals use their expert knowledge of the laws that influence pay and 

benefits practices to help line managers make sound compensation judgments. For example, 

the Equal Pay Act of 1963 (discussed in Chapter 2) prohibits sex discrimination in pay for 

employees performing equal work, so compensation professionals should advise line manag-

ers to pay the same hourly pay rate or annual salary for men and women hired to perform the 

same job.

Line managers turn to compensation professionals for advice about appropriate pay rates for 

jobs. Compensation professionals oversee the use of job evaluation to establish pay differentials 

among jobs within a company. In addition, they train line managers in how to evaluate jobs properly.

Executives

Compensation professionals serve company executives by developing and managing sound 

compensation systems. Executives look to them to ensure that the design and implementation 

of pay and benefits practices comply with pertinent legislation. Violation of these laws can 

lead to substantial monetary penalties to companies. Executives also depend on compensation 

professionals’ expertise to design pay and benefits systems that will attract and retain the best-

qualified employees.

Unions

As noted earlier, collective bargaining agreements describe the terms of employment reached 

between management and the union. Compensation professionals are responsible for adminis-

tering the pay and benefits policies specified in collective bargaining agreements. They mainly 

ensure that employees receive COLAs and seniority pay increases on a timely basis.

U.S. Government

The U.S. government requires that companies comply with all employment legislation. 

Compensation professionals apply their expertise regarding pertinent legislation to design 

legally sound pay and benefits practices. In addition, since the passage of the Civil Rights Act of 

1991, compensation professionals have applied their expertise to demonstrate that alleged dis-

criminatory pay practices are a business necessity. As we will discuss in Chapter 2, the burden 
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of proof to demonstrate that alleged discriminatory pay practices are not discriminatory rests 

with compensation professionals.

DEVELOPING SKILLS FOR YOUR CAREER
If you are not an HRM or business major, or you do not plan to take an assignment in the 

 compensation function in the foreseeable future, you may be thinking that this section isn’t 

 relevant to you. Let me assure you, it is. Whether you plan on a career in the compensation field, 

the  lessons you learn in this course will help you in business and in your life. Also, it is only 

through the aggregate of your educational experience that you will have the opportunity to 

develop many of the skills that employers have identified as critical to success in the workplace. 

In this course, and, specifically in this text, you’ll have the opportunity to develop and practice 

seven important skills in the following ways: communication, critical thinking, collaboration, 

knowledge application and analysis, business ethics and social responsibility, information tech-

nology application and computing skills, and data literacy.

Communication

Communication is defined as effective use of oral, written, and nonverbal skills for mul-

tiple purposes (e.g., to inform, instruct, motivate, persuade, and share ideas); effective lis-

tening; using technology to communicate; and being able to evaluate the effectiveness of 

 communication efforts—all within diverse contexts. The Working Together feature offers 

opportunities to  collaborate through sharing ideas, listening to others’ ideas, and coming up 

with a cohesive team response to the assignment. If assigned by your instructor, you may 

make brief oral presentations, creating an additional opportunity for working together. All 

the while, you will gain insight into your and your group members’ strengths and weaknesses 

pertaining to   communication (and collaboration) skills. Never pass up an opportunity to hone 

these skills.

Critical Thinking

Critical thinking involves purposeful and goal-directed thinking used to define and solve prob-

lems and to make decisions or form judgments related to a situation or set of circumstances. The 

Discussion Questions and Crunch the Numbers provide you with an excellent opportunity to 

think through concepts and their applications. Crunch the Numbers will also give you the chance 

to analyze quantitative data to facilitate problem solving. Analysis of the Cases, which depict 

realistic scenarios that you will likely encounter in the workplace, requires your interpretation 

and an actionable response. Similarly, you will have the chance to think through and discuss 

your responses to common Ethics Dilemmas. More about the ethics dilemmas shortly. Critically 

thinking about situations is just one part of the story.

Collaboration

Collaborative learning takes place in a situation in which individuals actively work together 

on a task, constructing meaning and knowledge as a group through dialogue and negotiation 

resulting in a final product reflective of joint, interdependent actions. I’ve already made the 

case for Working Together. Your professor may similarly ask you to analyze Cases in small 

groups. Another feature, Compensation in Action, explains how HR professionals and managers 

throughout the organization work together to address important workplace issues. This feature 

highlights the connections between managers and compensation professionals, and the reality 

that work is rarely performed in isolation.

1-7. Explore essential 
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Knowledge Application and Analysis

Knowledge application and analysis is defined as the ability to learn a concept and then appro-

priately apply that knowledge in another setting to achieve a higher level of understanding. All 

the activities discussed in this section provide you with multiple opportunities to think through 

solutions to specific problems and generalize these processes to other situations you will likely 

encounter in the future. Two additional features further help you develop this skill. Try It directs 

you to mini simulations and, in Watch It, you will review video clips that require a response 

to important workplace challenges. If your instructor assigns it, the accompanying Building 

Strategic Compensation Systems case will enable you to determine the best strategic compensa-

tion design for company success.

Business Ethics and Social Responsibility

Business ethics are sets of guiding principles that influence the way individuals and organi-

zations behave within the society that they operate. Two additional issues require everyone’s 

attention. The first, corporate social responsibility, is the implied, enforced, or felt obligation of 

managers, acting in their official capacity, to serve or protect the interests of groups other than 

themselves. Second, corporate sustainability focuses on the possible future impact of an organi-

zation on society, including social welfare, the economy, and the environment. Both issues are 

like ethics; however, ethics also focuses on individual decision making and behavior as well as 

the impact of ethical choices on employee welfare. The Ethics Dilemma, presented in the end-

of-chapter material, will keep these important matters in the forefront as you move ahead in your 

career.

Information Technology Application and Computing Skills

Information technology application and computing skills are defined as the ability to select 

and use appropriate technology to accomplish a given task. The individual is also able to apply 

computing skills to solve problems. Crunch the Numbers gives you the opportunity to develop 

these skills. Also, if your instructor chooses to have you complete the accompanying Building 

Strategic Compensation Systems Case, you will have the opportunity to become familiar with 

the power of Microsoft Excel for analyzing copious amounts of compensation data.

Data Literacy

Data literacy is the ability to access, assess, interpret, manipulate, summarize, and communicate 

data. Throughout this book, the newly created feature titled FYI provides tidbits of information 

from survey research and extensive databases (e.g., weekly pay statistics) that illuminate trends, 

opinions, and the use of specific compensation practices. Also, particularly  in Chapters 6, 7, 

and 8, you will be challenged to quantify and interpret the value of jobs based on the knowl-

edge, skills, and abilities required to perform them, analyzing and interpreting market pay rates 

to establish pay ranges, and merit pay increase grids to determine the appropriate pay increase 

based on performance as well as the budgetary implications of your choices. You also can build 

your data literacy by completing the Crunch the Numbers exercises and the Building Strategic 

Compensation Systems case. Altogether, these data should enable you to translate quantitative 

information for placement into the employment context. Further, you can expand this skill by 

thinking through when and how to create new policies or modify existing ones.

In summary, you will find opportunities throughout this book to develop several critical 

skills that provide a foundation of success on any career path that you follow. As you learn about 

compensation systems, consider how you can generalize these skills to other workplace situa-

tions. Best of luck whether you are preparing for the start of your career or are in the process of 

changing career paths!
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PREPARING FOR EXAMS/QUIZZES

MyLab Management
Go to www.pearson.com/mylab/management to complete the problems marked with this icon .

Learning Objective 1-1. Define strategic compensation. 

Strategic compensation refers to the design and imple-

mentation of compensation systems to reinforce the ob-

jectives of both HR strategies and competitive business 

strategies. The building blocks of strategic compensa-

tion include extrinsic compensation (monetary com-

pensation or core compensation as well as nonmonetary 

compensation or employee benefits).

Learning Objective 1-2. Summarize the role of com-

pensation as a strategic business partner. Compensation 

professionals must think like the Chief Executive 

Officer (CEO) to become a partner in achieving organi-

zational plans and results. Compensation professionals 

help leverage the value of employees (human capital) 

for competitive advantage based on the design and use 

of various compensation practices, including merit pay 

and incentive pay.

Learning Objective 1-3. Explain strategic compen-

sation decisions. Compensation professionals design 

compensation systems to meet the imperatives of two 

competitive business strategy types: lowest cost strategy 

and differentiation strategy. Success comes with being 

able to answer yes to each of three questions: (1) Does 

compensation strategy fit well with the objectives of 

competitive business and HR strategies? (2) Does the 

choice and design of compensation practices fit well 

to support compensation strategy? (3) Does the imple-

mentation of compensation practices effectively direct 

employee behavior to enhance job performance that 

supports the choice of compensation practices?

Learning Objective 1-4. Identify and discuss the building 

blocks and structural elements of strategic compensation 

systems. The building blocks of compensation systems 

include core compensation and employee benefits. The 

elements of compensation systems focus on achieving 

internally consistent job structures, market-competitive 

pay systems, and alternative pay structures that recog-

nize employee contributions.

Learning Objective 1-5. Describe the fit of the 

compensation function in organizations. Fitting com-

pensation into an organization’s structure requires con-

sideration of how compensation professionals fit into 

the corporate hierarchy, how compensation fits into HR 

departments, and the relationship between compensa-

tion practice and other HR functions (e.g., recruitment 

and training).

Learning Objective 1-6. Identify the stakeholders of 

the compensation function and summarize their stakes 

in the work compensation professionals perform. The 

HR department provides services to the several stake-

holders: employees, line managers, executives, unions, 

and the U.S. government. Compensation professionals 

serve these stakeholders in different ways. For example, 

compensation professionals educate employees about 

their training options and how successful training out-

comes will lead to increased pay and advancement 

opportunities.

Learning Objective 1-7. Explore essential skills for 

developing your career in compensation or any other 

career path. Whether you are embarking on a career in 

compensation or another path, there are seven essential 

skills needed for success: communication, critical think-

ing, collaboration, knowledge application and analysis, 

business ethics and social responsibility, information 

technology application and computing skills, and data 

literacy.

Chapter Summary by Learning Objectives

http://www.pearson.com/mylab/management
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PREPARING FOR MY CAREER

Compensation in Action
Consistent, innovative, and fair compensation practices are central to ensuring the success of both human 

resource strategies and overall company competitive strategies. While it is HR’s role to decide what kind of 

people are critical to fill roles that will lead to successful execution of competitive strategies, compensation 

Key Terms

competitive advantage 3

compensation 3

intrinsic compensation 3

extrinsic compensation 3

core compensation 3

employee benefits 3

competitive business strategy 4

human resources strategies 4

strategic compensation 5

capital 5

human capital 5

cost leadership (lowest-cost 

strategy) 7

differentiation strategies 7

base pay 9

hourly pay or wage 9

annual salary 9

compensable factors 9

cost-of-living  

adjustments 9

seniority pay 9

human capital theory 9

merit pay 10

incentive pay 10

variable pay 10

person-focused pay 10

competency-based pay 10

pay-for-knowledge 10

skill-based pay 10

discretionary benefits 10

legally required benefits 10

protection programs 10 

paid time off 10

services 10

internally consistent compensation 

systems 11

job analysis 13

job evaluation 13

market-competitive pay systems 13

compensation surveys 13

pay structures 13

pay grades 13

pay ranges 13

line employees 14

staff employees 14

executive 15

generalist 15

specialist 15

severance pay 18

pension programs 18

early retirement programs 18

MyLab Management

 CHAPTER QUIZ!

If your professor has assigned this, go to the Assignments section of www.pearson.com/

mylab/management to complete the Chapter Quiz! and see what you’ve learned.

Discussion Questions

 1-1. What are the main building blocks of compensa-

tion systems? Briefly describe each one.

 1-2. How can compensation professionals serve as 

strategic business partners?

 1-3. Are the three main structural elements of com-

pensation systems—internal consistency, market 

competitiveness, and recognizing employee con-

tributions—equally important, or do you believe 

that they differ in importance? Explain.

 1-4. The compensation profession is expected to grow 

at a healthy pace through the year 2026. Based 

on your understanding of how the chapter mate-

rial blends together, what might be some reasons 

for this anticipated growth? Explain.

 1-5. Stakeholder expectations pose challenges for 

compensation professionals. At times, there 

may be conflict among the expectations of 

different stakeholders. For two stakeholders, 

how do  compensation professionals meet their 

expectations?

 1-6. How are the seven employability skills relevant 

regardless of your career aspirations?

http://www.pearson.com/mylab/management
http://www.pearson.com/mylab/management
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professionals must align practices that will enable attraction, appropriate job placement, and development 

of these individuals. Many companies have moved from the personnel management model to the HR busi-

ness partner model; however, some still look to HR to guarantee that policies are being enforced and the 

company mitigates legal risk. Depending on the company where you are employed—and whether you are a 

line manager or HR professional—you may find yourself able to understand the competitive strategy of the 

business and align compensation practices with the strategic thrust of the business.

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

HR takes the lead

• Work with line managers to fully understand which roles and types of employees will best support 

the execution of company strategy.

• Collaborate with compensation specialists to run analysis of market factors (competitors, industry 

standards, local labor market) to get indicators of compensation norms and standards to keep your 

company’s compensation practices competitive.

• Create, together with line managers, pay structures wherein roles are placed into appropriate pay 

grades. Each grade will have a corresponding range that will serve as the basis for assigning pay rates 

for roles.

Line managers take the lead

• Educate staff positions, along with other business leaders, for all to understand what strategy is being 

employed to achieve specific company objectives.

• Educate HR on certain aspects of roles (e.g., autonomy, skill variety, task significance, etc.) that, 

when enhanced, could improve intrinsic motivation, thus leading to benefits for employees and 

 employers. HR works on ways to couple the intrinsic compensation with the identified plan for the 

core compensation plan.

• Work together with HR to implement a plan that ties the compensation plan to a successful recruit-

ment, training, and development plan, ensuring that the company is retaining the talent that is critical 

to the implementation and delivery of the strategic objectives.

Cases

 An additional Supplemental Case can be found on MyLab Management.

Case 1: Competitive Strategy at Sportsman Shoes
Sportsman Shoes has been a leader in the shoe industry for more than 30 years. Sportsman manufactures 

and sells athletic shoes for all types of sports. The company has pursued a low-cost strategy to sustain its 

success. It sells a limited number of shoe designs and has held costs low through manufacturing efficiency 

and standardized operations. However, the past years have been a struggle at Sportsman. The shoe market 

has seen a rise in the availability of low-cost imported shoes that has threatened Sportsman’s competitive 

position. As a result, company executives have decided it is time for a strategy shift.

Sportsman executives have done extensive market research and determined that many niche athletic 

shoe markets exist where athletes are willing to pay more for shoes designed to meet the unique needs 

of their sport. There are very few competitors in these niche athletic shoe markets, and most do not have 

Sportsman’s experience in keeping control of manufacturing costs. Sportsman has determined that, with 

talented shoe designers in place, they can manufacture athletic shoes to meet the needs of the niche markets 

using their current manufacturing facilities and employees. By designing shoes that have features that differ 

from competitors and meet the specific needs of a new group of customers, Sportsman believes the com-

pany can create a competitive advantage. Further, while their shoes will not be as low cost as they were in 

the past, they will likely be able to sell their shoes for less than market competitors and still make a healthy 

profit.

Therefore, Sportsman has decided to shift from its current low-cost strategy to a differentiation strategy 

and will begin production to make specialty athletic shoes. Sportsman must now make many tactical deci-

sions in various functional areas of the company to support its decision to shift its overall business strategy. 
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Its priority is to restructure the product development function. As it will need to understand the needs of 

the niche markets and design shoes to meet those needs, it will need to hire and retain talented shoe design-

ers. The company will also need to hire operations specialists to transition its manufacturing operations to 

produce the new shoe designs. Beyond hiring new staff, Sportsman also must consider the implications for 

current employees to help them successfully transition to their new work requirements. Therefore, there are 

several considerations the company must address in human resource management.

Questions:

 1-7. Following Sportsman’s shift in competitive strategy, what are some considerations for the com-

pany’s human resource management practices?

 1-8. What kinds of challenges will Sportsman face specifically in compensation?

Case 2: ethics Dilemma: profits at Any Cost
Since 2006, more than 5,000 Wells Fargo bank employees opened 2 million bank accounts for customers 

who did not request them. The bank’s leadership claimed that the employees acted on their own volition, 

and they were subsequently fired. Many current and past employees claimed that Wells Fargo raised daily 

sales goals to unrealistic levels, creating a high-pressure environment in which to earn their sales commis-

sions and keep their jobs. Other employees talked about how managers regularly asked them about their 

progress, focusing exclusively on the number of accounts opened rather than discussing appropriate sales 

techniques that could help employees legitimately meet their quotas. When goals were not met, many 

employees alleged that they were threatened with formal written warnings and termination.

Indeed, many employees used fraudulent sales tactics to meet their sales quotas out of fear of receiv-

ing a bad employment reference. Others expressed that they could not afford to earn less sales commission 

(essentially, a pay cut) let alone be unemployed even for a brief time. Apparently, employees who called the 

company’s ethics line to report their concerns were punished or fired. Even branch managers felt the pinch. 

Allegedly, high-ranking bank officials ordered employees to shred documents before auditor inspections.

Questions:

 1-9. As a compensation professional, what would you do?

 1-10. What factor(s) in this ethical dilemma might influence a person to make a less-than-ethical 

decision?

     Crunch the Numbers!

Calculating the Costs of Increasing the total Compensation 
Budget at Butcher enterprises

 An additional Crunch the Numbers! exercise can be found on www.pearson.com/mylab/management.

Butcher Enterprises has experienced substantial employee turnover among its office workers. During 

exit interviews, more than 80 percent stated that low pay was the top reason for resigning. The company 

conducted a survey of local companies’ pay practices to confirm whether this concern is valid. Indeed, 

Butcher Enterprises’ average hourly pay rate for total compensation falls well below the market. The com-

pensation survey showed an average hourly rate of $23 for total compensation. Of this amount, wages are 

$16 per hour and benefits are $7 per hour. In comparison, Butcher Enterprises spends an average hourly 

rate of $19 for total compensation. Of this amount, 70 percent is allocated for wages.

Questions:

 1-11. On an average hourly basis, how much does Butcher Enterprises spend on wages and benefits, 

respectively, in dollars?

 1-12. How much does the company spend on wages and benefits over the course of one year for  

100 office workers? Assume that each worker provides 2,080 hours of service each year.

 1-13. How much additional money does the company need to match the market rates for this group of 

100 employees?

http://www.pearson.com/mylab/management
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Working Together: Team Exercise
In small groups of three or four, come up with specific answers to the following questions. Talk through 

your perspectives and come up with a team response. Be prepared to share your ideas with the class.

As a group, think about retailers from which you make purchases for products or services (for example, 

purchasing an iPhone or Apple Music streaming service). Select two retailers—one that you believe fol-

lows a lowest cost strategy and another that follows a differentiation strategy that sell iPhones. In addition, 

conduct some research to identify what you believe to be one threat or one opportunity for each company. 

Please do not use the companies included as examples in this chapter.

Questions:

 1-14. What is the rationale for the companies you chose? Explain. (Hint: Compare your choices with 

alternative retailers to help formulate your rationale.)

 1-15. In what way is the opportunity or threat that you identified for each company likely to affect com-

petitive advantage? Explain.

MyLab Management
Go to www.pearson.com/mylab/management for Auto-graded writing questions as well as the 

following Assisted-graded writing questions: 

 1-16. Explain the similarities and differences between merit pay, incentive pay, and person-
focused pay. Explain the role of performance appraisals in merit pay programs.

 1-17. Discuss how compensation professionals contribute to a firm’s competitive  
advantage.

 1-18. MyLab Management Only—comprehensive writing assignment for this chapter.
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  In Chapter 1, we discussed strategic compensation. That discussion revealed that compensation 

professionals plan, develop, and implement compensation practices to help achieve competitive 

advantage. From this perspective, it is imperative that compensation professionals understand 

the broader context in which compensation decisions are rendered. Compensation profession-

als should understand the patterns of pay differentials outside their companies to help make 

informed decisions about fair and competitive pay practices. Also, with these data, they may 

make compelling requests to the Chief Financial Officer (CFO) for monetary resources neces-

sary to appropriately fund compensation programs for competitive advantage. These factors 

include interindustry wage differentials, occupational pay differentials, geographic pay differen-

tials, and the role of labor unions. We will present basic statistical information to illustrate these 

differentials as well as discuss possible explanations for them.

Besides these various patterns of pay differentials, compensation professionals make deci-

sions within the scope of pertinent employment and labor relations laws to maintain compliance 

with government mandates, and, in doing so, protecting the welfare of employees and serving 

the interests of company shareholders. Employment and labor relations laws are essential to 

maintain a balance of power between employers and employees. In a nutshell:

The freedom to contract is crucial to freedom of the market; an employee may choose 

to work or not to work for a given employer, and an employer may choose to hire or 

not to hire a given applicant. As a result, the employment relationship is regulated in 

 CHAPTER WARM-UP!

If your professor has assigned this, go to the Assignments section of www.pearson.com/

mylab/management to complete the Chapter Warm-Up! and see what you already 

know. After reading the chapter, you’ll have a chance to take the Chapter Quiz! and see 

what you’ve learned.

Contextual Influences on 
Compensation Practice2

Learning Objectives

When you finish studying this chapter, you should be able to:

2-1. Discuss the reasons for interindustry wage differentials.

2-2. Explain the factors that contribute to pay differentials based on occupational 
characteristics.

2-3. Summarize the reasons for the occurrence of geographic pay differentials.

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

2-5. Identify and discuss key employment laws pertinent to compensation practice.
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some i mportant ways. Congress tries to avoid telling employers how to manage their 

 employees. . . . However, Congress has passed employment-related laws when it believes 

that the employee is not on equal footing with the employer. For example, Congress has 

passed laws that require employers to pay minimum wages and to refrain from using cer-

tain criteria, such as race or gender, in arriving at specific employment decisions. These 

laws reflect the reality that employers stand in a position of power in the employment 

relationship. Legal protections granted to employees seek to make the power relationship 

between employer and employee one that is fair and equitable.1

In this regard, compensation professionals strive to establish and maintain a fair pay-effort 

bargain (that is, appropriate pay for performing work according to standard), and to collaborate 

with managers and supervisors to ensure that employee performance is appropriately rewarded 

over time.

It should be noted that compensation professionals operate in a global context in which 

compensation practices may require modification to attract and retain employees on important 

international assignments. Also, it is necessary to understand the role governments and cultural 

values in other countries play in compensation practices. The global stage presents an important 

contextual factor. We will address those issues in Chapters 13 and 14.

INTERINDUSTRY WAGE DIFFERENTIALS
Are equivalent workers performing similar work paid more in some industries than in others? 

Most often, the answer is yes. In a competitive labor market, companies attempt to attract and 

retain the best individuals for employment partly by offering lucrative wage and benefits 

 packages. Some companies are unable to compete with companies in other industries based on 

wage and benefits because of persistent interindustry wage differentials. Interindustry wage 

differentials represent the pattern of pay and benefits associated with characteristics of indus-

tries. Interindustry wage differentials can be attributed to many factors, including the industry’s 

product market, the degree of capital intensity, the profitability of the industry, and unionization 

of the workforce.2 The basis for interindustry wage differentials will be explained shortly. 

Table 2-1 displays the average weekly earnings in various industries for select years between 

2009 and 2017. Utilities and mining establishments generally pay the highest wages; retail trade 

and leisure and hospitality establishments generally pay the lowest wages. In 2016, for instance, 

general office clerks who were employed in the coal mining industry earned an hourly wage, on 

average, of $18.39. In the full-service restaurant industry, the average hourly wage was $14.56.3

Companies that operate in product markets where there is relatively little competition from 

other companies tend to pay higher wages because these companies generally exhibit substantial 

profits. This phenomenon can be attributed to factors such as higher barriers to enter into the 

product market and virtually have no influence of foreign competition. Government regulation 

and extremely expensive heavy or robotic equipment represent entry barriers. The U.S. defense 

industry and the public utilities industry have high entry barriers and virtually no threats from 

foreign competitors.

Capital intensity refers to the extent to which companies’ operations are based on the use of 

large-scale equipment. Capital intensity also explains pay differentials between industries. The 

amount of average pay varies with the degree of capital intensity. On average, capital-intensive 

industries (e.g., manufacturing) pay more than industries that are less capital intensive (e.g., 

retail). Capital-intensive businesses require employees who have the aptitude to learn how to 

use complex physical equipment such as casting machines and robotics. Workers usually receive 

on-the-job training, sometimes including employer-sponsored technical instruction. In addition, 

some employers may require specialized training or an associate’s degree for the most skilled 

assembly and fabrication jobs. Employment settings include automotive assembly, aircraft 

engine assembly, and ship building.

2-1. Discuss 
the  reasons for 
 interindustry wage 
 differentials.
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Service industries such as retail are not capital intensive, and most have the reputation of 

paying low wages. The operation of service industries depends almost exclusively on employees 

with relatively common skills. Most retail sales workers receive on-the-job training, which usu-

ally lasts a few days to a few months.

Furthermore, companies in profitable industries tend to pay higher compensation, on aver-

age, than companies in less profitable industries. Employees in profitable industries presumably 

receive higher pay because their skills and abilities contribute to companies’ success and are 

more productive; however, as more companies have failed to meet financial goals over the past 

few years, they have struggled with how best to pay for performance.

As we will discuss shortly, companies in highly unionized industries tend to pay higher 

wages, on average, than do companies in lesser unionized industries. In general, the power of 

collectively negotiating employment terms, including pay, is greater than the negotiating power 

of a single individual. Employees’ right to strike could cripple not only their employer, but also 

hurt companies that rely on receiving raw materials or finished goods.

For instance, in 2016, 36,000 Verizon employees walked off the job after negotiations with 

management failed. Outsourcing jobs was one of the main reasons for workers’ decision to 

strike. At the time, the U.S. Bureau of Labor Statistics indicated that the Verizon strike was the 

largest number of employees to strike in a single company. A strike halts production, resulting in 

lost customers and revenue, which the union hopes will force management to submit to its terms. 

In Korea, Hyundai workers conducted 21 partial strikes in 2016 that caused a production loss of 

about 117,000 vehicles, costing the company more than $2.5 billion.4

Some strikes can have far-reaching consequences for other firms and their customers. For 

example, when port workers on the west coast went on strike, many cargos ships were prohib-

ited from reaching port and thousands of empty transport trucks remained empty. Many firms 

ranging from car dealers to retail companies experienced dwindling inventories of imported 

goods and the inability to serve all customer demand. The following Watch It! video briefly 

describes the Los Angeles port strike and its effects.

 WATCH IT! 

If your professor has assigned this, go to the Assignments section of www.pearson 

.com/mylab/management to complete the video exercise.

At the same time, most highly unionized industries (e.g., manufacturing, construction, and min-

ing) are capital intensive, requiring employees with the aptitude to learn and use complex produc-

tion technology such as the cranes and hoists for loading and unloading massive cargo containers.

Industry 2009 ($) 2011 ($) 2013 ($) 2015 ($) 2017 ($)a

Utilities 1,366 1,385 1,474 1,530 1,649

Mining 1,180 1,276 1,276 1,365 1,492

Construction 911 988 1,010 1,049 1,149

Manufacturing 885 969 976 1,022 1,161

Retail trade 478 506 516 541 572

Leisure and hospitality 329 338 348 372 410

a 2017 figures are for December.

Source: U.S. Bureau of Labor Statistics. The Employment Situation—December 2017. Available: http://www.

bls.gov, accessed January 8, 2018; U.S. Bureau of Labor Statistics. Employment, Hours, and Earnings. Data 

Retrieval. Available: www.bls.gov/webapps/legacy/cesbtab3.htm, accessed February 13, 2015.

TABLE 2-1 Average Weekly Earnings by Industry Group, Select Years 2009–2017
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PAY DIFFERENTIALS BASED ON OCCUPATIONAL 
CHARACTERISTICS
An occupation is a group of jobs, found at more than one company, in which a common set 

of tasks are performed or are related in terms of similar objectives, methodologies, materi-

als, products, worker actions, or worker characteristics.5 File clerk, clerk typist, administra-

tive clerk, staff secretary, and administrative secretary are jobs in the office support 

occupation. Compensation analyst, training and development specialist, recruiter, and 

 benefits counselor are jobs in the human resources management occupation. Considerable 

variation in pay between occupations can be explained by the complexity of knowledge, 

skills, and abilities (KSAs) that define jobs (for example, surgeons and building service 

workers). Another important factor is the labor market dynamics of the supply and demand 

for qualified employees.

Pay variations can also be observed within occupations, based on the complexity of KSAs 

associated with different jobs that define an occupation, and we will look at some examples 

shortly. It should be noted that references to differences in KSAs or relative worth of different 

jobs are based exclusively on job content and demand for individuals who possess the required 

KSAs. These references do not convey value judgments about the worth of these jobs in soci-

ety or to the value placed on the people who hold different jobs. The same applies to pay level 

references.

KNOWLEDGE, SKILLS, AND ABILITIES In Chapter 6, we will address the role of job analysis 

to provide detailed descriptions of jobs based on differing combinations of KSAs. Typically, 

jobs that are based on knowledge and skills, which are developed based on formal education 

(vocational education, college education) or early job experiences such as internships or 

apprenticeships (for example, in the cases of medical doctors or plumbers, respectively) are highly 

valued as measured by pay levels. Jobs with less specialized or complex KSAs are typically paid 

much less.

Let’s consider one job from the health care practitioners and technical operations occupation 

and one from the office and administrative support occupation. According to the Occupational 

Outlook Handbook,6 anesthesiologists focus on the care of surgical patients and on pain relief. 

They also work outside of the operating room, providing pain relief in the intensive care unit, 

during labor and delivery, and for those who suffer from chronic pain. Anesthesiologists work 

with other physicians and surgeons to decide on treatments and procedures before, during, and 

after surgery. Preparation for becoming an anesthesiologist requires advanced training that 

includes completion of medical school, internships, residencies, and attaining medical board 

certification. In May 2016, the average annual salary was $269,600.7

According to the Occupational Outlook Handbook,8 secretaries and administrative assis-

tants usually answer telephones and take messages or transfer calls, schedule appointments 

and update event calendars, arrange staff meetings, handle incoming and outgoing mail and 

faxes, draft routine memos, billing, or other reports, and maintain databases and filing systems. 

Typically, high school graduates who have basic office and computer skills qualify for entry-

level positions. Most secretaries learn their job in several weeks. In May 2016, the average 

annual salary was $40,330.9

Pay differences are also evident within occupations because of different job requirements. 

Let’s consider pharmacist and pharmacist technician jobs, which are part of the health care 

occupation. According to the Occupational Outlook Handbook,10 pharmacists possess advanced 

training to give them the knowledge and skills to safely fill prescriptions, verify instructions from 

physicians on the proper amounts of medication to give to patients, check whether the prescrip-

tion will interact negatively with other drugs that a patient is taking or any medical conditions 

the patient has, instruct patients on how and when to take a prescribed medicine, and inform 

them about potential side effects they may experience from taking the medicine. Pharmacy 

2-2. Explain the  factors 
that contribute to pay 
differentials based 
on occupational 
 characteristics.
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technicians support the work of pharmacists while under their supervision. For example, techni-

cians take the information needed to fill a prescription from customers or health professionals, 

measure amounts of medication for prescriptions, package and label prescriptions, and organize 

inventory. Pharmacy technicians do not require advanced education; most of their training takes 

place on the job. Average annual pay reflects these differences. In 2016, pharmacists earned 

$120,270 while pharmacy technicians earned $32,170.11

SUPPLY AND DEMAND Companies’ demand for qualified individuals for jobs relative to supply 

often influences compensation. There are upward pressures to raise starting pay when the 

demand for qualified workers jobs is greater than supply. These market dynamics require that 

companies compete for limited numbers of qualified workers. This appears to be the case for 

information security analysts. According to the Occupational Outlook Handbook,12 demand 

for information security analysts is expected to be much higher than supply. The Center 

for Cyber Safety and Education estimates that there will be 1.8 million unfilled jobs by 2022, 

which represents a 20 percent rise from the 1.5 million unfilled jobs in 2015.13 Cyberattacks 

have grown in frequency and sophistication over the last few years, and many organizations 

are behind in their ability to detect these attacks. For instance, the credit bureau Experian 

experienced a breach of their databases that contained customers’ information to determine 

credit worthiness. Nearly 150 million records were unlawfully accessed by the hackers. Thus, 

analysts will be needed to come up with innovative solutions to prevent hackers from stealing 

critical information or creating havoc on computer networks. Also, the federal government 

is expected to greatly increase its use of information security analysts to protect the nation’s 

critical information technology (IT) systems. Further, as the health care industry expands its 

use of electronic medical records, ensuring patients’ privacy and protecting personal data are 

becoming more important. More information security analysts are likely to be needed to create 

the safeguards that will satisfy patients’ concerns.

 FYI
Both private-sector companies and the federal government are competing for cyber security talent; 

however, the difference in annual pay between the government and private sector is staggering, 

 particularly for chief information officer jobs:

• Private-sector: $500,000 to $2,000,000

• Federal government: $123,175 to $185,10014

Two major factors are contributing to a shortage of commercial airline pilots—airlines’ 

increasing the size of their fleets and an expected 42 percent of current pilots are expected 

to retire by 2027.15 The shortage of commercial airline pilots is expected to swell to 20,000 

by 202216 and more than 30,000 by 2034.17 This trend weighs heavily on most airlines. Greg 

Muccio, a senior manager at Southwest Airlines Company lamented: “That is one of the things 

in my job I get to worry about every day and when I got to bed at night.”18 And he sees an over-

all lack of interest in becoming a commercial pilot as a key problem: “That’s what puts us in 

the most jeopardy.”19 There are many factors that may be contributing to this lack of interest. 

Most commercial pilots spend the first several years working for regional airlines where annual 

pay has been traditionally quite low—in the $20,000 range. Eventually, many of these airlines 

doubled starting pay. Still, raising pay has done little to move the needle. The cost of flight-train-

ing is quite high, surpassing the $100,000 mark after factoring in the cost of tuition and living 

expenses. And, recent tighter government regulation requires substantially more flight hours and 

other experience, typically, at lower paying jobs, before becoming eligible for co-pilot positions 

at commercial airlines.


