
CHAPTER 10PRIVATE 


COMPENSATION:  AN OVERVIEW
Learning Objectives

1.
Define compensation and differentiate among direct financial compensation, indirect financial compensation, and non-financial rewards.

2.
Describe the strategic importance of human resource management activities 


performed in organizations.

3.
Explain how compensation systems relate to employees’ motivation, productivity, and satisfaction.

4.
Explain how external factors (labor markets, the economy, the government, and unions) and internal factors (size and age of the organization, labor budget, and who is involved in pay decisions) relate to a firm’s compensation policy.

5.
Discuss how pay surveys help managers create efficient and equitable pay systems.

6.
Describe the job evaluation process.

Key Terms

	behavior modification
	Individual learning through reinforcement.

	broadbanding
	A system for condensing compensation rate ranges into broader classifications.

	classification or grading system
	A job evaluation method that groups jobs together into a grade or classification.

	comparable worth
	An issue that has been raised by women and the courts in recent years. It means that the concept of equal pay for equal jobs should be expanded to the notion of equal pay for comparable jobs. If a job is comparable to other jobs as determined by job content analysis, that job's pay should be comparable.

	compensation
	Compensation is the HRM function that deals with every type of reward that individuals receive in return for performing organizational tasks.

	delayering
	Allowing workers to move among a wider range of tasks without having to adjust pay with each move.

	equal pay
	Equal pay for equal work for men and women. Equal work is defined as work requiring equal skills, effort, and responsibility under similar working conditions.

	equity theory
	A motivation theory that argues that a major determinant of employees' productivity and satisfaction arises from the degree of fairness or unfairness that they perceive in the workplace.

	exchange theory
	A theory of motivation that argues that a major determinant of an employee's productivity and satisfaction arises from the degree of equity in the workplace, defined in terms of a ratio of an employee's inputs (effort, attendance, and so on) to outcomes (pay, benefits, and so on) as compared with a similar ratio for a relevant other.

	exempt employee
	A person working in a job that is not subject to the provisions of the Fair Labor Standards Act (1938) with respect to minimum wage and overtime pay. Most professionals, executives, administrators, and outside salespeople are classified as exempt.

	factor comparison method
	A job evaluation method that uses a factor-by-factor comparison. A factor comparison scale, instead of a point scale, is used. Five universal job factors used to compare jobs are responsibility, skills, physical effort, mental effort, and working conditions.

	Fair Labor Standards Act (FLSA)
	A 1938 law that set specific minimum wage and overtime pay rates.

	indirect financial compensation
	All financial rewards (benefits and services) that are not included in direct financial compensation.

	job evaluation
	The formal process by which the relative worth of various jobs in the organization is determined for pay purposes.

	minimum wage
	The Fair Labor Standards Act of 1938, as amended, states that all employers covered by the law must pay an employee at least a minimum wage. In June 2000, the minimum was $5.15 per hour.

	motivation
	The attitudes that predispose a person to act in a specific goal-directed way. It is an internal state that directs a person's behavior.

	nonexempt employee
	A person working in a job that is subject to the minimum wage and overtime pay provisions of the Fair Labor Standards Act. Blue-collar and clerical workers are two major groups of nonexempt employees.

	pay class or pay grade
	A convenient grouping of a variety of jobs that are similar in difficulty and responsibility.

	pay curve
	A pay graph developed from data collected from wage and salary surveys. It graphically depicts pay rates/ranges.

	pay level
	Pay set relative to employees working on similar jobs in other organizations.

	pay range
	The spread of pay in various classes. That is, a class may have a range of $1,000 per month. One employee would be paid the lowest rate and another employee paid the highest rate. The range from the lowest to the highest could be $1,000 per month.

	pay structure
	Pay set relative to employees working on different jobs within the organization.

	pay surveys
	Surveys of the compensation paid to employees by all employers in a geographic area, an industry, or an occupational group.

	point system
	The most widely used job evaluation method. It requires evaluators to quantify the value of the elements of a job. On the basis of the job description or interviews with job occupants, points are assigned to the degree of various factors required to do the job.

	ranking of jobs
	A job evaluation method often used in smaller organizations, in which the evaluator ranks jobs from the simplest to the most challenging(for example, clerk to research scientist.


Presentation
1.
Introduction


a.
compensation

i. financial compensation

· direct financial compensation (wages, salaries)

· indirect financial compensation (benefits)



ii.
non-financial rewards (praise, recognition)

2.
A diagnostic approach to compensation


a.
nature of the task

· risk

· working conditions


b.
nature of the individual employee

· skills

· attitudes


c.
external factors

· government (laws)

· unions

· economic conditions

· labor market conditions


d.
organizational factors

· managerial goals

· pay structure

· labor budgets

· size and age of firm

3.
Objectives of compensation

· adequate

· equitable

· balanced

· cost effective

· secure

· incentive providing

· acceptable to the employee

4.
External Influences of Compensation


a.
the labor market and compensation


i.
supply & demand (market conditions)

ii. workforce diversity  (ex. flextime: part-time)

iii. aging work force 
· older workers encouraged to stay longer to fill critical positions
· older workers attracted out of retirement


b.
compensation and an international labor force

· global wage differentials

· local/expatriate pay (moving US employees  to foreign locations)

· employing cheaper local labor force overseas

· moving foreign workers to the U.S. (training/job assignments)

· offshoring the outsourcing of jobs, projects & work to foreign countries

c.
economic conditions and compensation

· the more competitive the situation, the more that organizations


have to pay and the less it may be able to pay higher wages

· highly productive firms are able to pay higher wages

d. governmental influences and compensation

e. wage controls and guidelines

· wage freezes : gov’t orders that forbid wage increases
· wage controls: size of wage increases limited
· wage guidelines: voluntary wage restrictions

3 Acts aimed at stabilizing the economy:
· Wage Stabilization Act (1942):  wage freeze to slow inflation

· Defense Production Act (1950):  similar wage freeze 

· Economic Stabilization Act (1970):  presidential powers to impose wage & price controls during times of national necessity


f.
wage and hour regulations


i.
Fair Labor Standards Act (1938)

· minimum wage

· overtime pay (exempt vs. nonexempt)

· child labor prohibition


ii.
Equal Pay Act (1963)


iii.
comparable worth (pay equity)


g.
other pay legislation


i.
laws designed to prohibit discrimination



(Civil Rights Act - 1964, Age Discrimination Act - 1967)


ii.
Walsh-Healy Act (1936) – industry minimum


iii.
Davis-Bacon Act (1931) – prevailing wage


iv.
McNamara-O’Hara Services Contract Act – prevailing wage for 


contracts >$2500


v.
Federal Wage Garnishment Act (1970)


h.
other government influences 

· deductions for taxes, Social Security

i.
union influences and compensation

· unions tend to increase pay levels

· supportive interaction between unions and government has influence


on compensation

· illegal to change wage rates during union organizing campaign

· unions reject merit pay increases, want pay based on seniority  

5.
Internal (organizational) Influences on Compensation


a.
the labor budget

b. who makes compensation decisions

· goals of controlling interest and managerial pay strategies

6.
Compensation and Motivation

a. pay and motivation

· Taylor (scientific management & differential piece rate)

· Needs theorists (Maslow, Aldefer, McGregor, McClelland)

· Herzberg’s two-factor theory

· Social comparison theories (Homan’s exchange theory & Adam’s equity 


theory)

· Vroom’s Expectancy theory

· Reinforcement, behavior modification theory


b.
pay and employee satisfaction


i.
weak relationship

· people have different ideas about what their pay should be

· pay determination is not clearly understood by employees

ii. research results mixed

· pay & satisfaction varies by industry (industrial –interesting jobs vs. 


hotel workers – high wages are rated above all else)


c.
pay and employee productivity

· use of incentives to raise productivity

7.
Compensation decisions


a.
comparative (setting pay relative to others)

· pay level decision (external equity/external competitiveness)

· pay structure decision (internal equity/ internal consistency)

· individual pay determination (individual equity)


b.
the pay-level decision

· high-pay-level strategy

· low-pay-level strategy

· comparable-pay-level strategy

· choice of strategy


i.
pay surveys and comparable pay levels

· who conducts surveys

· federal, state, municipal government

· large employers

· professional/consulting groups

· trade associations

· usefulness of surveys

· jobs to be covered (at least 30% match on surveys)

· who will be surveyed (employers)

· method used

· personal/telephone interviews
· questionnaires


c.
The pay structure decision



i.
job evaluation


reasons for job evaluation

· establishes systematic/formal structure of jobs


according to their worth to the organization

· justifies existing pay structure or creates one to 


establish equity

· creates basis for negotiation with the unions in 


collective bargaining process

· identifies for employees the hierarchy of pay progression

· complies with equal pay legislation

· provides basis for merit/pay-for-performance programs



ii.
job evaluation methods

· job ranking

· classification or grading system

· point system

· factor comparison


iii.
pay classes, rate changes, and classifications

· pay class (pay grade)

· wage/pay range

· red circled (overrated jobs)

i. freeze the rate



ii.
transfer or promote employee



iii.
cut the rate back

· green circled (underrated jobs)



i.

lack of experience

· silver circled



i.

super-seniority

· gold circled


i. numerous/hefty merit increases

· delayering and broadbanding

· delayering:  reducton of total number of job levels

· broadbanding:  reduction in the number of salary ranges 


d.
individual pay decision

· seniority

· merit

Review Questions
1.
What is the difference between direct and indirect financial compensation?

2.
Pay for each individual in the United States is set relative to three groups. Name them and explain why each is important.

3.

What is pay satisfaction? Why is it so difficult to measure it and relate it to a compensation system? 

4.

Linking pay and productivity has been around since the days of the Babylonians. How much do we really know about the relationship?

5.

What is the difference between equal pay and comparable worth? Why are these concepts so important?

Application Case 10.1


The Comparable Worth Debate

1.
In your view, is comparable worth a legitimate strategy for determining job compensation?
2.
 Are the director of Twin Oak’s HR department, what recommendations would you make to James Bledsoe?

3.
From an HRM perspective, what are the challenges of implementing comparable worth?

