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Executive summary
 
Managing employee compensation for maximum value

Compensation is a key component of not only employee management but of a business’s overall 

success. In 40 of 42 studies on compensation and its impact on performance, research has shown 

that performance increased when compensation was aligned with business strategies and goals. 

One study found that team and individual employee performance increased by 18% to 20%. At the 

same time, employee pay and benefi ts represent a major business expense and therefore need to be 

managed carefully. Labor costs account for more than 50% of total expenses for many companies, 

research has shown.

The role of compensation

Despite the importance of compensation — both in promoting higher performance and as a major 

expense — many small business owners and managers fail to design and manage compensation 

systems in ways that maximize their value. An effective compensation system is about much more 

than base pay. It incorporates a wide range of elements, from the handling of raises and bonuses to 

providing benefi ts and offering non-monetary advantages 

such as learning opportunities and job ,security. In fact, 

focusing on a well-designed, comprehensive compensation 

package is often much more effective in improving business 

performance than simply increasing employees’ base pay 

without regard for the broader picture.able to identify some 

broad trends across the small companies (see details in 

following section).

Components of a typical compensation system

An effective compensation system can have components, but not all of the possible elements will 

be appropriate for a given business. It is up to you to decide which combination of elements will be 

most effective in helping you achieve your performance goals. In general, the components can be 

grouped into three areas, as represented in the following graphic.

An effective compensation
system drives performance

by compensating employees
in the right ways for 

doing the right things.

Relational
Learning 
opportunities
Challenging work
Recognition
Opportunities 
for growth
Opportunities 
for advancement
Positive work 
environment
Opportunities for 
social interaction

Benefits
Health insurance
Dental insurance
Life insurance
Vision insurance
Disability insurance
Vacation and other 
paid time off
Employee 
Assistance Plan
Retirement plans

 

Cash compensation
Salary
Wages
Commissions
Annual increases to 
salaries and wages 
Annual bonuses
Promotion related 
increases
Incentives (education, 
innovation, customer 
service, performance, 
projects, etc.)
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Designing your compensation system

The compensation components you choose to include in your system and how you weight those 

components is a function of your unique business needs. Two important aspects to consider when 

designing a compensation system are:

  Consistency of your employee pay, both internally and compared to the external job 

market, and

  

  Alignment of your compensation practices with your business strategy, goals and other 

elements of your overall employee management system.

Special considerations for small businesses

Managing compensation systems wisely is especially critical for small businesses, which, because 

of limited resources, often struggle to compete with larger companies solely on the basis of pay 

and benefi ts. They must strive to maximize the value of every dollar of employee compensation in 

driving improved performance. One way small businesses can compete successfully for top-quality 

employees is by taking a “total rewards” approach, carefully considering all aspects of compensation 

to determine which elements will be most cost effective. Also, small businesses can reduce the costs 

of benefi ts by pooling their purchasing power with other small businesses in group plans, and they 

can allow employees to self-direct their benefi t dollars through a “cafeteria plan.”

In general, it is important to remember that in addition to being a major expense, compensation is an 

investment that can be used to drive the results you want to achieve in support of your business goals.
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Understanding and designing compensation systems

Compensation is the central element of the employer-employee relationship. The employer offers to 

buy the employee’s services, and if the employee believes the compensation is fair in relation to the 

work, a deal is struck. But this simplistic view of compensation’s role — although it may represent 

the predominant view of many employers — fails to capture the tremendous value of an effective 

compensation system as a tool for supporting a company’s larger business strategy.

Extracting the full value of a compensation system requires understanding the potential of 

compensation to drive performance, the components of an 

effective compensation system, and the considerations that 

go into designing such a system. This knowledge will help 

you avoid the pitfalls inherent in thinking that any form of 

compensation outside of direct pay is beyond the capability of 

your business to afford or administer.

The high cost of neglecting compensation

Indeed, failure to implement an effective compensation system can prove to be a costly oversight. 

In 40 of 42 studies on compensation and its impact on performance, research has shown that 

performance increased when compensation was aligned with business strategies and goals.1 

One study found that team and individual employee performance increased by 18% to 20% 

when compensation was aligned with business goals.2 These studies focused specifi cally on large 

organizations, but a recent study of small businesses by the Gevity Institute and Dr. Christopher

Collins of Cornell University’s Center for Advanced Human Resource Studies found that effective 

human resource practices, including compensation practices, led to positive outcomes for employees 

that in turn led to better fi nancial performance.3 In keeping with the adage “what gets rewarded 

gets done,” there can be little doubt that proper attention to the organization and execution of an 

effective compensation system can have a positive impact on company performance.

Basic components of compensation

The basic components of compensation fall into three categories: cash compensation, benefi ts and 

“relational” compensation (elements that are more diffi cult to quantify).

Cash compensation

Cash compensation is what comes to mind most readily when most people think of compensation.

It includes base pay, periodic increases (raises) for merit or cost of living, and other cash incentives.4

The three types of cash compensation are examined in the following chart.

The research is clear — 
an effective compensation 

system has a positive impact 
on company performance.
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A specifi c type of incentive pay that warrants special mention, especially for new or fast-growing 

small businesses, is equity compensation. This type of pay provides partial ownership or equity 

in the company. Equity compensation can be an effective practice when a company does not 

have the resources to compete directly with other companies on base pay or to provide incentives 

for behaviors that managers feel are needed for the success of the organization. The idea behind 

equity compensation is that employees with some ownership will increase their effort because the 

value of their ownership increases when the company succeeds. The motivation derived from equity 

ownership is likely to be higher in small businesses where employees feel they are able to directly 

infl uence the success of the organization.

Base pay

Raises

Incentive pay

Key characteristics

•  Gives employee stable basis 
for fi nancial planning

•  If competitive, provides 
incentive to remain with 
the company

•  Little motivational value 
because it is mutually
agreed upon

•  Ensures compensation 
remains competitive with 
the external market

•  Provides motivation if 
communicated effectively

•  Motivates positive 
behavior if requirements 
are clearly communicated 
to employees

•  Varies based on behavior of 
the employee, performance 
of the company or other 
elements important to the 
success of the organization

•  Example: providing cash 
payouts for development 
of a patent to motivate 
innovation

What it is

Minimum amount the 
employer has agreed to 
compensate the employee
for performance of a 
defi ned role

Cost-of-living increases 
related to infl ation and 
merit increases related 
to productivity, increased 
responsibility or other 
contributions to the 
company’s success

Cash or cash-like payments 
used to motivate specifi c 
behaviors
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Remember the little things

Small payments to employees in the form of gift certifi cates, birthday cakes, an occasional 

paid lunch, theatre or sporting event tickets, holiday gifts, or recognition for important events, 

such as marriages and births, can have a signifi cant impact beyond their face value. These 

small items can be used as an incentive or reward, and they indicate to employees that they 

are valued and appreciated.

Benefi ts

Benefi ts compose a broad category of compensation that include forms of pay other than cash or 

cash equivalents. Typical benefi ts include:

• Health insurance.

• Life insurance.

• Retirement benefi ts.

• Paid time off, including vacations or holidays.

• Flexible work arrangements.

• Tuition reimbursement.

Exploring the various types of benefi ts and the design of benefi ts packages is a large topic that 

reaches well beyond the scope of this paper. However, it merits noting here that benefi ts often 

prove to be a competitive challenge for small businesses versus larger organizations. Some types 

of benefi ts can seem virtually cost prohibitive for small companies that are unable to spread out 

their cost over a large number of employees. That being said, there are tactics that allow small 

businesses to compete successfully in this area. These practices are covered in the “Small Business 

Compensation Tactics” subsection.

Legal and regulatory considerations

As with nearly every aspect of running a business, compensation systems involve legal 

considerations that may affect how your system is designed and implemented. The

government has established laws regarding compensation including tax laws, minimum 

wage, overtime, and required benefi ts. Many of these can differ depending on the type of 

employee, the size of the business and other factors. For more information, see the Gevity 

Institute white paper entitled “Understanding Wage and Hour Requirements: A Small 

Business Guide.”
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Relational compensation

Not all of the reasons that employees enjoy coming to work are related to cash payments or benefi ts. 

Some of the rewards of working for a particular company are less quantitative. These have been 

referred to as relational components of compensation5, which may include items such as:

• Challenging work.

• Recognition.

• Learning or growth opportunities.

• Employment security.

• Opportunities for advancement.

• Positive work environment.

While these relational elements are more diffi cult to plan into a compensation system, they can be 

vitally important to meeting employee needs that go beyond money and benefi ts. Identifying these 

advantages in your business and communicating them to current and prospective employees can 

have a signifi cant impact on the performance of your business.

Compensation as a component of employee management

Every element of an effective employee management system — recruitment and hiring, training and 

development, and performance management — is either dependent on or tied to compensation in 

some way. Recruiting and hiring the best and brightest employees, for example, would be impossible 

if job candidates did not feel they would be fairly compensated. Similarly, without a compensation 

incentive, it would be diffi cult to motivate employees to higher levels of performance as part of a 

performance management system. Training and development, meanwhile, is linked to compensation 

because an increase in skills, knowledge and responsibility is typically accompanied by higher 

compensation. Clearly, understanding the integrated role of compensation with all other elements 

of your employee management system is vital to the effectiveness of your employee management 

practices and the success of your company.

Two views of employee compensation

While there is no question that compensation is tied to your company’s success in many ways, your 

view of compensation — as a cost or as an investment — can have a major impact on how much 

value you extract from each compensation dollar you spend.

Compensation as a cost – From the viewpoint of a business owner or manager, employees are 

necessary to operate the business, and compensation is a necessary cost of obtaining those 

employees. With labor costs representing as much as 50% of a company’s total expenses6, it 

is easy to see why many managers adopt this cost-based view of compensation. However, the 

cost-based view is largely one seen in the rearview mirror: It focuses on measurements such as 

total cost per employee and strives to cut labor costs. While managing costs is important, the 

downside of the cost-based view of compensation is that it treats labor as any other input into 

the production process — not unlike a raw material — rather than looking at the potential of 

quality employees to create a competitive advantage and contribute to business success.
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Compensation as an investment – Unlike the cost-based view that focuses largely on the past, 

the investment view of compensation looks at the future. It concentrates on maximizing the 

value of employees by striving to manage compensation in ways that drive improved business 

performance. By investing in employees through compensation, managers who ascribe to this

view hope to generate returns in the form of better retention, higher levels of customer service, 

greater discretionary effort, increased motivation and many other positive outcomes.

An example

Consider a server in a restaurant. A cost-focused manager might try to maximize 

profi ts by paying the server low wages and providing few benefi ts. A manager with an 

investment viewpoint, on the other hand, might offer higher compensation for a server 

with higher motivation and better skills, which in turn would lead to higher customer 

satisfaction, repeat business and word-of-mouth advertising, all of which would 

contribute to increased revenues.

Striking a balance – In the real world, employee 

compensation must be viewed as both a cost

and an investment. While it is important to cut 

costs and improve effi ciency, it is also important to 

recognize that compensation can lead to positive 

employee outcomes that in turn drive higher 

levels of performance. Your goal should be to fi nd 

ways to use compensation to provide employees with incentives to perform well in their jobs, 

but at the same time you must manage those incentives with an eye toward cost effectiveness.

Designing a compensation system

Designing a compensation system requires determining how much you want to pay, how you will 

align compensation with your business goals, and how you will structure the compensation.

How much should you pay?

In deciding how much to pay your employees, you should have two primary goals: one, to ensure 

that compensation is consistent and fair across the different roles within your company; and, two, 

to ensure that the compensation you offer is competitive in the external marketplace.7

Internal consistency – Internal consistency refers to the process of evaluating the many roles within 

your organization and consistently placing those roles within a compensation hierarchy. Jobs that 

demand the most skills and or contribute the most to the success of the company will receive the 

highest levels of compensation. Conversely, jobs that require less knowledge or skills and have less 

impact on business success will receive less compensation. By evaluating the unique requirements 

and impact of each job, you create a level of internal consistency that imparts a sense of fairness 

among employees that the compensation for a given job is line with its requirements. In addition, 

this process makes it easier to apply and adjust compensation across your company’s various jobs.

Compensation must be 
a balance between 

managing costs and 
motivating employees to
improve performance.
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Consistency checklist

✓ Defi ne each job in your company.

✓  Determine the knowledge skills, abilities, experience and education level needed for 

each role.

✓  Assess the impact of each role on the success of the business (e.g., contact with the 

customer, impact of mistakes, level of security, access to intellectual property).

✓  Rank each role, keeping in mind that different roles could have the same ranking based 

on a different mix of required knowledge or impact on the business.

✓  Assign each role a compensation level that is in line with the external market 

(covered next).

External competitiveness – To attract and retain quality employees, you need to compensate 

your workers at least as well as they could be compensated in a similar position in another 

organization — and often the compensation must be better. Simply put, you need to

be aware of what similar organizations are paying for similar roles. This benchmarking is 

important for regular wage and salary information as well as other forms of compensation, 

such as benefi ts and relational components.

Sources of information on competitive pay

Performing external competitiveness benchmarking is relatively easy for large companies, 

which have a compensation staff as well as consulting and research resources at their 

disposal. A small business, however, needs to take advantage of other types of resources, 

such as:

• Current employees.

• Similar non-competitor companies.

• Newspaper, magazine and Internet job listings.

• Colleges, universities and trade schools.

• Local, regional and national government small business organizations.

• Friends, family members, peers and acquaintances.

In addition, there are consulting fi rms that focus on providing benchmarking services

and compensation guidelines for small businesses.

When all of the relevant competitiveness information has been gathered, it should be factored 

into the decisionmaking process to determine compensation levels for each job category. This 

process should also be done strategically. For example, you might take into account the possibility 

of a surplus of qualifi ed candidates for lessessential roles, in which case you may prefer to offer 

compensation that is average or below average in relation to your competitors.

Aligning your compensation system

The next step is to ensure that your compensation system aligns with both your strategy and your 

other employee management practices. There are two types of alignment: vertical and horizontal.
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Vertical alignment – Vertical alignment refers to integrating your compensation system with the 

overall strategy of your organization. First, identify your business strategy, then determine how 

various components of compensation can be used to advance the strategy. For example, if the 

success of your company depends on a high level of teamwork, then vertical alignment of your 

compensation system would include practices such as team-based rewards or variable pay tied 

to the performance of the organization rather than the individual. Likewise, if the success of 

your organization depends on high levels of innovation, then vertical alignment would include 

practices rewarding creativity and informed risk taking. It is important to recognize that the 

reverse is also true: neglecting to consider the impact of certain compensation practices can 

encourage the wrong behaviors. 

The adage that “what gets rewarded gets done” is generally true, so it is vital that your 

compensation system is sending a clear and accurate message to employees of what is 

expected and what the reward will be for doing it. Two ways to promote vertical alignment of 

compensation with your overall strategy are merit pay and incentive pay.

Merit pay. In a typical merit pay system, raises are given based on a set of criteria that 

determine which employees are most deserving. For example, if a company using a 

merit pay system decided to increase its compensation budget by 5%, management 

would not give each employee a 5% raise, but rather weight each individual’s 

increase according to that person’s performance. Top performing employees might 

receive a 10% increase, middle performers 5% and low performers 2%. In this way, 

compensation is aligned with employee performance expectations, giving employees 

greater incentive to improve performance in hopes of receiving a bigger raise.

Incentive pay. In an incentive pay system, employees are rewarded for contributing to 

expected performance outcomes, but not necessarily in relation to the performance of other 

employees. For example, the end-of-the-year bonus might be based on profi t achievement 

for the year. Achievement of the profi t goals of 

the business could result in the highest bonus 

payout with different levels of achievement below 

the goal resulting in lower bonus payouts. Here 

again, the compensation is tied to the strategy 

of the business, resulting in motivation from 

employees to achieve the goals of the business.

Horizontal alignment – Horizontal alignment refers to 

integrating your compensation system with the other components of your employee

management system. In other words, your compensation practices should be consistent with 

your selection and recruitment practices, performance management systems, and training and 

development systems. For example, if your selection system tends to attract and recruit top-

quality employees with an individual drive for success but your compensation rewards team-

based behaviors, then your employee management system is not aligned, and the likelihood of 

seeing higher performance as a result of effective compensation is greatly reduced. 

It is vital that your
compensation system is 

sending a clear and 
accurate message of what 
is expected and what the 

reward will be for doing it.
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Small business compensation tactics

Because small businesses are often constrained in their resources and the amount of cash fl ow they 

can dedicate to compensating employees, special approaches and areas of emphasis are often helpful 

in the competition against larger companies with greater resources. Listed here are several small 

business tactics for stretching the return on compensation dollars.

Emphasize total rewards – One suggestion for small businesses is to focus on what is often called 

total rewards. This simply refers to looking at the total compensation package rather than base 

pay only, which normally receives the most attention. Large organizations use the concept of 

total rewards to increase employee satisfaction and loyalty by helping them understand the 

many different pieces of compensation that they receive. Small businesses, on the other hand, 

should take a different approach. For them, focusing on total rewards involves evaluating and 

choosing the components of compensation that will provide the most value to the company, 

given the resources available.

Two examples

A struggling new business may not be able to pay the highest wages or salaries. 

By focusing on total rewards, however, the company may choose to offer equity 

compensation or incentives based on business performance. Similarly, a company 

that cannot afford to provide a complete benefi ts package might make up the 

difference by focusing on a more relational form of compensation, such as job security, 

challenging work or recognition.

Implement a cafeteria plan – Providing a comprehensive benefi ts package can be prohibitively 

expensive for small businesses. One way they can work around this problem is to offer what is 

commonly known as a “cafeteria plan” of benefi ts. Under a cafeteria plan, the company offers 

employees a given amount of money toward benefi ts. Each employee then chooses from a 

variety of benefi ts based on his or her personal needs and preferences — not unlike choosing 

food items in a cafeteria. An employee with children, for example, might choose dependent 

health insurance, while a single employee might choose to focus on retirement benefi ts. The 

result is that employees receive the benefi ts that are most important to them, and the company 

is able to provide those benefi ts without the cost of a comprehensive benefi ts package.

Join a group plan – A contributing factor to the high cost of insurance and retirement 

packages for small businesses is the expense of managing these programs for a small number 

of employees. One solution to this problem is to use group-based plans. Some insurance or 

human resource outsourcing companies focus on small business clients and are able to pool 

the resources of multiple small businesses to provide health, retirement or other insurance 

benefi ts. This allows small business owners to provide employee benefi ts that are similar to larger 

organizations for less cost than if they were to administer the benefi ts entirely on their own.
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Take control of your compensation system

How you compensate your employees will impact their performance and drive certain behaviors. It is up

to you, through a carefully designed compensation system, to ensure that the behaviors you are 

encouraging and the performance goals you are supporting are in fact those that are best for your 

business. Taking control of your compensation system will help you ensure that you are extracting the 

highest value from each dollar of compensation you pay and help keep you competitive with larger 

companies for the best and brightest employees.

Here is a quick review of the key points to remember as you evaluate and design your 

compensation system:

• Understand the complementary roles of compensation system components.

•  Remember that compensation is not always about money. Providing relational benefi ts, such as

challenging work, employment security or a fun working environment, is a low-cost way to attract 

and retain employees.

•  Ensure that you have evaluated and rated each job in your organization for knowledge, skills and 

impact on the success of the company and that your compensation practices are consistent with 

those rankings.

•  Use all of the resources available to you to ensure that the compensation you provide is competitive 

with similar roles outside your organization.

•  Be sure that your compensation system is aligned with your overall business strategy and goals as

 well as the other employee management practices in your business.

•  Use merit pay increases and incentive pay to link compensation to the accomplishment of key 

business goals.

•  “Measure what matters” to ensure that compensation is tied to your business success and that 

you are not unintentionally rewarding the wrong behaviors.

•  Stretch your resources by focusing on total rewards, use of cafeteria plans and benefi ts 

consolidation organizations.

• Remember the little things that tell your employees you care about them and appreciate their efforts.

References

1 Heneman, R. (1992), Merit Pay: Linking Pay Increases to Performance Ratings. Addison-Wesley, Reading, MA.

2 Cooke, W.N. (1994), “Employee Participation Programs, Group Based Incentives, and Company

Performance.” Industrial and Labor Relations Review, v. 47, p. 594-610. 

3 Gevity Institute–Cornell University (2005), “Human Resource Management Practices and

Firm Performance in Small Businesses,” Report #3.

4,5 Milkovich, G.T. & Newman, J.M. (2002), Compensation, Seventh Edition. McGraw-Hill, New York.

6 Industry Total Labor Cost Studies (1997), The Hay Group, Philadelphia.

7 Martocchio, J.J. (2001), Strategic Compensation, Second Edition. Prentice Hall, New Jersey.



9000 Town Center Parkway
Bradenton, FL 34202

1.800.2GEVITY
(1.800.243.8489)

gevityinstitute.com

The Gevity Institute
The Gevity Institute was established to identify and 

quantify the link between human resource practices 

and small- and medium-sized business performance. 

The Institute strives to become a unique and recognized 

authority on how effective people management practices 

impact business success, both fi nancially and strategically. 

The Gevity Institute sponsors research at leading 

universities and business organizations. It is our objective 

to establish an ongoing stream of information, data 

and recommendations focused on effective people 

management for small- and medium-sized businesses.

About Gevity 
Gevity (NASDAQ: GVHR) is a leading provider of HR 

business solutions. We help small businesses nationwide 

maximize performance by providing world-class HR 

expertise and services, including payroll, benefi ts, 

administrative processing, risk management, policies 

and procedures, new hire support, performance 

management, and employee development and retention. 

For more information, visit www.gevity.com.

© 2007 Gevity. All rights reserved. GevitySM and gevity.comSM are 
trademarks of Gevity. In Florida, Gevity is licensed by the DBPR (License 
#GL99 and #EL272). In Texas, “Gevity” means Gevity HR, L.P., Gevity HR IV, 
L.P., Gevity HR IX, L.P., Gevity HR X, L.P. and Gevity HR XI, LLC.


