WINNING THE FIGHT FOR SALARY INCREASE
BUDGETS
By Mercer’s Stephanie Wilson
The Great Recession wreaked havoc on salary increase budgets in organizations across the globe;
many have yet to recover and may not in the foreseeable future. Lower budgets make it difficult to
differentiate salary increases meaningfully, which can challenge employee engagement — particularly
for the most valued performers. To make up for the shortfall, organizations spend money on base
salaries in other ways, including paying new hires more than incumbents and providing off-cycle
increases to address compression issues.

Because organizations often look to each other to determine their salary increase budgets, arguing for
more money than the competition can be tricky. What is HR to do? Leading organizations build a strong
business case for the budget request by clarifying the return on investment in salary increases. This
requires gathering more information than simply the market salary budget projections, including:
ff Market competitiveness of current salaries
ff Internal equity issues
ff Turnover metrics and cost estimates of that turnover
ff Employee engagement survey results
ff Other relevant financial, economic, organizational, productivity, and employment metrics

If efforts to obtain bigger increase budgets should fail, HR should be prepared to emphasize the
importance of other reward elements, such as incentives, and communicate about rewards carefully —
or even consider a completely new approach to salary increases.
This article examines salary increase budgeting and outlines action items based on results from
Mercer’s 2017 Rewards Decision-Making and Communications Survey. This is the second in a series
of articles examining how organizations address the need to modernize their annual salary increase
process. The first article covered Modernizing the Annual Compensation Review: Results from a Mercer
Select Intelligence Survey; subsequent articles will focus on how salary increase budgets are allocated
to employees and how final decisions are communicated.

®

BUDGET SIZES AND IMPACT
SIZE MATTERS
The survey data show that the majority (52%) of organizations report the size of their salary increase
budgets were steady over the past few years. Those reporting increasing or decreasing budgets
are evenly split, at 19% each. The remaining 10% indicate that budget movement varies across the
organization.

“

Industry Insight: Industries less likely to report steady
increases are financial services (more are decreasing)
and professional services (more are increasing or
varied).

Organizations report the greatest impact of a larger or smaller salary increase budget is in how it
affects the ability to differentiate increases by employee. To differentiate, money must be moved from
one employee’s allocation to another’s. Given the size of current salary increase budgets, giving less
than the average increase to an employee amounts to so little that it can be demotivating or even
insulting. The employee who gets more may appreciate the effort, but the amount itself is still rather
modest compared to increases of the past.
A second important effect of budget size is its impact on engagement; those with decreasing budgets
for salary increases experience declining engagement while organizations with increasing budgets
report stronger engagement. Varying budget size also directly affects turnover, but to a lesser
extent than pay differentiation and engagement. However, a lack of pay differentiation and declining
engagement, if persistent, can have negative effects on turnover as well.

IMPACT OF YEAR-OVER-YEAR SALARY BUDGET MOVEMENT
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EASIER TO HIRE THAN TO GIVE A RAISE
There are ways that organizations increase spending on base salaries apart from the annual adjustment
process. Almost two-thirds (61%) of surveyed organizations agree that it’s easier to get approval for a
salary offer for a new hire than to get approval to increase an incumbent’s salary to the same amount.
Therefore, new hires are often brought in at a salary above that of their colleagues in the same job.

“

Industry Insight: 76% of high tech organizations find
it easier to hire than increase pay; 41% of life sciences
organizations agree.

This phenomenon leads to pay equity or compression issues, problems that 65% of those experiencing
them indicate they resolve with off-cycle increases. So ironically, small salary increases can lead to
new hires being paid above the norm and to off-cycle adjustments to salaries of existing employees —
negating the intended purpose of keeping employment costs down.

UNINTENDED CONSEQUENCES: OUTCOMES WHEN IT IS EASIER TO HIRE
THAN INCREASE SALARIES
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BUDGET CONSIDERATIONS
Three-fourths of organizations consider their financial performance and market practices when
setting salary increase budgets. About half take inflation rates, affordability, and overall economic
health into account. A missed opportunity may be factoring in the organization’s strategic plan. Only
a third of organizations consider this; however, tying the strategic plan to a workforce plan, then to
the salaries needed to meet the workforce plan and achieve the organization’s strategic plan can form
a powerful business case. Tying the budget to strategic objectives also reminds executives of the
importance of human capital in the business’ overall success.

“

Industry Insight: Consumer goods organizations
rely more on market practices. High tech industry
looks more to affordability and market practices.
Professional services cares more about inflation, less
about strategic plans and market practices.

FACTORS DETERMINING SALARY INCREASE BUDGET
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Those organizations with the highest turnover levels (>25%) are more likely to rely solely on market
practices, and less likely to consider the organization’s financial performance or strategic plan, overall
economic health, or inflation. While this doesn’t necessarily mean the factors used to determine salary
increase budgets drives higher turnover, it does indicate that simply chasing the competition for a
budget number doesn’t result in retained talent.

© 2017 MERCER LLC.

WINNING THE FIGHT FOR SALARY INCREASE BUDGETS

4

THE FUTURE: WHAT CHANGES ARE PLANNED
Despite current challenges associated with small salary increase budgets, most organizations are not
planning changes. A third are considering revising the annual salary increase process, but only 7% are
contemplating eliminating the process altogether in favor of focusing on other ways to differentiate
rewards. And the largest organizations (>20,000 employees) are even less likely to eliminate the
process.

SALARY BUDGETING OR CYCLE CHANGES
CHANGING IN
2017

CONSIDERING
IN NEXT 18
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NO CHANGE

N
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REVISING THE ANNUAL SALARY INCREASE PROCESS
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CHANGING THE FREQUENCY OF SALARY INCREASES

2%
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“

Industry Insight: 48% of financial services
organizations are considering revising the increase
process. 19% of professional services organizations
are examining the frequency of salary increases.
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ACTION STEPS
While many survey participants aren’t anticipating major changes to their budgeting or salary increase
process, the current environment demands a review of current practices. A few thoughts to get
started:
ff STRENGTHEN THE BUSINESS CASE FOR SALARY INCREASE BUDGETING REQUESTS. Build a solid

business case that explains the amount of the request, the rationale, and the expected return on
that investment. A strong case covers the following:
ff Projected sizes of relevant peer group budgets
ff Financial, economic, organizational, and employment metrics that typically impact market
salary increase budget sizes, as well as projections of likely year-over-year changes
ff Competitiveness of current salaries compared to relevant labor markets, including
identification of shortfalls in jobs critical to the success of the strategic plan (read this primer
on compensation market pricing on Mercer Select Intelligence)
ff Internal equity issues (watch the replay of Mercer’s webcast Gender Pay Equity: A Global
Examination of Barriers to learn about Mercer’s latest research on the drivers of pay
differences and how organizations can take action to close their gender-related pay gaps)
ff Voluntary turnover metrics for the organization (versus labor market peers, if available)
ff Cost estimates of that voluntary turnover (e.g., hiring, training, transition downtime)
ff Relevant employee engagement survey results

ff EMPHASIZE OTHER ELEMENTS OF THE TOTAL REWARDS PACKAGE. Should base salary increases

become less useful in differentiating rewards, incentive plans can take up the slack. Review the plan
design details, making sure that performance metrics are set to ensure the plans are rewarding the
right people for the right outcomes. Consider how non-cash elements such as benefits, flexible
work options, time off, and career development can fill the increase void and engage and retain
employees.

ff INCREASE TRANSPARENCY IN EMPLOYEE COMMUNICATIONS ABOUT REWARDS. Only 31% of

organizations share the size of the salary increase budget with employees, and 32% explain the
mechanisms that guide pay decisions (e.g., budgeting process, manager guidelines, governance
structures). Communicate the market competitiveness of the increase budget as well as other
factors considered so that employees understand the size of increases compared to competitors;
then focus team members on the total rewards package rather than just the salary increase.
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ff CONSIDER A RADICAL DEPARTURE FROM THE NORM. Perhaps it’s time to rethink the annual salary

increase process. While there are many ways that a pool of money could be used, below are just a
few alternatives. Think carefully through the organization’s strategic plan, the workforce plan that
supports it, and the desired reward strategy to find an alternative that works for you.
ff Give everyone the same amount, regardless of performance, to use the full budget. This
could be a cost of living adjustment to keep up with inflation or an amount that reflects the
performance of the company (which may be more or less than inflation). This saves time and
headaches, and could ease pay equity concerns, but it leaves the pay-for-performance link to
incentive plans alone.
ff Give everyone the same amount, but only use a portion of the budget. Then concentrate the
remaining dollars on addressing pay equity issues. This approach is useful if the organization
has particular pay equity concerns, but needs to be communicated carefully to ensure a
positive perception.
ff Untether the salary increase from an annual routine that can lead to perceptions of
entitlement. Tie increases to true individual performance gains, such as skill attainment or
promotions. This puts more pressure on goal setting, results measurement, and regular
performance discussions, but further emphasizes the need to earn that reward.
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APPENDIX
METHODOLOGY
Mercer’s 2017 Rewards Decision-Making and Communications Survey was conducted during Q2 of
2017. Over 350 organizations participated in the survey, covering 50 countries around the world.
Topics included rewards strategies, setting salary increase budgets, allocating rewards to employees,
communicating rewards to employees, and planned changes to the process. MSI members can view
more details here.
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Mercer Select IntelligenceSM is a global membership platform, offering HR and business
professionals digital and in-person access to cutting-edge research, analysis, productivity tools,
best practices, on-demand expertise and peer networks. When it’s time to shape policy and
make critical people-strategy decisions, Mercer Select Intelligence will keep you ahead of the
curve with actionable insights into the latest HR news and key issues, including legislative and
regulatory initiatives, local and global economic indicators, and emerging trends. As your trusted
resource in a rapidly changing business environment, the Mercer Select Intelligence membership
will continually evolve to deliver the human capital insights that you need to succeed.
Visit select.mercer.com to learn more.
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For further information, please contact your local
Mercer office or visit our website at
www.imercer.com

Copyright 2017 Mercer LLC. All rights reserved.

WINNING THE FIGHT FOR
SALARY INCREASE BUDGETS

