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IN TRODUCTION
Organizations spend significant resources on
their annual compensation review process. Human
resources departments gather competitive data,
managers conduct performance discussions with
their direct reports, multiple rounds of calibration
meetings are held, tough decisions are made, and
managers communicate the final results. All this
effort, and rarely is anyone elated with the outcome.
However, the majority of employers still differentiate
base salary increases and incentive payouts based
on a number of factors, with performance at the top
of the list. So they continue on with the process,
year after year. While there have been some
significant changes made by several well-known
companies, including elimination of performance
ratings altogether, there is no one-size-fits-all
strategy to implementing a fair performancebased program. Companies must determine how to
calibrate their own compensation philosophy and
strategy to their workforce and market. In doing so,
it is paramount that organizations understand the
pillars of an effective rewards policy and the pitfalls
of a poorly communicated one.
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Given today’s competitive labor market, most organizations
that have adopted a pay-for-performance compensation
strategy did so to attract, motivate, encourage, and retain
employees. Indeed, it is not the equitable allocation of
scarce resources that prompts companies to adopt tiered
salary increases; it is the need to reinforce the right
priorities within their workforce and drive them to higher
levels of production.
However, companies that wish to achieve these results
through performance-based pay must understand the
importance of genuine and effective communication
of their pay philosophy and intent. As salary increase
budgets shrink, the workforce generation mix changes,
and traditional performance management decays,
the expectations of managers to provide feedback
and illustrate their rationale behind salary decisions is
increasing. In this new work dynamic, companies cannot
afford the perception of unequitable compensation without
risking consequential damage to their employment brand.
As your company seeks a solution for tomorrow’s
workforce challenges, Mercer’s Rewards Decision-Making
and Communication Survey results point to the factors that
companies use when evaluating employees’ effectiveness in
the workplace and the trends sweeping rewards decisionmaking worldwide.
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PICKING OU T THE BEST FROM THE REST
Employers know that compensation is a key motivator for most employees. As such, the majority of organizations reward top performers by offering
greater base salary increases and incentive payouts, in addition to leveraging an array of other tools, including spot bonuses, recognition awards,
development opportunities, or promotions. But regardless of the vehicle, almost all companies rely on the traditional, scaled performance-rating
system to identify high performers (88% of organizations use this method).
Most companies use a different methodology to differentiate payouts based on the type of reward. When considering the various factors that
contribute to the reward differentiation, individual performance has the highest weighting (approximately 50%) when determining base salary
increases, regardless of career level. But many take a bigger picture into consideration when distributing short- and long-term incentives.
Organizations place more weight on company performance when evaluating STI and LTI for executives and managers, but tend to assess individual
performance when doing so for lower-level employees. Evaluating an individual's performance based on the scope of their control almost certainly
leads to a more fair assessment of their contributions. Non-performance factors, including internal equity, competencies, and potential, also are
considered when differentiating rewards, but by relatively few organizations.
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AVERAGE WEIGHTING FOR DIFFERENTIATION FACTORS — SHORT-TERM INCENTIVE PAYOUT

7
33

40

45
52

8

7

7

7
32

51

9

9
44

40

10

43
39

9

9

EXECUTIVES

MANAGEMENT

PROFESSIONAL — SALES

PROFESSIONAL — NONSALES

PARA-PROFESSIONALS

N= 264

N= 274

N= 219

N= 233

N= 186

AVERAGE WEIGHTING FOR DIFFERENTIATION FACTORS — LONG-TERM INCENTIVE PAYOUT

18

28

27

32

EXECUTIVES
N= 211

INDIVIDUAL PERFORMANCE

© 2017 MERCER LLC.

34

36

46

3
51

32

33

24

2
39

35

30

30

MANAGEMENT

PROFESSIONAL — SALES

PROFESSIONAL — NONSALES

PARA-PROFESSIONALS

N= 100

N= 31

N= 35

N= 22

TEAM PERFORMANCE

COMPANY PERFORMANCE

NON-PERFORMANCE FACTORS

REWARDS DECISION-MAKING AND COMMUNICATIONS

6

EMPLOYEE EVALUATION IS NO E ASY TASK
Despite many companies' attempts to award performance-based pay equitably, no system
is perfect. More than one-quarter (28%) of companies regard the performance evaluation
process as a major challenge. The most prevalent complaint is the difficulty of rewarding a
unique skill set (33%).
So it's no surprise that many organizations are seeking increased emphasis on pay-forperformance differentiation (43%). At the same time, other factors are coming to the
forefront as well. 40% plan to increase focus on pay equity or fairness, while 34% are
increasing emphasis on paying for potential. That makes a lot of factors to juggle within
budget constraints!
Nearly half of companies are open to revising their performance rating system, whether via
recalibrating their rating system (32%) or removing the linkage between performance ratings
and rewards (14%). Few companies (13%) are open to eliminating their performance ratings
altogether. Those companies currently without a performance rating system (12%) typically
link pay to performance through managerial discretion or cross-organization calibration
processes. Only a tiny subset of those companies without a performance rating system (3%)
opts to divorce performance from pay entirely.

TOP 3 METHODS OF LINKING PAY TO PERFORMANCE IN THE ABSENCE
OF PERFORMANCE RATINGS

75%

CURRENT CHALLENGES OR FRUSTRATION
POINTS TO IMPLEMENTING A REWARDS
DECISION APPROACH

1. Rewarding and engaging employees
with unique, hard-to-find skill sets
2. Communicating rewards to 			
employees
3. Evaluating performance
4. Rewarding and engaging high-		
potential employees
5. Setting expectations and 			
performance targets

MANAGERIAL DISCRETION

33%
CROSS-ORGANIZATION CALIBRATION PROCESS

28%
CORPORATE METRICS
N= 40
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ANNUAL SAL ARY INCRE ASE CYCLE
After determining how to evaluate individuals’ performance,
companies must devise a means of paying for that performance.
Creating that linkage through a salary increase requires regular
budget maintenance and calibration so as to ensure that top
employees are compensated in a manner that is commensurate with
their above-average performance.

FACTORS THAT DETERMINE THE SIZE OF SALARY INCREASE
BUDGETS

ORGANIZATION’S FINANCIAL PERFORMANCE

Any number of factors can affect an organization’s salary increase
budget, but most HR and business managers primarily consider the
organization’s financial performance (76%) and market practices
(76%). Other common considerations are inflation rates (53%),
affordability (49%), and overall economic health (48%). Most
organizations (52%) report that their salary increase budget has
remained stable over the last few years, while 19% of companies
stated that their salary increase budget has increased and 19% say
it has decreased. Those companies with a fluctuating budget report
that it has affected their ability to differentiate salary increases
for high- versus low-performing employees. This impact has been
positive for those with an increased budget and negative for those
with a decreased budget.
When allocating salary increases, organizations need to consider
the timing and frequency of dispersal. Although most organizations
(91%) offer base salary increases to all employees on a common
date every year, this is not the only opportunity employees have
for a salary increase. Over half (61%) of HR professionals surveyed
feel that it is easier to get budget approval for an outside hire than
for a pay increase for existing employees. These acquisitions often
lead to discrepancies in pay and compression issues, both of which
necessitate off-cycle salary increases for existing incumbents.
However, most organizations regard salary increase periods as
formulaic: only 33% of organizations are open to revising their
annual salary increase process, and very few are eliminating (7%) or
changing the frequency of (7%) the process.

© 2017 MERCER LLC.

MARKET PRACTICES

INFLATION RATES

AFFORDABILITY

OVERALL ECONOMIC HEALTH

ORGANIZATION’S STRATEGIC PLAN
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COMMUNICATION IS KE Y…
As the goal of any organization should be to drive peak performance from their employees, the way that managers communicate a rewards program
is critical to the success of the program and the organization as a whole. Despite this, 39% of companies do not share a clear description of their
performance expectations with employees, and 60% do not share the manager’s estimation of the employee against the organization's pay drivers.
Rather than treating performance expectations as state secrets, companies should seize these opportunities to align pay with performance and
career development in the employee’s mind.
One likely reason for many companies’ reluctance to communicate rewards programs is the difficulty in doing so. Nearly one-third (29%) of
organizations reported struggling with the communication of rewards, and the most consistent challenges in designing and implementing an
effective pay-for-performance strategy are ensuring the perception of fairness and guaranteeing consistent application and communication of the
program.

REWARD DECISION INFORMATION MOST COMMONLY SHARED WITH EMPLOYEES

N= 357

71%

61%

40%

ORGANIZATION’S REWARD
PHILOSOPHY

A CLEAR DESCRIPTION OF THE COMPETENCE
AND PERFORMANCE EXPECTATIONS OF THE
EMPLOYEE’S ROLE

THEIR MANAGER’S HONEST VIEW ON HOW THE
EMPLOYEE HAS BEEN ASSESSED AGAINST THE
ORGANIZATION’S PAY DRIVERS

32%

31%

THE ANNUAL PAY MECHANISMS FOR GUIDING PAY DECISIONS
(E.G., BUDGETING PROCESSES, MANAGER GUIDELINES,
GOVERNANCE STRUCTURES)

SIZE OF THE SALARY INCREASE
BUDGET
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… BU T SO IS PERCEP TION
As difficult as it may be to achieve, it is critical that employees
perceive a rewards program as fair. Of companies that track this
information, over half (57%) report that employees cite online
information during salary discussions with managers, putting
increased pressure on managers to effectively communicate
a company’s pay strategy. In these instances, most employers
educate the employee on the organization’s reward philosophy,
the nature of competitive market data review processes, and the
dubious credibility of online statistics, but very few share salary
ranges or market data.

HOW COMPANIES RESPOND TO EMPLOYEE QUERIES ON
COMPETITIVE COMPENSATION DATA FROM THE INTERNET

EDUCATE THE EMPLOYEE ABOUT THE ORGANIZATION’S REWARD
PHILOSOPHY AND MARKET COMPARISON PROCESS

EXPLAIN WHY THE DATA SOURCE THEY USED IS NOT CONSIDERED VALID
BY THE ORGANIZATION

SHARE THE SALARY RANGES FOR THEIR JOB

SHARE THE MARKET DATA, AS GATHERED BY THE ORGANIZATION, FOR
THEIR JOB

81%

In order to achieve an effective pay communication system, it is
important that organizations offer training to the relevant personnel.
Most organizations (84%) conduct performance discussions once or
twice per year, and the communicator is the employee’s direct manager
or supervisor in 79% of companies. Although nearly two-thirds (61%)
of companies feel that policy communicators are well-versed in the
organization’s reward philosophy, only 38% receive training.
Some companies are looking to improve their communications methods:
52% are increasing the transparency of their reward decisions, 39% are
looking to increase the frequency of communication about rewards, and
23% are considering increasing the frequency of performance reviews.
Additionally, 69% either conduct training or plan to introduce training
on policy communication.

COMMUNICATOR IS WELL-VERSED IN REWARD PHILOSOPHY
AND COMPENSATION PRACTICES

61%

38%

8%
N= 358

31%

17%

23%

16%
Yes, because
organization
provides training in
this area

Yes, although
organization doesn’t
provide specific
training in this area

No, but organization plans
to improve knowledge
and communication skills
through training

No

N= 306
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CONCLUSION
Companies can spend decades refining their rewards decision making and communications strategies, but, at its core, a performance-based
compensation program should strive to be equitable, well-reasoned, and effectively communicated. If high-performing employees are compensated
for their efforts and low-performing employees understand why they receive less, a rewards strategy should succeed in driving an entire workforce
to better results.
However, many organizations may take solace in another statistic: 61% of employees who were recently surveyed by their company were either
as satisfied or more satisfied with their compensation as they were two years ago. This means that despite all the angst and commotion about
improving pay for performance, pay communication, pay equity, and pay transparency, many employees feel just as good about their compensation as
they did yesterday.

EMPLOYEE SATISFACTION WITH COMPENSATION

N= 348
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PREVIOUS SURVEY
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33%

WORSE THAN PREVIOUS
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ABOU T MERCER
At Mercer, we make a difference in the lives of more than 110 million people every day by advancing their health, wealth, and careers.
We’re in the business of creating more secure and rewarding futures for our clients and their employees — whether we’re designing
affordable health plans, assuring income for retirement, or aligning workers with workforce needs. Using analysis and insights as
catalysts for change, we anticipate and understand the individual impact of business decisions, now and in the future. We see people’s
current and future needs through a lens of innovation, and our holistic view, specialized expertise, and deep analytical rigor underpin
each and every idea and solution we offer. For more than 70 years, we’ve turned our insights into actions, enabling people around the
globe to live, work, and retire well. At Mercer, we say we Make Tomorrow, Today.
Mercer LLC and its separately incorporated operating entities around the world are part of Marsh & McLennan Companies, a publicly
held company (ticker symbol: MMC) listed on the New York, Chicago, and London stock exchanges.
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For further information, please contact your local
Mercer office or visit our website at

www.imercer.com
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