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summary
Awarding merit dollars — and the program used to decide when and how much — is not an exact science. There are more ways than we can count to design a merit dollars program that fits your company. Read here about 10 options and the pros and cons to each.

quick look
· Designing a program for merit dollars involves considering salary ranges, performance ratings and even cost of living.

· One option to consider when awarding merit dollars is how much flexibility should be allowed to managers for awards to good performers.

· When awarding merit dollars, managers and HR need to consider whether every employee — including low performers — should be included.
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There is certainly more than one way to award merit dollars, but how do you choose? What is the best fit for your workforce and your company’s culture? There is no right answer, but there are lots of options. Which option you choose could be based on your merit pool size, the amount of flexibility you want to give your managers in determining pay awards, if you want to award employees lower in range larger pay increases, how much you want the increase tied directly to merit, and what kind of message you want to communicate to your workforce. Following read about the top 10 ways to use your company’s merit dollars, as well as the pros and cons of each option.

Option 1 

Allow managers to award merit increases in a range established by the company. For example, such range could be between 0%-10%. Managers would have to have approval for any increases over 10% from human resources and executive management. The catch is that they still must come within whatever budget you have with their average increase. 

The benefit to this option is that it allows managers more flexibility to truly reward good performers; especially those low in range. However, the manager must still hit their overall budget number. With that in mind, the down side is that managers may have to give some employees a 0% increase or a very low increase in order to reward the high performers and still come within budget.
This option works with any size merit pool, but is best used with larger merit pools.
Table 1 

	Employee Name
	Merit Award

	Carol
	5%

	Eddie
	3%

	Jim
	0%

	Michele
	8%

	Susan
	0%

	Average
	3.2%


Option 2 
Employee receives a flat increase percentage based on their performance review rating.
This option allows all employees to get the same increase for the exact same performance review rating, which means there is no flexibility to vary the percentage of the award. This option can work with any size merit pool, but works well with low merit pools. 

You will note in Option 2 and many of the other options that there is a small increase available to employees who are below expectations. Companies have different philosophies as to whether they want to provide any type of increase to employees below expectations. Sometimes the decision to provide a pay increase depends on how the descriptor is written for below expectations. Other times, companies want to allow for a small increase to offset some of the increased cost of living and benefit costs.

Table 2 

	Overall Review Rating
	Percentage Increase

	Outstanding
	5.5%

	Exceeds Most
	4.0%

	Fully Competent
	2.5%

	Below Expectations
	1.0%


Option 3 

Employee is eligible for an increase percentage within a range. Managers are allowed to award an increase anywhere within the range.
This option offers managers some discretion within a range, and it is important to model based on past years’ reviews and or require forced ranking. However, this option awards a different percentage for the same performance rating.
This option works with any size merit pool, but works best with higher merit pools. Typically when a manager is given flexibility in determining the award amount, performance would be the primary factor used to determine an individual’s increase within the range. Some other factors that are typically considered when a range is provide are such things as:

· How did the employee achieve their goals?

· What obstacles did the employee overcome to achieve their objectives?

· How does the employee work with others?

· How effective is the employee?

· What significant challenges did the employee overcome to be successful?

· What did the employee do to make a significant contribution to the business relative to other employees?

· What is the employee’s current position in the pay range?

Table 3 

	Overall Review Rating
	Percentage Increase

	Outstanding
	4.0% – 5.5%

	Exceeds Most
	2.5% - 4.0%

	Fully Competent
	1.5% - 2.5%

	Below Expectations
	0% - 1.0%


Option 4 
This option embraces a matrix that awards a flat increase percentage based on both the employee’s overall performance rating and where they are in their salary range.
The up-side to this option is that it rewards those lower in range with a higher increase but still relative to their performance. It also provides the same increase for those that have the same review rating and place in range. The downside is that employees lower in range with the same performance rating get a higher increase than others.
This option can work with any size merit pool, but works well with low merit pools.

Table 4 

	Overall Review Rating
	Lower 1/3
	Middle 1/3
	Upper 1/3

	Outstanding
	5.5%
	4.5%
	3.5%

	Exceeds Most
	4.0%
	3.0%
	2.0%

	Fully Competent
	2.5%
	1.5%
	1.0%

	Below Expectations
	1.0%
	.5%
	0%


Option 5  

This is a variation of option 4 and allows the manager to choose between a range based on the employee’s overall rating and their place in salary range.
The benefits to this option is that it allows the manager discretion within a range to provide a higher increase but it is still tied to performance rating. However, it awards different increases for the same performance rating.
This option can work with any size merit pool, but works best with higher merit pools.

Table 5 

	Overall Review Rating
	Lower 1/3
	Middle 1/3
	Upper 1/3

	Outstanding
	5.0% - 6.0%
	4.0% - 5.0%
	3.0 % - 4.0%

	Exceeds Most
	4.0% - 5.0%
	3.0% - 4.0%
	2.0% - 3.0%

	Fully Competent
	3.0% - 4.0%
	2.0% - 3.0%
	1.0% - 2.0%

	Below Expectations
	2.0 – 3.0%
	1.0 – 2.0%
	0%


Option 6 

In this example, the employee’s increase is based on a percent of the mid-point of the range versus a percent of the employee’s salary.
This option provides the same dollar increase since it is built on a percent of mid-point and also gives employees below mid-point more dollars than if the increase was based on their salary. This option helps bring those lower in range up faster. However, employees at the same performance level get the same dollar increase regardless of where they are in the range or their current salary. Employees above mid-point actually get a lesser increase when it is based on mid-point versus their current salary.
This option works with any size merit pool best is best used with pay ranges that include midpoints. Modeling or forced distribution is important in establishing the grid for this option.

Table 6 

	Overall Review Rating
	Increase based on mid-point of Grade 4 of $25,000
	Actual employee in Grade 4 at $20,000 if increase was based on their salary
	Increase based on mid-point of Grade 7 of $40,000
	Actual employee in Grade 7 at $45,000 if increase was based on their salary 
	Increase based on mid-point of Grade 9 of $60,000
	Actual employee in Grade 9 at $70,000 if increase was based on their salary

	Outstanding – 5.5%
	$1,375
	$1,100
	$2,200
	$2,475
	$3,300
	$3,850

	Exceeds Most – 4.0%
	$1,000
	$800
	$1,600
	$1,800
	$2,400
	$2,800

	Fully Competent – 2.5%
	$625
	$500
	$1,000
	$1,125
	$1,500
	$1,750

	Below Expectations – 1.0%
	$250
	$200
	$400
	$450
	$600
	$700


Option 7 
This awards a flat dollar amount solely based on overall review score.
This option is easy to administer since everyone with a certain performance rating gets a flat dollar increase. Yet, it arbitrarily establishes a flat dollar amount per performance review level and does not take employees’ current salary or place in range into consideration.
This option could work with any size merit pool, but works best with low merit pools.

Table 7a
	Overall Review Rating
	Dollar Increase

	Outstanding
	$4,000

	Exceeds Most
	$3,000

	Fully Competent
	$2,000

	Below Expectations
	$1,000


Table 7b

You could also layer in the increase being based on place in range. That would look like this:
	Overall Review Rating
	Lower 1/3
	Middle 1/3
	Upper 1/3

	Outstanding
	$4,000
	$3,000
	$2,000

	Exceeds Most
	$3,000
	$2,000
	$1,000

	Fully Competent
	$1,000
	$500
	$0

	Below Expectations
	$500
	$0
	$0


Option 8  

This grid provides a range from which the manager could award dollars that is based both on overall review rating and place in range.
This option allows the manager discretion within a range to increase or decrease flat dollar amount; however, it awards different dollars for the same performance rating.
This option Works with any size merit pool, but works best with larger merit pools.

Table 8

	Overall Review Rating
	Lower 1/3rd
	Middle 1/3rd
	Upper 1/3rd

	Outstanding
	$3,000 -$4,000
	$2,000 - $3,000
	$1,000 - $2,000

	Exceeds Most
	$2,000 - $3,000
	$1,000 - $2,000
	$0 - $1,000

	Fully Competent
	$1,000 - $2,000
	$500 - $1,000
	$0

	Below Expectations
	$0 - $500
	$0
	$0


Option 9 

You can establish a different budget by division based on division profit coupled with any other option above. Be sure to read the section further in this article that discusses discrimination testing if you choose this option.
The upside of this option is that it rewards employees in those divisions doing well. The downside is that it could inadvertently create discriminatory compensation decisions. Read about discrimination testing later in this article. This option works with any size merit pool.
Table 9 

	Division
	Overall Budget
	Outstanding
	Exceeds Most
	Fully Competent
	Below Expectations

	A
	4.0%
	5.5%
	4.5%
	3.5%
	1.0%

	B
	2.5%
	3.5%
	2.5%
	1.5%
	0%

	C
	2.0%
	3.0%
	2.0%
	1.0%
	0%

	D
	3.0%
	4.0%
	3.0%
	2.0%
	1.0%

	E
	3.5%
	4.5%
	3.5%
	2.5%
	1.0%


Option 10 
Identify strategic positions that truly drive the organization and award higher dollars to those positions to motivate and retain them.
This option motivates and retains strategic positions in the company with higher increases; however, it could make a company vulnerable to losing moderate or steady performers. This option works with any size merit pool.
Table 10 

	Position and/or Area
	Merit Budget Pool

	Actuaries
	6.5%

	Underwriters
	5.5%

	Top Management in Line Divisions
	4.0%

	Sales
	4.0%

	All Others
	3.0%


With any of these 10 options, you could:

1. Add the entire increase to base. Best used with a higher merit pool.

2. Provide the increase as a one-time lump sum. Best used with a lower merit pool.

3. Add half of the increase to base and the other half in a one-time lump sum. Works with any size merit pool.

Lump-Sum Approach
In tough economic times, a lump-sum increase keeps the base from growing. The pros of doing this from an organization’s standpoint are two-fold: 
1) The dollars look more attractive with a low merit budget than a percent does. For example, an employee likes to hear they are getting $1,000 increase rather than 1%.

2) The company can also decide to do the flat dollar increases in a lump-sum amount or add it to base pay. If a company chooses to do the increase in the form of a lump sum, it would save the company incremental benefit cost. While this is not a solution an organization would want to do every year, it is a method of continuing to award merit increases to employees while keeping within a low merit budget and also not increasing incremental benefit cost.

The con to this approach is that employees may not be happy that their base pay is not growing if an employer chooses to distribute the lump sum amount versus adding it to the employee’s base pay. However, during down economic times, employees are happy to receive any type of increase whether it is added to base or in the form of a lump sum. The other con would be that an employee might resign after receiving the lump sum payment, which could cost the organization more than if it would have added the flat dollar amount to the employee’s base pay and the employee earned the full flat dollar amount over 12 months. 
Things to keep in mind with any of these options…

1. Ensure that whatever design you establish delivers within budget.

2. Model your options based on review scores from previous years. Use employees place in range if you layer that into your option.

3. If there is no historical information available to model your options, establish a required distribution curve; i.e., no more than 10 percent in “outstanding” rating, 20 percent in “exceeds most” rating, etc.

4. Always perform a discrimination analysis on any of these options once all increases are determined and submitted for review to ensure no discrimination is occurring. In your discrimination analysis, look at the average increase of males versus females, minorities versus non-minorities, and under 40 versus over 40. Some discrepancies are acceptable, but large discrepancies should be addressed before any communication of increases to employees begin.

Conclusion
It is important to find the methodology that works best for your organization and where your organization is in its business stage. Each option described communicates a different message to employees and should be selected carefully based on your merit pool size, the amount of flexibility you want managers to have, the amount of direct correlation you want merit pay to be linked with performance only or if you want other factors considered as part of that pay decision, and all of the pros and cons discussed. Your organization’s ability to track, monitor and model any option chosen is also important to its success.
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