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Part One: Global Compensation Design

1. Global Total Reward Components

According to WorldatWork - the Total Rewards association who serves, educates and
inspires those who reward and engage the workforce, Total Rewards encompasses the
elements — compensation, well-being, benefits, recognition and development —that,
in concert, lead to optimal organizational performance. When designed strategically
and executed in alignment with business goals, Total Rewards programs fuel
motivated and productive workforces that feel appreciated and rewarded for their
contributions, driving the organization to ever greater success.
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Global Total Reward Elements

Source: www.worldatwork.org/total-rewards-model/

11 Compensation

Pay provided by an employer to an employee for services rendered (i.e., time, effort,


http://www.worldatwork.org/total-rewards-model/

skill). This includes both fixed and variable pay tied to performance levels.

1.1.1. FixedPay

Fixed pay, alsoknownas base pay, is nondiscretionary compensation thatdoes not
vary according to performance or results achieved. It's usually determined by the
organization’s philosophy and pay structure.

BasePay:Fixedorbasepayisthecompensationpaidtoanemployeeforperforming
specificjob. The definition ofbase pay can vary by country. Base pay levels need to
take into account variations in equivalent monthly salaries vary by country. The
bottom line to fixed pay practices need to be based on a competitive strategy for each
country. Types of Base pay include

- Salary: paid on a weekly, biweekly ormonthly basis rather than by the hour,
generally to higherlevel positions.

- Nonexempt/hourlyrates: paid by the hour fora job being performed. An
individual’s annual pay is dependent on the number of hours worked during the
course of theyear.

- Piecerate: paymentisbased onan individual’s rates production. A paymentis
received foreach piece or unitwork produced.

1.1.2. Variable Pay

Incentive or Variable pay, also known as pay at risk, is compensation that is
contingent on discretion, performance or results achieved. Much of the innovationin
compensationis occurringinthe variable pay element. Companiesare making
greater use of variable pay programs by expanding themto a significantly broader
portionoftheworkforcethattheyhaveinthepast. Theseschemesareadoptedby
many corporationsinordertoimprovethe employee moraleandincreasethe
motivation to work for the employees. Based on performance measures and metrics
definedbythe humanresourcesofthe specificorganizationincentive plansare
devised andthe specificmode ofincentive is decided.

Bonus or Incentives

Bonusesor Incentivesare delivered through plansthat predetermine aperformance
andrewardschedule. Theincentive canbepaidinanaccounting period (month,
guarter,year, multi-year) oruponanevent(reachingan objective,completinga
project,etc.).Organizationsthatseektocreate acloserlinkbetweenemployee



compensationand the risks of doing business have increasedthe prevalence of
group/teamincentives.

Commissions

Commission is a sum of money that is paid to an employee upon completion of a
task, usually sellingacertainamount of goods or services. Commission may be paid

as percentage ofthe sale or asaflatdollaramountbasedon salesvolume.
Employersoftenuse sales commissions asincentivestoincrease workerproductivity.

A commission may be paid inadditionto a salary or instead of a salary. Commissions
arecashpayments,basedonpredeterminedperformanceandrewardschedule.
Theyaretypicallybasedonsalesorprofitmarginonthosesales.Commissionsare
usuallyforsalesemployees. Salesincentive plans matchedto type of responsibilities:
Customeridentification, customer service or customerpersuasion.

Profit-Sharing Plans

Profit- Sharingis aform ofvariable pay providedto allemployeesbasedonthe
profits of the company. Companies usually have predetermined goals andformulas
fordeterminingtheamountthatwillbeallocatedtoemployees. Profit-Sharingis

typically implemented to achieve employee participation and identification with the
organization’s success.

Performance-Sharing Plans

Avariablepayplanbasesrewardsonthe performanceofacombinationof
quantitative and/or qualitative measures. The objective increase employee
identificationwiththe organization’ssuccessandincrease employee understanding
ofwhatisimportantto the organizationand communicate the basis upon which
success ismeasure.

12. Benefits

Programs an employerusesto supplementthe cash compensationthat employees
receive. These health,income protection, savings and retirement programs provide
securityforemployees andtheirfamilies

1.2.1. Healthcare

Healthcare systems areinfluenced by the beliefs, values, culture and perceptionsin
differentregionsregardingtherole ofgovernmentinprovidinghealth care toits
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citizens. The employers commonly supplement the government health programs

with health care plansinfluenced by corporate objectives, competitive practices and
the limitations of government programs. Limitations government-sponsored
programsmayincluderestrictedaccess, limitsonservices/facilities, payments,
reimbursementand gaps in coverage.

1.2.2. Welfare

The factorsthatinfluence healthandretirementbenefits mayalso affectother
benefitssuchaslifeinsurance, disabilityandtime off. Dependingonthe type of
benefit, statutory requirements, coordination with government programs, collective
bargaining agreements and otherinfluences may shape or define the final program,
limitingemployerflexibilityinplandesign. Inaddition, offerwellness programsto
employeesare very useful to increase the satisfaction and healthy life.

1.2.3. Retirementand InvestmentPlans

Qualified retirement plans include both the traditional defined benefit pension plans
and defined contribution plans:

Defined benefit plan is based on a formula that considers pay and service (i.e. one
percent of compensation for each year of continuing service). Provide better benefits
to employees with long service.

Defined contribution plan is characterized by employee and employer contributions
made to individual participant accounts.

Hybrid plans; combine elements of defined benefits and defined contribution plans.

1.24. Otherbenefits

- Housing Allowance

- Transportation Allowance
- Meal Allowance

- Phone Allowance

- Training Allowance

1.25. Flexible benefits
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Flexible benefits are the approach to benefits in an increasing number of American
organizations. In essence, employees are typically given choices, up to a certain dollar
limit, among a series of options for their benefits, including such things as pension
contributions, health insurance options, dental insurance, life insurance, etc. MNEs
are beginning to examine flex benefits for their global operations.

Issues such as tax treatment of benefits, private versus state health care, employee
expectations and culture, non-standardized social benefits from country to country,
and varying company structures will need to be addressed in order to design flexible
benefit packages that might be used throughout an MNE. Nevertheless, such an
approach may help simplify worldwide complete compensation systems for
multinational firms.

13. Work-Life Effectiveness (Well-Being)

Aspecificsetof organizational practices, policies and programs, plusa philosophy
that actively supports effortsto help employees achieve success atboth work and
home.Work-Life Balance (WLB)isanumbrellatermusedtodescribe avarietyof
benefit-relatedinitiatives to help employees effectively manage work, family, and
personal life without extreme stress or negative impact. Many organizations report
that balancing work and family has overtaken other benefitand compensationitems
as a keyfactorin employee satisfaction surveys. WLBis composed of offerings inthe
Total rewards package that address the unique individual needs ofthe employee.
These offerings are important to the employee but may be less tangible than
compensation and benefits. Categories which supportwork — life could be:

1.3.1. Caring fordepends

1.3.2. Supporting healthand wellness
1.3.3. Creating a workplace flexibility
1.3.4. FlexibleWork Hours

1.3.5. Financial supportprograms

The intent of work/life programs and services is to support the well-being of
employeesandhelpthemachieve abalance betweentheirjobs,families,and
personallives. Some organizations couch work/life programsinterms of diversity and
corporate socialresponsibility (CSR)initiatives.Othersfeature WLBaspartofthe



organization'sbrand. There are many compellingreasonsfor WLB. However, as with
the successofotherorganizationalandglobal HR strategies,commitmentand
communication can make or break success. Having work/life programs meanslittle if
employeesareunaware of them orthe culture does notsupportthe initiatives.

14. Performance & Recognition

Acknowledges orgives special attentionto employee actions, efforts, behavioror
performance and support business strategy by reinforcing certain behaviors (e.g.,
extraordinary accomplishments) thatcontribute to organizational success. These
programs can be eitherformal orinformal. A Total Rewards program recognizesthe
full value of your employees’ time—both through performance managementthat
recognizestheirin-office contributions and through policies that respect their time
away from the office.

14.1. Performance

The alignmentand assessmentof organizational, teamand individual efforts towards
the achievement of business goals. A good performance management is the
alignmentoforganizational,teamandindividualeffortstowardtheachievementof
businessgoalsand organizationalsuccess. Itincludes establishingexpectations, skill
demonstration, assessment, feedback and continuousimprovement.

1.4.2. Recognition

Acknowledges or gives special attention to employee efforts or positive performance.
Itmeetsan intrinsic psychological need forappreciationand can support business

strategy by reinforcing certain behaviors that contribute to organizational success.

Awards can be cash ornon-cash (e.g., verbal recognition, trophies, certificates,

plaques, dinners, tickets, etc.).

15. Development & Career Opportunities
15.1. Development

Asetoflearningexperiencesdesignedtoenhanceemployees'appliedskillsand
competencies; development engages employees to perform better and leaders to
advancetheirorganizations'peoplestrategies. Talentdevelopmentprovidesthe
opportunity and tools for employeesto advance their skills and competenciesin both
theirshort and long-termcareers.
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15.2. CareerOpportunities

A plan for an employee to advance their own career goals and may include
advancementintoa more responsible positioninanorganization. The organization
supports career opportunities internally sothat talented employees are deployedin
positionsthatenable themto delivertheirgreatestvaluetotheir organization.

Organizations support career opportunities to effectively deploy talented employees,
enablingthemto delivertheirgreatest value tothe organization.

Development and career opportunities can be in the form of learning opportunities,
coaching/mentoring opportunities, and advancementopportunities.

Theelementsrepresentthe"toolkit"fromwhichanorganizationchoosesto offer
and align a value for both the organization and the employee. The elements are not
mutually exclusive. Total rewards strategy involves the art of combiningthe five key
elementsintotailoredpackagesdesignedtoachieve optimalengagement. An
effective total rewards strategy results in satisfied, engaged and productive
employees, whocreate desired business performance andresults.

External Influences

Successfulorganizationsunderstandthattotalrewards mustbedesignedand
administeredinthecontextofnotonlyanorganization’sinternalenvironment(for
which organizations have direct control), but also influences external to the
organization(forwhich thereislittle orno control). Thisrequiresaseemingly
diametricskill setof simultaneouszoom-lensfocusand wide-angle view.

1.6.1. Economics

The globaleconomiclandscape has a profoundeffecton organizationsingeneral, and
ontotalrewardsin particular. Totalreward costsare amongthe highestexpenses
incurred bythebusiness.Consequently,these costsneedtobe monitoredand, if
necessary,adjustedtoensure continuedfinancialviability. Rapidlyrisingorfalling
economic conditions,whichcan occur anywherefromaglobalto industrylevel,
requiretimely and measured responsesfrom HR professionalsinadjusting programs
to meetchanging conditions. Total rewardsis the near—universal form of exchange
worldwide between an employee’s talent, effort and skills and the employer’s ability
toattractandretainthe neededskillstoaccomplishitsmission. Thus, totalrewards
becomesthe crucialintersectionbetweenthe supplyanddemand forlabor. HR
professionalsmustunderstandlabormarkettrendsand movementstoreachthe
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17.

sweet spot of attracting the necessary talentat a cost that is affordable and
sustainable.

1.6.2. Cultural norms

Cultural norms and social mores are another critical componentrelatedto external
influences.Rewardsthatare valuedand appreciatedin oneculture maybeless
valuable (even offensive)inanother. HR professionals musthave a firm grasp of the
customsanddriversofthe diverse makeupandexpectationsofthe workforceto
effectively tailor programs formaximum efficacy.

1.6.3. Regulatory

Finally,inthe realmofexternalinfluences, regulatoryissuespertainingtototal
rewards vary widely by country and region. These laws affect the design and
implementation of pay, benefits andwork rules. Organization-wide programs should

be assessedto ensuretheycan be legallyappliedatthelocal level. Thismay require
adaptation orevenalternative programsto ensurecompliance.Also,legaland
regulatoryviolations canresultin sanctions,damaging publicityand potential
restrictions that may negatively affect an organization’s ability to conduct business.

Internal Influences
1.7.1. Business Strategy

HR professionals agree that human resources and employee rewards strategies
shouldbe basedonthe organization’sbusinessstrategy. Abusinessstrategy may
place its emphasis in one of the following key areas:

Operational excellence: a combination of price, quality, dependability and ease of
purchase that competitors cannot match. The corporate culture typically strives to

minimize waste and reward efficiency.

Product/service leadership: innovation, product development and market
exploitation. The corporate culture encourages imagination and a mindset driven by
the prospect of creating the future.

Customer intimacy: creates results for carefully selected customers. The corporate
culture encourages deep and lasting relationships with customers.

1.7.2. Organizational Culture
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At the same time, every business has a unique organizational culture that is shaped
not only by the external influences in the world, but also by senior leadership,
geography, employee demographics and even the business strategy itsell.

1.7.3. HR Strategy

While business strategy and organizational culture are driven by external influences,
these are the components that drive the design and execution of the all—inclusive
approach an organization takes related to every facet of its human capital, or the HR
strategy. In turn, the HR strategy drives the development and administration of total
rewards strategy.

18 Employee Experiences

Employee experience (whichis oftenshortenedto just “EX”) is an emerging business
functionfocusedon tracinghow employeesthinkandfeel duringeverysingle
touchpointoftheirjourneythroughthe company. Manyfactorsgointothe employee
experience. Elementsinclude the type of work, company culture, commute time, co-
workers, leadership, compensation and rewards.

1.8.1. Compensation Transparencyand Understanding

Many employees expect to have a full understanding of how reward plans are
structured and how comp decisions are made at their company. A clearly stated and
easilyunderstood plangoes alongway increatingatrustingrelationshipwith
employees. Thisbooststhe employee experience. However, getting thatinformation
is notalways easy foran employee.

HR professionalsaddressthe desirefortransparency andfairnessabouthow people
are paid by communicating directly with employees and managers. Many HR
professionalshaveaprepareddocumentor presentationsummarizinghowthe
companyviewscompensation—goals, planstructure andotherdetailsthatare
shared withemployees.

Itmaybe worthinvestingtimetoreviewthatdocumentor presentationtomake sure
itis currentand hits allthe rightnotes. HR managers canuse the newversionasa
catalyst to emphasize the main points with colleagues.

One-on-oneconversationsbetweenleaderandteam membercan help employees
understandhow compensationand rewards are determined. Inaddition,
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conversations can address the potential pay intheir current role and how to earn
more withthe company. HR professionals canhelp managers be sharp and well
prepared for those conversations.

HR managers attop-performingorganizationsusetheirexperiencetosupport
managers on how to communicate with associates about the composition of plans
and how employeesarerewarded. Thisincludesthe company’s policies and culture.

1.8.2. Total Rewards Communication

Total rewards are key elements of the employee experience. At best-in-class
employers, comp professionals develop and communicate total rewards information
that attracts and retains talented associates. They also make sure the communication
isrelevanttoemployees and supports the company’s overall goals.

Awareness and understanding of total rewards by employees presentanopportunity
to enhance the employee experience. It's achance to:

- Relate compensationand rewardsto the company’s operatingmodel.
-+ Show how associates advance the company’s principlesand values.

- Clearlycommunicate how employees helpthe organizationachieve andsustain
dominance.

Moderntotalrewardscommunicationismorethanaprintedlistshowingthe value of
compensation and benefits. Instead, itis used to promote the company’s culture and
purpose.ltsharesfreshinformationthatmattersto employees. Itisdeliveredhow
employeeswanttoreceivetheircommunication,which often means ontheir
smartphone or iPad — anytime, anywhere.

Technologytoday easily allows HR professionals toup theirgame in total rewards
communication. Putting that next level of communication in place can help drive
improvedbusinessresultsbystrengtheningthe employee experience.

1.8.3. Using Compensationto Accomplish More

Compprofessionalscanimprovebusinessresultsbymakingsureaspectsofthe
organization’scompensationplans supportand enhance the employee experience.
Seniorleadershavealwaysexpectedagreatdealfromcomp professionals. Thenext
guestionposedto comp professionalsattop companies: How can we use
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compensation to accomplish more? Now might be the time to try something new.

19. Organizational Performance

Research show that total reward design can directly influence individual
performance, and therefore influence the organizational performance. Inastudy of
reward practices of Fortune 1000 firms, the most widely used rewards for
performance were non-monetary recognition awards, followed by employee stock
ownership plans (ESOPs) and profitsharing.

An ESOP provides employeesa reward based on the overall success of the firm and
thus effectively links employee’s activities to overall firm performance. Individuals

are motivatedto helpthe firmperformwell because theywill ultimately benefitby

sharing in the profits.

Individual basedrewards supportan employee’s activities and actionstoward things
theycandirectlycontrol. Assumingmanagersinsurethatindividual goalsareinline
with organizational goals, the entire organization will benefit from improved
performanceastheresultofcumulative effortsofindividuals motivatedtoachieve
their individual goals.

Regularexpressions of appreciation by managers and leadersto employeeslends

credence to the notion that frequentand visible communication about performance
isimportantforemployee motivation. One ofthe basictenetsofeffective behavior
modificationisthe applicationofrewardsascloseintime as possibletothe action

taken by the employee. Regular expressions of appreciation are readily available to
managers and can be used immediately and frequently. While the individual
rewardsand the ESOP rewards may have a significanttimelag, regularexpressions of
appreciation can provide immediate feedback to employees and thus have a
profound impact on employee behavior.

Finally linking customer satisfaction monitoring with employee rewards helpstolink
anexternalrewardcomponenttothereward systemand complementsthe other
three internally based measures. If an organizationloses site of the customer’s
perceptionsofsatisfactionorganizational performancewilleventually suffer.
Includingthe voice ofthe customerintherewardsystemhelpstoensurethatall
employees and ultimately the organization as a whole does not lose site of their
customer.
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2. Global Compensation Form

From a global perspective, there are substantial differences in the ways people get
paid. Consider, for example, that the pay packages offered by the same multinational
operating in both Shanghai and Bratislava are very different. In Shanghai, the package
may emphasize housing allowances and bonuses intended to retain scarce critical
skills, while in Bratislava the package will place greater emphasis on productivity-
based gainsharing and base pay. The reality is that local conditions dominate the

compensation strategy.

For organizations competing in worldwide markets, managing compensation and
reward systems has always depended on understanding the economic, social, and
political changes occurring in the countries in which they operate. What is emerging is
that some companies are adopting global compensation and reward strategies that
are aligned with and signal their global mind-sets. Rather than only reacting to and
matching local conditions, the global perspective shifts to finding how they can best
use compensation and rewards to compete on a worldwide basis.

Given sufficient variation in values among the people in the labor pools of a nation,
firms can structure compensation policies that are consistent with the firm's culture
and simultaneously attract individuals from the applicant pool who have similar
values. When considered from a strategic perspective, organizations could customize
compensation systems to help create a culture and attract a workforce that possesses
the values, knowledge, skills, and abilities that support the organization's strategic

goals and objectives.

To be sure, national laws, particularly tax and welfare regulations, are important
forces. Yet logic argues that understanding differences variability within as well as
between nations reinforces strategic concerns. Different forms of total compensation
into three sets: core, crafted, and choice. It includes any return an organization can
offer that employees see as a reward or a return for the contributions they make on

the organization's behalf.
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Global Compensation Forms

Source: Milkovich, G.T. & Bloom, M. (1998). Rethinkinginternational compensation.
Compensationand Benefits Review, 30(1), 15-23.

21. Core

The core section of the model includes compensation and reward forms that signal
the corporate global mind-set(e.qg., creatinga performance/customer service culture
oraculture ofownership,insuringabasiclevel ofservicesand benefits). Specific
practicesmayvaryaccordingto marketandlocalconditionsbutmustbe consistent
withthe core policies.

22. Crafted

Thecrafted setofcompensationelementsassumesthatbusinessunitorregional
leadershavediscretiontochoose amongamenu oftotal compensation formsthat
may be importantto gainand sustain advantage in the marketsin whichthey operate.
Forexample, some formof housing assistance (loans, allowances, dormitories) may
make sensein Shanghai, whereasinLondon or Tokyo, transportationassistance may
make more sense.Asinglecompanywithoperatingunitsin SanJose and Kuala
Lumpur may findthatspecificelements (e.g., risksharing, bonuses, language training,
andflexible schedules)maybemoreimportantin Californiathanin KualaLumpur.

The critical focus of the crafted alternatives is to offer operating units the ability to
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23.

24.

furthercustomizetheirtotalcompensationpackagetoachievetheirbusiness
objectives. This crafted portion is created within the framework of core returns so
thatitsupportsandreinforcescorporate prioritiesand cultureas well. Thus,
managers of R&D unitscan craftreturnsto supporttheirgoalsand satisfythe
preferencesofscientists,while the salesunitcancraftadifferentsetofreturns
consistentwith sales goals and preferences of salespersonnel.

Choice

Finally,the alternativesinthe choice setofferflexibility foremployeestoselect
among various forms oftotal compensation. Analogous to flexible benefits, the choice
setshiftsthefocus of customizingcompensationfrommanagersto employees.

Examples here might include opportunitiesto take educational leaves tobecome
eligible forregional orglobal assignments.

The choice setrecognizesthe difficulties inidentifying national cultures by taking the
notion of customizing to the individual level. Within a total cost framework,
employeeswouldbegiventheopportunitytoselectfromasetofreturnsthosethat
are of most value to their particular situation.

Strategic Flexibility

Strategicflexibility offersmanagersthe opportunitytotailorthe totalcompensation
systemto fitthe contextin whichthey compete within aframework of corporate
principles. Additionally, the approach offers some opportunity foremployeestoselect
forms of returnsthat meettheirindividual needs aswell.

Strategicflexibility meansthat companies achieve advantage by customizing multiple
compensation and reward systems. Thisis already the state of practice in companies
operating in multiple markets or employing contingentand core workforces. The artis
toavoidthe chaos createdwhen multiple systemsgooffin multiple directions. This
results in numerous compensation systems, one for each country in which the
company operates. Toovercomethe chaos, the company mustensurethatthe
multiple deals signal the organization's global mindsetand support its strategic
priorities.

In global organizations, the business units or regions often have discretion to
customize theircompensation system within corporate guidelines. Forsome
companies, the strategicflexibility simply draws existing practicesunderone

umbrella. For example, ittreats expatriates as simply another group, much like sales
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disciplines.

3. Factors affecting Global Compensation

31

32

While developing the global compensation and benefit composition, HR must deal
with many factors that are not present in a domestic environment. Developing
suitable compensation policies to meet organizational strategies, while efficiently
accommodating different types of employment terms and conditions, poses many
distinctive challenges for global HR practitioners. In order to effectively strike a
balance among all the above mentioned influences, the HR professional must be
aware of the following:

Culture

In some areas of the world, joband income security needs command paramount
interestover pay-at-risk, sointhe pay mix the base salary dominatesthe variable
portion.Forexample,while Chinahasaveryaggressivesalescompensation
environment, in Indiathereis more interestin base salary and their CTC (cost-to-
company) package than variable pay-at-risk compensation.

Cultural differences necessitate understanding thatthe value of compensation and
benefitsprogramsisin“the eye ofthe beholder”. Abenefithighlyvaluedinone
country may be comparatively worthless in another. Differences are oftenrootedin
subconsciousbeliefs, attitudes and values. We recommend that:

3.1.1. Engrosslocalcontacts tounderstandusual and traditional compensationand
benefits practices.

3.1.2. Circumventheadquarterbiasesorimitationof headquarters (HQ) country
policiesand procedures (forexample, payingsalescommissionsinrisk-averse
cultures or reward and recognition programs that reward individual contributions in
culturesthatplacesgreaterprominence onteamorgroup contributionsor prefer
private gratitude).

Economic

Whenyou’redealingwith country-specificinflationratesthatrange fromflatto
20%+, do youreallywantto offerthe same percentage salaryincreases? What if
one countryisinthe grip ofrecession (US), while anotherremainsrelatively
unscathed (Australia)?



Many differencessubsistfromcountryto country,intermsofthe Influence ofpolitics
andpower,Distributionofwealthacross country’s citizenryand Unpredictability of

events (i.e., sometimesrapid changesinrates of inflation, currency). We recommend

that:

3.2.1. Conductariskanalysisofeconomicfactorsand theirconsequences.

3.2.2. Recognize thatunofficial sources of authority ina community or regionand
officialgovernmentalpersonnelmayhavelargeimpacton whatisconsidered
acceptable.

3.2.3. Make allowancesforlocal inflation/deflation or currency fluctuations.

3.2.4. Create contingency plansto mitigate the risks associated with probable
changes in economicfactors.

3.2.5. Contribute to the local area to support educational facilities, internal training,
and child care or otherlocal services.

33. Taxation

Tax regulations vary extensively from country to country. Some countries have no

income tax, while others have income tax in excess 0f50%. Some benefitsthatare

taxable in one country are not taxable in the geographically adjacent country or vice -
versa. We recommendthat:

3.3.1. Comprehendthetaxationofcashand noncash compensation, benefitsand
perquisites—whatis taxed, at what rates and at what levels.

3.3.2. Engage expertsinlocal compensationand benefitslawsand practices.
3.3.3. Distinguishthata benefitmaybe undesirable,dependingonhowitis taxed.
34. Competitive labormarket

Companiesreacttothe costoflaborvs.the costofliving. Ifthe markettheyarein
rewardsin a certain fashion (pay mix, commissionvs. bonus, quarterly vs. annual
rewards, etc.), companies who provide a differentapproachrisk loweremployee
engagementas well as atalentdrain.

At a broader level, the compensation and benefits required to magnetize and sustain
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talentare determined by the aggressive demand for that talent. However, the nature
ofthecompetitionfortalentmaydifferacrosscountriesandregions,dependingon
factorssuchas: Type of talentsought, Geographicscope ofthe talentmarket,
Industriesinwhichthe talentmaybe foundand Mixofremunerationcomponents.
We recommend that:

3.4.1. Employpeople withsimilarskills whenindustry-specificexpertise isin short
supply or competitionis high; retrainor coach the hireson the job.

34.2. Lead,lagormatchtheratesofpayinthe relative marketplace basedonthe
skillsneeded, the demandfor requiredtalentand the best way to compensate those
types ofworkers.

3.4.3. Recommend suitable blend of pay and benefits thatwill appeal to current or
potential employees.

35. Laws and Regulations

Laws and regulationsimpactthe remuneration ofemployeesin many areas, such as:
Work hours and compulsory time-off (paid and unpaid), Minimum wage, Overtime,
Compulsory bonuses, Employmentat willand Acquiredrights. There are remarkable
country-to-country variances as well as some regional differences. Werecommend
that:

3.5.1. Identify benefits that are government-provided, mandated by the government
or chosen by the employee.

3.5.2. Recognize the differencesandsimilaritiesineachmarket.
35.3. Involve expertsinlocal compensationand benefits lawsandregulations.
36. Standardization versuslocalization

Characteristically, strategies are standardized in keeping with the organizations’
overallcompensationand benefits philosophy. Definite practices tendto be localized
to fit the contextof country, regional or local conditions. We recommend that:

Have along-termprogram to sustainthe organizational compensation philosophy but
also mull overlocal restrictions, tax regimes and culture.
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37. Collective bargaining, employee representation and government mandates

Nationalunionsoftendictate payactionsthatcouldreverberateupthehierarchyas
companies strive to maintain equitable treatment with their other employees. Works

Councilswill have theirimpact as well.

Employeesinmostparts ofthe world are protectedfrom actionsthatimpacttheir
wages and employmentconditions. Unions play a very strong role in many countries
andsometimesinclude provisionsformanagementaswellasemployees.Work
councils also offerworker protection. We recommend that:

3.7.1. Appreciatetheinferencesforminimumwages,severancepackagesand

pensions.

3.7.2. Meetrequirements of a third-party representation.

3.7.3. Distinguishrelated governmentregulations and mandatesand industry-wide

collective agreements.

38. Global Orientation

In additionto above listed factors, the organizational approach to global staffing also

influencesthe compensationandbenefitstrategies. Relationbetweenglobal
orientation of the organization and its impact on global compensation and strategies

is discussedhere.

Culture

Collective
bargainin

Economic
@®0al=)4 Standardization
& localization
Taxation Regulations

Labor market

Global Orientation

alsoinfluencestheglobal
compensation and benefit
strategies

Ethnocentric

Regiocentric

Polycentric

Geocentric

Factors affecting Global C&B and Global Orientation



Source: Gomez-Mejia,L.& Werner, S. (2008). Global Compensation: Foundationsand
Perspectives (Global HRM). New York: Routledge.
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3.8.1. Ethnocentric

Tight control of international operations; little autonomy; key positions held by
headquarters (HQ) personnel. This may lead to transfer of headquarters total
compensationpolicieswithinsufficientcontemplationoflocallegalcultural
differences.Dictatestolocal countrymanagementmayresultinsuperficial
conformity but actual rejection of headquarters practices.

3.8.2. Regiocentric

Operations managed regionally; communication and coordination high within the
region and less between regions. There is greater potential for uniformity of
remuneration approaches withinregions. The proximity of countries may lead to the
perceptionthatremunerationpracticesaremore similarthantheyreallyare.Also,
regionalheadquartersmaysufferblind spotswithrespecttocountry differences,
leadingto ethnocentrism at the regional level.

3.8.3. Polycentric

Subsidiary treated as own entity; local personnel manage operations; few promotions
toheadquarters.Local culturalandlegalcompensationnormsaremorelikelytobe
understoodandimplemented. Remunerationpoliciesarelikelytobe steadyand
incorporated within each subsidiary. Incentives may tendto maximize achievement of
local rather than global objectives.

3.8.4. Geocentric

Organizationseen as single international enterprise; managementtalentcomes from
any location; strategic plan global in orientation. Local compensation strategies are
more likely tobe consistentwith global policies. Adesire for too much global
consistencycanleadtotheimpositionofinappropriate policiesatthe localcountry
level. Thedevelopmentofconsistentandequitableremunerationpoliciesamong
global managers may be challengingas top-level managers move fromone country to
another.

Compensation, including the overall system of rewards — formal and informal —
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providesthe driving force for effectively attracting, retaining, and encouraging human
talent at home and abroad. Important and fundamental practices for managing
compensationon a global scale include managing global compensationstrategically,
considering performance-based pay where appropriate, anticipating the influence of
local culture,usingatotalrewardssystemperspective,andaddressingtheduality
challenge of global integration and localization.

Tovaryingyourpracticesaccordingto country-specificconditionscouldcausea
degree of consternation with the back office staff and their computerized systems. If
youforceinternational operatingunitsto converttheir practicestoanuncommon
formatand methodology, the resultcould be more than justconfusionand local
administrative difficulties. It could also mean the greater likelihood of overpayments
insome quarterswhile payinglessin others—allforthe sake of samenessand
common report generation. This would resultin a combination of hurtingemployees
while alsohurtingthe business. Rememberthatease ofadministrationisrarelyan
effective rationalefor makinggood business decisions.

4. Global Compensation Planning

The most effective strategy to achieving both short- and long-term objectives of a
global compensation planning is of a two-pronged service structure: First, company
should appoint a “home" country international human resources (IHR) contact who is
responsible for overall service delivery of HR programs to the company while
coordinating efforts on a global basis. The advantage of this approach is that the
company has a single focal point of contact for all global HR requirements.

Philosophy m Implementation

* Goals and needs o Wiark Conaliiemns ¢ Further establish
operations in their
kBRI * Labor Law locations

¢ Alternatives

¢ Social Security e Survey selected
* Acceptable » Competitive hiring company

competitors as
¢ Talentpool and identifiedin each
gaps location.

* Mobility

Three Phases of Global Compensation Planning

Krupp, K. (2002). Global Compensation Planning: Establishing and Maintaining a
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Competitive Edge inthe international Marketplace. Compensation & Benefits
Management, Spring, 54-56.

Second, to complement home country efforts, the company should identify a local
“host" country HR consultantateachlocationwhoisaccountableforthedelivery of
results. This individual will coordinate local efforts for the company operations and be
available locally on a day-to-day basis for advice and problem resolution.

Establishing a strong overseas presence typically encompasses three phases:

41. Phase One: Philosophy
In the phase, activities center around four main objectives:
4.1.1. Understanding strategicglobal/regional/local goals and needs.
4.1.2. Addressingglobal compensationand benefits plans.

4.1.3. Consideringprogramalternatives.

4.1.4. Determining how to implement programs that are culturally acceptable yet
competitive blending global strategies withlocal practices

42. Phase Two: Design
The design phase has two major components:
4.2.1. Determining
Employment and working conditions.
Labor laws and contracts of employment.
Statutory and social securitybenefits.
Competitive hiring practices.
Existingtalentpooland gaps.
Mobility of local workforce

4.1.2. Detailing or discussing
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Economic trends.

Compensation guidelines.

Other legal requirements.

Employment costs.

Global payroll options

Phase Three: implementation

In this stage, IHR professionals work within their company to:

4.3.1. Further establish operationsintheirlocations based on information gatheredin
the design phase-recruiting, hiring, compensating, incenting, paying, and
administering company local national employees.

4.3.2. Surveyselectedcompanycompetitorsasidentifiedineachlocation. Then,
based on survey data, form recommendations of best practices and complete a
“total" compensation/benefits study ofthese positionsin each country.

Global Compensation Approaches

MNEs (Multi-National Enterprises) often create two classifications — local and
international with regard to compensation. All local nationals above a certain level are
placed on the headquarters scale, with salaries that are at least partially performance
based. The rest of the employees are paid on a local scale. Practices can vary enough
so as to make this strategy difficult to implement and may lead to two common

problems for host country nationals in the subsidiaries.

The first problem relates to a possible in-country gap in compensation between the
highest and lowest paid employee. In most Western countries, there is typically a
fairly constant differential between job classifications. (e.g., there is typically about a
15 percent increase in salary from job class to job class, and this tends to be the case
across all job classifications). In many developing countries and emerging markets,
where there tends to be more unskilled labor, it is common to have low pay at all of
the lower job classifications, with very little differential between them and then a
major jump in compensation only at the upper few classifications. This creates a
situation where there can be a much greater ratio between top management and

lower level employees than would be the case for the typical Western, or other
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developed-country, MNE workforce.

The second problem relates to the gap in executive compensation of the senior
managers of the MNE between countries. A study comparing the total compensation
of CEOs in 12 different OECD countries found that US executive compensation is the
highest, followed by the UK. Japan has the lowest executive compensation and
Continental European is somewhere in between. In addition, the propositions of base
compensation (including bonus), long-term compensation, and all
benefits/perquisites of executives are also wide ranging, indicating that executive
compensation practices are contextual in terms of practices and taxation.

MNE must examine its compensation and benefit programs among its foreign
employees at each and all of its foreign operations. The greater the number of foreign
subsidiaries and joint ventures and the greater the number of countries within which
the MNE operates, the greater will be the problems associated with establishing,
monitoring, and controlling compensation programs on a worldwide basis.

A number of different options (for establishing a worldwide compensation system)
have been used by various MNEs. These include basing global employees’
compensation on:

Headquarters (HQ) scale

Worldwide salary levels are established at HQ with differentials for each affiliate
subsidiary according to the local cost of living. This optionis usually reserved for
managers and executives.

5.2. Salary scale based on location

Wages or salary levels are based on location-the local scale and norms. This option is
primarily for the broader base of employees and usually excludes executives and
globally mobile employees.

53. Global base per position

A form of equal pay for equal work exists on a worldwide basis, with possible
differentials for locations. Typically, this option is used when there is a global labor
market for the type of talent sought.
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54. Pay-mix forExecutive

In a truly global organization, the ideal structure would be a single executive
compensation program applied worldwide. However, wide variations in costs of living,
tax liabilities, mandated benefits, standard of living, etc., among the countries of the
world make such an arrangement virtually impossible. To achieve the "global link"
between its executives, most organizations now have a consistent long-term incentive
program. However, for practical reasons, salary and short-term incentives are linked
to a local-based system.

Headquarters Salary scale based
(HQ) scale on location

Global
Compensation
Approaches

Global base per Pay-mix for
position Executive

Four Approaches of Global Compensation

Source:Briscoe,D.,Schuler,R.,&Tarique,1.(2012). InternationalHuman Resource
Management: Policies and Practices for Multinational Enterprises; 4 edition, (Global HRM).

55. Qualitative Parity and Quantitative Parity

One approach to a global benefit program suggests that the MNE develop both
gualitative parity and quantitative parity.

5.5.1. Qualitative Parity

Qualitative parity is a commitment to offer something from each core category of
benefit to every employee worldwide. This would include:

Core benefits, a basic item that the company commits to making available to all
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employees worldwide, such as a certain level of health care.
Required benefits, a compensation item or non-cash benefit required by local law.

Recommended benefits, a less essential compensation or benefit program to be made
available wherever cost considerations permit, such as life insurance.

Optional benefits, anon-essential compensation item to be made availableifitis a
competitive practice in the local marketplace, such as local transportation or meal
support.

5.5.2. Quantitative Parity

Theuse ofqualitative parityisonecomponentofafirm’sglobalbenefitapproachthat
provides a means of making a commitment to the entire workforce while still

preserving local variations in pay for the less skilled and less mobile employees.

Implementing a program of quantitative equity is usually done only for key global
executives. After the elimination of all justifiable differences, any remaining variations
are, by exclusion, vestiges of the old system that should be methodically smoothed
out. Through eliminating over time the differences that came from different
countries’ approaches and from the uncoordinated approach to compensation, what
is leftis a process that assures executives that they are being compensated for their

skills, abilities, and contributions — rather than fortheir choice of address.

However, even the best global compensation program will not eliminate future claims
by employees of perceived continued inequity. That is because variations in local
labor laws, tax systems, and the cost of living will ensure that dissimilar programs and

varying gross pay levels will continue to be a fact of life in a global organization.

The goal, though, of a globalcompensationsystemis not to eliminate employees’
guestions about compensation, but ratherto remove the de-motivational impact of
inexplicable variations in compensation across borders. Designing a global
compensation program in this way can enable IHR to create a working environment
that hopefully will retain good employees and keep them focused on performance.

One major problemthat arises is the establishment of host-country nationals’ salaries
on some form of consistent yet global basis. The solution often is to create two
classifications — local and international. All local nationals above a certain

classification level are placed on the headquarters scale, with salaries that are then
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performance-based.

In most developed countries, there is typically a fairly constant differential between
job classifications, i.e., there is typically about a 15 percent increase in salary from job
class to job class, and this tends to be the case across all job classifications. In many
developing countries, where there tend to be many people with low levels of
education and training and few with high levels of education, it is common to have
low pay at all of the lower job classifications, with very little differential between
them and then a major jump in compensation only at the upper few classifications.
This creates a situation where there can be a much greater ratio between top
management and lower-level employees, such as between the top manager and
his/her secretary, than would be the case in the typical US-based, or other developed
country, parent-country MNE workforce. Not only is there great disparity between
wage rates and salary levels in different countries, but it is also difficult to get reliable
data on what those rates and levels are.

6. Global Grading System

As a company matures and expands its global footprint, the approach it takes for
organizing its workforce will have a lasting cultural and financial impact.
Organizational structure and design affects every aspect of a business, including talent
mobility, compensation programs and even the speed of innovation. When headcount
grows, it quickly becomes incumbent upon companies to find effective ways to
organize jobs into job families where similar work is performed. A solid approach to
job evaluation (also called job leveling) translates into better communication with
employees, more clearly defined career paths, and salary structures with greater
market alignment, among many other benefits. Job evaluation is a structure that has
articulated career paths for various job families and which can support a global
organization. However, this system is underpinned by job architecture, which is a
method of organizing jobs into job codes, job titles and functional areas all before

assigning a grade level.

61. Job leveling

Job leveling is a process of determining the relative worth of a job within an
organization and accordingly aims at:

6.1.1. Reducinginequalitiesin salary structure by bringing about external and internal
consistency in salary further motivating employees within an organization.
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6.1.2. Enabling structured approach to division of labor or specialization by defining
specificjobs and salary levels.

6.1.3. Helpinginselectingemployees by defining jobs and responsibilities.

6.14. Developing harmonious relationship between employer and employees to
avoid any conflicts on salaries.

6.1.5. Creatingstandardization by determining salary differentials for different jobs
further helping to bring about uniformity into salary structure.

6.1.6. Generatingrelevance andrelative value to new jobs.

Job Leveling: a structure of organizing jobs from least to most complex

Job Families Global Role Levels

Expert (P5) —

Management Advanced (P4) —
o —

Career (P3) R —

. w Developing (P2) —
Entry (P1) —

62. Job architecture

A job architecture model combines job leveling structures with career paths and job
families! job functions to provide a comprehensive platform for supporting global
growth across an organization.

Job Architecture: a structure of organizing jobs and roles into common groups

Employees Job Career Functional
ploy Families Categories Areas
Phe e — 0 D>
O gy AT
P ¥ @

[] Professional

R . — 0 a«»

Development

Engineering

Source: radford.aon.com
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63. Career Ladders within job leveling

Global job grading approach recognizes this organizational reality by aligning job
levels with both the internal value companies place on individual contributor
positions relative to managerial positions, as well as the value the market places on
each type of job. The system combines individual contributors and managers into
global grades where market pay suggests equivalence. Below is an example of how
different job families are graded and grouped into two tracks—one for management

and one for individual contributor.

Sample Career Ladders within a Global Job Leveling System

Executive Vice President

Business Grade 11 Sr. Director
Leadership
Grade 10 = Director Principal
w
E
Grade & g Sr. Manager Expert
L] ™|l
= c
a
Management Grade 8 = Manager ‘g Advanced
and Professional ) 4
Grade 7 Pl Sr.Supervisor BB Career
a
Grade 6 Supervisor Developing H Specialist
Grade 5 Entry n Highly Skilled
Entry Level and Grade 4 E Senior
Support
Grade 3 Intermediate
Grade 2 Entry

Source: radford.aon.com

An increasing number of multinational companies are using global leveling systems as
a way to determine eligibility for all manner of compensation and benefits programs,
not just for setting base salary levels. Global levels can be used to determine a
position's bonus eligibility, bonus target and equity grant guidelines. While regional
differences in pay levels exist, the global leveling system enables a company to be
consistent in its determination of program eligibility by considering the internal equity
of the positions in a given grade and then letting market practices dictate actual

compensation levels.
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7. Remuneration Surveys

71

72.

As discussed earlier, Job evaluation which is considered to determine the relative
worth of a job within an organization focuses on internal equity of compensation.
Now we would then talk about external competitiveness which can be analyzed by
up-to date Remuneration survey.

Remuneration surveys collect information on prevailing market compensation and
benefit practices, including base pay, other cash payments (statutory and market),
variable compensation (e.g., short- and long-term incentive plans), and time off.
Remuneration surveys allow organizations to recognize and relate their remuneration
structures to global and local trends.

Purposes of RemunerationSurveys

7.1.1. Adjustthe pay level in response to changing rates paid by competitors.
7.1.2. Setthe mix of pay forms relative tothat paid by competitors.

7.13. Establishor price a pay structure.

7.14. Analyze pay-relatedproblems.

7.15. Estimate the labor costs of product/service market competitors
Market Select

To determine the prevailing rate for a job, companies can "benchmark" jobs against
compensation surveys that are detailed and specific to the companies' industries and
regions. A good compensation survey uses standard, proven methods of data
gathering and statistical analysis to determine how much companies pay for a specific
job in a specific industry. Match your job descriptions to the descriptions in the salary
survey. Only match those which strongly resemble the survey description. Not all
positions in your organization will match descriptions in the survey. Relevant labor

market includes employers who compete:
7.2.1. For same occupations or skills.
7.2.2. Foremployeesinsame geographicarea.

7.23. With same products and services
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73. Data Collect

Once an organization decides that it needs a remuneration survey, it must decide how
the survey should be designed and conducted. The organization has two choices: It
may develop and conduct an internal survey, or it may look to an external source. In
the global environment, the use of external third-party data prevails.

There are many sources for global and country-specific compensation and benefits
data. Typical sources include:

7.3.1. Governmentsources (e.g., ministries of labor or government statistical offices.
7.3.2. International organizations (e.g., the International Labor Organization).

7.33. Private firms (e.g., consulting organizations around the world that provide
current global and local information for a fee).

7.34. Membership-based business organizations (e.g., employer federations and local
chambers of commerce).

7.3.5. Professional, trade, and industrial associations.

Here are some considerations to weigh for a company who is deciding whether to
purchase a compensation survey.

e The background of the survey research firm and cosponsors, if any. Look for

reputable firms that follow proven methods to gather and analyze compensation
data.

e Thescopeofthesurvey.Lookforstudiesthatcoverindustries,jobs,andregions
thataremostapplicabletoyourpurposes;andthatprovidedataonenoughjobs
to be cost-effective.

e Thesurvey methodology. Reviewthesummaryofthe methodologytomakesure
it's consistentwith standards setforth by reputableindustryassociations.Be
especially sure the research organization is surveying human resource
professionals or other people knowledgeable about compensation information
within a company, rather than individuals.

e The number of participants in the survey. A good survey should cover a
representative number of companies forits target population. A survey doesn't
haveto coverthe entireindustry orregion to be robust; evenafew dozen
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responding employersin some industries can provide enough data for a valid
survey.

e Thenamesofparticipants. Lookforyourcompetitorsand peers.Formanyjobs,
you may be competing for candidates with companies in differentindustries but
the same geographicarea. Somefirmsrevealalistofparticipants, oratleast
those well known within the industry. The surveying company may disclose big-
name participants to draw more interest from smaller companies. A list of major
employers can also add credibility to the survey. An important exception to note
Isthatifa compensationanalystor compensationconsultingfirmis using
multiple surveys to produce their own derivative market numbers, they will
aggregate the data by combiningthe surveys, placing differing weight on different
sources and sometimes even making a qualitative adjustment. Whenthe data has
beenaggregatedinthismanner,itisnotcustomarytoreportnumbersornames
of participants. The usefulness andrelevance ofa salary survey dependslargely
on the survey participants.

e The number of incumbents covered by the survey; and the sample size for each
salary. Make sure the participantsare a good sample ofthe recruitingmarket.
Generally, eighttoten participatingcompaniesisagood sampleforpositions
belowthe managementlevel. The sample size shouldincrease the more senior
the positions being surveyed, both to get a good representation and to allow for
more job matches, since each company is organized differently. There could be
limited pay data in some industries, or the available data might not be
representative oftheindustrybecause ofalowparticipationrateinthe survey.

e The relevance of the job descriptions to the positions being benchmarked. Look
for a good match between the survey and your company. Be sure to compare job
descriptions, not justjob titles.

e Theeffectivedate of the survey data. The dateasurveyispublishedisalways
laterthanthe effective date ofthe datawithinthesurvey.lfnecessary,agethe
data from the effective date to the current month.

Aswithanyformofresearch,itisimportantto use multiple datasourcesto narrowin
onthe"true"answer.Relyingonasingle source can be misleadingifthatsource
doesn't perfectly reflect the market in question. WorldatWork suggests that
compensationanalystsshoulduse multiple datasourceswhereverpossible;
consultingfirmsand academics agree. The exceptionscomewhenthereis onlyone
data source, orwhen thereis a spot-ondata source, such as a custom survey, that
truly describes a precise market.
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74. Data Analysis

74.1. Effective Date

Forthose surveysconducted on aregularbasis, such as annual surveys, the effective
date will be until the nextsurveyis releasedin the following year. Otherwise, knowing
the effective date ofthe surveycan preventcompaniesfromusing outdatedsalary
figuresand causing error in pay budgetforecasts.

Ifthe surveyisnotcurrent,the personusingitshouldagethesalariestothe current
date.IfasurveywasconductedinSeptember,the salariesare likelytobe as of
Septemberoreven August. If you are usingthe surveyin Decemberto benchmark for
anewpositioninthe company, youwillhaveto age the number. Asimplewayto do

this is to take the annual rate at which salaries are moving for this job and prorate it,
salary increases overall this year are around 3.5% but this may vary by job title.

Asimilarapproach isusedin settingpaylevelsacross acompany. Sometimesthese
figures are setat the beginning, middle, orend of the company's payroll year by aging
the appropriate compensation data to those dates. When salary data is aged,
movementin market ratesis used to adjustoutdated data.

7.4.2. Job Description

Ifajobonasurveyissimilarbutnotidenticaltooneinthe organization,the datacan
beweightedorleveledforabettermatch. Thereforeconductjobanalysisorreview
job descriptionsisimportant forjob matching.

When consulting a compensation survey, match the job descriptions rather than the
jobtitles,evenifthesurveyusesgenericorwidelyusedjobtitles. Forexample,an
associatecouldbe anentry-level positionatoneconsulting firm, oritcouldbe the
title for someone with an MBA at another. Companies are structured differently, and
differentcompaniesusedifferentnamesforthe samejobs,sojobdescriptionsare
the bestway to match positions. Beware of surveysthatuse onlyjobtitles, asitis
unlikely the datawill be a reasonable representation of the jobs you're interested in.

Asurveyjobdescriptionshouldlistthe primaryjobfunctioninone ortwo sentences,
followedbykeyresponsibilities. Whilethe descriptionsshouldbegenericand not
specificto any one company, they should contain enough information for participants
tomatch appropriatelytoensurethe datais accurate. Itisalsoimportantto match

the organizational level of the positions be surveyed. A position that is at the group
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level at one company may be at the subgroup or the sector level at another.

Job titles are broken down differently in different surveys. Some surveys break them
down by levels within the organizations, i.e., senior management, middle
management, and entry level. Positions may also be broken down by job families or
the types of responsibilities, i.e., business development, marketing, product
management,and sales.

74.3. Geographic area

Some salary surveysdo not provide data for a specificgeographicarea since wage
rates will vary by location, and organization should factor forgeography any national
salary survey data for the local or regional recruiting area to approximate local wage
rates.

7.4.4. Compensation data.

There are many things to consider when analyzing the compensation components of
asalary survey.Because companies havedifferentpaystructures,compensationdata
iscollectedinrangesas wellasactual pay. Salary surveyscan provide employers more
informationonthe marketplaceand howtosetcompetitive paywithoutoverpaying
orunderpayingemployees. Surveysshouldaskforthe minimum, midpoint,and
maximumforthe surveyed positions, inadditionto the actual base salary paid.

Usually,the prevailing practiceforanyonejobisto payarange ofincomes.Asa
result,althoughthe medianpayforajobislikelytobeadefinable number,therange
isjustasimportant. Companiespayemployeesdifferentlyforvariousreasons. It
couldbethe company'spayphilosophy;oritcouldbethe geographiclocationorthe
industrypractice;oritcouldbetheincumbent'slengthofserviceor proficiencyinthe
job.Whateverthe reason,itis unlikelythattwo companieswill pay anemployee
doing the same job exactly the same amount.

Whenreadingthe base pay figures, it'simportantto checkhowthe numbersare
calculated. The surveyingpartiescandictatetothe participantshowthe numbers
shouldbe reported. Salariescan be on anannual, monthly, or hourly basis. For
example, if theincumbentis a contract employee, hourly salaries are more relevant
than an annual figure. The survey may request pay datafor individual incumbents or
averages for allincumbents matching a specific job description, depending onthe
types of surveys and their objectives.
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8. Global Pay Structure

When a company has planned to expand into new countries, it is necessary to
establish a global pay (salary) structure. With all the different economic situation,
cultures and exchange rates, it is difficult to come up with one structure that works
everywhere. In the following, we will introduce more details with regard to pay
structure. There are several terms and definitions to acknowledge first:

81. Terms and Definitions

8.1.1. PolicyLine

A job structure orders jobs on the basis of internal organizational factors. The pay
structure, on the other hand, is anchored by the organization’s external competitive
position, reflected its pay policyline.

The pay level thata company setsits pay at compared to the market pay line, typically
the midpointofthe pay structure is setto judgethe going marketrate. In building pay
structure scientifically, the line is a statistically computed least-squares-regression
line.

8.1.2. Pay Grades

Pay grades are used to group jobs that have approximately the same relative internal
orexternalworth;in otherwords, alljobswithinaparticulargrade are paidthe same
rate or withinthe same pay range. Grades enhance an organization's ability to move
people among jobswith no change in pay.

3.1.3. PayRange

Payrangetypicallymeanshightoloworminimumto maximumpayforacertainjob
grade. Therange midpoints, minimums,andmaximumsreflectcareerpaths,
promotions, and other management systems and philosophy within the organization.
The differential must be large enough to induce employees to seek and/or accept the
promotion or to undertake the necessary trainingrequired.

Range spread subtracts the minimum amount from the range maximumand then
dividesthatfigurebythe minimum.Ingeneral,lower-leveljobstypicallyhavea
narrow range between millimumand maximumsalaries, while the salary ranges for
higher-leveljobswillbewider. Peopleinentry-leveljobshave more promotion
possibilitiesandtendto stay atthe entry level forshorterperiods of time, while
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people in higher-level jobs tend to stay in their range for a longer period of time.

Range overlapin salary ranges that will allow careerdevelopmentand pay increases
without promotion at each level and the percentage of increase the organization will
offeran employee fora promotion.

Overlap=(maxrate oflowergrade —minrate ofhighergrade)/(maxrate ofhigher
grade-minrate of higher grade)

3.1.4. Compa-ratios (CP)

CP is a salary expressed as a percentage of or indexed to the salary range

midpoint/marketrate (salary/midpointor marketrate = CP). The CP may be used as
an indicator of how an individual is doing againstplan.

3.1.5. Broad banding

Broad banding, calledfatgrades, means collapsing pay gradesand rangesinto justa
fewwide levels ora band, which includes one minimumand one maximumrange,
while midpointoftennotused. The purposesofusingbroad bandingas follow:

e Provide flexibility to define job responsibilities more broadly.
e Fostercross-functional growth and development.

e Ease mergersand acquisitions.

The mostimportant difference between grades and broad banding is where the
controls are located.
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82. Global Salary Grades

Global Salary Gradesreferstoastandardized methodof classifying positionsacrossa
globalenterprise. Alternative titles would be global bands or global job evaluation.
Employers often adopt global salary grades to enable internal comparisons and
standardize certain elementsof compensation and benefits, such as short- and long-
termincentives. Forexample, global salary grades helps answerthe question “is the
BrandManager positioninGreece equivalenttothe Associate Brand Managerin

France or the Marketing Manager in Kenya?” Or, all staff in band C or higher are
eligible forequity compensation awards.

Salary Structure is the term used to referto the salary ranges associated with salary
grades. A Global Salary Structure, by it's very name, would imply a single structure
foralllocationsglobally. Sometimesyoumay alsosee thisreferencedasan
international salaryrange. Some companies use a global salary structure to manage a
cadre ofinternationalassignees (usuallybasedonthe headquarters market).
International organizations such as the World Bank and the United Nations, and many
international NGOs, use international salary structures inmanaging their

international (expatriate)staffaswell. Butitwouldbe veryunusualtohaveaglobal
salary structure applicable to all staffin an organization.
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Ifyouare managingaglobal enterprise,globalgradescanbe veryusefulinseveral
respects. Inadditiontothe examplesaboveallowingcomparisonofequivalent
positions across different markets with varyingtitles, and standardization of executive
compensation programs, global grades allow the organizationto establishleading
talentmanagementprocesses. Theglobalgradeswillhelpestablishcompetencies
and career tracks, and the related training and developmentthatis required to train
futureleaders. Globalgradesalsohelpcompanies manage successionplanning
more easily,byprovidingacommon language to describe the challengesand
complexities of anindividual position.

83. Global Pay Structure

Salary structures are a very useful tool for all organizations. They helpensure
consistency and avoid discrimination, control costs, and togetherwith a strong
performance management process, allow managers to differentiate between
different positions and varying levels of performance amongstthe team. Each
countryisadifferentmarket, however,andtherefore,youneedtobuildyour
structure separately for each one. Market data plays a key role here, since the
structure must be anchored to the market in which you are competing for talent.

Inthe end, if youdesign a global grading systemwith local pay structures, you'll getit
right. Thegradeswill giveyouglobal consistencywhile the structureswill be
tailored to the local market, guided by your global compensation philosophy, which
provides standards for each country to meet.

A salary structure is commonly used by employerstoset out the range of pay, from
minimumto maximum, associatedwith each salary grade or band. By associating
eachpositionwithagrade orband,employerscanuse asalarystructureto help
manage compensationin an optimal way.

Here are tenstepsto develop asalary structure for your organization, with some
special considerationsforinternational developing markets:

8.3.1. Establishyour compensation philosophy

Each employerneedsa policy which outlines their desired market position. What
percentile of the marketis your target? Which comparators are appropriate? Is the
targetthesameforallgrades? Awell-articulated compensationpolicyprovides

valuable guidance for the developmentof a pay structure. In large organizations,
there is often a corporate policy which forms the basis for local policies.
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8.3.2. Gather marketdata

Identify surveyswithyour desired comparators (as specifiedin your company policy).
Most employers prefer atleasttwo survey sources. In international markets this can
be challenging, especiallyindeveloping countries and smallermarkets. Consider
sector-specificsurveysaswellas multi-sectoroptions—certainjobs are foundacross
many employers, notjustyoursector. Insmallerinternationalmarkets, leading
employersoftenprovide abetterproxy for the mostcompetitive marketthando
sector surveyswith many less sophisticated employers. Don’t overlookinternational
organizations;theypayverycompetitivelyandare oftenwell-establishedinthe
smallestof countries.

8.3.3. ldentify benchmarkjobs

Benchmark jobs are those that are representative of roles found across many
organizations—standard roles such as Manager, Accountant, Payroll Administrator,
Secretary, Clerk and Driver. Benchmark jobs are easyto understand and match to, and
will appear in multiple surveys, enabling the use of multiple sources. For professional
rolesspecifictoyoursector,sectorsurveyscouldbeagoodsource.Inothercases,
and with multi-sector survey sources, look for those that utilize well-developed career
ladders,enablingeasycross-occupationaljobmatching. Asanexample,suchan
approach would examine Analyst positions across different functional areas (e.g.,
finance, HR, procurement, marketing, etc.).

8.3.4. Measure your marketposition

Thereareseveralwaystodothis.Ifyouhavealotofbenchmarkjobs,tabulatethe
averageofalloftherolesinthesameinternallevelorgrade. Weightedaverages
incorporatingnumberofincumbentsassociatedwitheachsurveydatapointisa
common approach. Selectthe market reference fromthe survey most appropriate
underyour policy.Indeveloping countriesmarketdatais more volatile. Agood
approachistouseminimumandmaximumvaluesto“bookend’thedatainthese
markets. Thishelpseliminate outliersandcapturemorerealisticmarketsurvey
values.

8.3.5. Calculate the compa-ratio

Calculatethe compa-ratio. Thisis theratio of yourdatato the market— 100 means
fully comparable, while aratio under 100 indicates a below market position, and over
100, above market. Therearedifferentapproachestosummarizingthe data—by
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position, by grade, etc. Whateverapproach you use, the compa-ratioanalysis will
illustratewhichpartsofthe organizationare competitiveagainstthe marketand
which onesrequire some attention!

8.3.6. Checkyourbudget

Thisis acritical step.In 8.2.5., you can calculate the average difference betweenyour
current scale and the market. This indicates about how much of an increase would be
requiredto makeyourscalesfullycomparableto the market. Yourinternalbudget
constraints,though, willdictate howclosetothisidealyoucanachieve.Inadditionto
internalbudgets, considerthe average marketmovementinyoursurveys,andthe
generalinflationrates(neveruseinflationtodeterminehowmuchmoretopaystaff—
this is determined by cost of labor, not cost of living).

8.3.7. Startallocating

Thisisthestartofanexercisewhichwillrepeatmanytimes, untilyougetthedesired
result.Buildamodelofyourorganization,ideally withthe numberofincumbentsin
eachgrade. Usingyouroverallpercentage ofmarketand budgetnumber, start
increasing your scale (use Mid points, or the Mins and Maxs). See how close youcan
gettofully comparabletothe market,and how muchitwill cost. Doesitjive?Ifnot,
tweakthe data a bit. You can adjustthe percentage each gradeisincreased, as wellas
examinethespans (rangefrommintomax)andinter-gradedifferentials,inorderto
gainbettermarketalignment. Obviously,theincumbentcountofeach grade will
impact the overall costing model.

8.3.8. Final adjustments

Once you havebuiltyournew scaleand matched itto the marketas closelyas
possible, andwithinyour budget, giveita once over.Does it make sense? Are the
increase amounts distributed in a pattern which will cause unrestamongst your staff?
Strivetoachieve a scalewhichwillreflectyourcomp policyand enhanceinternal
cohesionintheorganization. Thisstepistheartof compensation, notthe science.

8.3.9. Management approval

Review yourproposed scale with management, presenting yourrationale, budgetand
overallmarketcomparisons. Discuss concerns youmay have uncoveredaboutspecific
positions or grades, and educate your managementabout the process used. Outline
your implementation plans.
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8.3.10. Communicate

Develop appropriate communications formanagers and staff. Let them know all of
the workthatwentintothe exercise,andhowthe organizationcomparesto the

market.Be carefulhere—youneedto obviouslyputonapositive spin—that'swhy
statistics are so flexible!



47
Part Two: International Assignment Package
1. Objectives of Expat Compensation

Designing a pay system is always a challenging process, but doing so in multinational
corporations (MNCs) is particularly complex and difficult. A set of situational factors
not normally encountered in a strictly domestic situation must be taken into account
when designing the compensation package of an expatriate. For example, the
nationality of the individual, their family situation (number and ages of their children,
work situation of the spouse), floating exchange rates, differences in living costs, taxes
and inflation rates, the need to reconcile home and host-country laws and regulations
for compensation and benefits, and the geographically imposed problems of
communication and control are all of great importance. These issues increase the
complexity of the situation, and the information needed as regards the individual and
his/her destination. In addition to these situational factors, there are a number of
objectives that must be incorporated in the design of expatriates’ pay packages

e Toattract personnelinthe areas where the multinational has its greatestneeds and
opportunities

e Tofacilitate thetransferofinternational employeesinthe most cost-effective manner
e Tobe consistentand fairin the treatmentof all its employees,
e Tofacilitate re-entryinto the home country atthe end of the foreign assignment

e Tocontribute to organizational strategy (thatis, to support organizational goals, foster
corporate cultureand help motivate employeesto contribute their effortsto further
organizational success).

Attracting personnel to international service by offering generous compensation
packages is a widespread practice in many MNCs. This initiative is designed to break
the frequent barriers to international mobility. In addition to family and personal
issues (such as the growing unwillingness to disrupt the education of children and the
growing importance of quality of life considerations), and the continued uncertainty
regarding international terrorism and political and social unrest of certain
destinations, it is well documented that the career implications of international
assignments are often frustrating. A lack of respect for acquired skills, loss of status
and reverse culture shock upon return are recurring problems in many companies.
Because of these barriers, a logical way of encouraging individuals to accept a foreign
assignment is to provide generous compensation packages for expatriates.
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Yet this way of attracting individuals to the international service may conflict with
other objectives of the system. Firstly, it leads to costly assignments. This, in turn, puts
an economic strain on the company, and finally leads it to reduce the costs of
assignments, in an attempt to save money.

In doing so, the company might also reduce the pool of qualified candidates, thereby
making the recruitment process all the more difficult. Thus there is tension in the
achievement of the first two objectives of the system. Second, it might also conflict
with the repatriation objective. The incentives and allowances designed to encourage
employees to take up a foreign assignment are not sustained when the expatriate

return home, leading to a substantial loss of income.

In fact, such a loss of income is cited as one of the main difficulties upon return. In
other words, a less attractive pay package facilitates re-entry but reduces the ability of
the company to attract employees for the international service. Finally, the generous
incentives designed to help attract overseas employment have the side-effect of
creating large pay gaps between expatriates and local employees. The less fortunate
position of the local employees relative to that of the expatriate may damage their
perceptions of the company’s procedural and distributive justice, thus failing to
achieve the objective of fairness.

As in many other areas of human resources, the compensation policy for
multinational expatriates is bound to confront various dilemmas and conflicts. For
example, the company faces the potential conflict of maintaining some form of
internal equity while providing sufficient incentive to attract and motivate oversees
assignees. There is no magic formula that can solve these dilemmas, and so one
should be wary of those who present this area of management as a science, with

which one can limit oneself to applying technical solutions.

2. Approaches of Expat Compensation

Bearing in mind the situational factors and objectives outlined above, the MNCs have
a number of ways to deal with the retribution of expatriates. Each way reflects the
MNCs’ prioritieswhen payingexpatriates. Threemainapproaches,eachwithits
strengths and weaknesses in achieving the five objectives (see the below Table), have

been developed.

Retribution approaches and their Impact on compensation objectives
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Retribution approach

Host Country Home country Global
1.Attract talent - + +

2. Cost effective + - -

3. Be fair

with respecttolocalemployees + -

Objectives

with respectto other expats from a

different nationality in the same location - +

with respectto other expats in another _ + +
locations

4. Facilitate re-entry - -

5. Support the corporate strategy 0 0 0

+ positive impact, - negative impact, 0 irrelevant

Host-Country Approach

Thefirstisthe host-countryapproach. The mainintentionofthisapproachistofit
the expatriateintotheassignmentlocationsalary structure. Thisapproachis
satisfactorywhenanumberofeligible candidatesforthe particularpositionhavea
personalinterestinlivingabroad, and so a local salary does not seem unattractive. In
additiontoreducingcosts,thisapproachhelpstocreateasenseofequitybetween
expatriatesandlocal employees, since nobody feels underprivileged. Howeverthis
method only has limited use in motivating international mobility, as worldwide
variations and the consequentinconsistencies may inhibitthe transfer of expatriates.
This approach isusually adopted whenthe expatriate hasbecome replaceable by a
local hire but wants to remain abroad for personalreasons.

Global Approach

The secondisthe global approach. The intentionisto pay on aninternational scale,
with allowances derived fromthat base. An international basket of goods would be
usedacrossallexpatriatesregardlessofcountry oforigin. Thisapproachismost
relevantinthe case of expatriateswhoare expected tomoveto more thanone
foreigncountry,therebylosingdirectconnectionwith eithertheirhome countryor
theirhostcountry gradingand pay structure. The highcostsanddifficultiesofre-
entry are often mentioned as the main shortfalls of this system.

Home-Country Approach

The third is the home-country approach. The idea of this approach is to provide the
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expatriate with equivalent purchasing power abroad in order to maintain his/her
standardoflivinginhis/herhome country. Thisisconsistentwiththe so-called
balance sheetapproach. This systemapplieshome country deductionsand pays
differential allowances (cost of living differential, housing allowance) to arrive at net
disposable income which should maintain the expatriate’s home country standard of
living.

3. Balance SheetApproach

To date, most companies compensate their expatriates based on either a home- or
host-country philosophy as discussed above. The home-based balance sheet
approach is used by most firms, particularly in situations where the expat is opening

new markets and new operations, transferring technology, and training local staff.

This home country based approach equalizes purchasing power across countries so
employees can enjoy the same living standard in their foreign posting that they
enjoyed at home. In addition, the approach provides financial incentives to offset
qualitative differences between assignment locations.

The figure shows a typical balance sheet. Note that home-country outlays for the
employee are designated as income taxes, housing expenses, expenditures for goods
and services (food, clothing, entertainment, etc.), and reserves (savings, pension
contributions, etc.). The balance sheet approach attempts to provide expatriates with
the same standard of living in their host countries as they enjoy at home plus a

financial inducement (i.e., premium, incentive) for accepting an overseas assignment.

The balance sheet approach to determination of an expat’s compensation (which is
still pretty much customized, in most firms, for each expatriate, although there will be
standardized options) begins with the employee’s existing parent-company
compensation (salary, benefits, and any other forms of monetary or non-monetary
remuneration). To this is added two other components: a series of incentives to
accept and enjoy the foreign posting and a series of equalization components that
ensure the expatriate does not suffer from foreign-country differences in salary or
benefits. Interestingly, today, even with pressure to reduce the high cost of expat
compensation, most MNEs still find it necessary to provide significant incentives to

encourage potential assignees to accept foreign postings.
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A Typical Balance Sheet

Source:Reynolds, C.(1986). "CompensationofOverseasPersonnel,"inHandbook of Human
Resource Administration,2nded., ed.J.J.Famularo,pp.47-61. New York (USA): McGraw-Hill.

As argued by scholars regarding expatriate compensation practices, such adjustments
are made usingthe ‘noloss’ approach: expatriate compensationis adjusted upward
for higher costs of living, but is not adjusted downward if the cost of living in the host
country is less than in the home country.

The components of the typical expatriate compensation package are a base salary, a
foreign service premium, allowances of various types, tax differentials, and benefits.
We shall briefly review each of these components. An expatriate's total compensation
package may amount to three times what he or she would cost the firm in a home-
country posting. Because of the high cost of expatriates, many firms have reduced
their use of them in recent years. However, a firm's ability to reduce its use of
expatriates may be limited, particularly if it is pursuing an ethnocentric or geocentric
staffing policy.



3.1. Base Salary

An expatriate's base salary is normallyin the same range as the base salary fora
similarpositioninthe home country. The base salary is normally paid in eitherthe
home-country currency or in the local currency.

3.2. Foreign ServicePremium

A foreignservice premiumis extra pay the expatriate receives forworking outside his
orhercountry oforigin.Itisofferedasaninducementto acceptforeign postings. It
compensatesthe expatriateforhavingtoliveinanunfamiliarcountryisolatedfrom
familyandfriends,havingto dealwithanew culture and language, and havingto
adapt new work habitsand practices. Many firms pay foreign service premiums as a
percentage of base salary rangingfrom 10 to 30 percentaftertaxwith 16 percent
being the average premium.

3.3. Allowances

Severaltypesofallowancesareoftenincludedin an expatriate’'scompensation
package including hardship allowances, housing allowances, cost-of-living allowances,
andeducationallowances,etc. Ahardshipallowanceis paidwhentheexpatriateis
being sentto a difficultlocation, usually defined as one where such basic amenities as
healthcare, schools, andretail storesare grosslydeficientbythe standards ofthe
expatriate'shome country. Ahousingallowanceisnormallygiventoensurethatthe
expatriate canaffordthe same quality ofhousing inthe foreigncountryasathome.
In locations where housing is very expensive(e.g.,London, Tokyo), thisallowance can
be substantial--asmuchas 10to 30 percentofthe expatriate’'stotalcompensation
package. A cost-of-livingallowance ensures that the expatriate will enjoy the same
standard of livinginthe foreign postingas at home. An education allowance ensures
thatan expatriate'schildrenreceive adequate schooling (by home-country

standards). Host-country publicschoolsare sometimes not suitable foran expatriate's
children, inwhich case they must attend a private school.

3.4. Taxation

Unless a host country has areciprocal tax treaty with the expatriate's home country,
the expatriate mayhaveto payincome taxto both the home- and host-country

governments.Whenareciprocaltaxtreatyisnotinforce,thefirmtypicallypaysthe
expatriate'sincometaxinthe hostcountry.Inaddition,firmsnormallymake upthe
differencewhenahigherincometaxrateinahostcountryreducesanexpatriate's



53

take-home pay.

3.5. Benefits

Many firms also ensure that their expatriates receive the same level of medical and
pension benefits abroadthat they received athome. This can be very costly for the
firm,since many benefitsthatare taxdeductible forthe firminthe home country
(e.g.,medicaland pensionbenefits) maynotbe deductible out of the country.

4, Localization and Local-Plus

4.1.

From an organizational perspective, thinking about expatriation often starts with
thinking about expatriate compensation. Compensation packages should attract,
retain and motivate employees, while at the same time balancing these costs with the
expected returns for the organization, which is not an easy task.

Although different situational factors such as the attractiveness of the assignment
destination and the number of potential candidates require flexibility in
compensation practices, some general guidelines and methods exist. Broadly
speaking, we can differentiate between two different approaches to expatriate
compensation: the balance sheet approach and the going rate approach.

Other than home-country approaches, the focus here is on the host country based
package, “localization (Goingrate)”and “local-plus”, which have emerged as viable
and popular alternatives to the traditional balance-sheetapproach.

Localization

Contrary to the balance sheetapproach, there isa second approach, the goingrate
approach,whichisalsoknownas the ‘localization’, ‘destination’ or ‘hostcountry-
based’ approach. Asthese names suggest, the core ofthis approach liesinlinking the
expatriate compensation to the salary structure of the host country, taking into
account local market rates and compensationlevels oflocalemployees. The going
rate methodaimstotreatthe expatriate employee asacitizenofthe hostcountry,
encouraginga “whenin Rome, do as the Romans do” mentality.

Localizationisanapproachinwhichassigneesare paidaccording tothe salarylevels,
structure,and administrationguidelinesofthe hostlocationwheretheyarebeing
sentto, or are alreadylivingand working. Localizationinvolvestheremoval or

absenceofanassignee’s “expatriate”statusfroma policy standpoint,including
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benefitsandallowances. Inpractical terms,itmeansthattiesback to the home
country from where an assignee has come from, or from where they may have
originally beenremunerated, are severed and the assignee becomes a “local” in the
host-country. Italmostalwaysinvolvesreplacingasalary package (e.g. base salary,
incentives, allowances, perquisites, social security, and retirement plans) with
compensationcomparableto thatoffered tolocally hiredemployees. Thus, the
Balance Sheetand Going Rate approaches have differentfociand hence also different
advantagesand disadvantages (see the followingtable):

Going Rate Approach Balance Sheet Approach

Advantages * Equality with locals nationals * Equity between different assignments and

* Simplicity between assignees of the samenationality

* Identification with host country * Facilitates assignee re-entry

* Equity among different nationalities *Easy to communicate to employees
Disadvantages *Variation between assignments for * Can lead to disparities between assignees of

same employee different nationalities in the same host country,

* Variation between assignees of same andbetween assignees and local nationals

nationality in differentcountries * Administration can be complex

* Potential re-entry problems

Source: Reiche, S.,Harzing, A.-W.,&Garcia, C. (2009). Management of International Staff.
IESE Technical Note, DPON-79-E, IESE Publishing

4.2.

Apart from the stated differencesin the two approaches and the related benefits and
drawbacks, the going rate approach seemsto be more cost-effective thanthe balance
sheetapproach. Inotherwords, ‘goinglocal’ may reduce the host-countrymarket
adjustmentcosts, whichmay be especiallytemptingforWesternmultinationals
sending peopleto countries withlowersalary levels. Despite these advantages, the
balance sheetapproach continuesto be the mostwidely used method.

Local-Plus

Local-plusis an approach in whichexpatriate employees are paid according to the
salary levels, structure, and administration guidelines of the hostlocation, as well as
being provided, inrecognitionof the employee’s foreignstatus, with special
expatriate benefits such as transportation, housing, and the costs of dependents’
education. Itis worth notingthat notall expatriateson local-plusreceive the full
range of additional benefits, these being at the discretion of the employing
organizationand largely determined by the location of the assignment(e.g. hardship
versus non-hardshiplocation), among other factors.
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Local-plusandlocalizationis offeredin one oftwo ways. Whenitis “delayed”, an
expatriate commencesaninternational assignmentonabalance-sheetapproachand,
afteraperiodofbetweenthreetofiveyears,thentransitionstolocal-plusorisfully
localized directed by eitherthe employeroremployee. Some assigneesrelocate, for
example, with full knowledge thatlocal-plus will be offered, orlocalization will occur,
aftertwoyearsin the host-countryas pre-determinedintheircontract, whereas
other assignees may not be transitioned to local-plus or localized until completion of
the initial, orsubsequentextension(s) of, the assignmentwhich may be five to seven,
or eventen,yearsatfteritfirstbegan.

Transitioningtoareduced compensationpackageusuallyinvolvesaphasingout
periodduringwhich specialexpatriate benefits (suchastransportation, housing,
health care, and the costs of dependents’ education) are reduced over a “wind-back”
period(e.g.,50% phased outin Y1, and 50% inY2). For fully localized assignees, itis
essential forthemto resignfrom his/herhome country office and to be formally
hired by the host country office of the same company for accounting purposes. Thisis
also atypical requirementforlocal-plusassignees, butnotalwaysenacted.

Reducedcompensationcan also be offeredimmediatelyatthe onsetofan
assignment, typicallyinthe form ofa “permanent”or “one-way”transfer. In this
scenario,employeesknowfromthe outsetthattheywillbeonlocal-plusorfully
localized whichremovesthe company’s obligation to repatriate or reassign them
elsewhere.Companiestypicallyusereducedcompensationapproachesasacost
cutting measurein terms of maximizing both talentmanagementand cost
containment. A recent study found that reduced expatriate compensationis used
whenthe assignmenthasacombinationof: (a)apermanentpositioninthe host
country; the assignmentlocationisin the same regionas an employee’s home-
country; (c) thereis notlikely tobe a suitable roleinthe home-countryforan
employee toreturn to; and (d) cost reductionis a priority.

A recent assignment trend directly related to reduce compensationis the increase in
“permanent transfers” resulting in the localization of expatriates. A research found
thatmore than one-third ofthe participating firmsintheir surveyused permanent
transfers, whichis viewed as a cost effective alternative to the traditional (balance -
sheet) international assignment.



Policy Name  Strategy

Description of Policy

Purpose Used For

Balance-Sheet
(full package
home-based)

Development

Skill /
Secondment

Balance-Sheet
(light package
home-based)

Local-Plus
(host-based)

Cost savings

Localization Cost savings,
(host-based)  functional
retention
Permanent Self-initiated
Transfer transfers

(host-based)

«Full‘bellsandwhistles,i.e.generous remuneration
(including bonus and incentives) and benefits (including
tax equalization, look-see trip, cost of living allowance,

housing, education, spousal allowance, car, home leave,
club memberships)

*Designedtoensureemployee lifestyleincomparisonto
‘home’ not disadvantaged by relocating
-Basedonnotionthatthereisa‘home-country’ from
where the expatriate originates

*Reduced version of full package, i.e. generous
remunerationwith/withoutbonus andincentives, and
inclusionofsomebenefits(e.g. housing, education, car,
home leave) but not others (e.g. club memberships,
spousal allowance, cost of living)

*Providessomebenefits of developmental strategybut
on greatlyreduced basis
+Expatriates oftenlocalized with some additional benefits

provided to sustain retention
*Noon-going allowances (e.g. cost of living)

sInitialallowances from any of above phased out over
periodofassignment(50% benefitY2,30% benefit Y3) to
achieve full “local” remuneration

*One way relocation package to host-destination
+Salary, incentives and benefits from local payroll

*Targetedatexecutives for career development who posses
universal skills and considered high potential
-Usedfor ‘cadre’ approach todevelop careers of elite group of high

performerswhose permanent mobility islong-termstrategicgoal
*Usedfor retention purposes where goal is to repatriate to

corporate headquarters or business group headquarters
*Used sparingly as reward for key individuals
*Complextoadminister with many home-host country combinations

*Expatriates withdeep technical skills or competencies
+Specificgoalisto transferskills and knowledge for duration of
assignment only (no more than 2 years)
*Expatriaterelocates for fixed period and repatriates withno
intention to relocate again unless a specific skill need arises
*Usedtoserviceclients inlocation wherelocal skills notavailable

«Combination of developmental and skills / secondment expatriates,
butgenerally targetedatmiddle managementexecutives whoare
specialized, functional people, orbroad business managersand/or
generalistswhomove between variety of different positions (and
locations) throughout their career

*Typically offered to managersinitiating relocationorindicating
willingness to relocate

+Offered to managersinitiating relocation and long-term assignees
exceedingtermofcontract(i.e.beyondinitial assignment) butwho
wish to remain in location or firm does not wish to repatriate

«Self-initiated / employee-initiated relocation

9§
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4.3. Net-to-net Approach

Integratesemployeeswhomake apermanentorindefinite moveintolocal pay
programs, adjustinghome-countrynetpay forany cost-of-livingdifference, then
grossingupforlocaltaxesandhousing. Thisapproachisbestusedforintegrating
assignees into local pay programs when the relocation is permanent or for an
indefinite period. Starting from the employee’s current home-country compensation
package, a computation is carried out to take into consideration differencesinincome
taxes, housingcostsandcostoflivingtoarrive atalocal salaryinthe hostcountry
thatwould provide an approximatelyequivalentstandard oflivingto the transferee.
Thisis notaninexpensive approach, butits primary goal isto preserve the assignee’s
standard of living in the assignmentlocation.

Inthe end,itisimportantto considerthe conceptof ‘wholeness’withregardtothe
goals of compensation packages. The conceptrefersto the organization’s desireto
ensure that the expatriate does not experience an overt gain or loss when all
elements of the compensation package are combined. While finding a balance
between the organization’s and expatriates’ perceptions of ‘wholeness’ can
sometimesbedifficult, theintentions of ‘keepingthe employee asa whole’ by not
letting expatriates experience drastic lifestyle changes are paramount.

5. Expatriate Allowance and Premium

Once the base salary has been determined, then the firm must decide which
incentives it feels are necessary to convince its employees that it will be to their
financial advantage (or, at least as is being increasingly maintained, not to their
disadvantage), to take the foreign assignment. One of the key issues that have arisen,
here, at least for more experienced MNEs, is the high cost of expatriation. In the past
(and still normally for less developed multinational firms), many incentives were
offered, often with sizable monetary benefit to the expatriate as follows:
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Efficient Purchaser Index
Standard Purchaser Index ..
Convenience Purchaser Index Cost of Living (COLA)
Global Index
Hardship Premium
“ Mobility Premium

v FX Rate Protection

Relocation Allowance

Housing Allowance

Education Allowance

Paid Leave & Airfare

Expatriate Allowance and Premium

Source:Reynolds, C.(1986). "Compensationof OverseasPersonnel,"inHandbook of Human
Resource Administration,2nded., ed.J.J.Famularo,pp.47-61. New York (USA): McGraw-Hill.

5.1. Cost of Living Allowance (COLA)

MNEs oftenprovideanumberofwhatarereferredtoas equalizationadjustments.
These are payments whose purposeis to adjust for differences (generallyinahigher
direction)inmandated paymentsthatexpatshave nocontrol over—someofwhich
are paid by the expatand some of whichare paidtothe expat. The mostcommon
and probably significantofthese adjustmentsisthe cost-of-living adjustment (COLA).

Thepurpose ofthe COLAiIstoenableexpatriatestomaintainas closelyaspossible
the same standard ofliving in the foreign assignmentthat he or she would have had
athome (orbetter,ifcomingfromalow-cost-of-livingcityorcountry). The COLAIs
determinedbycalculatingthe costsfortypicalgoodsand servicesinthe home
location as well as in the foreign location and adjusting accordingly. These
adjustments also vary according to the techniques that the consulting firm uses to
determine the cost of living in various foreign locations.

5.1.1. EfficientPurchaserindex

Mean-to-meanindexcomparesthe meanprices (theaverageofthe pricerange of
eachitem)inthebase citytothe meanprices(theaverageofthe pricerangeforeach
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item) in the host city.

Thisindexis not biasedin any directionand gives a good indication of overall price
levelsinthe two cities.

Itisreversible. If Singaporeis 100 and Tokyois 120, thenwhen Tokyois 100 Singapore
is 83(=100/120).

Thisindexisthe bestindicator of overall differences in prices between two cities as it
comparesthe average ofthe price range foreachitembothathomeand abroad.

The efficientpurchaserindexassumesthatan assigneeisno longercompletelynew
tothelocationand haslearnedto purchase betterand can secure pricesthatare
lowerbecause of his or her increasing familiarity with the location.

5.1.2. Standard PurchaserIndex

Comparestheaverageofthelowand medianpricelevelinthebase citytothe
average of the price range in the hostcity.

Higherthan the efficient purchaserindex.

Thisindex mayreflectcostofliving differentialsasthey should applyto very
experiencedshoppersintheirhomecityandwho,duetothe short-termnature of
the assignment, may not develop the same level of efficiency.

5.1.3. Convenience PurchaserIndex

Comparestheaverageofthelowand medianpricelevelinthebasecitytothe
highestpricesfor selected categoriesor itemsin the host city.

Higher than the standard index.

Itallowsthe expatriate to purchase food, beverages, domesticsupplies, personal
care,sportsand leisure itemsatthe more expensive orconvenience stores.

Thisindex can be usedin locations where even the slightest bit of adaptation is not
alwaysevident, orwhere shopping convenience is essential.

5.1.4. Global Index

Arecentdevelopmentinthefield ofglobalhumanresourcesisto maintainacadre of



"globally mobile"employees. The weightsinthistype of "goods and services"index
reflectthe consumption patternofaninternationally mobile executive whohas
adoptedaflexible approachtolifestyleandwhonolongerretainsanytiesto a
specifichome location.

5.2. Hardship Premium (Allowance)

The hardshipallowancerefersto apremiumpaymentin orderto provide special
compensationto expatriateswhowouldexperience asignificantdeteriorationin
living conditionsintheir host country. The allowance is calculated based on quality of
living differentials of home city compared with host city.

Quiality of living differentials are calculated based upon variable categories, such as
political and social environment, economic environment, socio-cultural environment,

medicalandhealth considerations, schoolsandeducation, public servicesand
transport, recreation, consumer goods, housing, and natural environment.

Thethreebroad areastypically consideredinevaluating the extentofhardship
include physical threat, level of discomfort, and inconvenience. The physical threat
categoryincludespotentialoractual violence, hostilitytoforeignersfromthelocal
population, prevalence of disease, and the adequacy of local medical facilities and
services. The discomfortcategory evaluatesthe physicalenvironmentandclimate, as
well as geographical, cultural,and psychological isolation. Andthe inconvenience
category ratesthe local education system, the availability and quality of local housing,
accesstorecreationaland communityfacilities,andthe availability, quality,and
variety of consumer goods and services.

ThisallowancewillbeadjustedorremovedbyaCompanyinitssolediscretionin
accordance withcontinually updatedinformationprovided frommultinational
consultantfirms. The expatriatewillnotgaintheallowanceasaresultofhigheror
equivalentqualityoflivinglevelsinthe hostcity comparedtothe homecity.

Hardship allowancestypicallyrange from5 percentto 25 percentofbase paywith
dangerpay maybe adding another 15-20 percentto base pay. Many US MNEs use the
US State Departmenttables for determining these amounts.

5.3. Mobility Premium(Allowance)

A company pays a foreign service premiumto expatriates to compensate their life
style adjustments, family’s hardship, dependent care, maintenance of residence in
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home country, and other costs due to the assignment, while providing anincentive to
take the assignment.

Thisincentiveisusedto (1) compensatethe expatriate forallthe adjustmentsthat
s/hewillneedto make;(2) compensate the expatriate and her/hisfamily forthe
“dislocation”of havingto move to an unfamiliarcountry andto live inwhat mightbe
seenasanuncomfortable(i.e.,different)environment;(3) provideanincentiveto
take the foreign assignment; and (4) keep up with the practices of other MNEs. These
premiumsusedto average about 15-25 percentofthe expatriate’s base pay.

Where applicable, such premiumwill be specifiedinthe AssignmentAgreement, and
shallbe based ondate fromthe mostrecentcompensationsurveyofinternational
assignments.

Increasingly, firms are questioning whetheritis necessary to pay this premiumforan
overseasassignment(or,atleast,formostoverseasassignments). Criticsargue thatin
atrulyglobaleconomywithimproved communicationandtransportation, general
availability of global consumer products, and accepted international business norms,

thereisnolongeras muchtraumaanddislocationassociatedwithan overseas
transfer.

5.4. Foreign Exchange Rate Protection

When home-country currency strengthens, ittakesless ofitto purchase goods
abroad; when home-country currency weakens, ittakes more of it to purchase goods.
Currency fluctuationsleave assigneeswonderingiftheirhome-based compensation
packages are sufficient. A company can protect their international assignees’
purchase power by following:

Itisimportantthatthe exchangeratebe determinedusingatransparentmethodthat
canbeexplainedandsupportedeasily. The COLAshouldbe updatedregularly
following apredetermined schedule. Regularupdatesletthe allowance be adjusted
automaticallydependingonexchangeratechanges. Aneasywayto stay ontop of
exchangerate movementsisto adoptaquarterly COLA update schedule.

Exchange rate monitoringis conducted between COLA updates, anditcantriggera
newallowancelinkedtoautomaticupdatesifthe exchangeratechangemeetsa
predeterminedthreshold (usually 5%).In conjunctionwith regular COLA updates,
exchangeratemonitoringhelpstoensurethatactionistakenpromptlyiftherate
moves significantly.
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5.5.

5.6.

Splitpayroll (or splitpay) can also protect againstinterim changes. Rather than paying
employees entirelyin home currency, splitpay allows an employee todraw a portion
ofhisorhercompensationin hostcurrency andthe remainderin home currency.

Relocation Allowance

Acompany may pay forexpensesincludinghouseholdshippingandpurchase ofdaily
necessities for expatriation or repatriation. After an expatriate confirms and signs an
international assignmentagreementorreceives a repatriation notice, s/heis eligible
to have some days personalleave with full payto arrange moving, housing, schooling,
andotherpersonalissuesinhome/hostcountry. The flyingtimebetweenthehome
and host country/city may be excluded fromthe relocationleave.

Housing Allowance

A Company may establishahousing standard on the rental cost of the host country
accommodation. The accommodation costs guidelineis usually based upon the
recommendation of an independent consultant firm. The housing standard often
reflectsfamily size and Home Country job grade level.

Housing Allowance will be paid equal to the amount of actual, reasonable and
necessary the host country housing and utilities costs, subjectto the housing
standard. Ifthe Company providesthehousing,theallowancewillbezero.

Whenitistax-effective,theleasemaybeinthenameofthe Company’slegalentityin
the hostcountry.

Whenacompanyusesthebalance-sheetapproach,ittypicallyagreestopayany
increased cost of housingin the hostlocation. The most common approach is for the
companytoleasethe housingin the hostlocationand collecta home-country
housing norm (contribution) from the employee. The home-country housingnorm is
theamountthatatypicalfamily paysforhousingandutilitiesintheirhomecountry.

Actual, reasonable expensesincurredinretaininganagency tofind living quarters,
where such servicesare normal and essential (suchasthe one-time fee charged by
rental agents at the beginning of a rental contract, including special legal fees forthe
lease and other documents) will be reimbursed by the Company.

5.7. Education Allowance

It is the cost of primary and/or secondary education for the eligible dependent
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childrenresidinginthe Host Country with the expatriate. The educational assistance
will include tuition and registration, textbooks, required donation fees, and uniforms.

5.8. Paid Leave and Airfare

Annual leave forthe expatriate is as according to the working regulations of the home
country.

Home leave wasintendedto help minimize the effectsofthe culture shock of an
international assignment. Itallows assignees to maintain family ties and stay current
with home business contacts and associates; and keep connected with their
community and culture.

Expatriates are eligible forhome leave after several months oninitial assignmentin
the host country. This regulation does not apply to travel for home business
assignment,familyemergency, medical necessity,orduetolegalregulations
approved by the host country Head.

If the expatriateiseligible forhome leave, the Company will reimburse the assignee
andimmediate familyforthe expense associatedwith the airfare ofthe roundtrip
between home and host countries.

Aperiodofleave, usuallyinadditionto the normal vacationentitlement, givento
employees postedto certainlocations which are considered “challenging” enough to
require brief periods away from the assignmentlocation.

5.9. Others
59.1. Completion Bonus

A bonus paid at the end of an assignmentto reward the successful completion of an
international posting.

5.9.2. International Cadre/Career Expatriate Premium

A premium paid to international cadre/career expatriates as an incentive to remain
mobile.

5.9.3. PerDiem Allowance

Adailyallowance designedtocover miscellaneous expensesincurred on meals out,
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local transportation and incidentals while onassignment. Where hotel
accommodationis necessary, a perdiemwill usually also coverthe cost of aroomand
breakfast. Itis usually used for short-termexpatriate orbusinesstrip.

5.9.4. Healthcare Services

Those service offeremployees and expatriates supportto access non-urgentand
primary medical care, especiallyinregionsthatlack a reliable medical infrastructure.
ACompanymay covertheassignee'senrollmentintheglobalmedicalandhealth
service system, including emergency medical repatriation.

5.9.5. Insurance

Insurance isanotherarea ofbenefitsthatcanadd complexity tothe design of
compensation programs for expatriates. Mostbig firms provide theirmanagers and
seniortechnicians with life insurance as part of theiremployees’ benefitpackages.
But many life insurance policies have clausesthatin case of declared or undeclared
wartheinsurancearenullandvoid (whichmaybe morelikelytohappeninaforeign
assignment). Thusthefirm may needto purchase special coveragewhilethe
expatriate is overseas.

Inaddition, the typicaltravel coverage (such asthat providedwhenbuyingairline
ticketsthroughacreditcard)maynotbevalidifgoingabroad foranextendedperiod
oftime.Again,thefirmmaywantto considerpurchasingspecialtravelinsurancefor
its expatriates and theirfamilies.

Dependingonthelocationoftheoverseasassignment,the firmmayalsohaveto
provide special “work risk” insurance, for more dangerous or remote locations and,
possibly, otherforms of specialinsurance, e.g., kidnappinginsurance.

Multinational pooling allows multinational companies to benefit from favorable
insuredclaimsexperience onaworld-widebasis.Incontrastifeachcountry office
had to pay for policies based on their individual experience ratings, this can become
very costly as a whole for the company. A multinational pool brings together
insuranceplansthathave beensetuplocallyfortwoormore countries. Premiums
canthenpaidbysubsidiariesonapurelylocalbasis,and claimsare settledona
purelylocal basis. The advantage of this arrangementis that organizations can spread
the risk acrossiits offices and achieve optimal cost savings.

5.9.6. Loan-bonus
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Aloan-bonusprogramisanalternativetotheemployerpayingtaxontheexpatriate
employees grossed-upincome (whichwouldinclude any tax reimbursements paidto
the employee). Instead, the employer arranges for the employee to obtain an
unsecuredloantocoverhisor herindividualtaxbill plusinterestdue onthe loan.
Afterthe employee’s assignmenthas ended and he or sheis nolongeraresident of
the hostcountry,theemployeereceivesabonusequaltothe outstandingloan.A
number of banks can provide this service; however, this strategy is accepted onlyin
certaintaxingjurisdictions.Companiesthatwishtousethisapproachmustseek
guidance fromatax adviserto determineitsviability (inagivenlocation)andits
structure and implementation. Additionally, the Sarbanes-Oxley Actcould potentially
restrictloans givento executive officers.

6. Tax Reimbursement

6.1.

International assignments are complicated by tax regulations both at home and
abroad. Home-country and foreign tax laws, as well as company policy, determine
how an employerwill treatassignees’ and their spouses’income, theirincome from
investments and other sources not related to the company, as well as property
ownership. Ingeneral, however, the majority of multinationals attempt to focus their
expatriate compensation programs, including the treatment of income tax, around
the following principles:

Principles of Tax Treatment

6.1.1. Employeeswill neithergainawindfall norsufferundue financial burdenas a
resultof the special circumstances and complexity of compensation and tax matters
while they are on an international assignment.

6.1.2. Employeesandthe employer mustcomply fully with the taxlaws and filing
requirements of both home and host governments.

6.1.3. The employer’'spoliciesarefairand reasonable, equitable toallemployees,
cost effective, easytoadministerand easy to understand.

6.2. Tax Liability

Itislikelythatemployees’taxliabilitywillbe higherwhentheygoonaninternational
assignmentfor following reasons:

Inmany countries, the taxesapplicable expatriatesare higherwhencomparedto
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theirhome country tax systembecausethey donothave the same opportunitiesto
reducetheirlocaltaxliabilityasdolocal-nationalemployees. Whiletheymayfind
special concessions available for expatriates, such as advantageous tax rates and
deductions or credits, individual circumstances donot always allow assigneesto claim
the same deductions as theirlocal counterparts. For example, they will probably rent
ahomewhileabroad,thuspreventingthemfromtakinganyexistingtaxdeduction
for mortgageinterest.

Anotherpossible reason is that they are likely to make charitable and pension
contributions in theirhome country, again prohibiting the use of deductions. On the
otherhand, therewill oftenbe situationswherethe host-countrytaxesare lower.
Thesecasesresultinawindfallthatwouldreverteithertoyouoryouremployer,
depending onhow the company handlesyour taxes.

Many companies provide allowances on a tax-free basis to help them pay for
miscellaneous expensesrelatedtotheirinternationalassignment. Forexample, the
employermightprovide arelocationallowanceto coverunspecified settling-in
expenditures, suchasnew drapesor locks forthe family residence. Or,the company
mightpayacarallowancetosupplementloanpaymentsorahardship premiumto
compensateyouforlivingandworkinginadangerousor difficultlocation.Even
goods and services differentials to bridge the gap betweenhome and host prices are
generally provided tax-free. However, as they are considered part of theirincome, it
will raise theiroverallincome level, resultingin a highertax liability.

6.3. Approaches of Tax Treatment

Employer practice ranges from heavy involvement (making complex calculations) to
little or none (making the employee responsible). Although there are four common
methods of treating expatriate tax — equalization, protection, ad hoc treatmentand
laissez faire —the latter two are rarely used:
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* You are on your own whenit comes to
tax matters

Laissez-faire

* Managementhandles each expatriate’stax
situation on a case- by-case basis

¢ Youdo not have tax liability if yourincome taxes are

Tax protection higher than what you would have paid at home

= You will be no better or worse off financially

Tax equalization

than if you had stayed at home

Tax Reimbursement Approaches

Source:Briscoe,D.,Schuler,R.,&Tarique,1.(2012). International Human Resource
Management: Policies and Practices for Multinational Enterprises; 4 edition, (Global HRM).

6.3.1. LaissezFaire

Companiesfirstenteringthe global marketare sometimes inclinedto use laissez faire
in the early stages of their expatriate program. This method places the entire
responsibility onthe assignee for calculatingand payingincome taxes related to both
theirhome country and assignmentlocation. In effect, they areontheirownwhenit
comestotax matters. Anumber ofresultsare possible: potential windfallswhen

taxes are lowerinthe host country, an extraliability burden when taxes are higher
and noncompliance with governmentfiling requirements.

In this approach, the organizationis not actively involvedin managing home or host
taxes. Essentially,theemployeeisresponsible foranytaxesincurred. However, often
theemployerincreasestheassignee'scompensationto coverthe additionaltax
expense.

6.3.2. AdHoc

Whenacompanyhasrelativelyfewexpatriatesinthe same location(orno clear
destination pattern), eitherbecause itis justbeginningits international assignment
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program or by design, itoften has no formal tax policy. Management handles each
expatriate’staxsituationonacase-by-casebasis,allowingthepossibility for
inequitable andinconsistenttreatment of expatriate tax.

Essentially,eachinternationalemployeenegotiateshisorherown dealwiththe
organization. Thisapproach may work for a small international workforce, butas the
international program grows, the negotiation process can become cumbersome.

6.3.3. Tax Protection

This methodholdsthe employerresponsible foremployees’ taxliabilityiftheir
income taxes are higherthan what they would have paid at home. However, it allows
themtokeepanywindfallwhentaxesarelower.A majorproblemisthatwindfalls
available only to some expatriates raise a serious issue of inequity with their
colleaguesinotherlocations. Other points of concernrelate to the fact thattax
protectionfocuses on their actual tax payments. Consequently, two adverse results
might cause some uncertainty:

They have no way of knowing what to expectregarding theirtax reimbursement until
they have filed the tax return, paid their taxes to the proper authorities and
reconciledanydifferencesbetweenwhattheywouldhave paid hadtheystayedat
home and whattheyhad to pay as a resultof the internationalassignment; and

As a result, they might suffer a negative cash flow until the company has a chance to
reimburse whatit owes them.

In the tax protection approach, the organization figures the assignee's hypothetical
income tax and compares it with actual taxes paid. At the end of a year, the
organizationreimburses any disparity. Ifthe employee payslessintaxesthanhe or
she wouldhave paid inthe home country, the assignee keepsthedifference. A

disadvantage of this program is thatit can create inequities between assigneesinlow-
tax countries and those in high-tax countries.

6.3.4. Tax Equalization (TEQ)

This method is consistent with the balance sheet approach to international
compensation: Asanexpatriate,theywillbe nobetterorworse offfinanciallythanif
they had stayed at home. In other words, they will be responsible forincome taxes at
alevelequaltothatincurredifthey had continuedto live and work intheir home
country ratherthan goingabroad. Tomeetthe objective ofkeepingthem “whole,”
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the employerwithholds ahypotheticalincome tax that is assessed against their
compensation atthe same level asthat assessedfortheirhome-country peers. In
turn, theiremployerisresponsible forthe tax assessed on their company-earned
income(e.g.,basesalary,bonus).Iftheirtaxesare higheronassignmentthan what

they would have paid at home, their employer reimburses the difference; if the taxes
are lower, the company keeps the savings.

Inatax equalizationprogram (also known as tax balancing), a hypothetical taxis

withheld from each paycheck. All actual taxes are either paid by the employeror
reimbursedbythe employeeifitisdeterminedthat the hypotheticaltaxwastoo low.

Isallincome includedintax equalization? The answervaries by company policy as to
whatincomeelementswillbetax-equalized. Complicatingtheissueisthefactthat
authoritiesinhome andhostcountriesmay (ormay not)assesstaxesonboththeir
companysourceincomeaswellasanyoutsideincomefrominvestmentsandtheir
spouseorpartner'semployment. Althoughmanyemployerslimittheircoverageto
incomedirectlyrelatedtotheirjob, someinclude aportionofoutsideincome.When
they do, their equalization of outside outcome is generally similar to that of company-
source income.

Under tax equalization, the hypothetical tax (whichis subtracted from base salary and
retainedbythe employer) approximatesthe amountthatwould be paid by their
home country peersata comparable salary levelandfamily size. Forpractical
purposes, making a hypothetical deductionis easierthan calculatingtheir actual tax
liability, whichwouldrequire details oftheir financial circumstances. Such
calculations would be problematic for one expatriate; imagine that same task

multiplied by hundreds of assignees, each with a differenthome-hostcombination
and tax related situation.

Ingeneral,theemployerwillusethe “hypotheticaltax”(itisalsoknownas hypotax)
ithaswithheldyou'retheirpaycheckto submitpaymentsfortheirhome andhost-
countrytaxes. Shouldthe foreignauthoritiesprohibittheiremployerfrompaying
theirforeign taxes directly, they would be responsible for payment (with subsequent
reimbursementby the employer). They may also be responsible forhome-country tax
payments on non-company-source income (such as investments).

6.4. Protectionvs. Equalization vs. Localization

Once aninternational assignmentexceeds ayear OR itis knownthat the international
assignmentwillexceedayear,everythingpaidto,for,oronbehalfoftheexpatriateis
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taxable compensation to the expatriate. Further, since taxation in both home and
hostcountriesis the norm, inflation ofthe overall taxliabilityisunavoidable.
Therefore, tax preparation assistance as a benefitforexpatriate employeesis almost
imperative. Companies may optto address taxationissues by adopting alocalization,
tax protection, or tax equalization approach.

Tax Protection

¢ Ifthe actual worldwide taxes exceed the hypothetical taxes, the employer
reimburses the excess to the expatriate employee.

e Ifactual worldwidetaxesarelessthanthehypotheticaltaxes,theemployer
receives NO reimbursementfrom the employee.

Tax Equalization (TEQ)

¢ Itisnogainorloss approach. Theemployerbearstheresponsibility for paying
the expatriate s actualhome and host country tax burden.In exchange, the
expatriate pays a hypothetical (i.e.¥ asif “ or “stayat home”) tax to the
employeras determined underthe company “sequalization policy.

Tax Localization

¢ Expatriateemployeeis responsibleforhis or her own tax liabilities.

¢ Localization may resultinsignificanttax burden onthe employee.

Source: Global Executive ManageMent Solutions (GEMMS)

6.4.1. Localization

LOCALIZATIONistheleastcommonapproach. Underthe localizationapproach,the
expatriate employeeisresponsible forhis or her own taxliabilities. Localization may
resultin significanttax burden on the employee. Additionally, mostcompany’s feel

the expatriate will turnto the company forfinancial supportin meetingthese tax
liabilities should thisapproach be utilized. Therefore, thisapproachis seldom utilized.

6.4.2. Protection

Undertax PROTECTION, the expatriate employeeisresponsible forpayingactual
home and host country taxes. A hypothetical (or stay at home) tax is determined and
comparedtothe actual worldwide taxesthatthe expatriate employee paid. Ifthe
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actual worldwide taxes exceed the hypothetical taxes, the employerreimburses the
excesstotheexpatriateemployee.Ifactualworldwide taxesarelessthanthe
hypothetical taxes, the employerreceives NO reimbursementfrom the employee.
Thisis the most generous approach since the employerreimburses the expatriate
employee foramountsin excess ofthe hypothetical tax. However, thereis a timing
issue with this approach. Normally, all home and hostcountry taxes are paid up front.
Then after the returns are completed, or later, credits and double taxationissues are
workedoutand refunds are returned from the tax authorities. Therefore, an
expatriatecouldpay 30%taxestothe homecountryandanother30%taxestothe
hostcountryand beforcedtolive offoftheremaining40% ofgrosssalary ... orcall
upon the company forfinancial support.

6.4.3. Localization

Whentax EQUALIZATION (ornogainorloss)approachisutilized,theemployerbears
the responsibility for paying the expatriate’s actual home and host country tax
burden.Inexchange,theexpatriate paysahypothetical(i.e.‘asif or’'stayathome’)
taxtotheemployerasdeterminedunderthe company’sequalizationpolicy. The
amountisrecalculatedannuallyalongwith the preparationofthe home country tax
return. The resultmay generate arefundto or an additional paymentfrom the
expatriate. The benefitstothis approach are numerous but the major benefits
include:

The expatriate bears an approximately similartaxliability; thereby, leaving the issue
of taxation out of the equation of accepting the assignment.

Hypotheticalwithholding,whenretainedbythecompanylikeinthe equalization
approach, is considered a form of deferred compensation and therefore nottaxable
in most of the countries today.

Basically,localizationwasthefirstapproach usedwhencompaniesbegansending
assignees abroad (i.e. an assignee goes to a foreign country and with the
governmentssophisticatedtaxtreaties,etc.theassigneeshouldnotbe unduly
burdenedbytaxes.) Thenafterrealizingthereisnodollarfordollarbenefit, the
timingissues, and the expatriates complaints ofdealing with double taxation,
companies began an effortto entice employeestoacceptinternational assignments
by using the protection approach. Afterlosing money with the protection approach
and expending extreme effortsonresearchingthe besttax effects, equalization was
developed. Today,themajority of sophisticated expatriate companiesutilize the
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equalization approach.

7. Tax Equalization (TEQ) Process

7.1.

The primary objective of any tax equalization (TEQ) policy is to help neutralize the tax
impact of an international assignment. An individual who is subject to tax equalization
should not experience a tax benefit or a tax detriment as a result of an international
assignment, regardless of the host location. In other word, TEQ ensures that the
assignee pays no less and no more taxes than he or she would have paid in the home
country, hence the term "tax equalization".

Advantages of TEQ are not artificially inflating salaries in high tax countries and
allowing substantial employee tax gains in a low tax country. TEQ also minimizes tax

and compensation issues at repatriation.

Hypo Tax

TEQ ininternational compensation meansthat the assignee's host-country salary is
reduced by the hypothetical tax (hypo tax) that the assignee would have experienced
inhisorherhome country. The employerpaysandreportsinthe hostcountryonly
thenetsalary afterthe reductionforthe home-countryemployee'stax. Thus,the
host-countrytaxes are basedon alowercompensationlevel thanwould have been
experienced ifthe hypothetical taxes were notsubtracted.

Toimplementatax equalization policy, companies typically withhold a hypothetical
taxfromthe assignee duringeach payrollcycle. The hypotheticaltaxdeducted
represents the estimated “stay-at-home”tax the assignee would have paid had he or
she notgoneon assignment. Inturn, any actual home orhostcountry taxesare
typically funded by the company.

Afterthe actual tax returns are completed, atax equalization calculationis prepared
to compare the estimated hypothetical tax retained during the year with the
assignee’s final theoretical “stay-at-home”tax liability. The calculationresultsina
balance owed eitherto the company or to the assignee.



73

Pre-Assignment

: On-Assignment
Hypothetical (Hypo)tax

estimation Post -Assignment

Hypothetical Tax Revisions

TEQ Poli ;
Q Policy Bonus/Incentive Payments To avoid any surprises

Education and

o Year-End Payroll Review | Tracking and collecting
Communication

Timely TEQ Preparation outstanding TEQ payments
CheckedthroughGlobalHR

to confirm whether any
unpaid TEQ balances remain

Payroll Review

TEQ Process

Source: Foss, M. (2009). | Owe the Company HowMuch? Howto Manage the Tax
Equalization Process to Avoid Surprises. The Expatriate Administrator, Winter(4), KPMG
Publication.

A large TEQ balance due to the employer is often the result of an inaccurate
hypotheticaltaxdeduction. Large TEQ balances can also arise from othercauses such
as tax return balances due that need to be initially funded by the employee or
refundsthatneedtobereturnedtothecompany.However,withthe properplanning
throughout an assignment, companies can potentially mitigate the impact of the TEQ
and reduce the amount owed to or fromthe employer.

7.2. Pre-Assignment Planning

Once a decisionis made to sendan employee onassignment, investing the time up
front to understand and properly account for the hypothetical and actual tax
components of an assignmentis critical to managing the TEQ process.Implementing
an accurate hypothetical tax calculation and estimating actual assignmenttax costs
are the firststeps.

An initial hypothetical tax calculation should be prepared at the start of an
assignmentusingthe mostaccurate informationavailable. Themoredetailedthe
calculation, the better, since the amount of hypothetical tax deducted during the year



74

will have a direct impact on the final tax equalization results. A company’s tax
equalization policy will determine the types of income and deductions that should be
includedinthe hypothetical tax calculation.

Generally, the calculationwill be based on an assignee’s “stay-at-home”income and
will notinclude tax protecteditems such as assignmentrelated allowances. “Stay-at-
home” income refers to the income the assignee would have received had he or she
notgone onassignmentand typicallyincludesbase salary, net of deferred
contributions (such as pensions) and other pre-tax deductions, incentive
compensation such as bonuses, commissions, or stock optionincome, and in most
cases, personal income. In certain cases, special assignment-related payments, such
asamobility premiumoracar allowance,mayalsobe subjectto hypothetical tax
depending uponthe company’s policy.

Ideally, the initial hypothetical tax calculation should considerthe assignee’s personal
income and deductions,inadditionto company compensationthatis subjectto
hypotheticaltax.In an effortto savetime, some companiesmay implementa
hypotheticaltaxdeductionbased oncompanyincomeonlyandrelyonthe TEQto
reconcile any discrepancies. Thisshort-cutcanleadto aTEQwith alarge balance due
tothe employerand couldlead to lengthy discussionswith the assignee.

7.2.1. Hypothetical (Hypo) Tax Estimation

Inconjunctionwith adetailed hypothetical tax calculation,anassignmentcost
projection can also be an invaluable planningtool during the preliminary phase of an
assignment. A costprojectionprovidesan estimate ofthe total overall costofan
assignmentand can assistcompanies withidentifying and budgeting forhome and
host countrytax costs.

Bybeingaware ofthe potentialtaxcostsupfront,companiescanbetterdetermine
how much, if any, home country tax withholdings need to continue during an
assignmentand they can accrue for the host country tax liability. Accounting forand
paying actual taxesthroughoutthe year can significantly reduce the amount owed

with the tax equalization, particularly if the assignee is expected to initially fund any

balancesowedwiththetaxreturnsandreceive creditformakingthe paymentson
the final tax equalization.

In addition to implementing an accurate hypothetical tax deduction and estimating
actualtaxliabilities, takingthe following additionaltipsinto considerationatthe
beginning ofan assignmentcanalso helptoreduce surpriseswiththe TEQ:
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7.2.2. TEQPolicy

Companies should have a comprehensive writtentax equalization policyin place that
clearly describes the process and sets forth the guidelines for allocating tax
responsibilities between the assignee andthe company.

7.2.3. Education and Communication

Assigneesshould have an assignmentbriefingandtax consultation sessionatthe
beginning of the assignment to review the process and the company’s tax
equalization policy. Assignees should alsoreceive the details ofthe hypothetical tax
calculationimplemented by the company. When assignees objectto the results of a
TEQ, itmay be because they do not fully understandthe process.

7.2.4. PayrollReview

Afterthe initial hypothetical tax calculation goes into effect, the assignee’s first
paycheck should be reviewed foraccuracy.

If an assigneeis usedto receivingatax refund, then having to pay overthe company
more than likely will frustrate the assignee evenif he or she ultimately understands
the source of the balance due. The company may need to expend additional
resourcesto collecttheamountowedfromthe assignee and mayrisk havingan
uncollectable receivable.

7.3. During Assignment

Assignificantopportunity foradvance planningand control of the TEQ process exists
atthe verystartofthe assignment.However,eventhemostcomprehensivepre-
assignmentplanningcanbreakdownifthereisinsufficientfollow-throughand
planning “maintenance” (e.g., execution, monitoring, and adjustments) during the
assignment. Companies should have processesin place to identify and account for
changesthatcouldimpactanassignee’shypotheticaltaxoractualtaxliabilities.

7.3.1. Hypo TaxCalculation

A company’s TEQ process should provide for the hypothetical tax calculation to be
updatedto reflectany of the following:

Annual salary increases, or other compensation adjustments
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Changesinthe assignee’s personal situation(e.g., changein marital status, birth of a
child, substantial change inpersonalincome, or loss of personal deductionsusedin

the hypothetical tax calculation such as mortgage interestorreal estate tax
deductions, etc.)

Changes to related income and social security tax laws.

Aleadingpracticeisforcompaniestoupdatethe hypotheticaltaxcalculationonan
annual basiswhen payincreases are implemented. Any changesto an assignee’s
personalsituationshouldalsobe incorporatedintothe updatedcalculation. To
facilitate thisprocess, assignmentadministrators couldrequestassignees complete
andreturnaformtothetaxservice providerto confirmtheirmarital status, number
ofdependents, personalincome, spousalincome, etc. Afterthe hypotheticaltax
calculation is updated, the new annual hypothetical tax amount should be
communicatedto the assignee.

7.3.2. Bonus/Incentive Payments

When a company pays a bonus or otherincentive compensation, aprocess shouldbe
inplaceto determine andwithholdthe correctamountofhypotheticaltax. Whenan
assignee owesonthe final TEQ, the under-paymentmay be attributable to incentive
compensation. The hypotheticaltaxonthe paymentmighthave beenwithheldata
flatwithholdingratethatislessthan the assignee’sfinalmarginaltax rate, or the
company may have inadvertently failed towithhold any hypothetical tax.

7.3.3. Year-End Payroll Review

Annual year-end compensation and withholding reviews conducted with sufficient
lead time can assist companiesin determining potential withholding shortfalls that
can be addressed before year-end rather than with the tax return and tax
equalization.

7.34. TimelyTEQ Preparation

If possible, the TEQ should be prepared and issued simultaneously with the tax
return. Issues oftenarise when an assignee receives arefund of actual taxes that
needsto be returnedto the company as a result of the tax equalization. When several
months have passed betweenthetimethetaxreturnand TEQ are prepared, the
assignee may havealreadyspenttherefundormaybelesswillingtoreturnittothe
company, which could lead to TEQ collection problems.
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7.4. Post-Assignment

Managingthe TEQprocessdoesnotendatthe conclusionofanassignmentand
needsto continue during the post-assignmentperiod. Manytimes, assignees are
surprisedwhenthey are authorized for tax services and subjectto TEQ fora year or
two after theirassignment ends. However, itis not uncommon for assignment-related
allowances or tax payments to be made afterthe assignment ends that will be subject
to tax equalization.

In addition, ifthe assignee has excess foreign tax credits that can be utilized afterthe
assignmentends, a company’s tax equalization policy typically will provide thatthe
benefitofthe foreigntaxcreditutilizationgoesto the companytothe extentthatthe
companyfundedtheforeigntaxes.Toavoidanysurprises,assigneesneedtobe
aware thatthe TEQ process may continue aftertheir assignmentends.

Tracking and collecting outstanding TEQ payments can also prove to be more difficult
toadministerafteran assignmentends. The assignee may relocateto adifferent
office,department,ormayleavethecompanyentirely. Companiesneedtohavea
systematicprocessin place fortracking and collectingunpaid TEQ balances to prevent
uncollectablereceivables3. Asmany companiesreducetheirhead-countduring
challenging economictimes, itis especially importantthat terminated employees are
checkedthrough GlobalHRto confirmwhetheranyunpaid TEQbalancesremain.

8. Totalization Agreement and Tax Treaty
8.1. Totalization Agreements

International Social Security agreements, oftencalled “Totalization agreements,” have
two mainpurposes.First,they eliminate dual Social Securitytaxation, the situation
that occurs when a worker from one country works in another country and is
requiredto pay Social Security taxesto both countries on the same earnings. Second,
the agreements help fill gaps in benefit protection forworkers who have divided their
careers between the home country and host country. The agreements assign
coveragetojustone country and exempttheemployerandemployee fromthe
paymentof Social Securitytaxesintheothercountry. Typically,the socialsecurity
agreements are basedon two rules:

8.1.1. Territorial rule: In general, an employee will be subjecttothe taxes of the
country in which the work is to be performed.
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8.1.2. Detachedworkerrule: Inthe case of individuals oninternational assignment,
home-countrysocial securitytaxeswill applyin orderto minimize disruption.

8.2. Tax Treaty

Tax treaties are also referredto as tax conventions or double tax agreements (DTA).
They preventdouble taxation and fiscal evasion, and foster cooperation between a
country and otherinternational tax authorities by enforcing their respective tax laws.
Tax treaty is abilateral agreementmade by two countriesto resolve issues involving
double taxation of passive and active income. Tax treaties generally determine the
amountoftaxthatacountrycanapplytoataxpayer'sincomeandwealth. Taxhaven
countriesare the only countries thattypically do notenterintotax treaties.

. . * Eliminate dual Social Security
Totalization [EEYeEE

agreements § Help fill gaps in benefit
protectionforexpatriates

* Preventdoubletaxationandtax
evasion by the resident of one

Tax Treaty country earning an income in
the other.

Totalization Agreement and Tax Treaty

Source: Weiser, S. (2015). Understanding Social Security Tax, Totalization Agreements and
Your Benefits, by Steven Weiser. (Siskind Susser PC)

9. Global Employment Company (GEC)

GEC is a term used to describe a subsidiary that multinational enterprises sometimes
form to manage high performers and other types of employees who do not readily fit
within the traditional operations of the MNEs. A GEC will have its own board of

directors and, often, a separate management team.

The GEC defines the entire relationship and formalizes the salary, short- and long-
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term incentives, and other benefits for the individual employed under its auspices.

GECs may also provide tax advantages it: for example, the GEC is formed in a country
that has low tax rates or a favorable totalization agreement. Popular destinations for
MNEs to form GECs include Bermuda, Hong Kong, Ireland, and Singapore.

A GEC simplified administration of the employment relationship. There is a single
payroll for all employees. Management of pension plans is simplified. Other benef its
can be more readily tailored to address an employee's circumstances. Health care is
typically contracted with a third-party international provider to augment public
health-care systems.

10. Global Payroll Management

Employees on international assignment present a challenge to HR and payroll
functions in organizations. There is increasing scrutiny and enforcement from tax
authorities, the length and structure of assignments are changing, and businesses
continue to demand a return on their investment in talent.

The payroll process relies on local knowledge to assess local obligations and, given the
pressures on mobility functions, it is understandable that there is more devolution of
responsibility to local teams. However, without a common approach, local payroll
teams can become detached from the assignment program’s fundamental aims. This
means not only potentially sharing information inefficiently between teams, but also

creating compliance gaps and a lack of overall control of costs.

A standardized process can provide greater certainty that all income is reported and
shadowed for tax purposes, that tax and social security contributions are paid
according to the countries’ regulations, and that withholdings are applied correctly.
The monthly compensation process needs a proactive, built-in controls framework to
maximize compliance across multiple jurisdictions. These controls should be
automated as far as possible to allow for any errors and inconsistencies to be

corrected.

Validating payroll data at the outset, improving communication with local payrolls and
comparing pay instructed with pay delivered could, for many organizations, bring
significant clarity for local payroll teams and improve compliance as a result.



101. Establish appropriate data validation and controls

Startingoutwithacompleteandaccurate datasetiscriticaltothe successofeachof
thesubsequentstagesinthecompensationcycle.ltalsoprovidesconfidencethat
compliance and costismanaged across the assignee population, asarobust
validationprocesswillidentifyanyincorrector missingpaymentsbeforetheyare
delivered to employees. Moreover, tax authorities and internal auditors are
increasingly seekingreassurance thatcontrols arein placeto actively manage payroll
compliance, and the effectiveness ofthese mustbe demonstrated.

Toestablish arobust data collection and validation process, take the following steps:

10.1.1. Setup regulartrainingto improve local payrolland HR team knowledge of
global assignee payroll reporting.

10.1.2. Agree and communicate ultimate accountability and responsibility for
assignee paymentandtax complianceinthe homeand hostcountries.

10.1.3. Putmore checks and controlsinplace, review all data sources and establish
company guidelines. Controls should include comparing collected data against
assignment policy, and reviewing against prior months and across the assignee
population.

102. Communicate assignee tax and social security positions

Significanttime and resources are spent within organizations to confirm the correct
tax and social security position of their assignees, such as applying certificates of
coverage andschedulingarrival and departure meetingstoestablishtaxresidence.
However, this effort could be wasted if these instructions are not effectively
communicated to the local payroll.

Clearpayrollinstructionsareevenmoreimportantforteamswholacksufficient
knowledge of assignee payroll reporting. Without accurate and clear instructions,
local payrollsruntherisk of makingincorrectpaymentstoassigneesortolocal
revenue authorities.

Reduce the risk of error by providing local payrolls with complete processinformation
onalltaxpositionseachmonth. Considerlocal payrollguidesforeachlocationthat
includereportingandwithholdingobligations, taxabilityandprocesses,aswellas
clearinstructionsforassigneeswhocontinueto pay social securityintheirhome
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country.
Carry out post-payroll analysis

By making post-payroll analysis part of the monthly compensation process, anyissues
oromissionscanbeaddressedquicklyinthe nextpayrollcycle. Thiscaninclude
identifying any out-of-policy or duplicate payments delivered locally in addition to
those instructed centrally. Italso provides a control mechanismto confirm that tax
and social security positions have beenfollowed.

Compare payroll output files to payroll instructions each month to identify any
variances and take corrective action. Such checks can be largely automated, provide d
they are setup correctly and wage typesare clearly understood.

Seek continuous improvement through reporting and analytics

Harnessing global compensationinformation foranalysis and reporting purposes can
contributegreatlytoanorganization’sunderstandingofthe fundamentals oftheir
mobility program.

Oversightoftotal programand individual country cost, orthe ability todrilldownto
specificgrade and policy components, can helpidentify areas for cost savings. Itcan
also give anindication of the overall value formoney generated by assignments. This,
inturn, caninformstrategicdecisions, forexampletoexplore alternative optionsto
secondmentssuchaslocalization,localhiresoroutsourcing tofill skills gaps.

Addgreaterdetailtothedatagatheringprocessbyincludingbreakdownsof, for
example, shippinginvoicesandnontaxableitemssuchasvendorfees. Suchminor
changes will enhance the value ofthe data to allow analysis of costs. Make use of
data analysistechniquesandtechnologyto spot trends and identify areas of high-cost
or potential savings.

*”Secondment” refers to the opportunity many employers provide employees to work
within a different area of the company, by making an internal transfer. This includes
transferring to a different work area in the same office (such as switching from an HR
Generalist role to an HR Specialist position), transferring to another office to continue
their current job (such as moving from Shanghaito Hong Kong, or Shanghaito
Australia) or a combination of the two.



82

Part Three: International Retirement Plans

1. Primary Retirement Plans

Retirement plans fall into two basic broad categories in many countries: defined

benefit plans or defined contribution plans. The difference between the two is

substantial and it's important to understand the characteristics of both categories in

order to make the right retirement plan benefit choices. Hybrid plans are also

available.

Defined Benefit Plan Defined Contribution Plan

1.

Provides an explicit benefit which is easily
communicated

. Companyabsorbsrisk associatedwithchanges

ininflation and interestrateswhich affectcost

. More favorable to long service employees

. employer cost unknown

1.1. Defined Benefit RetirementPlans

1. Unknown benefit level is difficult to
communicate

2. employees assume theserisks

3. More favorableto short-term employees

4. Employer cost known upfront

A defined benefit plan is one set up to provide a predetermined retirement benefit to

employees or their beneficiaries, either in the form of a certain dollar amount or a

specific percentage of compensation.

Employer contributions to a defined benefit plan are very complex to determine and

require the work of an actuary. The assets of the plan are held in a pool, rather than

individual accounts for each employee, and as a result, the employees have no voice

in investment decisions. Once established, the employer must continue to fund the

plan, even if the company has no profits in a given year. Since the employer makes a

specific promise to pay a certain sum in the future, it is the employer who assumes

the risk of fluctuations in the value of the investment pool. There are three basic

types of defined benefit plans:

111 Flatbenefitplan
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All participants receive a flat dollar amount as long as a predetermined minimum
years requirement has been met.

112. Unit benefitplan

Provides a benefit that is either a percentage of compensation or a fixed dollar
amount multiplied by the number of qualifying years of service.

113. Variable benefitplan

Benefits are based on allocating units, rather than dollars, to the contributions to the
plan. At retirement, the value of the units allocated to the retiring employee would be
the proportionate value of all units in the fund.

Defined Contribution Plans

The way that a defined contribution plan works is that either an individual alone, or
an employee and the employer make contributions into the plan, usually based on a
percentage of the employee's annual earnings. Each participant has an individual,
separate account. There is no way to determine in advance what the final payout at
retirement will be. Benefits depend on how much was contributed in the employee's
name and how well the pension fund investments performed. So, the risk of
fluctuations in investment return is shifted to the employees.

The defined contribution plan category contains a broad range of plans including
profit-sharing plans, called cash or deferred arrangements, employee stock ownership
(ESOP) plans, and money purchase plans.

121. Profit-Sharing Plans

Initially developed to encourage hard work and loyalty, profit-sharing plans encourage
companies to set aside money in the employees' names when the company shows a
profit. The employer may decide not to contribute in any given year, if it so desires.

Profit-sharing plans allow employers to make contributions to an account that earns
investment income and is sheltered from taxation until the money is actually
distributed. The employer's contributions are usually based on a percentage of the
profits that the business makes, but contributions can be made even if the business
makes no profit for the year.

122, Called cash or deferred arrangements (CODAs)
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Many qualified defined contribution plans permit participating employees to make
contributions to a plan on a before-tax basis. These plans are also called 401(k) plans
in the United States. They enable participants to save for retirement on a before-tax
basis. The employees authorize their employer to reduce their salary and contribute
the salary reduction on their behalf to a qualified retirement plan. In addition to these
employee elective deferrals, an employer can make supplemental contributions on
behalf of employees. These employer contributions can be subject to a vesting
schedule, but the employees' contributions must be nonforfeitable.

123. Employee Stock Ownership Plans (ESOPs)

An ESOP is a stock bonus plan or a combination stock bonus plan and money purchase
plan that is designed to invest primarily in qualifying employer securities and to use
borrowed funds to do so. An ESOP is funded by employer contributions of stock in the
corporation or allows you to buy shares of stock as a plan investment option.

124. Money Purchase Plans

In money purchase plans, the employer is obligated to contribute even if the company
didn't make a profit. The contributions are determined by a specific percentage of
each employee's compensation and must be made annually.

2. International Retirement Plans (IRPs)

For multinational companies, growing a business means leveraging the right talent in the
right place. In the world of “global nomads” — expatriates and third country nationals
who spend much of their working lives away from their home country — the provision of
future financial security becomes ever more important. To attract and retain the right
talent willing to move across borders, whether on a temporary or permanent basis,
employers need to provide competitive compensation packages that include a retirement

savings component.

2.1. Expats and Retirement

Compensation has evolved substantially over the years, with the focus shifting away
from relocation allowances to global special benefits. As pension debates in many
countries bring retirement planning to the fore, employer-sponsored retirement
benefits are often seen as key in a competitive remuneration program. Many mobile
employees do not remain long enough in a given location to build an old-age
retirement benefit under the local rules, and local social legislation and related tax
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regimes often complicate their participation in locally organized retirement plans.

As part of a creative pay package, an International Retirement Plan (IRP) provides a
straightforward and flexible solution for your mobile employees regardless of their
employment locations. An IRP can help them save for the future efficiently when local
statutory and supplemental programs don’t provide sufficient financial security

2.2. Target Groups

2.3.

In general, participation in an IRP is reserved for those employees who are either
highly mobile — the true global nomads — and for those permanent transferees for
whom the local provisions in the host country are not sufficient or possible.

The most common approach with mobile employees is to maintain their active
membership in the retirement program of their home country while they are
relocated. But when tax or legal matters make such a solution sub-optimal or even
impossible, a move to the retirement arrangement established in the host country is
another solution. The first option may be appropriate for employees on short-term
assignments, while the second might be recommended for long-term assignees or

employees who permanently relocate.

However, for some mobile employees, neither of these options may work, as the
move from country to country for short amounts of time may not always let them
meetall vesting and participation requirements. What's more, the payout of benefits

whenretiringabroad may not occur in a tax-efficient manner.

An IRP may help solve the challenges of these globally mobile employees. Of course,
due to the absence of fiscal incentives and sometimes even the ability to deduct
contributions, these plans may be more expensive than local supplemental plans.
Therefore it is important to clearly define the target group and to lay out a consistent

retirement strategy for your mobile employees.
Design
231 Trustvs. Insurance

The current global trend is that IRPs are being set up as defined contribution savings
plans financed and administered through either an insurance or trust arrangement.

The choice between these structures generally depends on the actual or anticipated
number of plan members and/or the level of contributions.



86

| Insurance I Trust

Target Plan Size Limited number of participants (fewer than Signficant number of members (100 or more)
100) and/or low contribution levels (up to USD and/or contribution levels (USD 1,500,000 and
1,500,000 p.a.) more p.a.)

Plan Design Simple plan design (off-the-shelf) with limited Customized plan design tailored to sponsor’s
customization options needs

Administration and Insurance, administration and investment services | Most providers offer bundled administration and

Other Services are commonly bundled investment services

Customization may require additional services
not included in the bundle

Cost Structure Low implementation fees and limited ongoing Highuer start-up fees and ongoing operation
costs due to the limited customization and bundled | costs due to the customized plan design
services

Company Liabilities Plan sponsor is the holder of an insurance policy Plan sponsor has fiduciary responsibility
Plan assets are held by the insurance company/ Plan assets are held and independently controlled
plan provider by the trustee, separate from the assets of the
employer

232 Plan Membership

The career path of expatriates and third country nationals is often not as predictable
as that of their less mobile colleagues, and requires more flexibility in terms of benefit
and membership eligibility. Because IRPs are non-qualified plans and are not subject
toanysociallegislationinthecountrieswherethey’reestablished,employerscanset
their own criteria for eligibility and contributions within the often very wide
framework provided by the diverse vendors. Most plans, for instance, have immediate
vesting with no minimum age or service requirements.

233. Contributions

In defined contribution IRPs, contributions mainly depend on the location of the
sponsoring company. They vary between 7% and 15%, with higher contributions up to
20% offered by some European sponsors. Plans may integrate social security accruals
from the home or host country, by reducing the contributions in part with any
payments to a local social insurance system.

234.  Investment Options

Participants can usually choose from a range of funds denominated in major
currencies, allowing participants to tailor their portfolio to fit their needs regardless of
the location to which they’re currently assigned or plan to retire.

2.4. Setting Up

241 Step1-—Selectthe participants.
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Before setting up an IRP, it is important to identify all possible members of the plan.
Because of the higher costs, it is highly advised to carry out an inventory of all mobile
employees, and to assess how their current conditions affect their retirement savings
arrangements. That way, a single global retirement strategy for the mobile workforce
can be established with the proper distinction between those employees for which
local plans with fiscal benefits are possible, and those for whom such local solutions
will provide too little value.

242, Step 2 —Design the plan.

Dealing with a mobile workforce requires a genuine global approach to retirement
plans. Where local plans commonly supplement the level of statutory benefits, this
approach usually doesn’t work for a diverse expatriate group. Sponsors should design
a contribution structure that best meets the needs of the selected employee
population within the limits of statutory requirements.

243, Step 3 — Select the vendor.

This is a niche market for providers, so when choosing an IRP provider it is important
to base your choice on the vendor’s experience with the product, its financial
strength, and its ability to help and inform your participants regardless of their
location.

244, Step 4 —Determine location

IRPs are generally set up in an offshore location such as Bermuda or the British
Channel Islands where investment income enjoys favorable tax treatment. This fact
ensures that these plans are commonly non-qualified and therefore are not subject to
anyspecificsociallegislation. Thatalsomeanstheydon’tbenefitfromthe sametax
treatment that applies to approve local retirement plans, such as tax deductible
contributions and other tax incentives. Nevertheless, in most cases sponsors are able

to claim the costs related to these plans as business expenses.
Fees and Charges

An IRP’s cost structure generally depends on the following factors: number of
employees, level of contributions, chosen investment manager and the structure.
Most IRPs with insurance providers work on a flat level fee basis, while most trusteed
plans use a levy based approach where fees depend on the level of contributions

and/or assets under management. Also, trust structures require flat set-up fees for
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2.6.

2.7.

the development of the trust deed and plan rules of up to USD $5,000.
Exclusion of US Tax Residents

Because US citizens and US tax residents are being taxed on their worldwide income,
additional reporting requirements apply to these employees. As a result, most
providers exclude these employees from IRP participation to avoid these
requirements and related administration demands.

Other Considerations

In addition to their future financial security, employees who work or live overseas are
of course concerned about their current benefits coverage. Employers should take a
thoughtful approach to health and accident risk, gaina solid understanding of foreign
legal systems, and develop the expertise to design a global benefits strategy that

affords quality protection at an acceptable cost to ensure they attract and retain the

right talentworldwide.

3. Global Equity Program

In today's global business environment, more and more companies with operations

overseas use equity-based compensation to attract, motivate, and reward employees

worldwide plus retirement plans. The benefits are great for both the employer and the

employee, but many difficult issues are raised.

Many multinational firms are seeking ways to provide equity ownership in their firms for

their employees around the world. The concept of employee ownership is not new, nor is

it a concept limited to a few countries. Now, newly democratizing and newly

industrializing countries are looking afresh at the idea of employee ownership as one

approach to converting their state-owned enterprises to privately owned firms.

Multinational firms with an interest in providing employee ownership cantry to follow the

patterns that have evolved in the countries of their foreign subsidiaries or they can export

concepts from their home countries, to the extent that local laws allow such innovations.

However, the design of such programs is not easy. Every country has its own laws and

regulations related to the use of such practices and their tax treatment. And not all

foreign employees understand the concept of firm ownership or necessarily agree with it

when they do. Global HR professionals must be vigilant in its monitoring of the use of

these programs. But even though there are many difficulties in establishing these stock

sharing schemes, at least one international consulting firm has found how great the
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welcome has been by local management in a number of countries for ability to participate
in a share option or share scheme providing parent company shares.

Equity Program is frequently used for companies which need to attract high quality
employees to build their businesses but lack the financial resources to offer their
employees competitive salaries (Start-up companies or subsidiaries of foreign companies).
In the following, we would discuss more about this kind of compensation.

Equity compensation is non-cash compensation that represents an ownership interest in
the company. The two most common forms of equity compensation are stock options and
restricted stock. Due to the variety of legal, accounting, and tax issues that are involved
with equity compensation, proper planning is critical. Therefore, a company should seek

legal and accounting advice before implementing an equity compensation plan.

The two most common forms of equity compensation, stock options and restricted stock,
serve similar, yet different, purposes instructuring a company’s compensation plan.
Proper use of equity compensation is important in building a start-up company as it helps
ensure the hiring, motivation, and retention of quality employees.

Stock Options -

o P Restricted Stock
Right to purchase shares in the
future at a_pred(_etermined price Holders are shareholders and can vote.
(the exerciseprice). Subject to repurchase right if employment
Canvestovertime. terminated for cause.
Not Shareholders=No votes Repurchase right lapses over time as stock

Vesting usually accelerates vests.

with sales of company Subject to ordinary income tax equal to
difference between purchase price of shares

($ .01) and FMV of stock when restrictions lapse
(hopefully growing over time).

One can file an 83(b) election with the IRS within
30 days of grant of stock to accelerate tax to
grant date. This way one has to pay all income

Incentive Stock Options Non-Qualified Stock Options tax in one year's income return, but does not risk
value of stock dropping after restrictions lapse

Vesting ceases if employee
leaves (incentive to stay on)

ISO’s NQSO’s ; X ; :
( ) (Na ) and having a tax bill based on a higher valuation
| | that the current FMV.
Capital gains tax on difference  Holder subject to income tax Also pay capital gains when stock is sold.
between the sales price and on difference between
exercise price. exercise price and fair market

So less tax with ISO's value (FMV) and capital gains
’ tax on difference between
Can only be granted to sales price and FMV.

employees Can be granted to directors

Must be granted above FMV and non-employees.
Can be granted below FMV.

The Basics of Equity Compensation

Source:Doyle, etal.(2008). Equity-Based CompensationforMultinational Corporations
(Tenth Edition). The National Center for Employee Ownership.
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3.1. Stock Option

A stock optionis a right to purchase shares of a company’s stock at a predetermined
price,whichisreferredtoastheexerciseprice. Therighttoexercisetheoptionand
purchase shares ofa company’s stock generally accrues, or "vests,"overa period of
time. The vesting of optionsovertime createsan incentive fortheemployee to
remainwith the company to buildits value. Option holders are not stockholders and
thus are notentitledtovote theiroptionshares or otherwise exerciseanyother
rights of stockholders. Allora portion ofthe vesting of options oftenaccelerates
uponthe saleofthecompany,unlessthe buyerassumesthe optionsunderitsplan.
Conversely,ifanemployeeleavesthe company,the vestingof stock options ceases,
andtheemployee usuallyhasalimited period oftime to exercise the optionsthat
were vested on the employment termination date.

There aretwotypesofstock options:incentive stockoptions("1SOs")and non-
qualified stock options ("NQSOs"). Inthe case of ISOs, and generallyinthe case of
NQSOs, thereisnotaxtotheoptionholderwhenthe optionisgrantedorwhenthe
optionvests. The crucial distinctionbetweenISOsandNQSOsiswhenthe optionis
exercised. Generally, thereisnotax to the optionholder when ISOs are exercised.
(However, the option holder may be subjectto alternative minimum tax when ISOs
are exercised.)

When NQSOs are exercised, the option holderis subjectto ordinary income tax on
thedifference betweentheexercisepriceandthefairmarketvalueofthestockon
thedateofexercise. Theoptionholderissubjectto capitalgainstaxonthe sale of
the stock thatwas purchased uponthe exercise of ISOsand NQSOs. Thistaxis onthe
difference betweenthe salesprice and, in the case of ISOs the exercise price,andin
the case of NQSOs the fair marketvalue of the stock on the date of exercise.

Sometimes, a stock option must satisfy several criteriato qualify as an ISO. Principal
amongtheseisthat ISOs may be granted to employeesonly,andthe exercise price of
ISOsmustbeequaltoorgreaterthanthe stock’sfairmarketvalueonthegrantdate.
NQSOs may be grantedto non-employees, suchas outside directors oradvisors. The
exercisepriceofNQSOsmayalsobelessthanthe stock’sfairmarketvalueonthe
grantdate.
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3.2. Restricted Stock

While stock optionsare appropriate formostemployees, acompany’s founders
generally demandthe voting and other rights of stockholders. However, the founders
may desireto ensurethatthe stock ownedby all of the foundersisat riskand thus
subjecttoforfeitureifafounderleavesthe company. Thismotivatesallthe founders
toworkhardto buildthecompany’svalue,andifthe stock ofadepartingfounderis
forfeited, itcanbe usedto hireareplacementthus minimizingthe dilutiontothe
remainingfounders.Inaddition,investorsmaywishtoensurethatthefoundersare
motivatedto remainwith the company to buildits value. Restricted stock fulfills
theseobjectivesandis oftenused asaformofequity compensationforfounders.

Unlikethe grantofstock options,the grant of restricted stockisthe issuance of
shares of the company’s stock. A holder of restricted stock can vote the shares at
stockholdermeetings and has all of the other rights of a stockholderunder
applicable corporate law.

Restricted stock is generally subjectto a repurchase right that allows the company to
repurchaseaportionofthefounder’sstockifhisorheremploymentisterminatedby
thecompanyforcause,orifthe foundervoluntarilyresignswithinacertain period of
time.Thisrepurchasesrightlapsesovertime,freeingthe stockoftherestrictionsin
much the same way that stock optionsare subjectto a vesting schedule.

3.3. Implementation of Global Equity Compensation

Researchersfoundthat successfulimplementation ofglobal equity programs requires
constantattentionandafullunderstandingofthe culturalandlegalclimate ofeach
country and regioninwhich they are offered.

We summarize the tax, regulatory, and employmentcompliance requirements that
multinational companies need to address when “going global” withemployee equity
programs:

331 Income Taxand Social Insurance

The taxation of equity-based compensation is always a concern for issuing
companies, local subsidiaries, andemployees. Inseveral countries, the standard
income tax and social insurance charges can be so high that the equity award does
notprovidearealincentive orretentiontoolfortheemployees.Inmanycountries,
companies may set up tax-advantaged alternatives thatallow the company and its
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employee preferentialtaxtreatment(suchasreducedordeferredtaxobligations).
332 TaxWithholding and Reporting

Tax withholding and reporting is one of the most complicated and regulated areas for
employee equity awards. The withholding and reporting requirements vary greatly by
country. Inaddition, the type ofaward offered andthe company’s local corporate
structure impacts the company’s obligations. Because the collection oftax generates
revenueforthe country,thewithholdingandreportingprocesssetupbytheissuing
companyandthelocal subsidiaryare auditedregularlybythelocaltax authorities.

333. Local TaxDeductions

Theavailabilityofataxdeductionforthe local subsidiaryisimportantwhen
determining how to implement the employee equity programs. If structured
appropriately,thelocalsubsidiaryshould beable todeductthe costs ofthe

employee equity programs fromits local tax obligations and reimburse the issuing
company for the expenses.

334 Securities Compliance

Offersofequityawards may be subjecttosecuritiesregistrationanddisclosure
requirementsinthe countrieswhere the offers are made. These requirements may
include registering the equity programs, drafting prospectuses, publishing offer
information, and/or compliance with filing requirements. In many countries,
exemptionsorexclusionsfromtheserequirementsare available ifthe offeris
structured properly.

335 Currency ExchangeControls

Companies must address the intricacies of currency exchange restrictions that affect
the conversion andtransfer of funds across borders between the issuing company,

the local subsidiary,and employees. Compliancewith currency exchangerestrictions
will likely require obtaining exemptions orapprovals from the regulatory authorities.

336. Data Privacy

Data privacyisan importantand often confusing area of the law. Because employee
informationisalwayscollected,stored,andtransferredintheadministrationofthe
equity award programs, the local data privacy laws mustbe addressed. Companies
muststructure the administrationofthese programs sothat they comply withthe
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local data privacy laws and, where necessary, obtain the appropriate approvalsfrom
the local data privacy authorities.

337. Employmentissues

Employmentissues are becoming more problematic forcompanies that offer equity
awardprograms. Employmentissuesincludeemployeeacquiredrightstoplan
benefits, works council co-determinationrights, and discrimination. These issues, if
notaddressedproperly,canresultinfinesorjudgmentsagainstboththeissuing
company and the local subsidiary.
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