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Introduction

As a purchaser of the GPHR certification workbook serials, you have access to the
www.ihrci.orglearning system. The system contains Glossary that provides a search box and
a description of the key terms in HR. Also, the system consists of over 1,000 practice exam
guestions and answers with explanationsin our database including pre -test, review-test, and
post-test:

Pre-test: |t contains the same percentage of questions from each content area. Participants
can take a pre-test of that module to access their conceptual understanding of that specific
area of the GPHR Body of Knowledge. When the pre-testis completed, an overall correct
percentage is provided along with the number and percentage of questionsanswered
correctly. The answers with explanations toindividual questions are also provided. Our
systemallows users to save the results of the pre-testsothat they can improve upon that
later.

Review-test: Every review test contains questions with explanations which help to
understand the concepts of that particular knowledge areafor each section of the study
workbook. Once you successfully finish reviewing forone section textin the workbook; you
naturally get access to the nextsection. Every new section helps construct on the earlier
concepts learntin the previous knowledge areas. Please do step-wise study forall the
knowledge areas.

Post-test: Once you complete with all the knowledge areas, have a post-test through the full
length simulated practice tests under the same testing conditions as the actual exams. With
165 questions covered duringthe 3 hours test. These testsare designedto help you get the
feel of the final GPHR Exam, with similarformat and question types. Practice till you are near
to 80% correct answersin the post-test. This helped youinunderstanding areas where you
have improved since the last testas well aslistdown topics for which you needed more
revision.

Access to the learning systemisvalid for twelve (12) months from the date of purchase to
cover two test windows. Each practice for the pre-test, review-test, and post-test may be
taken as many times as you would like withinthe 12 months. Access to these practice exams
is foryour individual use; youraccount is not to be shared with others. Your use of the online
practice exams signifies youracknowledgment of an agreementto these terms.

This workbook is not a textbook. These materialsinclude workbooks and practice exams are
intendedforuse as an aid to preparation for the GPHR Certification Exam conducted by the
HR Certification Institute. By using all of the preparation materials, you will be well-versedin
the five key functional areas that make up the HR Certification Institute GPHRbody of
knowledge. Studying these materials does not guarantee, however, thatyou will pass the
exam. These workbooks are not to be considered legal or professional advice.
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Part One: Global Compensation Design

1. Global Total Reward Components

According to WorldatWork - the Total Rewards association who serves, educatesand
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 executedinalignmentwith business goals, Total Rewards programs fuel
motivated and productive workforces that feel appreciated and rewarded for their
contributions, driving the organization to evergreater success.

Internal
» Strategy
e Culture e -
. Workforce Recognition Compensation Workforce
* Inclusion Experiences
* Leadership

) Total )
Rewards
- e Feing Organizational
External Performance

* Social Norm
* Regulation
¢ Technology
* Product Market
* Labor Market

Benefits

Global Total Reward Elements

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

1.1. Compensation

Pay provided by an employertoan employee forservicesrendered (i.e., time, effort,



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

1.1.1. Fixed Pay

Fixed pay, also known as base pay, is nondiscretionary compensation that does not

vary according to performance or results achieved. It’s usually determined by the
organization’s philosophy and pay structure.

Base Pay: Fixed or base pay is the compensation paid to an employee forperforming
specificjob. The definition of base pay can vary by country. Base pay levels need to
takeinto account variations in equivalent monthly salaries vary by country. The

bottom line to fixed pay practices need to be based on a competitive strategy foreach
country. Types of Base pay include

e Salary: paid on a weekly, biweekly or monthly basis rather than by the hour,

generally to higherlevel positions.

e Nonexempt/hourlyrates: paid by the hour fora job being performed. An
individual’s annual payis dependentonthe numberof hours worked during the

course of theyear.

e Piecerate: paymentisbased on an individual’s rates production. Apaymentis
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
contingenton discretion, performance or results achieved. Much of the innovationin
compensationis occurring in the variable pay element. Companies are making
greater use of variable pay programs by expandingthemto a significantly broader
portion of the workforce that they have in the past. These schemes are adopted by
many corporations inorder to improve the employee morale andincrease the
motivationto work for the employees. Based on performance measures and metrics
defined by the human resources of the specificorganizationincentive plans are
devised andthe specificmode of incentive isdecided.

Bonus or Incentives

Bonusesor Incentives are delivered through plansthat predetermine aperformance
and reward schedule. The incentive can be paid in an accounting period (month,
quarter, year, multi-year) orupon an event (reachingan objective, completinga
project, etc.). Organizations that seek to create a closerlink between employee



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

Commissions

Commissionisa sum of money that is paid to an employee upon completionofa
task, usually selling a certain amount of goods or services. Commission may be paid
as percentage of the sale or as a flatdollar amount based on salesvolume.
Employers often use sales commissions as incentives toincrease worker productivity.
A commission may be paid inadditionto a salary or instead of a salary. Commissions
are cash payments, based on predetermined performance and reward schedule.
They are typically based on sales or profit margin on those sales. Commissions are

usually for salesemployees. Salesincentive plans matched to type of responsibilities:
Customeridentification, customerservice or customer persuasion.

Profit-Sharing Plans

Profit- Sharingis a form of variable pay providedto all employeesbased onthe
profits of the company. Companies usually have predetermined goalsand formulas
for determining the amount that will be allocated to employees. Profit- Sharingis

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

Performance-Sharing Plans

A variable pay plan bases rewards on the performance of a combination of
quantitative and/or qualitative measures. The objective increase employee
identification with the organization’s success and increase employee understanding

of what is important to the organization and communicate the basis upon which
success is measure.

1.2. Benefits

Programs an employerusesto supplementthe cash compensationthat employees

receive. These health, income protection, savings and retirement programs provide
security for employees and theirfamilies

1.2.1. Healthcare

Healthcare systemsare influenced by the beliefs, values, culture and perceptionsin

differentregionsregardingthe role of governmentin providing health care to its
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citizens. The employerscommonly supplement the government health programs
with health care plans influenced by corporate objectives, competitive practicesand
the limitations of government programs. Limitations government-sponsored
programs may include restricted access, limits on services/facilities, payments,
reimbursementand gaps in coverage.

1.2.2. Welfare

The factors that influence health and retirement benefits may also affect other
benefitssuch as life insurance, disability and time off. Depending on the type of
benefit, statutory requirements, coordination with government programs, collective
bargaining agreements and other influences may shape or define the final program,

limitingemployerflexibility in plan design. In addition, offer wellness programs to
employees are very useful to increase the satisfaction and healthy life.

1.2.3. Retirementand InvestmentPlans

Qualified retirement plansinclude both the traditional defined benefit pension plans

and defined contribution plans:

Defined benefitplan is based on a formulathat considers pay and service (i.e.one
percent of compensation for each year of continuingservice). Provide better benefits
to employeeswithlongservice.

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

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

e Housing Allowance

e Transportation Allowance

e Meal Allowance

e PhoneAllowance

e Training Allowance

1.2.5. Flexible benefits
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Flexible benefits are the approach to benefitsinan increasing number of American
organizations. Inessence, 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, healthinsurance options, dental insurance, life insurance, etc. MNEs
are beginningto examine flex benefits fortheirglobal operations.

Issuessuch as tax treatment of benefits, private versus state health care, employee
expectationsand culture, non-standardized social benefits from country to country,
and varying company structures will needto be addressed in order to design flexible
benefit packages that might be used throughout an MNE. Nevertheless, suchan

approach may help simplify worldwide complete compensation systems for
multinational firms.

1.3. Work-Life Effectiveness (Well-Being)

A specificset of organizational practices, policiesand programs, plusa philosophy
that actively supports effortsto help employees achieve success at both work and
home. Work-Life Balance (WLB) is an umbrellaterm used to describe a variety of
benefit-related initiatives to help employees effectively manage work, family, and
personal life without extreme stress or negative impact. Many organizationsreport
that balancing work and family has overtaken otherbenefitand compensationitems
as a key factorin employee satisfaction surveys. WLBis composed of offeringsinthe
Total rewards package that address the unique individual needs of the employee.
These offerings are important to the employee but may be less tangible than
compensation and benefits. Categories which support work — life could be:

1.3.1. Caring for depends

1.3.2. Supporting healthand wellness
1.3.3. Creatinga workplace flexibility
1.3.4. Flexible Work Hours

1.3.5. Financial support programs

The intent of work/life programs and services is to support the well-being of
employeesand helpthem achieve a balance between theirjobs, families, and
personal lives. Some organizations couch work/life programsin terms of diversity and
corporate social responsibility (CSR) initiatives. Others feature WLB as part of the



organization's brand. There are many compellingreasonsfor WLB. However, as with
the success of other organizational and global HR strategies, commitmentand
communication can make or break success. Having work/life programs meanslittle if
employees are unaware of them or the culture does not support the initiatives.

1.4. Performance & Recognition

Acknowledges orgivesspecial attention to employee actions, efforts, behavioror
performance and support business strategy by reinforcing certain behaviors (e.g.,
extraordinary accomplishments) that contribute to organizational success. These
programs can be eitherformal or informal. 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.

1.4.1. Performance

The alignmentand assessment of organizational, team and individual efforts towards
the achievement of business goals. A good performance managementis the
alignment of organizational, team and individual efforts toward the achievement of

business goalsand organizational success. It includes establishing expectations, skill
demonstration, assessment, feedback and continuous improvement.

1.4.2. Recognition

Acknowledgesorgives special attention to employee efforts or positive performance.
It meetsan intrinsicpsychological need forappreciation and can support business
strategy by reinforcing certain behaviors that contribute to organizational success.

Awards can be cash or non-cash (e.g., verbal recognition, trophies, certificates,
plagues, dinners, tickets, etc.).

1.5. Development & Career Opportunities
1.5.1. Development

A set of learning experiences designed to enhance employees'applied skillsand
competencies; development engages employeesto perform betterand leadersto
advance theirorganizations' people strategies. Talent development provides the

opportunity and tools for employeestoadvance their skills and competenciesin both
theirshort and long-term careers.
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1.5.2. CareerOpportunities

A plan for an employee to advance theirown career goals and may include
advancementintoa more responsible positioninan organization. The organization
supports career opportunitiesinternally so that talented employees are deployedin
positions that enable themto delivertheirgreatestvalue to their organization.

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

Developmentand career opportunities can be inthe form of learning opportunities,
coaching/mentoring opportunities, and advancement opportunities.

The elementsrepresentthe "tool kit" from which an organization chooses to 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
elementsinto tailored packages designed to achieve optimal engagement. An

effective total rewards strategy resultsin satisfied, engaged and productive
employees, who create desired business performance and results.

1.6. External Influences

Successful organizations understand that total rewards must be designed and
administered inthe context of not only an organization’sinternal environment (for
which organizations have direct control), but also influences external tothe

organization (forwhich there is little orno control). This requires a seemingly
diametricskill set of simultaneous zoom-lensfocus and wide-angle view.

1.6.1. Economics

The global economic landscape has a profound effect on organizationsin general, and
on total rewardsin particular. Total reward costs are among the highestexpenses
incurred by the business. Consequently, these costs need to be monitored and, if
necessary, adjusted to ensure continued financial viability. Rapidly rising or falling
economic conditions, which can occur anywhere froma global to industry level,
require timely and measured responses from HR professionalsin adjusting programs
to meet changing conditions. Total rewardsis the near—universal form of exchange
worldwide betweenan employee’s talent, effortand skills and the employer’s ability
to attract and retainthe needed skillsto accomplish its mission. Thus, total rewards
becomesthe crucial intersection between the supply and demand for labor. HR
professionals must understand labor market trends and movementsto reach the
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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 componentrelated to external
influences. Rewards that are valued and appreciatedin one culture may be less
valuable (even offensive) in another. HR professionals must have a firm grasp of the

customs and drivers of the diverse makeup and expectations of the workforce to
effectively tailor programs for maximum efficacy.

1.6.3. Regulatory

Finally, inthe realm of external influences, regulatory issues pertaining to total
rewards vary widely by country and region. These laws affect the designand
implementation of pay, benefits and work rules. Organization-wide programs should
be assessedto ensure they can be legally applied atthe local level. This may require
adaptation or even alternative programsto ensure compliance. Also, legal and

regulatory violations can resultin sanctions, damaging publicity and potential
restrictions that may negatively affect an organization’s ability to conduct business.

1.7. Internal Influences

1.7.1. Business Strategy

HR professionals agree that human resources and employee rewards strategies

should be based on the organization’s business strategy. A business strategy may
place itsemphasisin 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 strivesto
minimize waste and reward efficiency.

Product/service leadership: innovation, product development and market
exploitation. The corporate culture encouragesimaginationand a mindsetdriven by
the prospect of creating the future.

Customerintimacy: 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 influencesin the world, but also by seniorleadership,
geography, employee demographics and eventhe business strategy itsell.

1.7.3. HR Strategy

While business strategy and organizational culture are driven by external influences,
these are the componentsthat 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 developmentand administration of total
rewards strategy.

1.8. Employee Experiences

Employee experience (which is often shortened to just “EX”) is an emerging business
function focused on tracing how employeesthinkandfeel duringeverysingle
touchpoint of their journey through the company. Many factors go intothe employee
experience. Elementsinclude the type of work, company culture, commute time, co-
workers, leadership, compensation and rewards.

1.8.1. Compensation Transparency and 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
easily understood plan goes a long way in creating a trusting relationship with
employees. This booststhe employee experience. However, getting thatinformation
is not always easy for an employee.

HR professionals address the desire fortransparency and fairness about how people
are paid by communicating directly withemployeesand managers. Many HR
professionals have a prepared document or presentation summarizing how the
company views compensation — goals, plan structure and other details that are
shared withemployees.

It may be worth investingtime toreview that document or presentationto make sure
itis current and hits all the right notes. HR managers can use the new versionas a
catalystto emphasize the main points with colleagues.

One-on-one conversations between leaderand team membercan help employees
understand how compensation and rewards are determined. In addition,
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conversations can address the potential pay intheir current role and how to earn
more withthe company. HR professionals can help managers be sharp and well
prepared for those conversations.

HR managers at top-performing organizations use theirexperience to support
managers on how to communicate with associates about the composition of plans
and how employees are rewarded. Thisincludes the 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 retainstalented associates. They also make sure the communication
is relevantto employeesand supports the company’s overall goals.

Awareness and understanding of total rewards by employees presentan opportunity
to enhance the employee experience. It’s achance to:

e Relate compensationand rewardsto the company’s operating model.
e Show how associates advance the company’s principlesand values.

o Clearlycommunicate how employees help the organization achieve and sustain
dominance.

Modern total rewards communicationis more than a printed list showingthe value of
compensationand benefits. Instead, it is used to promote the company’s culture and
purpose. It shares freshinformation that mattersto employees. Itisdelivered how
employees wanttoreceive theircommunication, which often means on their
smartphone oriPad — anytime, anywhere.

Technology today easily allows HR professionals to up theirgame in total rewards
communication. Putting that nextlevel of communicationin place can helpdrive
improved business results by strengthening the employee e xperience.

1.8.3. Using Compensationto Accomplish More

Comp professionals canimprove business results by making sure aspects of the
organization’s compensation plans support and enhance the employee experience.
Seniorleaders have always expected a great deal from comp professionals. The next
question posed to comp professionals attop companies: How can we use
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compensation to accomplish more? Now might be the time to try something new.

1.9. Organizational Performance

Research show that total reward design can directly influence individual
performance, and therefore influence the organizational performance. In astudy 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 employeesareward based on the overall success of the firmand
thus effectively links employee’s activities to overall firm performance. Individuals
are motivatedto help the firm perform well because they will ultimately benefit by
sharing in the profits.

Individual based rewards support an employee’s activities and actions toward things
they can directly control. Assuming managers insure that individual goalsare inline
with organizational goals, the entire organization will benefitfrom improved

performance as the result of cumulative efforts of individuals motivated to achieve
theirindividual goals.

Regular expressions of appreciation by managers and leaders to employees lends
credence to the notion that frequentand visible communication about performance
isimportantfor employee motivation. One of the basic tenets of effective behavior
modificationisthe application of rewards as close in time as possible to the action
taken by the employee. Regularexpressionsof appreciationare readily available to
managers and can be usedimmediately and frequently. While the individual
rewards and the ESOP rewards may have a significant time lag, regular expressions of
appreciation can provide immediate feedback to employeesandthus have a
profoundimpact on employee behavior.

Finally linking customer satisfaction monitoring with employee rewards helpsto link
an external reward component to the reward system and complements the other
threeinternally based measures. If an organization loses site of the customer’s
perceptions of satisfaction organizational performance will eventually suffer.
Including the voice of the customerin the reward system helpsto ensure that all
employees and ultimately the organization asa whole does not lose site of their
customer.
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2. Global Compensation Form

From a global perspective, there are substantial differencesinthe ways people get
paid. Consider, forexample, that the pay packages offered by the same multinational
operatingin both Shanghai and Bratislava are very different. In Shanghai, the package
may emphasize housingallowances and bonuses intended to retain scarce critical
skills, while in Bratislava the package will place greateremphasis on productivity-
based gainsharingand base pay. The realityisthat local conditions dominate the
compensation strategy.

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

Given sufficientvariationinvaluesamong the peopleinthe labor pools of a nation,
firms can structure compensation policiesthat are consistent with the firm's culture
and simultaneously attractindividuals from the applicant pool who have similar
values. When considered from a strategic perspective, organizations could customize
compensation systemsto 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
intothree sets: core, crafted, and choice. It includesany return an organization can
offerthat employeessee asa reward or a return for the contributionsthey make on
the organization's behalf.
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Source: Milkovich, G.T. & Bloom, M. (1998). Rethinkinginternational compensation.

Compensation and Benefits Review, 30(1), 15-23.

2.1.

2.2.

Core

The core section of the model includes compensation and reward forms that signal
the corporate global mind-set (e.g., creatinga performance/customerservice culture
or a culture of ownership, insuring a basic level of services and benefits). Specific
practices may vary according to marketand local conditions but must be consistent
with the core policies.

Crafted

The crafted set of compensation elementsassumes that business unit or regional
leaders have discretionto choose among a menu of total compensation forms that
may be important to gainand sustain advantage in the marketsin which they operate.
For example, some form of housing assistance (loans, allowances, dormitories) may
make sense in Shanghai, whereasin London or Tokyo, transportation assistance may
make more sense. A single company with operatingunitsin San Jose and Kuala

Lumpur may find that specificelements (e.g., risk sharing, bonuses, language training,
and flexible schedules) may be more important in Californiathanin Kuala Lumpur.

The critical focus of the crafted alternativesisto offer operating units the ability to



further customize theirtotal compensation package to achieve their business
objectives. This crafted portion is created within the framework of core returns so
that it supports and reinforces corporate priorities and culture as well. Thus,
managers of R&D units can craft returns to support their goals and satisfy the

preferences of scientists, while the sales unit can craft a differentset of returns
consistent with sales goals and preferences of sales personnel.

2.3. Choice

Finally, the alternativesin the choice set offerflexibility foremployees to select
among various forms of total compensation. Analogous to flexible benefits, the choice
set shifts the focus of customizing compensation from managersto employees.

Examples here might include opportunities to take educational leavesto become
eligible forregional or global assignments.

The choice set recognizesthe difficultiesinidentifying national cultures by taking the
notion of customizingto the individual level. Within atotal cost framework,
employeeswould be giventhe opportunity to select from a set of returns those that
are of most value to their particular situation.

2.4. Strategic Flexibility

Strategicflexibility offers managers the opportunity to tailor the total compensation
systemto fitthe contextin which they compete within a framework of corporate
principles. Additionally, the approach offers some opportunity foremployeestoselect
forms of returnsthat meettheirindividual needsas well.

Strategicflexibility meansthat companies achieve advantage by customizing multiple
compensation and reward systems. Thisis already the state of practice in companies
operatingin multiple markets or employing contingent and core workforces. The art is
to avoid the chaos created when multiple systems go off in multiple directions. This
resultsin numerous compensation systems, one for each country in whichthe
company operates. To overcome the chaos, the company must ensure that the
multiple deals signal the organization's global mindsetand support its strategic
priorities.

In global organizations, the business units or regions often have discretionto
customize theircompensation system within corporate guidelines. Forsome
companies, the strategicflexibility simply draws existing practices underone
umbrella. For example, it treats expatriates as simply another group, much like sales
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disciplines.

3. Factors affecting Global Compensation

While developingthe global compensation and benefit composition, HR must deal
with many factors that are not presentina domesticenvironment. Developing
suitable compensation policies to meet organizational strategies, while efficiently
accommodating different types of employmentterms and conditions, poses many
distinctive challenges forglobal HR practitioners. In orderto effectively strike a
balance among all the above mentioned influences, the HR professional must be
aware of the following:

3.1. Culture

3.2.

In some areas of the world, job and income security needs command paramount
interest over pay-at-risk, sointhe pay mix the base salary dominatesthe variable
portion. For example, while Chinahas a very aggressive sales compensation
environment, inIndiathere is more interestin base salary and their CTC (cost-to-
company) package than variable pay-at-risk compensation.

Cultural differences necessitate understanding that the value of compensation and
benefits programsis in “the eye of the beholder”. A benefit highly valuedinone
country may be comparatively worthlessin another. Differences are oftenrootedin
subconscious beliefs, attitudes and values. We recommend that:

3.1.1. Engross local contacts to understand usual and traditional compensation and
benefits practices.

3.1.2. Circumvent headquarterbiases or imitation of headquarters (HQ) country
policiesand procedures (forexample, paying sales commissionsinrisk-averse
cultures or reward and recognition programs that reward individual contributionsin
culturesthat places greater prominence on team or group contributions or prefer
private gratitude).

Economic

When you’re dealing with country-specificinflation rates that range from flat to
20%+, do you really wantto offerthe same percentage salaryincreases? What if
one country is inthe grip of recession (US), while another remains relatively
unscathed (Australia)?



Many differences subsist from country to country, in terms of the Influence of politics
and power, Distribution of wealth across country’s citizenry and Unpredictability of

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

3.2.1. Conduct a risk analysis of economic factors and theirconsequences.

3.2.2. Recognize that unofficial sources of authority ina community or region and
official governmental personnel may have large impact on what is considered
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.

3.3. Taxation

Tax regulations vary extensively from country to country. Some countries have no
income tax, while others have income tax in excess of 50%. Some benefits thatare
taxable in one country are not taxable in the geographically adjacent country or vice -
versa. We recommend that:

3.3.1. Comprehend the taxation of cash and noncash compensation, benefitsand
perquisites—what is taxed, at what rates and at what levels.

3.3.2. Engage expertsinlocal compensationand benefits laws and practices.
3.3.3. Distinguish thata benefit may be undesirable, dependingon how it is taxed.
3.4. Competitive labor market

Companiesreact to the cost of labor vs. the cost of living. If the marketthey are in
rewardsin a certainfashion (pay mix, commissionvs. bonus, quarterlyvs. annual
rewards, etc.), companies who provide a differentapproachrisk loweremployee
engagementas well as a talentdrain.

At a broader level, the compensation and benefitsrequired to magnetize and sustain
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talentare determined by the aggressive demand for that talent. However, the nature
of the competition fortalent may differacross countries and regions, dependingon
factors such as: Type of talent sought, Geographic scope of the talent market,
Industriesin which the talent may be found and Mix of remuneration components.
We recommend that:

3.4.1. Employ people with similarskills whenindustry-specificexpertiseisin short
supply or competitionis high; retrain or coach the hireson the job.

3.4.2. Lead, lag or match the rates of pay inthe relative marketplace based on the

skillsneeded, the demand for required talentand the best way to compensate those
types of workers.

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

3.5. Laws and Regulations

Laws and regulationsimpact the remuneration of employeesin many areas, such as:
Work hours and compulsory time-off (paid and unpaid), Minimum wage, Overtime,
Compulsory bonuses, Employmentat will and Acquired rights. There are remarkable
country-to-country variances as well as some regional differences. We recommend
that:

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

3.5.2. Recognize the differences and similaritiesin each market.
3.5.3. Involve expertsinlocal compensation and benefits laws and regulations.
3.6. Standardization versuslocalization

Characteristically, strategies are standardized in keeping with the organizations’

overall compensation and benefits philosophy. Definite practices tend to be localized
to fit the context of country, regional or local conditions. We recommend that:

Have a long-term program to sustain the organizational compensation philosophy but
also mull overlocal restrictions, tax regimes and culture.



3.7. Collective bargaining, employee representation and government mandates

National unions often dictate pay actions that could reverberate up the hierarchy as
companiesstrive to maintain equitable treatment with their other employees. Works
Councils will have theirimpact as well.

Employeesin most parts of the world are protected from actions that impact their
wages and employment conditions. Unions play a very strong role in many countries
and sometimesinclude provisions formanagementas well as employees. Work
councils also offerworker protection. We recommend that:

3.7.1. Appreciate the inferences for minimum wages, severance packages and
pensions.

3.7.2. Meet requirements of a third-party representation.

3.7.3. Distinguish related government regulations and mandates and industry-wide
collective agreements.

3.8. Global Orientation

In addition to above listed factors, the organizational approach to global staffingalso
influences the compensation and benefit strategies. Relation between global
orientation of the organization and its impact on global compensation and strategies
is discussed here.

Culture

Collective Global Orientation
bargainin e

also influences the global

A ' compensation and benefit
Standardization ! trateqi
& localization strategies
Ethnocentric
Regiocentric
Taxation Regulations : )
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Labor market E Geocentric

Factors affecting Global C&B and Global Orientation
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Source: Gomez-Mejia, L. & Werner, S. (2008). Global Compensation: Foundations and
Perspectives (Global HRM). New York: Routledge.

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
compensation policies with insufficient contemplation of local legal cultural

differences. Dictatesto local country management may result in superficial
conformity but actual rejection of headquarters practices.

3.8.2. Regiocentric

Operations managed regionally; communication and coordination high within the
regionand less between regions. There is greater potential for uniformity of
remuneration approaches within regions. The proximity of countries may lead to the
perceptionthat remuneration practices are more similarthan they really are. Also,
regional headquarters may sufferblind spots with respectto country differences,
leadingto ethnocentrism at the regional level.

3.8.3. Polycentric

Subsidiary treated as own entity; local personnel manage operations; few promotions
to headquarters. Local cultural and legal compensation norms are more likely to be
understood and implemented. Remuneration policies are likely to be steady and
incorporated within each subsidiary. Incentives may tend to maximize achievement of
local rather than global objectives.

3.8.4. Geocentric

Organizationseenas single international enterprise; managementtalent comes from
any location; strategic plan global in orientation. Local compensation strategies are
more likely to be consistent with global policies. A desire for too much global
consistency can lead to the imposition of inappropriate policies atthe local country
level. The development of consistent and equitable remuneration policiesamong
global managers may be challengingas top-level managers move from one 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
talentat home and abroad. Important and fundamental practices for managing
compensation on a global scale include managing global compensation strategically,
considering performance-based pay where appropriate, anticipating the influence of
local culture, using a total rewards system perspective, and addressing the duality
challenge of global integration and localization.

To varying your practices according to country-specificconditions could cause a
degree of consternation with the back office staff and their computerized systems. If
you force international operating units to convert their practices to an uncommon
format and methodology, the result could be more than just confusion and local
administrative difficulties. It could also mean the greater likelihood of overpayments
in some quarters while payinglessin others —all for the sake of samenessand
common report generation. This would resultin a combination of hurtingemployees

while also hurting the business. Rememberthat ease of administrationisrarelyan
effective rationalefor making good business decisions.

4. Global Compensation Planning

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

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

Second, to complement home country efforts, the company should identify a local
“host" country HR consultant at each location who is accountable for the delivery of
results. This individual will coordinate local efforts forthe company operationsand be

available locally ona day-to-day basis foradvice and problem resolution.
Establishing a strong overseas presence typically encompasses three phases:

4.1. Phase One:Philosophy
In the phase, activities centeraround four main objectives:
4.1.1. Understandingstrategicglobal/regional/local goalsand needs.
4.1.2. Addressingglobal compensation and benefits plans.
4.1.3. Considering program alternatives.

4.1.4. Determininghow to implement programs that are culturally acceptable yet
competitive blending global strategies with local practices

4.2. Phase Two: Design
The design phase has two major components:
4.2.1. Determining
Employmentand working conditions.
Labor laws and contracts of employment.
Statutory and social security benefits.
Competitive hiring practices.
Existingtalent pool and gaps.
Mobility of local workforce

4.1.2. Detailingordiscussing
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Economic trends.

Compensation guidelines.

Other legal requirements.

Employment costs.

Global payroll options

4.3. 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. Survey selected company competitors as identified in each location. Then,
based on survey data, form recommendations of best practices and complete a
“total" compensation/benefits study of these positionsin each country.

5. Global Compensation Approaches

MNEs (Multi-National Enterprises) often create two classifications —local and
international with regard to compensation. All local nationals above a certainlevel are
placed on the headquarters scale, with salaries that are at least partially performance
based. The rest of the employeesare paidon a local scale. Practices can vary enough
so as to make this strategy difficulttoimplementand may lead to two common
problems for host country nationalsin the subsidiaries.

The first problem relates to a possible in-country gap in compensation betweenthe
highestand lowest paid employee. In most Western countries, there is typically a
fairly constant differential between job classifications. (e.g., there is typically abouta
15 percentincrease 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, itis common to have low pay at all of
the lowerjob classifications, with very little differential between themand thena
major jump in compensationonly at the upper few classifications. This createsa
situation where there can be a much greaterratio between top managementand

lowerlevel employeesthan would be the case for the typical Western, or other
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developed-country, MNE workforce.

The second problemrelatesto 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 compensationisthe
highest, followed by the UK. Japan has the lowest executive compensation and
Continental Europeanis somewhere in between. Inaddition, 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 itsforeign
employees at each and all of its foreign operations. The greaterthe number of foreign
subsidiaries and jointventuresand the greaterthe number of countries within which

the MINE operates, the greater will be the problems associated with establishing,
monitoring, and controlling compensation programs on a worldwide basis.

A number of different options (forestablishingaworldwide compensation system)

have beenused by various MNEs. These include basing global employees’
compensationon:

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.

Salary scale based on location

Wages or salary levels are based on location-the local scale and norms. This optionis

primarily for the broaderbase of employees and usually excludes executives and
globally mobile employees.

Global base per position

A form of equal pay for equal work exists ona worldwide basis, with possible

differentials forlocations. Typically, this optionisused whenthereis a global labor
market forthe type of talentsought.
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5.4. Pay-mix for Executive

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 arrangementvirtually impossible. To achieve the "global link"
betweenits executives, most organizations now have a consistentlong-termincentive
program. However, for practical reasons, salary and short-term incentivesare 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, I. (2012). International Human Resource
Management: Policies and Practices for Multinational Enterprises; 4 edition, (Global HRM).

5.5. Qualitative Parity and Quantitative Parity

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

5.5.1. Qualitative Parity

Qualitative parityis a commitmentto offersomething from each core category of
benefittoevery employee worldwide. Thiswouldinclude:

Core benefits, abasicitemthat the company commits to making available toall
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employees worldwide, such as a certain level of health care.
Required benefits, acompensationitem or non-cash benefitrequired by local law.

Recommended benefits, aless essential compensation or benefit programto be made
available wherever cost considerations permit, such as life insurance.

Optional benefits, anon-essential compensationitemto be made availableifitis a

competitive practice in the local marketplace, such as local transportation or meal
support.

5.5.2. Quantitative Parity

The use of qualitative parity isone component of a firm’s global benefitapproach that

provides a means of making a commitmentto the entire workforce while still
preservinglocal variationsin pay for the less skilled and less mobile employees.

Implementinga program of quantitative equityis usually done only forkey global
executives. Afterthe elimination of all justifiable differences, any remainingvariations
are, by exclusion, vestiges of the old system that should be methodically smoothed
out. Through eliminating overtime the differences that came from different
countries’ approaches and from the uncoordinated approach to compensation, what
is leftisa processthat assures executives that they are being compensated for their
skills, abilities, and contributions — rather than fortheir choice of address.

However, eventhe best global compensation program will not eliminate future claims
by employees of perceived continued inequity. Thatis because variationsin 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 ina global organization.

The goal, though, of a global compensation systemis not to eliminate employees’
guestions about compensation, but ratherto remove the de-motivational impact of
inexplicablevariationsin 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 isthe establishment of host-country nationals’ salaries
on some form of consistentyetglobal basis. The solution oftenis 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 afairly constant differential between
job classifications, i.e., thereistypicallyabouta 15 percentincreasein 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, itis common to have
low pay at all of the lowerjob classifications, with very little differential between
them and then a major jumpin compensation only at the upperfew classifications.
This creates a situation where there can be a much greaterratio between top
managementand lower-level employees, such as between the top manager and
his/hersecretary, 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 ratesand salary levelsin different countries, butitis also difficultto 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
organizingits workforce will have a lasting cultural and financial impact.
Organizational structure and design affects every aspect of a business, includingtalent
mobility, compensation programs and eventhe speed of innovation. When headcount
grows, it quickly becomes incumbent upon companies to find effective ways to
organize jobsinto jobfamilies where similarworkis performed. A solid approach to
job evaluation (also calledjob leveling) translates into better communication with
employees, more clearly defined career paths, and salary structures with greater
market alignment, among many other benefits. Job evaluationis a structure that has
articulated career paths for various job families and which can support a global
organization. However, this systemisunderpinned by job architecture, whichis a
method of organizingjobs into job codes, job titles and functional areas all before
assigninga grade level.

6.1. Job leveling

Job levelingisaprocess of determiningthe relative worth of a job withinan
organization and accordingly aims at:

6.1.1. Reducinginequalitiesinsalary structure by bringing about external and internal

consistency insalary further motivatingemployees within an organization.
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6.1.2. Enablingstructured approach to division of labor or specialization by defining
specificjobsand salary levels.

6.1.3. Helpinginselectingemployees by definingjobs and responsibilities.

6.1.4. Developing harmonious relationship between employerand employeesto
avoid any conflicts on salaries.

6.1.5. Creating standardization by determiningsalary differentials for different jobs
further helpingto bring about uniformity into salary structure.

6.1.6. Generatingrelevance andrelative value tonew jobs.

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

Job Families Career Categories Global Role Levels

c L Professional_

Expert (P5) E— o

Advanced (P4) e

Career (P3)

—_—
Developing (P2) —_—
—_—

6.2. 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 fobs and roles into common groups

Employees Job Career Functional
ploy Families Categories Areas
@
AR °
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® Development
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Engineering

Source: radford.aon.com
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6.3. Career Ladders withinjobleveling

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 placeson
each type of job. The system combinesindividual contributors and managers into
global grades where market pay suggests equivalence. Below isan example of how
differentjob families are graded and grouped into two tracks—one formanagement
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
L]
E
Grade & g. 5r. Manager Expert
o f—ﬂ |
= c
i}
Management Grade 8 = M Manager ‘g Advanced
and Professional ) 4
Grade 7 Sr. Supervisor BN Career
a
Grade 6 Supervisor Developing H Specialist
Grade 5 Entry n Highly Skilled
Entry Level and Grade 4 n Senior
Support
Grade 3 ' Intermediate
Grade 2 - Entry

Source: radford.aon.com

An increasing number of multinational companiesare using global leveling systems as
a way to determine eligibility forall manner of compensation and benefits programs,
not just for setting base salary levels. Global levels can be usedto determine a
position's bonus eligibility, bonus target and equity grant guidelines. While regional
differencesin paylevels exist, the global leveling system enables acompany to be
consistentinits determination of program eligibility by consideringthe internal equity
of the positionsina given grade and then letting market practices dictate actual
compensation levels.
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7. Remuneration Surveys

7.1.

7.2.

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 collectinformation 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 theirremuneration
structures to global and local trends.

Purposes of Remuneration Surveys

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

7.1.3. Establish or price a pay structure.

7.1.4. Analyze pay-related problems.

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

To determine the prevailing rate fora job, companies can "benchmark" jobs against
compensation surveys that are detailed and specificto the companies' industries and
regions. A good compensation survey uses standard, proven methods of data
gatheringand statistical analysis to determine how much companies pay fora specific
job ina specificindustry. Match your job descriptions to the descriptionsinthe salary
survey. Only match those which strongly resemble the survey description. Not all
positionsinyour organization will match descriptionsinthe survey. Relevantlabor
market includes employers who compete:

7.2.1. For same occupations or skills.
7.2.2. Foremployeesinsame geographicarea.

7.2.3. With same products and services
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7.3. 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-specificcompensation 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).

7.3.3. Private firms (e.g., consulting organizations around the world that provide
current global and local informationfora fee).

7.3.4. Membership-based business organizations (e.g., employerfederations and local
chambers of commerce).

7.3.5. Professional, trade, and industrial associations.

Here are some considerations to weigh fora company who is decidingwhetherto
purchase a compensation survey.

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

reputable firms that follow proven methodsto gather and analyze compensation
data.

e The scope of the survey. Look forstudies that cover industries, jobs, and regions
that are most applicable to your purposes; and that provide data on enough jobs

to be cost-effective.

e The survey methodology. Review the summary of the methodology to make sure
it's consistent with standards setforth by reputable industry associations. Be
especially sure the research organizationis surveying human resource
professionals orother people knowledgeable about compensationinformation

within a company, rather than individuals.

e The number of participants in the survey. A good survey should cover a
representative number of companiesforits target population. Asurvey doesn't
have to cover the entire industry or region to be robust; evena few dozen
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responding employersinsomeindustries can provide enough data for a valid
survey.

e The names of participants. Look for your competitors and peers. For many jobs,
you may be competingfor candidates with companiesin differentindustries but
the same geographicarea. Some firmsreveal a list of participants, or at least
those well known withinthe industry. The surveying company may disclose big-
name participants to draw more interest from smaller companies. A list of major
employerscan alsoadd credibility tothe survey. An important exception to note
is that if a compensation analyst or compensation consultingfirmis using
multiple surveysto produce theirown derivative market numbers, they will
aggregate the data by combiningthe surveys, placing differingweight on different
sources and sometimes even making a qualitative adjustment. When the data has
beenaggregatedin this manner, it is not customary to report numbers or names
of participants. The usefulness and relevance of a 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 participants are a good sample of the recruiting market.
Generally, eightto ten participatingcompanies isa good sample for positions
below the managementlevel. The sample size should increase 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, orthe available datamight not be
representative of the industry because of a low participationrate in the 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 The effective date of the survey data. The date a surveyis published is always
laterthan the effective date of the data within the survey. If necessary, age the
data from the effective date to the current month.

As with any form of research, it is important to use multiple data sourcesto narrow in
on the "true" answer. Relyingon a single source can be misleadingif that source
doesn't perfectly reflect the marketin question. WorldatWork suggests that
compensation analysts should use multiple datasources whereverpossible;
consulting firms and academics agree. The exceptions come whenthereis only one
data source, or when there is a spot-on data source, such as a custom survey, that
truly describes a precise market.
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7.4. Data Analysis

7.4.1. Effective Date

For those surveys conducted on a regular basis, such as annual surveys, the effective
date will be until the nextsurveyis releasedin the followingyear. Otherwise, knowing

the effective date of the survey can prevent companiesfrom using outdated salary
figuresand causing error in pay budget forecasts.

If the surveyis not current, the person usingit should age the salariesto the current
date. If a survey was conducted in September, the salaries are likely to be as of
Septemberor even August. If you are usingthe surveyin Decemberto benchmark for
a new positioninthe company, you will have to age the number. A simple wayto do
this isto take the annual rate at which salariesare moving forthis job and prorate it,
salary increases overall this year are around 3.5% but this may vary by job title.

A similarapproach isused in setting pay levels across a company. Sometimes these
figuresare setat the beginning, middle, orend of the company's payroll year by aging

the appropriate compensation data to those dates. When salary data isaged,
movementin market ratesis used to adjust outdated data.

7.4.2. Job Description

If ajob on a surveyis similarbut not identical to one in the organization, the data can

be weighted orleveled fora better match. Therefore conduct job analysis or review
job descriptionsisimportant forjob matching.

When consultinga compensation survey, match the job descriptions rather than the
job titles, evenifthe survey uses genericor widely used job titles. For example, an
associate could be an entry-level position at one consulting firm, or it could be the
title for someone with an MBA at another. Companies are structured differently, and
different companies use different names forthe same jobs, so job descriptionsare
the bestway to match positions. Beware of surveysthat use onlyjob titles, asitis
unlikely the datawill be a reasonable representation of the jobsyou're interestedin.

A survey job description should list the primary job functionin one or two sentences,
followed by key responsibilities. While the descriptions should be genericand not
specificto any one company, they should contain enough information for participants
to match appropriately toensure the datais accurate. It is also important to 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 atanother.

Job titles are broken down differently in different surveys. Some surveys break them
down by levels withinthe organizations, i.e., seniormanagement, 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.

7.4.3. Geographicarea

Some salary surveys do 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 recruitingarea to approximate local wage
rates.

7.4.4. Compensation data.

There are many thingsto consider when analyzing the compensation components of
a salary survey. Because companies have different pay structures, compensation data
is collected inranges as well as actual pay. Salary surveys can provide employers more
information on the marketplace and how to set competitive pay without overpaying
or underpaying employees. Surveys should ask for the minimum, midpoint, and
maximum for the surveyed positions, in addition to the actual base salary paid.

Usually, the prevailing practice for any one job is to pay a range of incomes. As a
result, although the median pay for a job islikely to be a definable number, the range
is justas important. Companies pay employees differently forvarious reasons. It
could be the company's pay philosophy; or it could be the geographiclocation or the
industry practice; or it could be the incumbent's length of service or proficiencyinthe
job. Whateverthe reason, it is unlikely that two companies will pay an employee
doing the same job exactly the same amount.

When readingthe base pay figures, it'simportant to check how the numbers are
calculated. The surveying parties can dictate to the participants how the numbers
should be reported. Salaries can be on an annual, monthly, or hourly basis. For
example, if theincumbentisa contract employee, hourly salaries are more relevant
than an annual figure. The survey may request pay data for individual incumbents or
averages for allincumbents matching a specificjob description, dependingon the
typesof surveysand theirobjectives.
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8. Global Pay Structure

When a company has plannedto expandintonew countries, itis necessary to
establish a global pay (salary) structure. With all the differenteconomicsituation,
culturesand exchange rates, itis difficultto come up with one structure that works
everywhere.Inthe following, we will introduce more details with regard to pay
structure. There are several terms and definitions to acknowledge first:

8.1. Terms and Definitions
8.1.1. PolicyLine

A job structure ordersjobs on the basis of internal organizational factors. The pay
structure, on the other hand, isanchored by the organization’s external competitive
position, reflectedits pay policy line.

The pay level thata company setsits pay at compared to the market pay line, typically
the midpoint of the pay structure is setto judge the going market rate. In building pay

structure scientifically, the line is a statistically computed least-squares-regression
line.

8.1.2. PayGrades

Pay gradesare used to group jobs that have approximately the same relative internal
or external worth; in otherwords, all jobs within a particular grade are paid the same
rate or withinthe same pay range. Grades enhance an organization's ability to move

people among jobs with no change in pay.

3.1.3. PayRange

Pay range typically means high to low or minimum to maximum pay for a certain job
grade. The range midpoints, minimums, and maximums reflect career paths,

promotions, and other management systems and philosophy within the organization.

The differential must be large enough to induce employeesto seek and/or accept the
promotion or to undertake the necessary training required.

Range spread subtracts the minimum amount from the range maximumand then
dividesthat figure by the minimum. In general, lower-level jobs typically have a
narrow range between millimumand maximum salaries, while the salary ranges for
higher-level jobs will be wider. People in entry-level jobs have more promotion

possibilitiesand tend to stay at the entry level forshorter periods of time, while
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peopleinhigher-level jobstendtostay in theirrange for a longer period of time.

Range overlapin salary ranges that will allow career developmentand pay increases
without promotion at each level and the percentage of increase the organization will

offeran employee fora promotion.

Overlap=(max rate of lowergrade —min rate of highergrade) / (maxrate of higher
grade-min rate 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/market rate (salary/midpoint or market rate = CP). The CP may be used as
an indicator of how an individual is doing against plan.

3.1.5. Broad banding

Broad banding, called fat grades, means collapsing pay grades and rangesinto justa

few wide levelsora band, which includes one minimum and one maximum range,
while midpoint often not used. The purposes of using broad bandingas follow:

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

° Ease mergersand acquisitions.

The most important difference between grades and broad banding iswhere the
controlsare located.
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8.2. Global Salary Grades

Global Salary Grades refers to a standardized method of classifying positionsacrossa
global enterprise. Alternative titles would be global bands or global job evaluation.
Employers often adopt global salary gradesto enable internal comparisons and
standardize certain elements of compensation and benefits, such as short-and long-
termincentives. For example, global salary grades helpsanswerthe question “is the
Brand Manager positionin Greece equivalenttothe Associate Brand Manager in
France or the Marketing Manager in Kenya?” Or, all staffin band C or higherare
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’svery name, wouldimply a single structure
for all locations globally. Sometimesyou may alsosee thisreferencedasan
international salary range. Some companies use a global salary structure to manage a
cadre of international assignees (usually based on the headquarters market).
International organizations such as the World Bank and the United Nations, and many
international NGOs, use international salary structures in managing their
international (expatriate) staff aswell. Butit would be very unusual to have a global
salary structure applicable to all staffin an organization.
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If you are managing a global enterprise, global grades can be very useful in several
respects. In additionto the examplesabove allowing comparison of equivalent
positions across different markets with varyingtitles, and standardization of executive
compensation programs, global grades allow the organization to establish leading
talent managementprocesses. The global grades will help establish competencies
and career tracks, and the related trainingand developmentthatis required to train
future leaders. Global grades also help companies manage succession planning
more easily, by providinga common language to describe the challengesand

complexities of anindividual position.
8.3. Global Pay Structure

Salary structures are a very useful tool for all organizations. They help ensure
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
country is a different market, however, and therefore, you needto build your
structure separately foreach one. Market data plays a key role here, since the
structure must be anchored to the marketin whichyou are competing fortalent.

In the end, if you design a global grading system with local pay structures, you’ll getit
right. The grades will give you global consistency while the structures will 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 employers to set out the range of pay, from
minimum to maximum, associated with each salary grade or band. By associating
each positionwith a grade or band, employers can use a salary structure to help

manage compensationin an optimal way.

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

8.3.1. Establish your compensation philosophy

Each employerneedsa policy which outlines theirdesired market position. What
percentile of the market is your target? Which comparators are appropriate?Is the
target the same for all grades? A well-articulated compensation policy provides
valuable guidance for the development of a pay structure. In large organizations,
thereis oftena corporate policy which forms the basisfor local policies.
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8.3.2. Gather market data

Identify surveys with your desired comparators (as specified in your company policy).
Most employers preferatleasttwo survey sources. In international markets this can
be challenging, especiallyin developing countries and smaller markets. Consider
sector-specificsurveys as well as multi-sector options —certain jobs are found across
many employers, notjustyour sector. In smallerinternational markets, leading
employers often provide abetter proxy for the most competitive marketthan do
sector surveys with many less sophisticated employers. Don’t overlook international
organizations; they pay very competitively and are often well-establishedinthe
smallest of countries.

8.3.3. Identify benchmark jobs

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 easy to understand and match to, and
will appear in multiple surveys, enabling the use of multiple sources. For professional
roles specificto your sector, sector surveys could be a good source. In other cases,
and with multi-sectorsurvey sources, look for those that utilize well-developed career
ladders, enabling easy cross-occupational job matching. Asan example, suchan
approach would examine Analyst positions across different functional areas (e.g.,
finance, HR, procurement, marketing, etc.).

8.3.4. Measure your market position

There are several ways to do this. If you have a lot of benchmark jobs, tabulate the
average of all of the rolesin the same internal level orgrade. Weighted averages
incorporating number of incumbents associated with each survey data pointisa
common approach. Selectthe market reference fromthe survey most appropriate
under your policy. In developing countries market datais more volatile. Agood
approach isto use minimumand maximum valuesto “bookend” the data in these

markets. This helps eliminate outliers and capture more realisticmarket survey
values.

8.3.5. Calculate the compa-ratio

Calculate the compa-ratio. This is the ratio of your data to the market — 100 means
fully comparable, while a ratiounder 100 indicates a below market position, and over
100, above market. There are different approaches to summarizing the data — by
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position, by grade, etc. Whateverapproach you use, the compa-ratio analysis will
illustrate which parts of the organization are competitive againstthe market and
which onesrequire some attention!

8.3.6. Checkyour budget

Thisis a critical 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 make your scalesfully comparable to the market. Your internal budget
constraints, though, will dictate how close to this ideal you can achieve. Inadditionto
internal budgets, considerthe average market movementinyour surveys, and the
general inflation rates (neveruse inflation to determine how much more to pay staff —
this isdetermined by cost of labor, not cost of living).

8.3.7. Start allocating

This is the start of an exercise which will repeat many times, until you get the desired
result. Build a model of your organization, ideally with the number of incumbentsin
each grade. Using your overall percentage of market and budget number, start
increasingyour scale (use Mid points, or the Mins and Maxs). See how close you can
get to fully comparable to the market, and how much it will cost. Does it jive? If not,
tweak the data a bit. You can adjustthe percentage each grade is increased, as well as
examine the spans (range from min to max) and inter-grade differentials, in orderto
gain better marketalignment. Obviously, the incumbent count of each grade will
impact the overall costing model.

8.3.8. Final adjustments

Once you have builtyour new scale and matched it to the market as closely as
possible, and within your budget, give it a once over. Does it make sense? Are the
increase amounts distributed in a pattern which will cause unrest amongst your staff?
Strive to achieve a scale which will reflect yourcomp policy and enhance internal
cohesionin the organization. This stepis the art of compensation, not the science.

8.3.9. Management approval

Review your proposed scale with management, presentingyour rationale, budgetand
overall market comparisons. Discuss concerns you may have uncovered about specific

positions or grades, and educate your management about the process used. Outline
your implementation plans.
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8.3.10. Communicate

Develop appropriate communications for managers and staff. Let them know all of
the work that wentin to the exercise, and how the organization comparesto the
market. Be careful here — youneedto obviously puton a positive spin — that’s why
statistics are so flexible!
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Part Two: International Assignment Package

1. Objectives of Expat Compensation

Designinga pay systemis always a challenging process, but doing so in multinational
corporations (MNCs) is particularly complex and difficult. A set of situational factors
not normally encounteredin a strictly domesticsituation must be takeninto account
when designingthe compensation package of an expatriate. Forexample, the
nationality of the individual, theirfamily situation (numberand ages of theirchildren,
work situation of the spouse), floating exchange rates, differencesin living costs, taxes
and inflation rates, the need to reconcile home and host-country laws and regulations
for compensation and benefits, and the geographicallyimposed problems of
communication and control are all of great importance. These issuesincrease the
complexity of the situation, and the information needed as regards the individual and

his/herdestination. In addition to these situational factors, there are a number of
objectives that must be incorporatedin the design of expatriates’ pay packages

e To attract personnelinthe areas where the multinational has its greatest needsand

opportunities
e To facilitate the transfer of international employeesinthe most cost-effective manner
e To be consistentand fairin the treatmentof all its employees,
e Tofacilitate re-entryinto the home country at the end of the foreign assignment

e To contribute to organizational strategy (thatis, to support organizational goals, foster
corporate culture and help motivate employees to contribute their effortsto further
organizational success).

Attracting personnel to international service by offering generous compensation
packages is a widespread practice in many MNCs. Thisinitiative isdesigned to break
the frequentbarriersto international mobility. In addition to family and personal
issues (such as the growing unwillingness to disruptthe education of children and the
growingimportance of quality of life considerations), and the continued uncertainty
regardinginternational terrorism and political and social unrest of certain
destinations, itiswell documented that the careerimplications of international
assignments are often frustrating. A lack of respectfor acquired skills, loss of status
and reverse culture shock upon return are recurring problemsin many companies.
Because of these barriers, a logical way of encouragingindividuals to accept a foreign
assignmentis 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, inan attemptto save money.

In doing so, the company might also reduce the pool of qualified candidates, thereby
making the recruitment process all the more difficult. Thusthereis tensionin 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
employeestotake up a foreign assignment are not sustained when the expatriate
return home, leadingto a substantial loss of income.

In fact, such a loss of income is cited as one of the main difficulties uponreturn.In
other words, a less attractive pay package facilitates re-entry but reduces the ability of
the company to attract employeesforthe 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 employeesrelative 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 expatriatesis bound to confront various dilemmas and conflicts. For
example, the company faces the potential conflict of maintaining some form of
internal equity while providing sufficientincentive to attract and motivate oversees
assignees. There is no magic formulathat can solve these dilemmas, and so one

should be wary of those who presentthisarea of managementas ascience, with
which one can limitoneself toapplying 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’ priorities when paying expatriates. Three main approaches, each withits

strengths and weaknessesin achievingthe five objectives (see the below Table), have
beendeveloped.

Retribution approachesand theirImpact on compensation objectives
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Objectives Retribution approach

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

2. Cost effective + - -

3. Be fair

with respect to local employees + = =

with respect to other expats from a
different nationality in the same location

with respect to other expats in another
locations

4. Facilitate re-entry - i .
5. Support the corporate strategy 0 0 0

+ positive impact, - negative impact, 0 irrelevant

Host-Country Approach

The firstis the host-country approach. The main intention of thisapproach is to fit
the expatriate intothe assignmentlocation salary structure. This approach is
satisfactory when a number of eligible candidates for the particular position have a
personalinterestinlivingabroad, and so a local salary does not seem unattractive. In
additionto reducing costs, this approach helpsto create a sense of equity between
expatriates and local employees, since nobody feels underprivileged. However this
method only has limited use in motivatinginternational mobility, as worldwide
variations and the consequentinconsistencies may inhibit the transfer of expatriates.

This approach isusually adopted when the expatriate has become replaceable by a
local hire but wants to remain abroad for personal reasons.

Global Approach

The second isthe global approach. The intentionisto pay on an international scale,
with allowances derived from that base. An international basket of goods would be
used across all expatriates regardless of country of origin. This approach is most
relevantinthe case of expatriates who are expected to move to more than one
foreign country, thereby losing direct connection with eithertheirhome country or

theirhost country gradingand pay structure. The high costs and difficulties of re -
entry are often mentioned as the main shortfalls of this system.

Home-Country Approach

The third isthe home-country approach. The idea of this approach is to provide the
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expatriate with equivalent purchasing powerabroad in order to maintain his/her
standard of livingin his/herhome country. This is consistent with the so-called
balance sheetapproach. This system applies home 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 Sheet Approach

To date, most companies compensate theirexpatriates based on eithera home- or
host-country philosophy as discussed above. The home-based balance sheet
approach isused by most firms, particularly in situations where the expatis opening
new markets and new operations, transferringtechnology, and traininglocal staff.

This home country based approach equalizes purchasing poweracross countries so
employees can enjoy the same livingstandard in theirforeign posting that they
enjoyed at home. In addition, the approach providesfinancial 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 asincome taxes, housing expenses, expenditures for goods
and services (food, clothing, entertainment, etc.), and reserves (savings, pension
contributions, etc.). The balance sheetapproach attemptsto provide expatriates with
the same standard of livingin their host countries as they enjoy at home plus a
financial inducement (i.e., premium, incentive) foracceptingan overseas assignment.

The balance sheetapproach to determination of an expat’s compensation (whichis
still pretty much customized, in most firms, for each expatriate, although there will be
standardized options) begins withthe employee’s existing parent-company
compensation (salary, benefits, and any other forms of monetary or non-monetary
remuneration). Tothis isadded two other components: a series of incentivesto
accept and enjoy the foreign postingand a series of equalization components that
ensure the expatriate does not sufferfrom foreign-country differencesin salary or
benefits. Interestingly, today, even with pressure to reduce the high cost of expat
compensation, most MNEs still find it necessary to provide significantincentivesto
encourage potential assignees to accept foreign postings.
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Home -
and Host-
Country
Income Income
IEVGES
Taxes Premiums
and
. Incentives
Housing
Income Income
Taxes Housing Taxes
Housing Housing
Goods
Goods Goods
and and and Goods and
. Services . Services
Services Services
Reserve Reserve Reserve Reserve
Home Host Host-Country Home-Country
Country Country Costs Paid by Equivalent
Salary Costs Company and Purchasing
from Salary Power

B Additional Costs Paid by Company

A Typical Balance Sheet

Source: Reynolds, C. (1986). "Compensation of Overseas Personnel," in Handbook of Human
Resource Administration, 2nd ed., 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 ‘no loss’ approach: expatriate compensationisadjusted upward
for higher costs of living, but is not adjusted downward if the cost of livingin the host
country is lessthan 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 firmin a home-
country posting. Because of the high cost of expatriates, many firms have reduced
theiruse of them inrecent years. However, a firm's ability to reduce its use of

expatriates may be limited, particularlyifitis pursuingan ethnocentricor geocentric
staffing policy.



3.1. Base Salary

An expatriate's base salary is normally in 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 Service Premium

A foreignservice premiumis extra pay the expatriate receives forworking outsid e his
or hercountry of origin. It is offered as an inducement to accept foreign postings. It
compensates the expatriate for havingto live inan unfamiliar countryisolated from
family and friends, havingto deal with a new culture and language, and havingto
adapt new work habits and practices. Many firms pay foreign service premiumsas a
percentage of base salary ranging from 10 to 30 percent after tax with 16 percent
beingthe average premium.

3.3. Allowances

Several types of allowances are oftenincludedin an expatriate's compensation
package including hardship allowances, housing allowances, cost-of-living allowances,
and education allowances, etc. A hardship allowance is paid when the expatriate is
beingsent to a difficultlocation, usually defined as one where such basic amenities as
health care, schools, and retail stores are grossly deficient by the standards of the
expatriate's home country. A housingallowance is normally given to ensure that the
expatriate can afford the same quality of housing inthe foreign country as at home.
In locations where housingis very expensive (e.g., London, Tokyo), this allowance can
be substantial--as much as 10 to 30 percent of the expatriate's total compensation
package. A cost-of-living allowance ensuresthat the expatriate will enjoy the same
standard of livinginthe foreign postingas at home. An education allowance ensures
that an expatriate's children receive adequate schooling (by home-country

standards). Host-country publicschools are sometimes not suitable foran expatriate's
children, in which case they must attend a private school.

3.4. Taxation

Unless a host country has a reciprocal tax treaty with the expatriate's home country,
the expatriate may have to pay income tax to both the home- and host-country
governments. When a reciprocal tax treaty is not inforce, the firm typically paysthe
expatriate'sincome tax in the host country. In addition, firms normally make up the
difference whenahigherincome tax rate in a host country reduces an expatriate's
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take-home pay.

3.5. Benefits

Many firms also ensure that their expatriatesreceive the same level of medical and
pension benefits abroad that they received athome. This can be very costly for the
firm, since many benefits thatare tax deductible forthe firm in the home country
(e.g., medical and pension benefits) may not be deductible out of the country.

4. Localization and Local-Plus

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, whichis not an easy task.

Although differentsituational 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 approachesto expatriate
compensation: the balance sheetapproach and the going rate approach.

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

4.1. Localization

Contrary to the balance sheetapproach, there isa second approach, the goingrate
approach, which is also known as the ‘localization’, ‘destination’ or ‘host country-
based’ approach. As these names suggest, the core of this approach liesinlinkingthe
expatriate compensation to the salary structure of the host country, takinginto
account local market ratesand compensation levels of local employees. The going
rate method aims to treat the expatriate employee as a citizen of the host country,
encouraginga “whenin Rome, do as the Romans do” mentality.

Localizationis an approach in which assignees are paid according to the salary levels,
structure, and administration guidelines of the host location where they are being
sentto, or are already livingand working. Localization involves the removal or
absence of an assignee’s “expatriate” status from a policy standpoint, including
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benefitsand allowances. In practical terms, it means that ties back to the home
country from where an assignee has come from, or fromwhere they may have
originally beenremunerated, are severed and the assignee becomesa “local” in the
host-country. It almost alwaysinvolves replacing asalary package (e.g. base salary,
incentives, allowances, perquisites, social security, and retirement plans) with
compensation comparable to that offeredtolocally hired employees. Thus, the
Balance Sheetand Going Rate approaches have differentfoci and hence also different
advantages and disadvantages (see the followingtable):

Going Rate Approach Balance Sheet Approach

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

* Simplicity between assignees of the same nationality

* 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 and between assignees and local nationals

nationality in different countries * 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

Apart from the stated differencesinthe two approaches and the related benefitsand
drawbacks, the going rate approach seemsto be more cost-effective thanthe balance
sheetapproach. In other words, ‘goinglocal’ may reduce the host-country market
adjustment costs, which may be especially tempting for Western multinationals
sending people to countries with lowersalary levels. Despite these advantages, the
balance sheetapproach continuesto be the most widely used method.

4.2. Local-Plus

Local-plusis an approach in which expatriate employees are paid according to the
salary levels, structure, and administration guidelines of the hostlocation, as well as
being provided, in recognition of the employee’s foreign status, with special
expatriate benefits such as transportation, housing, and the costs of dependents’
education. It is worth notingthat not all expatriates on local-plus receive the full
range of additional benefits, these beingat the discretion of the employing
organization and largely determined by the location of the assignment (e.g. hardship
versus non-hardship location), among other factors.
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Local-plus and localization is offered in one of two ways. When it is “delayed”, an
expatriate commences an international assignment on a balance-sheetapproach and,
after a period of between three to five years, then transitions to local-plus or is fully
localized directed by eitherthe employeror employee. Some assignees relocate, for
example, with full knowledge thatlocal-plus will be offered, orlocalization will occur,
after two yearsin the host-country as pre-determinedin theircontract, whereas
other assignees may not be transitioned to local-plus or localized until completion of
the initial, orsubsequent extension(s) of, the assignment which may be five to seven,
or eventen, years after it firstbegan.

Transitioning to a reduced compensation package usuallyinvolves a phasingout
period during which special expatriate benefits (such as transportation, 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 resign from his/herhome country office and to be formally
hired by the host country office of the same company for accounting purposes. This is
also a typical requirementforlocal-plus assignees, but not always enacted.

Reduced compensation can also be offeredimmediately at the onset of an
assignment, typicallyinthe form of a “permanent” or “one-way” transfer. In this
scenario, employees know fromthe outsetthat theywill be on local-plus orfully
localized which removes the company’s obligation to repatriate or reassign them
elsewhere. Companiestypically use reduced compensation approaches as a cost
cutting measure in terms of maximizing both talent managementand cost
containment. A recent study found that reduced expatriate compensationis used
whenthe assignment has a combination of: (a) a permanent positionin the host
country; the assignmentlocationis in the same regionas an employee’s home-
country; (c) thereis not likely to be a suitable role inthe home-country for an
employee toreturn to; and (d) cost reductionis a priority.

A recent assignmenttrenddirectly related to reduce compensationis the increase in
“permanent transfers” resultingin the localization of expatriates. Aresearch found
that more than one-third of the participating firmsin their survey used permanent
transfers, whichis viewed as a cost effective alternative to the traditional (balance -
sheet) international assignment.
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4.3. Net-to-net Approach

Integrates employees who make a permanent or indefinite move into local pay
programs, adjustinghome-country net pay forany cost-of-living difference, then
grossing up forlocal taxesand housing. This approach is best used for integrating
assigneesintolocal pay programs whenthe relocationis permanentor 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, housing costs and cost of livingto arrive at a local salary in the host country
that would provide an approximately equivalent standard of living to the transferee.
This is not an inexpensive approach, but its primary goal isto preserve the assignee’s
standard of livingin the assignmentlocation.

Inthe end, it is importantto considerthe concept of ‘wholeness’ withregardtothe
goals of compensation packages. The concept refersto the organization’s desire to
ensure that the expatriate does not experience anovertgain or loss whenall
elements of the compensation package are combined. While finding a balance
betweenthe organization’s and expatriates’ perceptions of ‘wholeness’ can
sometimes be difficult, the intentions of ‘keeping the employee asa whole’ by not
letting expatriates experience drasticlifestyle changes are paramount.

5. Expatriate Allowance and Premium

Once the base salary has been determined, then the firm must decide which
incentivesitfeelsare necessaryto convince its employees thatit will be to their
financial advantage (or, at leastas is being increasingly maintained, notto their
disadvantage), to take the foreign assignment. One of the key issues that have arisen,
here, at least formore experienced MNEs, is the high cost of expatriation. Inthe past
(and still normally forless 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

FX Rate Protection

Relocation Allowance

Housing Allowance

Education Allowance

Paid Leave & Airfare

Expatriate Allowance and Premium

Source: Reynolds, C. (1986). "Compensation of Overseas Personnel," in Handbook of Human
Resource Administration, 2nd ed., ed. J. J. Famularo, pp.47-61. New York (USA): McGraw-Hill.

5.1. Cost of Living Allowance (COLA)

MNEs often provide a number of what are referred to as equalization adjustments.
These are payments whose purpose is to adjust for differences (generallyinahigher
direction) in mandated payments that expats have no control over — some of which
are paid by the expat and some of which are paid to the expat. The most common
and probably significant of these adjustmentsis the cost-of-livingadjustment (COLA).

The purpose of the COLA is to enable expatriates to maintain as closely as possible
the same standard of livingin the foreign assignment that he or she would have had
at home (or better, if coming from a low-cost-of-living city or country). The COLA is
determined by calculating the costs for typical goods and servicesin the home
locationas well asin the foreignlocation and adjustingaccordingly. These
adjustments also vary according to the techniquesthat the consulting firm uses to
determine the cost of livinginvariousforeignlocations.

5.1.1. Efficient PurchaserIndex

Mean-to-mean index compares the mean prices (the average of the price range of
each item)in the base city to the mean prices (the average of the price range for each
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item) inthe host city.

This indexis not biasedin any direction and givesa good indication of overall price
levelsinthe two cities.

Itis reversible. If Singaporeis 100 and Tokyois 120, then when Tokyois 100 Singapore
is 83 (=100/120).

This indexisthe bestindicatorof overall differencesin prices betweentwocitiesas it
compares the average of the price range for each item both at home and abroad.

The efficient purchaserindex assumesthat an assigneeisno longercompletely new

to the location and has learned to purchase betterand can secure prices that are
lower because of his or her increasing familiarity with the location.

5.1.2. Standard Purchaser Index

Compares the average of the low and median price level in the base city to the
average of the price range in the hostcity.

Higher than the efficient purchaserindex.

This index may reflect cost of living differentials as they should apply to very
experienced shoppersintheirhome city and who, due to the short-term nature of
the assighnment, may not develop the same level of efficiency.

5.1.3. Convenience PurchaserIndex

Compares the average of the low and median price levelin the base city to the
highest prices for selected categories or itemsin the host city.

Higher than the standard index.

It allows the expatriate to purchase food, beverages, domesticsupplies, personal
care, sports and leisure items atthe more expensive or convenience stores.

This index can be usedin locations where even the slightest bit of adaptation isnot
always evident, orwhere shopping convenience is essential.

5.1.4. Global Index

Arecent developmentinthe field of global human resourcesis to maintaina cadre of



"globally mobile" employees. The weightsin this type of "goods and services" index
reflectthe consumption pattern of an internationally mobile executive who has

adopted a flexible approach to lifestyle and who no longerretainsany tiesto a
specifichome location.

5.2. Hardship Premium (Allowance)

The hardship allowance refersto a premium paymentin order to provide special
compensation to expatriates who would experience asignificant deteriorationin
living conditionsintheirhost country. The allowance is calculated based on quality of
living differentials of home city compared with host city.

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

medical and health considerations, schools and education, public servicesand
transport, recreation, consumer goods, housing, and natural environment.

The three broad areas typically consideredin evaluating the extent of hardship
include physical threat, level of discomfort, and inconvenience. The physical threat
category includes potential or actual violence, hostility to foreigners from the local
population, prevalence of disease, and the adequacy of local medical facilities and
services. The discomfort category evaluates the physical environmentand climate, as
well as geographical, cultural, and psychological isolation. And the inconvenience
category ratesthe local education system, the availability and quality of local housing,

access to recreational and community facilities, and the availability, quality, and
variety of consumer goods and services.

This allowance will be adjusted or removed by a Company in its sole discretionin
accordance with continually updated information provided from multinational
consultant firms. The expatriate will not gain the allowance as a result of higheror
equivalent quality of livinglevelsin the host city compared to the home city.

Hardship allowances typically range from 5 percentto 25 percent of base pay with
danger pay maybe adding another 15-20 percent to base pay. Many US MNEs use the
US State Department tables for determining these amounts.

5.3. Mobility Premium (Allowance)

A company pays a foreign service premium to 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 assighment, while providinganincentive to
take the assignment.

This incentive isusedto (1) compensate the expatriate forall the adjustmentsthat
s/he will need to make; (2) compensate the expatriate and her/hisfamily forthe
“dislocation” of havingto move to an unfamiliar country and to live in what mightbe
seenas an uncomfortable (i.e., different) environment; (3) provide an incentive to
take the foreign assignment; and (4) keep up with the practices of other MNEs. These
premiums used to average about 15-25 percent of the expatriate’s base pay.

Where applicable, such premium will be specified in the Assignment Agreement, and
shall be based on date from the most recent compensation survey of international
assignments.

Increasingly, firms are questioning whetheritis necessary to pay this premiumforan
overseasassignment (or, at least, for most overseas assignments). Critics argue that in
a truly global economy with improved communication and transportation, general
availability of global consumer products, and accepted international business norms,

thereis no longeras much trauma and dislocation associated with an overseas
transfer.

5.4. Foreign Exchange Rate Protection

When home-country currency strengthens, it takes less of it to purchase goods
abroad; when home-country currency weakens, it takes more of it to purchase goods.
Currency fluctuations leave assignees wonderingif theirhome-based compensation

packages are sufficient. Acompany can protect theirinternational assignees’
purchase power by following:

Itis important that the exchange rate be determined usinga transparent method that
can be explained and supported easily. The COLA should be updated regularly
followingapredetermined schedule. Regularupdates let the allowance be adjusted
automatically depending on exchange rate changes. An easy way to stay on top of
exchange rate movementsis to adopt a quarterly COLA update schedule.

Exchange rate monitoringis conducted between COLA updates, and it can trigger a
new allowance linked to automatic updatesif the exchange rate change meetsa
predetermined threshold (usually 5%).In conjunction with regular COLA updates,

exchange rate monitoring helps to ensure that action is taken promptly if the rate
moves significantly.



Split payroll (or split pay) can also protect againstinterim changes. Rather than paying
employeesentirelyin home currency, split pay allows an employee todraw a portion
of hisor her compensationin host currency and the remainderin home currency.

5.5. Relocation Allowance

A company may pay for expensesincluding household shipping and purchase of daily
necessities forexpatriation orrepatriation. Afteran expatriate confirms and signs an
international assignment agreement orreceives a repatriation notice, s/he is eligible
to have some days personal leave with full pay to arrange moving, housing, schooling,

and other personal issuesin home/host country. The flyingtime betweenthe home
and host country/city may be excluded from the relocation leave.

5.6. Housing Allowance

A Company may establish a housing standard on the rental cost of the host country
accommodation. The accommodation costs guideline isusually based upon the
recommendation of an independent consultantfirm. The housing standard often
reflects family 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, subject to the housing
standard. If the Company providesthe housing, the allowance will be zero.

When it is tax-effective, the lease may be in the name of the Company’slegal entityin
the host country.

When a company uses the balance- sheetapproach, it typically agreesto pay any
increased cost of housingin the host location. The most common approach isfor the
company to lease the housingin the host location and collecta home-country

housing norm (contribution) fromthe employee. The home-country housingnorm is
the amount that a typical family pays for housing and utilities in theirhome country.

Actual, reasonable expensesincurredinretainingan agency to find living quarters,
where such services are normal and essential (such as the one-time fee charged by
rental agents at the beginning of a rental contract, including special legal feesforthe
lease and other documents) will be reimbursed by the Company.

5.7. Education Allowance

Itis 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
willinclude tuition and registration, textbooks, required donation fees, and uniforms.

5.8. Paid Leave and Airfare

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

Home leave was intended to help minimize the effects of the culture shock of an
international assignment. It allows 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 afterseveral months on initial assignmentin
the host country. This regulation does not apply to travel forhome business
assignment, family emergency, medical necessity, ordue to legal regulations
approved by the host country Head.

If the expatriate iseligibleforhome leave, the Company will reimburse the assignee
and immediate family forthe expense associated with the airfare of the round trip
between home and host countries.

A period of leave, usually in addition to the normal vacation entitlement, givento
employees posted to certain locations which are considered “challenging” enough to
require brief periods away from the assignment location.

5.9. Others
5.9.1. CompletionBonus

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

5.9.2. International Cadre/Career Expatriate Premium

A premium paid to international cadre/career expatriates asan incentive to remain

mobile.
5.9.3. PerDiem Allowance

A daily allowance designed to cover miscellaneous expensesincurred on meals out,
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local transportation and incidentals while onassignment. Where hotel
accommodation is necessary, a per diem will usually also cover the cost of a room and
breakfast. It is usually used for short-term expatriate or business trip.

5.9.4. Healthcare Services

Those service offeremployees and expatriates supportto access non-urgentand
primary medical care, especiallyinregionsthat lack a reliable medical infrastructure.
A Company may cover the assignee's enrollmentin the global medical and health
service system, including emergency medical repatriation.

5.9.5. Insurance

Insurance is another area of benefits that can add complexity tothe design of
compensation programs for expatriates. Most big firms provide their managers and
seniortechnicians with life insurance as part of theiremployees’ benefit packages.
But many life insurance policies have clauses that in case of declared or undeclared
war the insurance are null and void (which may be more likely to happenin a foreign
assignment). Thus the firm may need to purchase special coverage while the
expatriate is overseas.

In addition, the typical travel coverage (such as that provided when buyingairline
tickets through a credit card) may not be validif goingabroad foran extended period
of time. Again, the firm may wantto consider purchasing special travel insurance for
its expatriates and theirfamilies.

Dependingon the location of the overseas assignment, the firm may also have to
provide special “work risk” insurance, for more dangerous or remote locationsand,
possibly, otherforms of special insurance, e.g., kidnappinginsurance.

Multinational pooling allows multinational companies to benefitfrom favorable
insured claims experience on a world-wide basis. In contrast if each country office
had to payfor policies based on their individual experience ratings, this can become
very costly as a whole for the company. A multinational pool brings together
insurance plans that have beensetup locally for two or more countries. Premiums
can then paid by subsidiaries ona purelylocal basis, and claims are settledona

purely local basis. The advantage of this arrangementis that organizations can spread
the risk across its offices and achieve optimal cost savings.

5.9.6. Loan-bonus
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A loan-bonus program is an alternative to the employer payingtax on the expatriate
employees grossed-upincome (which would include any tax reimbursements paid to
the employee). Instead, the employerarranges forthe employee toobtainan
unsecured loan to cover hisor herindividual tax bill plusinterest due onthe loan.
Afterthe employee’s assignment has ended and he or she is no longer a resident of
the host country, the employee receivesabonus equal to the outstandingloan. A
number of banks can provide thisservice; however, this strategyis accepted onlyin
certain taxingjurisdictions. Companies that wish to use this approach must seek
guidance from a tax adviserto determine itsviability (ina givenlocation) and its
structure and implementation. Additionally, the Sarbanes-Oxley Act could potentially
restrict loans given to executive officers.

6. Tax Reimbursement

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 treat assignees’ and theirspouses’ income, theirincome from
investments and other sources not related tothe company, as well as property
ownership. Ingeneral, however, the majority of multinationals attempttofocus their
expatriate compensation programs, including the treatment of income tax, around
the following principles:

6.1. Principles of Tax Treatment

6.1.1. Employeeswill neither gain a windfall norsufferundue financial burdenas a
result of the special circumstances and complexity of compensation and tax matters
while they are on an international assignment.

6.1.2. Employeesandthe employer must comply fully with the tax laws and filing
requirements of both home and host governments.

6.1.3. The employer’s policies are fairand reasonable, equitable to all employees,
cost effective, easy toadministerand easy to understand.

6.2. Tax Liability

Itis likely thatemployees’ tax liability willbe higher when they go on an international
assignment for following reasons:

In many countries, the taxes applicable expatriates are higherwhen compared to
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theirhome country tax system because they do not have the same opportunitiesto
reduce their local tax liability as do local-national employees. While they may find
special concessions available for expatriates, such as advantageous tax rates and
deductions or credits, individual circumstances do not always allow assignees to claim
the same deductions as theirlocal counterparts. For example, they will probably rent
a home while abroad, thus preventingthem from taking any existing tax deduction
for mortgage interest.

Anotherpossible reasonis that they are likely to make charitable and pension
contributionsin theirhome country, again prohibitingthe use of deductions. On the
other hand, there will often be situations where the host-country taxes are lower.
These cases resultin a windfall that would revert eitherto you or your employer,
depending on how the company handles your taxes.

Many companies provide allowances on a tax-free basis to help them pay for
miscellaneous expenses related to theirinternational assignment. Forexample, the
employermight provide a relocation allowance to cover unspecified settling-in
expenditures, such as new drapes or locks forthe family residence. Or, the company
might pay a car allowance to supplementloan paymentsor a hardship premiumto
compensate you for livingand working in a dangerous or difficultlocation. Even
goods and services differentials to bridge the gap between home and host prices are
generally provided tax-free. However, as they are considered part of theirincome, it
will raise theiroverall income level, resultingin a highertax liability.

6.3. Approaches of Tax Treatment

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

Laissez-faire

tax matters

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

« You do not have tax liability if yourincome taxes are

Tax protection higherthan what you would have paid at home

¢ You will be no better or worse off financially

Tax equalization

thanif you had stayed at home

Tax Reimbursement Approaches

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

6.3.1. Laissez Faire

Companiesfirstenteringthe global marketare sometimes inclined to 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 are on their own whenit
comes to tax matters. A number of results are possible: potential windfalls when

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

In this approach, the organizationis not actively involved in managing home or host
taxes. Essentially, the employeeisresponsible forany taxesincurred. However, often
the employerincreasesthe assignee's compensation to coverthe additional tax

expense.
6.3.2. Ad Hoc

When a company has relatively few expatriates inthe same location (or no clear
destination pattern), eitherbecauseitis just beginningitsinternational assignment
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program or by design, it often has no formal tax policy. Management handles each
expatriate’s tax situation on a case-by-case basis, allowing the possibility for
inequitable and inconsistent treatment of expatriate tax.

Essentially, eachinternational employee negotiates his or her own deal with the
organization. This approach may work for a small international workforce, but as the
international program grows, the negotiation process can become cumbersome.

6.3.3. Tax Protection

This method holds the employerresponsible foremployees’ tax liability if their
income taxes are higherthan what they would have paid at home. However, it allows
them to keep any windfall when taxes are lower. A major problem s that windfalls
available only to some expatriatesraise a seriousissue of inequity with their
colleaguesinother locations. Other points of concern relate to the fact that tax
protectionfocuses on their actual tax payments. Consequently, two adverse results
might cause some uncertainty:

They have no way of knowing what to expectregardingtheirtax reimbursement until
they have filed the tax return, paid theirtaxesto the proper authoritiesand

reconciled any differences between what they would have paid had they stayed at
home and what they had to pay as a result of the international assignment; and

As a result, they might suffera negative cash flow until the company has a chance to
reimburse whatit owesthem.

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
organization reimburses any disparity. If the employee payslessintaxesthan he or
she would have paid inthe home country, the assignee keepsthe difference. A

disadvantage of this program is that it can create inequities between assigneesin low-
tax countries and those in high-tax countries.

6.3.4. Tax Equalization (TEQ)

This methodis consistent with the balance sheetapproach to international
compensation: As an expatriate, they will be no better or worse off financially than if
they had stayed at home. In other words, they will be responsible forincome taxes at
a level equal tothat incurred if they had continuedto live and work intheir home
country rather than goingabroad. To meetthe objective of keepingthem “whole,”
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the employerwithholds ahypotheticalincome tax that is assessed against their
compensation at the same level asthat assessed fortheir home-country peers. In
turn, their employerisresponsible forthe tax assessed on their company-earned
income (e.g., base salary, bonus). If theirtaxes are higheron assignmentthan what

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

In a tax equalization program (also known as tax balancing), a hypothetical tax is
withheld from each paycheck. All actual taxes are either paid by the employeror
reimbursed by the employee ifitis determined that the hypothetical tax was too low.

Is allincome includedin tax equalization? The answervaries by company policy as to
what income elements will be tax-equalized. Complicatingthe issue is the fact that
authoritiesin home and host countries may (or may not) assess taxes on both their
company source income as well asany outside income from investments and their
spouse or partner’s employment. Although many employers limittheir coverage to
income directly related to theirjob, someinclude a portion of outside income. When
they do, their equalization of outside outcome is generally similarto that of company-

source income.

Under tax equalization, the hypothetical tax (which is subtracted from base salary and
retained by the employer) approximates the amount that would be paid by their
home country peers at a comparable salary level and family size. For practical
purposes, making a hypothetical deductionis easierthan calculating their actual tax
liability, which would require details of their financial circumstances. Such
calculations would be problematicforone expatriate; imagine that same task

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

In general, the employerwill use the “hypothetical tax” (itis also known as hypo tax)
it has withheld you’re their paycheck to submit payments for theirhome and host-
country taxes. Should the foreign authorities prohibit theiremployerfrom paying
theirforeign taxes directly, they would be responsible for payment (with subsequent
reimbursement by the employer). They may also be responsible for home -country tax
payments on non-company-source income (such as investments).

6.4. Protectionvs. Equalizationvs. Localization

Once an international assignmentexceedsayear OR it is known that the international
assignmentwill exceed ayear, everything paidto, for, or on behalf of the expatriateis
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taxable compensation to the expatriate. Further, since taxationin both home and
host countriesis the norm, inflation of the overall tax liability is unavoidable.
Therefore, tax preparation assistance as a benefitforexpatriate employeesis almost
imperative. Companies may opt to address taxation issues by adopting a localization,
tax protection, or tax equalization approach.

Tax Protection

« If the actual worldwide taxes exceed the hypothetical taxes, the employer
reimbursesthe excess to the expatriate employee.

« Ifactual worldwide taxes are less than the hypothetical taxes, the employer
receives NO reimbursementfrom the employee.

Tax Equalization (TEQ)

« Itis no gain or loss approach. The employer bears the responsibility for paying
the expatriate’ sactualhome and host country tax burden.In exchange, the
expatriate pays a hypothetical (i.e. ‘asif’ or’ stayat home’' )taxtothe
employeras determined under the company’ sequalization policy.

Tax Localization

« Expatriate employee is responsible for his or her own tax liabilities.

« Localization may resultin significant tax burden on the employee.

Source: Global Executive ManageMent Solutions (GEMMS)

6.4.1. Localization

LOCALIZATION is the least common approach. Under the localization approach, the
expatriate employee is responsible for his or her own tax liabilities. Localization may
resultin significanttax burden on the employee. Additionally, most company’s feel
the expatriate will turnto the company forfinancial support in meeting these tax
liabilities should this approach be utilized. Therefore, this approachis seldom utilized.

6.4.2. Protection

Under tax PROTECTION, the expatriate employee isresponsible for paying actual
home and host country taxes. A hypothetical (orstay at home) tax is determined and
compared to the actual worldwide taxes thatthe expatriate employee paid. If the
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actual worldwide taxes exceed the hypothetical taxes, the employerreimburses the
excessto the expatriate employee. If actual worldwide taxes are less than the
hypothetical taxes, the employerreceives NO reimbursement from the employee.
This is the most generous approach since the employerreimburses the expatriate
employee foramountsin excess of the hypothetical tax. However, thereisa timing
issue with this approach. Normally, all home and host country taxesare paid up front.
Then after the returns are completed, or later, credits and double taxationissues are
worked out and refunds are returned from the tax authorities. Therefore, an
expatriate could pay 30% taxes to the home country and another 30% taxesto the
host country and be forced to live off of the remaining 40% of gross salary ... or call
upon the company forfinancial support.

6.4.3. Localization

When tax EQUALIZATION (or no gain or loss) approach is utilized, the employerbears
the responsibility for paying the expatriate’s actual home and host country tax
burden. In exchange, the expatriate pays a hypothetical (i.e. ‘asif’ or 'stay at home’)
tax to the employerasdetermined underthe company’s equalization policy. The
amount is recalculated annually along with the preparation of the home country tax
return. The result may generate a refund to or an additional payment from the
expatriate. The benefits to this approach are numerous but the major benefits
include:

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

Hypothetical withholding, whenretained by the company like inthe equalization
approach, is considered a form of deferred compensation and therefore not taxable
in most of the countries today.

Basically, localization was the first approach used when companies began sending
assignees abroad (i.e. an assignee goesto a foreign country and with the
governments sophisticated tax treaties, etc. the assignee should not be unduly
burdened by taxes.) Then afterrealizingthere is no dollarfor dollar benefit, the
timingissues, and the expatriates complaints of dealing with double taxation,
companies began an effortto entice employeesto accept international assignments
by using the protection approach. Afterlosing money with the protection approach
and expending extreme efforts on researching the best tax effects, equalization was

developed. Today, the majority of sophisticated expatriate companies utilize the
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equalization approach.

7. Tax Equalization (TEQ) Process

The primary objective of any tax equalization (TEQ) policyis to help neutralize the tax
impact of an international assignment. Anindividual whois subject to tax equalization
should not experience atax benefitor a tax detrimentas 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 taxesthan he or she would have paid in the home
country, hence the term "tax equalization".

Advantages of TEQ are not artificially inflating salariesin high tax countries and

allowing substantial employeetax gainsina low tax country. TEQ also minimizes tax
and compensationissues at repatriation.

7.1. Hypo Tax

TEQ in international compensation means that the assignee's host-country salary is
reduced by the hypothetical tax (hypo tax) that the assignee would have experienced
in hisor her home country. The employer pays and reports in the host country only
the netsalary afterthe reductionfor the home-country employee's tax. Thus, the
host-country taxes are based on a lowercompensation level than would have been
experiencedifthe hypothetical taxes were not subtracted.

To implementa tax equalization policy, companies typically withhold a hypothetical
tax from the assignee during each payroll cycle. The hypothetical tax deducted
represents the estimated “stay-at-home” tax the assignee would have paid had he or
she not gone on assignment. Inturn, any actual home or host country taxes are
typically funded by the company.

Afterthe actual tax returns are completed, a tax 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 calculation resultsina
balance owed eitherto the company or to the assignee.
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Pre-Assignment
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Hypothetical (Hypo) tax
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- — Post -Assignment
Hypothetical Tax Revisions

TEQ Policy

Bonus/Incentive Payments | To avoid any surprises

Education and
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outstanding TEQ payments
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to confirm whetherany
unpaid TEQ balances remain

) Timely TEQ Preparation
Payroll Review

TEQ Process

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

A large TEQ balance due to the employeris often the result of an inaccurate
hypothetical tax deduction. Large TEQ balances can also arise from other causes such
as tax return balances due that needto be initially funded by the employee or
refunds that needto be returned to the company. However, with the 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 send an employee onassignment, investingthe 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 estimatingactual assignment tax costs
are the first steps.

An initial hypothetical tax calculation should be prepared at the start of an
assignment using the most accurate information available. The more detailed the
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. Acompany’s tax
equalization policy will determine the types of income and deductions that should be
includedinthe hypothetical tax calculation.

Generally, the calculation will be based on an assignee’s “stay-at-home” income and
will not include tax protected items such as assignmentrelated allowances. “Stay-at-
home” income refersto the income the assignee would have received had he or she
not gone on assignmentand typicallyincludes base 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
as a mobility premium or a car allowance, may also be subjectto hypothetical tax
dependinguponthe company’s policy.

Ideally, the initial hypothetical tax calculation should considerthe assignee’s personal
income and deductions, in additionto company compensation that is subject to
hypothetical tax. In an effort to save time, some companies may implementa
hypothetical tax deduction based on company income only and rely on the TEQ to

reconcile any discrepancies. This short-cut can leadto a TEQ with a large balance due
to the employerand couldlead to lengthy discussions with the assignee.

7.2.1. Hypothetical (Hypo) Tax Estimation

In conjunction with a detailed hypothetical tax calculation, an assignment cost
projection can also be an invaluable planningtool during the preliminary phase of an
assignment. A cost projection provides an estimate of the total overall cost of an
assignmentand can assistcompanies with identifyingand budgeting forhome and
host country tax costs.

By beingaware of the potential tax costs up front, companies can better determine
how much, ifany, home country tax withholdings need to continue during an
assignmentand they can accrue for the host country tax liability. Accounting forand
payingactual taxesthroughoutthe year can significantly reduce the amountowed
with the tax equalization, particularlyif the assignee is expected to initially fund any

balances owed with the tax returns and receive credit for making the payments on
the final tax equalization.

In addition to implementing an accurate hypothetical tax deduction and estimating

actual tax liabilities, taking the following additional tipsinto consideration at the
beginning of an assignmentcan also helpto reduce surprises with the TEQ:
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7.2.2. TEQ Policy

Companiesshould have a comprehensive written tax equalization policy in place th at
clearly describesthe process and setsforth the guidelinesforallocating tax
responsibilities between the assignee and the company.

7.2.3. Education and Communication

Assignees should have an assignment briefing and tax consultation session at the
beginning of the assignment to review the process and the company’s tax
equalization policy. Assignees should also receive the details of the hypothetical tax
calculationimplemented by the company. When assignees objectto the results of a
TEQ, it may be because they do not fully understand the process.

7.2.4. Payroll Review

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

If an assignee is used to receiving a tax 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

resources to collect the amount owed from the assignee and may risk havingan
uncollectable receivable.

7.3. During Assighment

A significant opportunity foradvance planningand control of the TEQ process exists
at the very start of the assignment. However, eventhe most comprehensive pre -
assignment planningcan break down if there isinsufficient follow-through and
planning “maintenance” (e.g., execution, monitoring, and adjustments) during the
assignment. Companies should have processesin place to identify and account for
changes that could impact an assignee’s hypothetical tax oractual tax liabilities.

7.3.1. Hypo Tax Calculation

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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Changes inthe assignee’s personal situation (e.g., change in marital status, birth of a
child, substantial change in personalincome, or loss of personal deductions used in

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

Changes to relatedincome and social security tax laws.

A leading practice is for companies to update the hypothetical tax calculation on an
annual basiswhen pay increases are implemented. Any changesto an assignee’s
personal situation should also be incorporatedintothe updated calculation. To
facilitate this process, assignment administrators could request assignees complete
and return a form to the tax service providerto confirm their marital status, number
of dependents, personal income, spousal income, etc. Afterthe hypothetical tax
calculationis 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 other incentive compensation, aprocess shouldbe
in place to determine and withhold the correct amount of hypothetical tax. When an
assignee oweson the final TEQ, the under-payment may be attributable to incentive
compensation. The hypothetical tax on the payment might have beenwithheld ata

flatwithholdingrate that is lessthan the assignee’s final marginal tax 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 ratherthan with the tax return and tax
equalization.

7.3.4. Timely TEQ Preparation

If possible, the TEQ should be prepared and issued simultaneously with the tax
return. Issues often arise when an assignee receives arefund of actual taxesthat
needsto be returnedto the company as a result of the tax equalization. When several
months have passed between the time the tax return and TEQ are prepared, the
assignee may have already spent the refund or may be less willingtoreturn it to the
company, which could lead to TEQ collection problems.
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7.4. Post-Assignment

Managing the TEQ process does not end at the conclusion of an assignment and
needsto continue during the post-assignment period. Many times, assignees are
surprised when they are authorized for tax services and subjectto TEQ for a year or
two after theirassignmentends. 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, if the assignee has excess foreign tax credits that can be utilized afterthe
assignmentends, a company’s tax equalization policy typically will provide that the
benefit of the foreign tax credit utilization goes to the company to the extent that the

company funded the foreign taxes. To avoid any surprises, assignees need to be
aware that the TEQ process may continue after their assignment ends.

Tracking and collecting outstanding TEQ payments can also prove to be more difficult
to administerafteran assignment ends. The assignee may relocate to a different
office, department, or may leave the company entirely. Companies needto have a
systematicprocessin place fortracking and collecting unpaid TEQ balances to prevent
uncollectable receivables3. As many companiesreduce their head-countduring

challengingeconomictimes, it is especially important that terminated employeesare
checked through Global HR to confirm whetherany unpaid TEQ balances remain.

8. Totalization Agreement and Tax Treaty
8.1. Totalization Agreements

International Social Security agreements, often called “Totalization agreements,” have
two main purposes. First, they eliminate dual Social Security taxation, the situation
that occurs whena workerfrom one country works inanother country and is
requiredto pay Social Security taxesto both countries on the same earnings. Second,
the agreements helpfill gapsin benefit protection for workers who have divided their
careers between the home country and host country. The agreements assign
coverage to just one country and exemptthe employerand employee fromthe

payment of Social Security taxesin the other country. Typically, the social security
agreements are based on two rules:

8.1.1. Territorial rule:In general, an employee will be subject to the taxes of the
country in which the work is to be performed.
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8.1.2. Detached workerrule: In the case of individuals oninternational assignment,
home-country social security taxes will apply in orderto minimize disruption.

8.2. Tax Treaty

Tax treaties are also referred to as tax conventions or double tax agreements (DTA).
They preventdouble taxation and fiscal evasion, and foster cooperation betweena
country and otherinternational tax authorities by enforcing theirrespective tax laws.
Tax treaty is a bilateral agreement made by two countries to resolve issuesinvolving
double taxation of passive and active income. Tax treaties generally determine the
amount of tax that a country can applyto a taxpayer'sincome and wealth. Tax haven
countriesare the only countries that typically do not enterinto tax treaties.

. . e Eliminate dual Social Security
Totalization e

agreements e Help fill gaps in benefit
protection for expatriates

® Prevent double taxation and tax
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 aterm used to describe a subsidiary that multinational enterprises sometimes
form to manage high performers and other types of employees who do not readilyfit
withinthe traditional operations of the MNEs. A GEC will have itsown board of
directors and, often, a separate managementteam.

The GEC definesthe entire relationship and formalizes the salary, short- and long-
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term incentives, and other benefits forthe individual employed underits auspices.

GECs may also provide tax advantagesit: for example, the GEC is formedin a country
that has low tax rates or a favorable totalization agreement. Populardestinations for
MNEs to form GECs include Bermuda, Hong Kong, Ireland, and Singapore.

A GEC simplified administration of the employmentrelationship. Thereisa single
payroll for allemployees. Management of pension plans is simplified. Other benefits
can be more readily tailored to address an employee's circumstances. Health care is
typically contracted with a third-party international providerto augment public
health-care systems.

10. Global Payroll Management

Employeesoninternational assignment presenta challenge to HR and payroll
functionsin organizations. There isincreasing scrutiny and enforcement from tax

authorities, the length and structure of assignments are changing, and businesses
continue to demand a return on their investmentintalent.

The payroll process relies onlocal knowledge to assess local obligations and, giventhe
pressures on mobility functions, itis 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 sharinginformation inefficiently between teams, but also
creating compliance gaps and a lack of overall control of costs.

A standardized process can provide greater certainty that allincome isreported 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 errorsand inconsistenciesto be
corrected.

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



10.1. Establish appropriate data validation and controls

Starting out with a complete and accurate data set iscritical to the success of each of
the subsequentstagesinthe compensation cycle. It also provides confidence that
compliance and cost is managed across the assignee population, asa robust
validation process will identify any incorrect or missing payments before they are
deliveredtoemployees. Moreover, tax authorities and internal auditors are
increasingly seekingreassurance that controls are in place to actively manage payrol|l
compliance, and the effectiveness of these must be demonstrated.

To establish a robust data collection and validation process, take the following steps:

10.1.1. Set up regular trainingto improve local payroll and HR team knowledge of
global assignee payroll reporting.

10.1.2. Agree and communicate ultimate accountability and responsibility for
assignee paymentand tax compliance in the home and host countries.

10.1.3. Put more checks and controls in place, review all data sources and establish
company guidelines. Controls shouldinclude comparing collected data against
assignment policy, and reviewing against prior months and across the assignee
population.

10.2. Communicate assignee tax and social security positions

Significanttime and resources are spent within organizations to confirm the correct
tax and social security position of theirassignees, such as applying certificates of
coverage and schedulingarrival and departure meetings to establish tax residence.

However, this effort could be wasted if these instructions are not effectively
communicatedto the local payroll.

Clear payrollinstructions are even more important for teams who lack sufficient
knowledge of assignee payroll reporting. Without accurate and clear instructions,
local payrolls run the risk of making incorrect paymentsto assignees or to local
revenue authorities.

Reduce the risk of error by providinglocal payrolls with complete processinformation
on all tax positions each month. Considerlocal payroll guidesforeach location that
include reporting and withholding obligations, taxability and processes, as well as
clear instructions for assignees who continue to pay social securityin their home
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country.
10.3. Carry out post-payroll analysis

By making post-payroll analysis part of the monthly compensation process, any issues
or omissions can be addressed quickly inthe next payroll cycle. This can include
identifying any out-of-policy or duplicate payments deliveredlocally in additionto
those instructed centrally. Italso provides a control mechanism to confirm that tax

and social security positions have been followed.

Compare payroll output filesto payroll instructions each month to identify any
variances and take corrective action. Such checks can be largely automated, provided

theyare setup correctly and wage types are clearly understood.
10.4. Seek continuousimprovementthrough reporting and analytics

Harnessing global compensationinformation foranalysis and reporting purposes can
contribute greatly to an organization’s understanding of the fundamentals of their

mobility program.

Oversight of total program and individual country cost, or the ability to drill down to
specificgrade and policy components, can helpidentify areas for cost savings. It can
also give an indication of the overall value formoney generated by assignments. This,
in turn, can inform strategicdecisions, forexample to explore alternative optionsto

secondments such as localization, local hires or outsourcing to fill skills gaps.

Add greaterdetail to the data gathering process by including breakdowns of, for
example, shippinginvoices and nontaxable items such as vendorfees. Such minor
changes will enhance the value of the data to allow analysis of costs. Make use of
data analysistechniques and technology to 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.
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Part Three: International Retirement Plans

1. Primary Retirement Plans

Retirement plansfallintotwo 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 categoriesin

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

. Company absorbs risk associated with changes

in inflation and interest rates which affect cost

. More favorable to long service employees

. employer cost unknown

1.1. Defined Benefit Retirement Plans

1. Unknown benefit level is difficult to

communicate

2. employees assume these risks

3. More favorable to short-term employees

4. Employer cost known up front

A defined benefit planisone set up to provide a predetermined retirement benefitto

employeesortheirbeneficiaries, eitherinthe form of a certain dollar amount or a

specificpercentage of compensation.

Employercontributions to a defined benefit plan are very complex to determine and

require the work of an actuary. The assets of the plan are heldina 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, evenifthe company has no profitsin a givenyear. Since the employer makes a

specificpromise to pay a certain sum in the future, it isthe employerwho assumes

the risk of fluctuationsin the value of the investment pool. There are three basic

types of defined benefit plans:

1.1.1. Flatbenefitplan
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All participants receive aflat dollaramount as long as a predetermined minimum
yearsrequirementhas been met.

1.1.2. Unit benefitplan

Provides a benefitthatis eithera percentage of compensation or a fixed dollar
amount multiplied by the number of qualifying years of service.

1.1.3. Variable benefit plan

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 retiringemployee would be
the proportionate value of all unitsin the fund.

Defined Contribution Plans

The way that a defined contribution plan works s that eitheran individual alone, or
an employee and the employer make contributionsintothe 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 contributedin the employee's
name and how well the pension fund investments performed. So, the risk of
fluctuationsininvestmentreturnisshiftedto the employees.

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

1.2.1. Profit-Sharing Plans

Initially developedto encourage hard work and loyalty, profit-sharing plans encourage
companiesto set aside money inthe employees' names when the company shows a
profit. The employer may decide not to contribute inany givenyear, ifit so desires.

Profit-sharing plans allow employers to make contributions to an account that earns
investmentincome andis 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 evenifthe business
makes no profit forthe year.

1.2.2. Called cash or deferred arrangements (CODAs)
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Many qualified defined contribution plans permit participatingemployees to make
contributionsto a planon a before-tax basis. These plansare also called 401(k) plans
in the United States. They enable participantsto save for retirement on a before -tax
basis. The employees authorize theiremployerto reduce their salary and contribute
the salary reduction on their behalfto a qualified retirement plan. In addition to these
employee elective deferrals, an employer can make supplemental contributionson

behalf of employees. These employer contributions can be subjectto a vesting
schedule, but the employees' contributions must be nonforfeitable.

1.2.3. Employee Stock Ownership Plans (ESOPs)

An ESOP is a stock bonus plan or a combination stock bonus plan and money purchase
plan thatis designedtoinvest primarilyin qualifyingemployersecurities 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 planinvestment option.
1.2.4. Money Purchase Plans

In money purchase plans, the employerisobligated 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 talentin the
right place. In the world of “global nomads” — expatriatesand third country nationals
who spend much of theirworking lives away from their home country — the provision of
future financial security becomes ever more important. To attract and retainthe right
talentwillingto move across borders, whetheron a temporary or permanent basis,
employers needto provide competitive compensation packagesthat 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 debatesin many
countries bring retirement planningtothe fore, employer-sponsored retirement
benefits are oftenseenas keyina competitive remuneration program. Many mobile
employees donot remainlong enoughin a givenlocationto build an old-age
retirement benefitunderthe local rules, and local social legislation and related tax
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regimes often complicate their participationin locally organized retirement plans.

As part of a creative pay package, an International Retirement Plan (IRP) providesa
straightforward and flexible solution foryour mobile employees regardless of their
employmentlocations. An IRP can help themsave forthe future efficiently when local
statutory and supplemental programs don’t provide sufficient financial security

2.2. Target Groups

2.3.

In general, participationinan IRP is reserved forthose employees who are either

highly mobile — the true global nomads — and for those permanent transferees for
whom the local provisionsin the host country are not sufficientor possible.

The most common approach with mobile employeesisto maintain their active
membershipinthe retirement program of theirhome country while they are
relocated. But whentax or legal matters make such a solution sub-optimal or even
impossible, amove to the retirementarrangement established inthe hostcountry is
another solution. The first option may be appropriate for employeesonshort-term
assignments, while the second might be recommended forlong-term assigneesor
employeeswho permanently relocate.

However, forsome mobile employees, neither of these options may work, as the
move from country to country for short amounts of time may not alwayslet them
meet all vestingand participation requirements. What’s more, the payout of benefits
when retiringabroad may not occur in a tax-efficient manner.

An IRP may helpsolve the challenges of these globally mobile e mployees. Of course,
due to the absence of fiscal incentives and sometimes even the ability to deduct
contributions, these plans may be more expensive thanlocal supplemental plans.
Thereforeitis importantto clearly define the target group and to lay out a consistent
retirement strategy foryour mobile employees.

Design
2.3.1. Trust vs. Insurance

The current global trend is that IRPs are beingset up as defined contribution savings
plans financed and administered through eitheran insurance or trust arrangement.
The choice between these structures generally depends onthe actual or anticipated
number of plan members and/or the level of contributions.
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2.4.

‘ Insurance ‘ 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.) mare 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

2.3.2. Plan Membership

The career path of expatriatesand third country nationalsis often not as predictable
as that of theirless mobile colleagues, and requires more flexibility in terms of benefit
and membership eligibility. Because IRPs are non-qualified plans and are not subject
to any social legislationinthe countries where they’re established, employers can set
theirown 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.

2.3.3. Contributions

In defined contribution IRPs, contributions mainly depend onthe location of the
sponsoringcompany. They vary between 7% and 15%, with higher contributionsup to
20% offered by some European sponsors. Plans may integrate social security accruals
from the home or host country, by reducingthe contributionsin part with any
paymentsto a local social insurance system.

2.3.4. 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 planto retire.

Setting Up

2.4.1. Step 1 —Selectthe participants.
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Before settingup 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, andto assess how theircurrent 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 forwhom such local solutions
will provide too little value.

2.4.2. Step 2 — Designthe plan.

Dealing with a mobile workforce requires a genuine global approach to retirement
plans. Where local plans commonly supplementthe level of statutory benefits, this
approach usually doesn’twork fora diverse expatriate group. Sponsors should design
a contribution structure that best meets the needs of the selected employee
population withinthe limits of statutory requirements.

2.4.3. Step 3 —Selectthe vendor.

This is a niche market for providers, sowhen choosingan IRP providerit isimportant
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.

2.4.4. Step 4 — Determine location

IRPs are generally setup inan offshore location such as Bermuda or the British
Channel Islands where investmentincome enjoys favorable tax treatment. This fact
ensuresthat these plans are commonly non-qualified and therefore are not subjectto
any specificsocial legislation. That also means they don’t benefitfrom the same tax
treatmentthat appliestoapprove 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.

Feesand Charges

An IRP’s cost structure generally depends on the following factors: number of
employees, level of contributions, choseninvestment managerand 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 onthe 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 citizensand US tax residents are beingtaxed on their worldwide income,
additional reporting requirements apply to these employees. As a result, most
providers exclude these employeesfrom IRP participationto 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, gain a 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 plusretirement plans. The benefits are great for both the employerand the

employee, but many difficultissues are raised.

Many multinational firms are seeking ways to provide equity ownershipintheirfirms for

theiremployeesaroundthe world. The concept of employee ownershipis not new, noris

it a concept limited to a few countries. Now, newly democratizingand newly

industrializing countries are looking afresh at the idea of employee ownership asone

approach to convertingtheirstate-owned enterprises to privately owned firms.

Multinational firms with an interestin providingemployee ownership can try to follow the

patternsthat have evolvedinthe countries of their foreign subsidiaries orthey can export

concepts from theirhome countries, to the extentthatlocal 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 theirtax treatment. And not all

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

whenthey do. Global HR professionals must be vigilantin its monitoring of the use of

these programs. But even thoughthere are many difficultiesin 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 ina number of countries for ability to participate
in a share option or share scheme providing parent company shares.

Equity Program isfrequently used for companies which need to attract high quality
employeestobuildtheirbusinesses butlack the financial resources to offertheir
employees competitive salaries (Start-up companies orsubsidiaries of foreign companies).

In the following, we would discuss more about this kind of compensation.

Equity compensation is non-cash compensation that representsan ownershipinterestin
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 issuesthat are involved
with equity compensation, proper planningiscritical. Therefore, acompany 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, purposesin structuringa company’s compensation plan.
Proper use of equity compensationis importantin building a start-up company as it helps
ensure the hiring, motivation, and retention of quality employees.

Stock Options -

lp Restricted Stock
Right to purchase shares in the l
future ata predetermined price Holders are shareholders and can vote.
(the exercise price). Subject to repurchase right if employment
Canvest over time. 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 canfile 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
(1S0’s) (NQSO’s) value of stock dropping after restrictions lapse

and having a tax bill based on a higher valuation
| l that the current FMV.

Vesting ceases if employee
leaves (incentive to stay on)

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

value (FMV) and capital gains
tax on difference between
Can only be granted to sales price and FMV.
employees

Soless tax with ISO’s.

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, et al. (2008). Equity-Based Compensation for Multinational 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, which is referred to as the exercise price. The right to exercise the optionand
purchase shares of a company’s stock generally accrues, or "vests," overa period of
time. The vesting of options overtime createsan incentive forthe employee to
remain with the company to builditsvalue. Option holders are not stockholdersand
thus are not entitled tovote theiroption shares or otherwise exerciseany other
rights of stockholders. All ora portion of the vesting of options often accelerates
upon the sale of the company, unlessthe buyerassumes the options under its plan.
Conversely, if anemployee leaves the company, the vesting of stock options ceases,
and the employee usually has a limited period of time to exercise the options that
were vested on the employmenttermination date.

There are two types of stock options:incentive stock options ("ISOs") and non-
gualified stock options ("NQSOs"). In the case of ISOs, and generallyinthe case of
NQSOs, there is no tax to the option holderwhenthe option is granted or when the
optionvests. The crucial distinction between ISOsand NQSOs is when the optionis
exercised. Generally, there is notax to the option holder when I1SOs are exercised.
(However, the option holder may be subjectto alternative minimum tax when I1SOs
are exercised.)

When NQSOs are exercised, the option holderis subject to ordinary income tax on
the difference between the exercise price and the fair market value of the stock on
the date of exercise. The option holderis subject to capital gainstax on the sale of
the stock that was purchased upon the exercise of ISOs and NQSOs. This tax is on the
difference between the sales price and, in the case of ISOs the exercise price,andin
the case of NQSOs the fair market value of the stock on the date of exercise.

Sometimes, a stock option must satisfy several criteriato qualify as an ISO. Principal
among these isthat ISOs may be granted to employeesonly, and the exercise price of
ISOs must be equal to or greaterthan the stock’s fair market value on the grant date.
NQSOs may be grantedto non-employees, such as outside directors or advisors. The
exercise price of NQSOs may also be lessthan the stock’s fair marketvalue on the
grant date.
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3.2. Restricted Stock

While stock options are appropriate for most employees, acompany’s founders
generally demand the voting and other rights of stockholders. However, the founders
may desire to ensure that the stock owned by all of the foundersis at risk and thus
subjectto forfeiture ifafounderleaves the company. This motivates all the founders
to work hard to build the company’s value, and if the stock of a departingfounderis
forfeited, it can be used to hire a replacement thus minimizingthe dilutionto the
remaining founders. Inaddition, investors may wish to ensure that the founders are
motivated to remain with the company to buildits value. Restricted stock fulfills
these objectives andis often used as a form of equity compensation for founders.

Unlike the grant of stock options, the grant of restricted stock is the issuance of
shares of the company’s stock. A holder of restricted stock can vote the shares at

stockholder meetings 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
repurchase a portion of the founder’s stock if his or her employmentisterminated by
the company for cause, or if the foundervoluntarily resigns within a certain period of

time. This repurchasesright lapses over time, freeing the stock of the restrictionsin
much the same way that stock options are subject to a vestingschedule.

3.3. Implementation of Global Equity Compensation

Researchers found that successful implementation of global equity programs requires

constant attention and a full understanding of the cultural and legal climate of each
country and regioninwhich they are offered.

We summarize the tax, regulatory, and employment compliance requirements that

multinational companies need to address when “going global” with employee equity
programs:

3.3.1. Income Tax and Social Insurance

The taxation of equity-based compensationisalways aconcern forissuing
companies, local subsidiaries, and employees. In several countries, the standard
income tax and social insurance charges can be so high that the equity award does
not provide a real incentive orretentiontool for the employees. In many countries,

companies may set up tax-advantaged alternatives that allow the company and its
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employee preferential tax treatment (such as reduced or deferred tax obligations).
3.3.2. Tax Withholdingand Reporting

Tax withholdingand reporting is one of the most complicated and regulated areas for
employee equity awards. The withholding and reportingrequirements vary greatly by
country. In addition, the type of award offered and the company’s local corporate
structure impacts the company’s obligations. Because the collection of tax generates

revenue forthe country, the withholding and reporting process set up by the issuing
company and the local subsidiary are audited regularly by the local tax authorities.

3.3.3. Local Tax Deductions

The availability of a tax deduction forthe local subsidiary isimportant when
determininghow to implementthe employee equity programs. If structured
appropriately, the local subsidiary should be able to deduct the costs of the

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

3.3.4. Securities Compliance

Offers of equity awards may be subjectto securities registration and disclosure
requirementsinthe countries where the offers are made. These requirements may
include registeringthe equity programs, drafting prospectuses, publishing offer
information, and/or compliance with filing requirements. In many countries,
exemptions orexclusions from these requirements are available if the offeris
structured properly.

3.3.5. Currency Exchange Controls

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

the local subsidiary, and employees. Compliance with currency exchange restrictions
will likely require obtaining exemptions orapprovals from the regulatory authorities.

3.3.6. Data Privacy

Data privacy isan importantand often confusingarea of the law. Because employee
informationis always collected, stored, and transferred in the administration of the
equity award programs, the local data privacy laws must be addressed. Companies

must structure the administration of these programs so that they comply with the
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local data privacy laws and, where necessary, obtain the appropriate approvals from
the local data privacy authorities.

3.3.7. Employmentlssues

Employmentissuesare becoming more problematicfor companies that offerequity
award programs. Employmentissuesinclude employee acquiredrights to plan
benefits, works council co-determination rights, and discrimination. These issues, if
not addressed properly, can result infines or judgments against both the issuing
company and the local subsidiary.
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