Equity and Competency Based Compensation

Equity and competency-based compensation are key strategies in Strategic Human Resource
Management (SHRM) aimed at aligning employee rewards with both organizational goals and
individual performance. These approaches help ensure fairness, motivate employees, and attract
and retain top talent. Here's an overview of how each strategy works and how they can be
effectively implemented:

Equity-Based Compensation
Definition

Equity-based compensation refers to compensation that includes ownership interests in the
company, such as stock options, restricted stock units (RSUs), or performance shares. It aligns
employees’ interests with those of shareholders and the overall success of the company.

Types of Equity Compensation

1. Stock Options: Give employees the right to purchase company stock at a predetermined
price after a certain period.
o Benefits: Aligns employee interests with company performance; potential for
significant financial gain if the company performs well.
2. Restricted Stock Units (RSUs): Provide employees with company shares that vest over
time or upon achieving certain performance milestones.
o Benefits: Encourages long-term commitment; value of shares can increase based
on company performance.
3. Performance Shares: Shares awarded based on the achievement of specific performance
goals or milestones.
o Benefits: Directly ties rewards to individual and company performance; motivates
employees to achieve high performance.

Implementation in SHRM

1. Define Objectives: Clearly outline the goals of equity-based compensation, such as
aligning employee interests with company performance or attracting top talent.

2. Design Compensation Plans: Develop equity compensation plans that fit the company’s
strategic goals, financial situation, and employee preferences.

3. Communicate Clearly: Ensure employees understand how equity compensation works,
its benefits, and the conditions for vesting or exercise.

4. Monitor and Adjust: Regularly review the effectiveness of equity compensation plans
and make adjustments based on company performance, market trends, and employee
feedback.

Benefits



Alignment with Company Goals: Encourages employees to work towards the
company's success.

Attraction and Retention: Helps attract top talent and retain key employees by offering
potential long-term rewards.

Motivation: Provides a financial incentive linked to the company's performance.

Challenges

Complexity: Equity compensation plans can be complex and require clear
communication.

Dilution: Issuing equity can dilute existing shareholders' ownership.

Market Fluctuations: The value of equity-based compensation can be affected by
market fluctuations.

Competency-Based Compensation

Definition

Competency-based compensation ties employee rewards to the demonstration of specific
competencies required for job success. This approach ensures that compensation reflects the
skills, knowledge, and behaviors critical for performance and organizational success.

Key Components

1.

Competency ldentification: Identify the key competencies required for various roles
within the organization. These can include technical skills, leadership abilities, or
behavioral traits.

Competency Assessment: Assess employees' competencies through performance
evaluations, skills assessments, and feedback.

Compensation Alignment: Link compensation to the demonstration of these
competencies, with higher pay or bonuses awarded for higher levels of competency.

Implementation in SHRM

1.

2.

Develop Competency Models: Create competency models that outline the skills and
behaviors needed for different roles within the organization.

Integrate with Performance Management: Embed competency assessments into
performance management processes to ensure that employees are evaluated on relevant
competencies.

Design Compensation Structures: Develop compensation structures that reward
employees based on their competency levels, such as salary increases, bonuses, or
promotions.

Communicate and Train: Clearly communicate the link between competencies and
compensation, and provide training to help employees develop the necessary
competencies.



Benefits

« Alignment with Organizational Goals: Ensures that compensation reflects the skills and
behaviors critical for achieving organizational objectives.

e Motivation and Development: Encourages employees to develop and demonstrate the
competencies needed for their roles.

o Fairness: Provides a clear, objective basis for compensation decisions based on
demonstrated competencies.

Challenges

o Complexity in Measurement: Measuring competencies accurately can be complex and
may require robust assessment tools.

e Subjectivity: Competency assessments may involve subjective judgments, which can
affect fairness.

o Development Needs: Requires ongoing training and development to help employees
acquire and improve competencies.

Integrating Equity and Competency-Based Compensation
Balanced Approach

1. Combine Strategies: Use a combination of equity-based and competency-based
compensation to align employees' interests with company performance while also
rewarding specific skills and behaviors.

2. Tailor to Roles: Apply equity-based compensation for roles where long-term alignment
with company performance is crucial (e.g., executives), and competency-based
compensation for roles where specific skills and behaviors are critical for job success.

3. Regular Review: Continuously review and adjust compensation strategies to ensure they
remain aligned with organizational goals and market conditions.

Communication and Transparency

e Clear Communication: Ensure employees understand how both types of compensation
work, including how equity is granted and vested and how competencies are assessed and
rewarded.

« Transparency: Maintain transparency in how compensation decisions are made to build
trust and ensure fairness.

Conclusion

Equity-based and competency-based compensation are powerful tools in SHRM for aligning
employee rewards with organizational goals and individual performance. Equity-based
compensation helps align employees' interests with company success, while competency-based
compensation ensures that rewards reflect the skills and behaviors critical for job performance.



By integrating these approaches, organizations can create a comprehensive compensation
strategy that motivates, retains, and develops talent while achieving strategic objectives.
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