
  

  

  

 

 

 

It’s Time to Rethink 
Pay Compression 

 
 
 
 
 
 

 ERA Compensation Center of Excellence 

Compensation Services Include: 

Market Analysis and Comparisons 

Creating and/or Updating Pay 
Structures 

Job Description Review, Revision, 
and/or Creation 

Creating or Revising Incentive and 
Bonus Programs 

Performance Management  

Pay Equity 

For More Information Please Contact: 

Jill Langhals 

Manager, Compensation Services 

Phone: 614-569-3581 

jlanghals@erahr.org 



 

2 | P a g e    © E R A  2 0 2 2  

 

ERA- Compensation Center of Excellence 

  It’s Time to Rethink Pay Compression 
 

The Issue 

As an HR professional or business leader, “pay compression” is probably a term you are painfully familiar with 

by now. As a quick recap, or for those who don’t know, pay compression is the scenario in which there is 

overlap or very little difference in pay between employees despite differences in their knowledge, skills, or 

experience. For example, a new hire is paid at the same rate as an employee in the same role who has been 

with the organization for 5 years, or an employee is paid just a few percent less than their manager. 

Pay compression is not a new issue, but it has been exacerbated because of low unemployment, new 

minimum wage laws, and fierce competition for entry-level workers. This is causing headaches for HR 

departments as they struggle to attract new employees with competitive wages, when wages of existing 

employees are lower, due to years of low merit increases that did not keep pace with market or inflation. 

You have certainly seen numerous articles lately about how to “deal with” or “combat” pay compression. But I 

would like to offer a different approach. What if we consider that pay compression may not be a bad thing in 

all scenarios? I think, rather than rail against it, we should learn to live with pay compression. I’m not 

suggesting we should just give up and let compression run rampant but that we should recognize when some 

compression might be acceptable and consider other options for retaining employees before immediately 

jumping to base pay increases for everyone. 

When Pay Compression is Acceptable 

Most compensation professionals maintain that a manager should be paid a minimum of 10% more than their 

subordinate employees. While that is true in many cases, it does not need to be adhered to in all scenarios. If 

an individual contributor is in a highly specialized or highly technical role and their manager is more 

operational, it would be perfectly reasonable for the manager to be paid less than their employee. Or what if 

a manager is brand new to management-level work, and they oversee an employee who is a highly 

experience subject matter expert? This is another case where it would be reasonable to have the employee 

paid more than the manager. A scenario we will likely see more frequently with the rising popularity of 

remote work is a manager who lives in a lower cost-of-living area overseeing an employee who lives in an 
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area with a higher cost-of-living. This is another reason why a pay difference of less than 10% between 

manager and subordinate would not be out of line. 

Another type of pay compression that has been traditionally frowned upon is having a new hire make the 

same amount as a longer-tenured employee. But that should be considered based on the type of job and 

whether the new hire brings with them significant outside experience. If you hire a new accountant who has 5 

years of accounting experience from a previous role, then there is no reason that your current accountant 

who has been working at your company for five years should be paid any more than the new hire. We want to 

reward all experience, not just tenure with the organization. Further, some jobs have a much shorter learning 

curve than others. For example, a cashier should be completely proficient in the job within two years. The job 

requires knowledge of how to operate the cash register and skills in speed/accuracy of scanning products 

and customer service. Once an employee masters all those things, they are fully proficient in the role, and 

there is not much more they can bring to the position. So, it’s not necessary to pay that employee far above 

what new hires to the same role receive. 

Pay compression between perceived career levels is another traditional cause for concern. For example, a job 

that requires a college degree and a couple years’ experience may no longer be paid as far above a technical 

type of job that requires a high school diploma and a bit of experience, since pay rates for entry-level jobs are 

rising. But consider this:  what makes a job valuable to your organization is what work it performs and the 

supply and demand of people to fill that job. If your company makes widgets, then the most important job for 

you to fill is the one that actually makes the widgets. Without that, your business can no longer exist or 

support any other jobs. Production and technical jobs are also in high demand, which means the price to hire 

them has increased. The demand for a junior financial analyst, for example, is not as high right now. So, 

seeing the wage gap between those types of jobs close a bit is acceptable. Additionally, higher level jobs 

often have greater autonomy, flexibility of work time and location, and better working conditions than entry-

level jobs. So, they are rewarded more greatly in ways other than base compensation. It is important for an 

organization to identify its critical roles and skills and focus the budget on rewarding those employees 

appropriately. 

Where to Spend Money Instead 

Rather than giving pay adjustments to alleviate pay compression where it’s acceptable, you can spend your 

compensation budget dollars on more important things. As previously mentioned, knowing your critical roles 

is key. Focus your spending on paying those and other “hot jobs” in the market competitively. 

The pay of high performers who may be flight risks should also be carefully evaluated and adjusted, if 

necessary, to be competitive against the marketplace. Put your saved dollars to good use by creating a higher 

merit budget and giving merit increases that are more greatly differentiated by performance and properly 
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adjust for position in the pay range. For example, if you have a high performer who has been in their role for 

several years and is paid below the midpoint of the pay range, they should be given a larger merit increase to 

take their pay at least to the range midpoint, if not slightly above. 

Some of the money saved on base pay compression adjustments should be allocated for retention programs 

for long-tenured employees. We’ll dive deeper into this in the next section. 

Saving money on unnecessary pay adjustments and using those dollars for attractive benefit programs is 

another smart move. Moreover, make sure the benefits are what your employees actually need and want. It is 

a good idea to conduct a total rewards survey every few years to get a pulse on how much your employees 

appreciate the benefits they have and what other types they might like.  

How to Retain Employees 

You may be wondering what would make a long-tenured employee stay in an environment where some types 

of pay compression are allowed. This is where your culture comes into play. Create a culture where people 

are valued and celebrated. 

Good communication about pay is invaluable in retaining employees. It’s easy for people to get hung up on 

how much they make in comparison to others in the same role. You can re-direct their focus by explaining 

your compensation philosophy and strategy. Talk about their pay in comparison to market. Explain how and 

why their wage is positioned in the pay range, and if they’re looking to make more money, explain the 

different avenues available (maybe this means training for a different job or taking some leadership classes). 

Train your managers to speak knowledgably about their employee’s pay, so that they are not caught off 

guard. 

As mentioned in the previous section, a retention award is a great way to motivate longer-tenured employees 

to stay, without increasing their base pay. You can also offer a premium pay rate to experience employees 

who train and/or mentor new employees. This is a great way to let them know their experience is valued 

without paying them far above market. 

There are also many non-monetary options for retaining employees in compressed pay scenarios. You could 

offer them more flexible work arrangements, more PTO, tickets to events, or company swag. Celebrate work 

anniversaries in a big way! Any special perk you can give may go a long way toward making long-tenured 

employees feel valued and want to stay. 
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Preventing Unwarranted Pay Compression 

Although some pay compression is acceptable, and I have discussed ways to live with it, it is still smart to try 

to prevent it from becoming a divisive issue in your organization. Having a solid compensation strategy that is 

adhered to is key.  

A major component of a good compensation strategy is your pay structure and how you use it. A good pay 

structure should be based on current (within the last 1-2 years) market data for as many of your jobs as 

possible, not just internal valuation of the jobs. Additionally, the market pricing should be based on up-to-

date job descriptions. The pay range maximums should encompass at least the 75th percentile of market for 

the assigned jobs, so that there is room to reward high performers who should lead the market in pay. 

Once you have a good pay structure in place, it is important to ensure that guidelines for using it are in place 

and that managers are aware of them. For example, a new hire with 2 years of experience will be paid in the 

second quartile of the range. If manager A were to bring all of their new hires in at the minimum of the pay 

range but manager B starts all of their new hires at the midpoint, then you could very quickly have 

compression problems. Another important consideration is how you’ll treat internal promotions. Some 

organizations have policies in place that a promotion always includes a 10% pay increase. Others have a 

policy of always paying promotions at the minimum of the new range. But if an internal applicant is qualified 

for the promotional position, then they should be compensated using the same strategy you would use for an 

external hire, based on qualifications and experience. 

It is very important to plan and budget for updating your salary structure and giving appropriate increases. 

The days of simply applying a 2-3% aging factor to your structure may be gone for a while. You’ll want to 

check the market data to see if some jobs have moved enough to warrant changing their pay grade. Your 

annual budget should include money not only for merit/performance increases, but also for market 

adjustments for jobs that are demanding higher pay. Giving increases that keep pace with market should 

help you avoid unwarranted pay compression with new hires. 

Conclusion 

With all that HR has going on, hopefully you can rest a little easier now that you’ve learned that you don’t have 

to fear pay compression. If you’re still feeling overwhelmed, Employers Resource Association is here to help. 

Our compensation consultants can provide market wage data, build salary structures, and evaluate employee 

pay for you. We can also help with incentive plan design and other strategies for attracting and retaining 

employees. Our HR Consulting Services group can assist you with a total rewards survey of your employees. 

Reach out to your Strategic HR Account Manager to learn more. 

 


