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Merit Pay Programs for Non-Profits 
 
 
Our Non-Profit (NPO) clients regularly ask us about Incentive Pay and Merit Pay programs for their 
organization. These inquiries are often driven by their Board of Directors and / or their CEO / Executive 
Director.  The concept sounds great on the surface – let’s not be like the government and incentivize 
our staff to work harder and smarter.  Let’s reward the high performers. 
 
However, as the saying goes, ‘the devil is in the details.’  The same organizations often find that 
implementing Merit Pay puts strong pressure on their Performance Appraisal program, since money is 
now attached to it.  It is also much harder to qualitatively and quantitatively measure success in an 
NPO than it is in the private sector. 
 
This White Paper provides an overview of what NPOs should look at when considering Merit Pay. 
The following questions need to be answered: 
 
▪ Why? 
▪ What? 
▪ Who? 
▪ How? 
 
Why? 
 
Why would you want to do this?  
 
Many NPOs desire the productivity that pay-for-performance programs can generate, but often lack the 
discipline and willpower necessary to enforce such policies.   
 
NPOs face a dilemma when it comes to salaries; they are not government and they are not the private 
sector.  They are in the middle.  
 
So, what does your Compensation program look like?  Do you pay like government?  That is, annual 
step increases based primarily on tenure and experience.  Or do you pay like the private sector, with a 
strong emphasis on performance and merit pay?  
 
What? 
 
What is a Merit Pay program? 
 
Merit Pay links rewards to the achievement of organization objectives.  It provides an opportunity for 
employees to receive re-earnable financial rewards (larger annual increases) based on the achievement 
of predefined, measurable performance goals related to the organization’s success.   
 
A policy on Pay for Performance (Merit Pay) refers to the relative emphasis that your NPO wishes to 
place on rewarding individual employee performance.   
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Should one staff member be paid differently from another if one has better performance?  How much 
differently? Should more productive teams of employees receive higher annual increases than less 
productive teams?  This is a philosophical question that management must answer. 
 
What are the benefits? 
 
▪ Improves productivity (potentially). 
▪ Differentiates (rewards and recognition) between high performing employees, average staff and 

poor performers. 
▪ Clarifies performance expectations. 
▪ Improves individual performance. 
▪ Rewards employees for achieving performance results and exhibiting behaviours that are aligned 

with the mission and goals. 
▪ Improves employee satisfaction with work and pay. 
▪ Rewards performance rather than seniority or skills. 
▪ Provides rewards commensurate with contributions (i.e. bigger pay increases for stronger 

performers, and very low increases for poor performers). 
▪ Assists in attracting and retaining highly motivated employees. 
 
What are the disadvantages / challenges? 
 
▪ In a limited budget world, this is a zero-sum game.   
▪ That is, you pay for the Merit Pay program by paying more to some staff and less to others 

(robbing Peter to pay Paul). 
▪ Management is often uncomfortable doing this.  Because the staff who do not receive Merit Pay will 

challenge them – resulting in some very awkward confrontations.  It is far safer to just give all staff 
the same annual increase. 

▪ The effort required to manage the guidelines and factors of a Merit Pay program. 
▪ The work involved in upgrading the organization’s performance appraisal process. 
▪ Training supervisors and managers on the documentation and assessment of performance 

standards. 
▪ Communicating the plan. 
▪ Managing the process on an annual basis. 
▪ The process may be focused on the individual and does not necessarily reward team performance. 
▪ The commitment to rewarding top performers, even when overall program objectives are not met, 

or when economic conditions are not supportive. 
 
Who? 
 
Who should your Merit Pay program apply to? 
 
▪ CEO 
▪ Senior Management 
▪ Middle Management 
▪ Professional Employees 
▪ Administrative Employees 
▪ All the above 
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How? 
 
How can we measure performance? 
 
A key guiding principle of a pay-for-performance program is alignment.  There needs to be 
considerable alignment between: 
 
1. The defined (and communicated) corporate goals of the organization. 
2. The measurement of how these goals are accomplished (and communication of same). 
3. Determination of the employee behaviours that are needed to support and drive these goals. 
4. The identification and measurement of these behaviours through performance appraisal objective 

setting and assessment. 
5. The calibration of economic rewards (annual salary adjustments) to the performance results. 
 
Other factors are also needed.  Demonstrable CEO and organizational commitment to the alignment of 
the five elements listed above is vital.  The creation and nurturing of a corporate culture of goal 
setting, business planning, program measurement, and individual personal accountability is a hallmark 
of effective pay-for-performance systems. 
 
You can also introduce Key Performance Indicators (KPIs). A KPI is a measurable value that 
demonstrates how effectively a nonprofit is achieving its key organizational objectives.  These would 
have to be carefully tailored to your type of operation. 
 
How does it work? 
 
The following table provides a short point-form summary of the relative differences between two 
distinct approaches to annual salary increases; pay-for-performance (Merit Pay) versus straight 
economic increases (COLA).  These can be viewed as being at opposite ends of a spectrum. 
 

Element Pay-for-performance COLA 
Background Data 
Required 

Annual employee performance appraisals, plus 
the data noted on the right 

Annual Consumer Price Index (CPI) 
movement for local market, plus, 

data on average wage increases in 
local market. 

 

Payout Larger salary increases and / or an annual 
bonus (STI – short term incentive) 

 

CPI – based annual increase. 

Ease of Operation Complex Straightforward 

Degree of Equity  Adjustments vary by employee Percentage adjustments are the 

same for everybody 

Rewards higher performers, does not reward 
low performers 

 

Higher performers rewarded the 
same as low performers 

Erosion of 
Employee Salary 

Due to Inflation 

Higher performers receive an adjustment 
greater than inflation.  Average performers 

“stay even”. Poor performers lag behind 
inflation. 

 

All employees “stay even” by getting 
an annual COLA 
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Pay for performance can also be implemented using a Merit Pay Matrix. 
 
This is used to link salary increases to annual job performance and employees’ current position within 
the salary range.  The figures below will be adjusted from year to year for inflation. For example: 
 

 

Performance Level 

 

Position in the Salary Range 

Minimum to Midpoint Midpoint Midpoint to Maximum 

Outstanding 

 
6% - 8% 5% - 7% 4% - 6% 

Consistently Exceeds 
Standards 

 

5% - 7% 4% - 6% 3% - 5% 

Consistently Meets 
Standards 

 

4% - 6% 3% - 5% 2% - 4% 

Occasionally Meets 
Standards 

 

0% - 2% No Increase No Increase 

Does Not Meet 

Standards 

 

No Increase No Increase No Increase 

 
The Merit Pay Matrix has the following objectives: 
 
• To accelerate high performers through their respective salary ranges, particularly those who are in 

the lower end of the salary range. 
• To allow satisfactory performers to progress into the middle of the salary range. 

• To hold lower performers in the lower part of their respective salary range until such time as their 
performance improves 

 
How can we implement a Merit Pay program? 
 
Conduct a senior management retreat to consider all the factors above and how they best apply to 
your organization. 
 
Draft a policy statement such as this and communicate it to all staff. Be prepared for some tough 
questions! 
 

ABC NPO’s Salary Administration program supports our overall management objective of: 
 

▪ Attracting highly qualified employees. 
▪ Retaining productive, effective and satisfied employees, and 

▪ Providing an environment in which employees are encouraged to grow and develop their job 
skills. 

 
We strive to pay employees’ salaries that represent three perspectives: 
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▪ Internal equity - which ensures that differences in salary grades correctly reflect differences in the 
relative value of job responsibility. 

▪ External equity – which ensures that salary ranges at ABC NPO compare favorably to those of 
similar employers in the National Capital region from year to year, and 

▪ The fiscal realities of the agency. 
 

ABC NPO is committed to rewarding employees based on performance.  The Agency will pay merit 
increases to meritorious employees each year.  This presumes that individual differences in job 

performance are measurable and is based on the premise that superior performance will be 
encouraged and rewarded. 

 
Our firm will be pleased to discuss this with you and advise on the application of these considerations 
in your organization. 
  
 
Tim McConnell, BA, MPA, SPHR 
Managing Partner 
McConnell HR Consulting Inc. 
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613-836-4648 
Tim@McConnellHRC.com 


