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K ey wo rds : 

Optimal Compensation: 
Rebalancing Pay 

Pankaj M. Madhani 

A nu m ber of researchers have exam in ed organi-a1ions progress 1hrough l'ar 1011s stage .\ in a life 

cycle as they gro11· a n d de,•e / op fro m birth t o death. This article explains orgo 11i : 0 1io11ol life cycle 

(O LC ), its impocl 011 orgon i za1 i o 11 performan e , and response of 111,m an resources ( HR ) 111a11oger 

for effective co 111p e11sa 1i o11 m a11ogeme111 11"ith specific reference to I ndian Small and M ediu m 

Enterprises ( ME s) . ME s have distinct s t ages of OLC i . e. in1rod11c1io11. grow th , mo111rity and 

decline. Orga11i:a t io11'.1· c harac 1eris 1i cs, response and resource req11ire111en1s o r e q11i1e different in 

eaf'i, stage of OLC. R eba l anci n g fixed and 1•a ria ble pay in co111pe n so 1i o11 tru c ture accordi n g t o 

different s t ages of OLC will help organi:a1io11s in designing opt im al co111pe 11 sa1io n stra t egy for 

h11ildi11g co mp e titi ve adra111age. 

Co 111p e n sa 1io 11 Mana ge m e 111 . Fixed Pay, Variabl e P ay, 
S M Es , Orga ni ::. a ti o n a / Life Cycle. 

L ife cyc le i perhap one of the most u ed theor ies of 

deve lopment and change in the managemen t litera­

ture. A number of researchers have proposed that 

orga ni za ti on s progress through va ri ous stage in a li fe cyc le 

as they grow and deve lop from birth to death ( !Jintzberg, 

J 984 ). The concept of the organi za ti onal Ii fc cyc le (OLC) ha 

de eloped to ex plain change tak ing place in an orga nizati on 

o er time. The stage in the life cyc le is li ke ly to be a key 

determinant of compensation trategie and their effec ti venes 

in achie in g organi za ti ona l goal (Balkin et al. , 19 7). The 

prim ary objec ti ve of thi paper i to propose a fram ework 

for se lec ting appropria te compen ation plan accord in g to 

different stages of OL with pecifi c reference LO Indi an Small 

and M edium Enterpri e. (SME ). When organizat ion think 

of moti va ting employees. they think of ways to reward their 

perfor-mance through an appr pri ate compensati on strategy. 

Com pensati on compri e two co re elements - fix ed pay ancl 

variab le pay, as exp lai ned below (M adhani , 2010): 
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I. Fi ed p a i s f i xed in nature and doc not va r y 

accord ing to perform ance or result s ac hi eved. Fixed 

pa y co mpen sa ti o n i u ua ll y determ in ed b y the 
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o rga ni za t io n ' s overa ll pay phil oso ph y a nd 

co mpe nsa ti o n stru c ture. 

2. Vari able pay, a lso known as pay at ri sk, changes directl y 

with the level o f perfo rmance or results achieved. Vari able 

co mpensat io n is a o ne- time ea rnin g th at mu st be re­

establi shed and re-earned each perfo rman ce peri od . 

OLC: An Introduction 

The organi zati ons, like all li ving organi sms, have a well de fin ed 

li fe cyc le and undergo very predi ctable and repetiti ve pattern s 

of behav iour as th ey grow and deve lop (Adi zes , 1979) . The 

li fe cyc le ana l ogy bo r ro wed from bi o log ica l sc ie nce is 

developed in order to de pict the deve lopment and growth of 

o rga nizati ons ove r tim e (Lodahl and Mitche ll , 1980). The 

adaptati on of th e co nce pt of a bi o log ica l li fe cyc le by 

resea rche rs is no t quite new. Like peo pl e and pl ant s, 

organi zati ons have a li fe cyc le and may go from yo uth to o ld 

age in two or three decades , or it may las t fo r centuri es 

(Gard ene r, 1965). Organi za ti ons move fro m one stage to 

anothe r, because the fit be tween the organi zati on and it s 

environment is so inadequ ate that e ither the o rgani zati on 's 

efficiency and/or effecti veness is seriously impai red or its 

s urviva l is threa tened if it does not change (Ba ird a nd 

Meshoulam, l 988). As large number of strategicall y significant 

environmental and organizational vari abl es affects organi za ti on 

perform ance, opportunities and threats in the ex tern al and 

intern a l enviro nment of an o rga ni zation vary considera bl y 

with li fe cyc le s tages (Anderson , and Ze ith aml , 1984 ). 

Organi zati ons a re like ly to have diffe rent needs, in di ffe rent 

stages of the OLC. 

To better arti cul ate thi s organi zati onal li fe, th e whole has 

been broken down into steps or stages. The OLC de picts that 

the process of o rgani za ti ona l gro wth and deve lopment goes 

thro ug h a few reg ul ar s tages (G upta a nd C hin , 1994) . 

Borrow ing a uni versall y accepted co ncept fro m the bi olog ica l 

sciences, ma nageme nt resea rchers have deve loped vari ous 

mode ls to depi c t the li fe cycle of organi zati ons (Lodahl and 

Mi tc he ll , 1980 ). It is pro posed th at o rga ni za ti o ns, like 

civili zati ons, are born , grow, and eventually face stage of e ither 

decline or realign (Toynbee, 1957). There are a great number 

of multi -s tage o rgani zati ona l life cycle models th at foc us on a 

di verse array of cha rac teri sti cs to describe organi zati onal 

deve lopment (Granlund and Taipaleenm aki, 2005) and vary 

wide ly in a number o f ways , incl uding fea tures and the actual 
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number of stages (Jawaha r and McLaughlin , 200 .1 ). The OLC 

stages vary per mode l depending on how the researcher defi nes 

an actu a l stage. Because the de finiti ons vary, authors di ffered 

about the number of stages of the li fe cyc le , hence mos t of 

these models are multi -s tage in nature , rang ing fro m three to 

ten stages, and port ray a si mil ar pa tte rn of deve lopment of 

orga ni zati ons. 

Many mode ls of OLC have been proposed, each of whi ch 

e mph as izes di ffe rent fac tors to ex pl a in th e c h ang in g 

characteri sti cs of organi zat ions over time. Some researchers 

proposed three-stage models (Lippitl and Schmidt , 1967) while 

o ther manage ment resea rchers be li eved there shoul d be fo ur 

(Lyden, 1975), fi ve (G re iner, 1972) , nine (Torbert, 1974 ), or 

ten stages (Adi zes, 2004). Whether the model is three or ten 

s tages, most researchers are trying to describe a similar patte rn 

of growth and development. Larger models tend to break down 

genera l stages into mu ch more specific time peri ods , whil e 

shorte r mode ls tend to over genera li ze, incorporatin g two or 

more developmenta l periods in an effort to present a more 

s tra ightfo rward depicti on of organi zati ona l li fe (Leste r and 

Parn e ll , 2005). However, what is important is th at, regardl ess 

o f the numbers, OLC stages are: ( i) sequenti al in nature; ( ii ) 

each stage is a resul t o f the prev ious one and occurs as a 

hierarc hi ca l progress ion that is not eas il y reversed ; and (iii ) 

in vo lve a broad range of contex tu a l organi zati ona l ac ti v iti es , 

characteri st ics and structures (Lavo ie and Culbert , 1978) . The 

OLC mode ls cl a im that a ll fi rm s pass through predi c table 

stages of gro wth and th at th e ir s trateg ies , st ru ctures , and 

act iviti es correspond to the ir stage of development. The va lues 

of li fe cycle models lie in their acknowledgment of the dynamk 

and evo lutionary nature o f orga ni zati ons as th ey deve lop. 

Di ffe rent organi zati onal researche rs stressed a uniqu e set of 

charac teristi cs and challenges found in each stage of the ir OLC 

mode ls. Whil e some resea rchers qu esti on va li d ity of the OLC 

concept by stating that bi o log ica l ana log ies contribute littl e 

to the theory of growth and deve lopment of o rga ni zati ons 

(Pe nrose, 1952), its appli cability has been co nfirmed by 

vari ous empiri ca l research (Smith et al., 1985). 

Different Stages of OLC: Main Features 

The concept of the life cycle is obvious, as organi zati ons are 

at some po int bo rn (Tichy, 1980), atte mpt to grow to one 

size or another and in di ffe rent fo rm s (Mintzberg , .1 989) , and 

ultimate ly th ey a ll di e. The theoreti ca l view o f th e OLC 

concept is c lear ly de te rmini s ti c, w ith an evo lu t io na ry 
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pers pec ti ve th at o rga ni za ti o ns passes di s tin c tl y fr o m o ne 

s tage to th e ne x t over time . M os t o rgani zati ons do no t 

pass in exo ra bl y fro m one s ta ge to a no th e r s tage of growth 

in th e traditi o nal biol og ical se nse ( Les te r a nd Pa rnell , 

2002). Ho we ve r , o rga ni za ti o ns may go throu g h the s tages 

in diffe re nt equ e nces. Fo r ex ampl e, th e ma turity phase 

may be foll o wed by dec line, rev iva l, o r even gro wth ; 

growth may be fo ll owed by ma turity o r dec line; rev iva l 

ma y precede o r fo ll ow dec lin e a nd so o n. Cl ea rl y, th e re 

a re a lar ge number o f tr a ns iti o na l pa th s ava il a bl e to 

o rgani za ti o ns. He nce, th e re ma y be no co mm o nl y acce pted 

OLC, but there a re indeed reg ul a r life c yc le s ta ges whi c h 
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diffe r la rge ly but co ns iste ntl y fr o m o ne a no th er and whi c h 

cove rs a ve ry la rge porti o n o f o rga ni za ti o ns (Mill er and 

Fri esen , 1984). Whil e th e s tages o f th e OLC are interna lly 

co he re nt a nd ve ry diffe re nt fr o m o ne a no th e r th e y are by 

no mea ns linked to each o th e r in a ny de te rmini s ti c path . 

Life cyc le stage s are de fin ed as a uniqu e co nfi g ura ti on o f 

va ri a bl es re la ted to o rga ni za ti o n co ntex t , s tra tegy, a nd 

s tru c ture ( Hanks, J 990). The re are fo ur key s tages of th e 

OLC, s ta rt -up , g rowth , ma turity a nd dec line (Kimbe rl y 

a nd Mil es, 198 0 ); th e latt e r may tra nsfe r into rev iva l. 

Th e typi ca l OLC is sho wn in F ig ure I a nd its main s tages 

a re desc rib ed be lo w : 

Figure 1: Typical OLC 
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(So urce : C ha n deve lo ped by au t hor) 

Start-up Stage 

The fir t tage o f OLC, start- up , o r inceptio n stage occ urs 

whe n an o rga ni zati o n beg ins its o perati on fro m a few products. 

S ta rt -up stage a lso kn ow n as birth stage, shows sma ll and 

yo un g, o rga ni zati o n trying to es tabl is h a ni che fo r th e m and 

is typi ca ll y with littl e or no fo rm a l stru cture. In the s tart -up 

stage, o rga ni zat io ns will have troubl e fin d in g a nd selecting 

adeq ua te a nd s ui ta bl e e mpl oyees beca use p ros pec t ive 

e mployees do not view the orga ni za ti on as viable or legitimate 

(Willi a mso n, 2000). New ve ntu re in s ta rt -up stage have 

limited ca pita l ava il able to in ves t in a ttrac tin g good sa les 

peopl e as orga ni za ti o ns face stro ng cash de mands to fin ance 

ca pit a l expa ns io n. Here, th e firm ' cas h fl ow is nega ti ve as it 

pour cash into its in ves tme nt. The fi rm in th is stage is st ill 

sma ll , hon of capita l, does not have ex ten ive reserve , and is 

therefore vu lnerab le to fina ncia l shocks (Mars ha ll and Heffes , 

2004) . 

Growth Stage 

The second s tage of Ii fe cyc le kno wn as g rowth stage is 

cha racte ri zed by rapidl y growin g o rga ni za ti ons, ex pandin g 

the ir ni che in the marke t. Once the firm survives the tri als a nd 

tribul ati o n of start -up s tage it e nters in growth s tage. B y 

thi s tage, the orga ni za ti on has achi eved a degree o f success; 

th e prev ious ly mai n concern for s urviva l has large ly been 

ove rco me , a nd th e o rga ni za ti o n i ac ti ve ly in vo lved in 

exp lo iting ex pa ns ion o pportunitie . During th e growth stage , 

o rgani za ti on foc uses on selling, fo r increas ing prod uct dema nd 

a nd ma rket share in the market. Large new in ves tment is li ke ly 

in thi s peri od . During thi s singe, the o rga ni zati on is grow ing 

in produ cts, c usto mer , a le vo lumes , geographic con tac t 

a nd in th e number of e m ployee givi ng rise to a hiera rchi ca l 

truct ure a nd fun c ti o na l specia li za t io n i n w hi c h sa le 

employee ' ro les are more di ffe re nti ated fro m one a no ther. In 

thi s s tage, the o rga ni za ti ona l s ize and co mplexity increase 
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obvi o usly, so an o rga ni zat io n needs multifaceted, versatil e. 

and hi gh pe rfo rmance sa le people (Chen and Hsieh, 2005), 

to face a mo re co mpetiti ve e nvironment. 

Maturity Stage 

The maturity stage is the re la tive ly flat peri od of li fe cyc le 

th at fo ll ows the rap id grow th period. An orga ni zat ion a t th e 

maturity s tage of th e life cyc le is experi enc in g s lower but 

mo re co ns istent growth in its market. Firms enterin g in thi s 

stage are o pera ti ona ll y success ful , financially stron g, and 

hi ghl y liquid and have stability and effic iency as their goa l. 

As orga ni zati on s mature , they focu s more on defending th e ir 

ex istin g prod uc t ni ches . [n th e maturity stage , product s and 

services s tart to lose th e ir advantage, co mpe titi on intensifi es, 

a nd profit margin s erode . In thi s s tage , o rga ni za ti o ns 

e mphasize reta ining customers, servin g ex istin g seg ments, and 

increas in g the effic iency and effecti veness of the work fo rce. 

During thi s pe ri od, the orga n.iza ti o n has ac hi eved grea tes t 

economies of sca le in its li fe cyc le and is abl e to ge ne ra te 

s teady a nd pre di cta ble profits. [n the maturit y s tage, the 

e n v ironment becomes m o re s ta bl e a nd predictable in 

comparison with the growth s tage. 

Decline Stage 

Altho ug h, the maturity s tage ca n be extended through proper 

man agement act ion. inte rn al and external factors or both may 

force the orga ni za ti on at any time to ente r the dec line stage 

(Wh etten, 1980). During thi s sta ge organi zation beg ins to 

stag nate as market dry up a nd product demands decrease . 

Dec line stage res ult s e ithe r in the o rgan ization 's death o r in a 

new organizationa l life by tri ggerin g a re newa l stage . By thi s 

way, if the o rgani zati on is ca pable of reorga ni zati on and tota l 

renewal, it m ay survive and continue to ex ist. However. if 

o ld o rga nizational prac tice preva il s, a nd o rga ni za ti o na l 

chan ges fa il , it will eventu a ll y di e. The dec line stage o f the 

OLC is cha rac teri zed by a decrease in organi za ti on' s resource 

base. In thi s stage, orga ni zations are expe ri enc in g reducti ons 

in market s hare, reduced product demand and even financia l 

lo sses, due to va ri e ty of reaso ns s uc h as in effec ti ve 

ma nagement prac ti ces, change in market environment or stiff 

co mpetition etc. At thi s s tage, organizations ' s trateg ies 

e mphas ize reta ining and se rvin g ex is ting c us tom e rs and 

segments. Some of the most obvious s igns of decline tage 

include: dec lining sa les re lative to competitors, di sappearing 

profit ma rgin s, a nd debt loads which continue to grow yea r 
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after year. When a renewa l o r revival o f orga ni za ti o n is not 

li kely and furth e r dec line is inev itable, organi za ti ons can onl y 

e nsure that th ey rem ai n profitab le for as long as possible. In 

thi s s ituation. organi zati on should foc us on to serve the most 

pro fitable, loya l, an d st rateg ica ll y impo rt an t c ustomers, whil e 

di sca rding unprofi tab le product line o r territory. 

Compensation Structure and Job Challenges during OLC 

Job chall enges are different for sa les people during di ffe re nt 

stages of orga ni za ti ona l life cyc le, and ca n be divided in low 

c ha ll e nge sa les jobs a nd hi g h cha ll e nge sa les jobs . Low 

c ha! lenge sales jobs demand re lati ve ly I ittle degree of ex perti se, 

prob le m so lvin g or leade rship skill s and typica ll y in vo lve 

repet iti ve and re lative ly s imple sa les process to c ustome rs. 

In co ntrast, hi gh cha ll enge sa les jobs co mpri se compl ex, no­

re petitive, lo ng se lling cyc le and in vo lve co nsultati ve ro le of 

re lat io nship management fo r sa les acco unt s. Hi g h cha ll e nge 

jobs differ from low-cha! le nge j obs in the ir required deg ree of 

kn ow-how, and hi gher leve l sk ill s such as proble m so lving, 

and leadership skills. Simi larl y, hi gh c hall e nge sa les jobs 

in vo lve incre mental supe rvisory res pons ibiliti es (Davenpo rt , 

200 I). The more chall eng ing the sa les job the more valuable 

and noti ceabl e is the co ntributio n of sa les people who do the 

j ob well. The oppo rtunity cost of tim e of a sa les pe rson 

dealing w ith hi gh sk ill ed job is a lso likel y to increase as the 

job chall enge increases becau e of the increas in g scarc ity of 

these hi ghe r leve l s kills. Orga ni zat io n will award hi g he r 

perce nt age of fixed pa y in co mpe nsation s tructure as j ob 

chall enge ri es. Thi s re la ti o nship is hown in Figure 2. 

He nce, for more c ha ll e ngin g jobs whe re sa les performances 

beco me diffi c ult to o b se rve , organizations re ly 

pro po rti o nate ly less o n var iabl e pay and more fi xed pay 

(Ro uzies e l al., 2009). The ratio o f fixed pay to to tal pay 

ri ses with an inc rease in the sa les pe rso n's opportunity cost 

of tim e. Moreove r, if the o rga ni za ti on does not reward th e m 

suffi c ie ntl y for the ir efforts or pay be low the ir 'opportunity 

cost of time,' competitors will poach the bes t performe rs in 

the organization. According to agency-theo re ti c perspective, 

it means not onl y a higher overall level of pay as job cha llenge 

ri ses but a lso a lower level of variable pay (Mi sra et al., 

2005). The proportion of variable pay in tota l pay o f a sa les 

pe rson is likely to decrease as the job chall enge of a sa les 

pe rso n increases beca use of th e in creas in g diffi c ulty of 

replac in g the sa les perso n (Geo rge and Weitz, 1989). Hence, 

th e greater the job c hall e nge, th e lower is the ratio of vari able 
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Figure 2: Relationship be tween Compensation Structure and Job Challenges during OLC 
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(So urce: Ma1ri x deve l o ped by au1h o r ) 

to fi xed pay for a sa lesperso n. Job cha ll e nges and requirement 

of th e se llin g efforts s hift durin g diffe rent stages of 

o rga ni zational li fe cycle. 

During tart up stage, ale people focu e ffo rt s on persuadin g 

custo mers to buy the orga ni za ti o n's product. As job cha I lenges 

and complex ity are less, more variable pay in com pe nsati on 

s tructure is ad vocated . During gro wth s tage, sa le speo pl e need 

to represe nt multiple product or markets. In the grow th stage 

of OLC, the re is increas ing co mpl ex ity in terms of selling 

task, management s tructure, prod uct/markets, and geog raphi c 

d is pe rs io n. As a re s ult , incentive syste ms become more 

d iffic ult to design, implemen t, and cont ro l. Ensuring non­

contingent rewards fo r conducting a hi ghl y ski ll ed and difficult 

task of sell ing new product or acq uirin g new c ustomers and 

te rritori es is necessary to a ttrac t and retain qu a lified sales 

peo ple in c ha ll e ng ing j ob e nv ironment . I n suc h a ca e, as the 

role of sales peop le i more different iated , a re la ti vely higher 

propo rti on of fixed pay in th e compe nsati o n stru cture would 

mo ti vate the sa lespeople. To main ta in market sha re during 

maturity s tage , sa lesforce require hi gh leve l of sk il ls and 

effo rt s. Thu s . during growt h a nd ma turity s tage, hi g her 

propo rti o n of fix ed pay is advoca ted . During decline stage, 

sa les pe rso n 's rol e is focused o n mainta ining es tab li shed 

profi table ales accounts. As thi s ro le i le s difficult , the 

opportu nity cost of time for the sa le fo rce is a lso likely to 

dec rease. He nce , to minimi ze increased business ri sk during 

such pe ri od , orga ni zati ons must reduce commitment to fixed 

pay and max imize the use of va ri abl e pay. 

Business Risk, Free Cash Flow and Operating 

Leverage during OLC 

Bu iness ri s k is defined as the ri s k inherent in the firm , 

ind epe nde nt of th e way it is fin a nced ( Van Ho rn e a nd 

Wachowicz, 2008) . It is affected by vario us facto rs uch as 

hig her fi xed cost tru cture, inte nsity of competiti on, growt h 

pros pects, an d th e va ri ab ilit y of d e mand. A hi g h ( low) 

coeffic ie nt of vari ati on of net operating income, fo r exa mple , 

wo ul d indica te hi gh (low) bu s iness ri sk . Bu s iness ri sk is 

g reatly influenced by the a mount of fixed costs used in a 

firm ' operation . Genera ll y, the grea ter the re li ance on fixed 

costs , the lower the vari ab le cos ts and v ice versa. Business 

ri sk i s the un certainty associated with o rgani zat ion's operati ng 
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e nvironme nt a nd re fl ec te d in th e va ri at io ns of o pera tin g 

inco me and hence, hav ing a nega ti ve impact on the profitability 

o f a given organization. 

Operating le verage is the ex te nt to which fix e d cos ts a re used 

in a firm 's operat ions. Operatin g leve rage is a meas ure of ri sk 

a nd opportun ity (Mad ha n i, 2009). The operatin g leverage is 

a fun ction of orga nization ' s cost structure , and defin es th e 

re lati o nship between fi xed cos ts and tota l cos ts. The more 

opera tin g leve rage (fixed cos ts / to ta l cos ts), th e mo re 
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operating in co me will vary w ith chang in g sa les revenues . Free 

cas h fl ow is defined a cas h in excess of th at required funding 

a ll pos itive ne t present va lue proj ec ts (Je nsen, 1986). It is 

cash fl ow beyo nd what is necessa ry to maintai n asse ts in 

place and to fin ance expected new in ves tme nt s (Ri chardso n, 

2006). Free cas h fl ow mea ures ease w ith orga ni zation ca n 

grow. A fi rm wi th hi gh cas h fl ow and profitable investm e nt 

opportun iti es does no t ge ne r a te free cas h flow . Th e 

rel ati o nship of bus iness ri sk, operatin g leverage and free cas h 

flow durin g o rgani za ti ona l life cyc le is g iven in Tabl e J . 

Ta bl e 1: Bu si ness Ris k, Free Cash Flow and Opera ting Leverage during OLC 

OLC OLC Stages 

Features Start-up Growth Maturity Decline 

Magn itude / Emphasis 
Business 

**** ** * Risk 
Business j ** *** * Risk 
Opening * *** ** j 
Leverage 

(Source : Table compiled by author) 

Start-up and Decline Stages 

During sta rt-up stage of OLC, business ri sk is very hi g h and 

orga ni za ti on will face many externa l un certainties such as the 

in a bilit y of a n o rga ni za ti o n to predict future eve nts , th e 

vo lati lity in an unfami liar market, fo r examp le , th e product 

demand , th e strateg ies of competitor, etc. The co mpe nsati o n 

sys tem s a t th e start- up s tage e mphas ize individual-based 

in ce ntiv e po li c ie s, as there a re o nl y few product s o r 

sa lespeople in the market place making a case for hi gh vari able 

pay in co mpe nsa ti o n s tru ct ure. During period of demand 

uncertainty such as decline tage, financi a l return s dec li nes 

and bu ine succe s a nd customer dem and fa lters . Durin g 

thi s stage, the growth ra te may beg in to dec line and even 

become negative and earning power of the organ ization wi ll 

a lso be dec lining. 

The business ri sk is becoming hi gh and the central focu s of 

th e orga ni za ti o n beco mes survi va l rather th an earn ings. Figure 

3 provides re lationship of bus in ess risk, o perating leverage 

and free cash fl ow. To minimi ze increased business ri sk durin g 

s tart - up a nd dec lin e s tages, organ iza ti o n mu s t re du ce 

commitme nt to fixed pay and maxim ize the use o f va ri ab le 

pay, which th e o rga ni zatio n in c urs only if it ach ieves certa in 

results. With low fixed cost, o peratin g le verage wi ll a lso be 

low. Low operating leverage mea ns less var iabil ity of operating 

income during change in revenue. He nce. during start-up and 

dec line s tages of OLC, low o peratin g leverage is preferred. 

Growth and Maturity Stages 

In growth stage of OLC, o peratin g inco me is increas in g, whi le 

business ri sk is mode ratin g. Organization s in maturity s tage 

of life cycle are more like ly to be o perating in more s tab le 

environments where product market becomes estab lished and 

bu siness ri s k reduces further. The matur ity s tage is often 

refl ected by hi gh free cash flow s, du e to le ava il ab ility of 

a ttract ive in ves tm e nt o pportun iti es . Dur ing growt h a nd 

maturity stages of OLC, o rga ni zati o ns pre fe r a hi g h deg ree of 

base pay ; hence , typi ca ll y they have hi gh o peratin g leverage. 
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Figure 3: Busin ess Ri sk, Free Cas h Flow and Operating Leverage during OLC 

(So urce : Matrix developed by aut hor) 

Busine s Risk 

High Low 

Very Low Moderate 

Start-up Growth 

Decline Maturity 

Low High 

Low High 
Operating Leverage 

Hi gh operating leverage re ults in more operating income from 

eac h addition a l sa le if th ey d o no t have to in c rease 

proportional cos ts to rea li ze more sa les . 

Reba lancing Fixed and Va riable Pay during OLC: 

An Illustra tion 

On e of the learning from anth ropo logy tud y is th at a ll 

o rga ni sms must evolve th ro ug h t ime a nd ad a pt to their 

e nv ironm ent. Acco rding ly, organizations a lso must obey thi 

phy s ical law . If orga ni za ti ons ad apt to c h a ng in g 

circumstance , they are likely to be more ucce sfu l (Duncan 

and Flamholtz, 1982).The organization mu st adjust its overall 

sys te ms to f it wit h t he c ha nged exte rna l a nd inte rn a l 

environment. When a n organi zation ex pe rien ce a change in 

the environme nt , it will adjust its trategy and tru cture to fit 

wi th the new e nviro nm e nt. Accordin g ly, co mpe n a ti o n 

syste ms sho uld in tu rn be adjusted to upport the changed 

s tra tegy a nd s tru c ture of the o rga ni za ti o n (Gerhart a nd 

Milkov ich, 1992). Compen ation i the most importa nt rewa rd 

u ed by organization to motivate salespeop le (Churchill , e t 

al., l 979). Tab le 2 how a hypothetica l illustration of a SME 

th at reba lances fixed and va ri able pay of sa lespeople accordin g 

to the different stages of OLC. Fluctuations in ales g rowth, 

profit margin. and free ca h flow are normal outcome of 

different s tage of OLC as shown in the i llustrat ion. 

Tabl e 2: Rebalancing Fixed and Variable Pay of a SME according to OL C 

(l ) 

(2) 

(3) 

(4) 

I 

Calculation 

Sales foreca t (units ) 

Change in a le ( unit 

Unit Selling Pri ce 

Sales revenue= ( I )*(3) 

-i!IFIM~ 
Maturit} 

65000 8 1900 844 15 65000 

7.50 

487 ,500 
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26% 

$7.65 

$626 ,535 

3% 

7.55 

637,334 

-23 % 

7.40 

$480,998 



SCMS Journal of Indian Mana ge m ent , April - Ju ne, 201 2. 

(5) 

(6) 
(7) 
(8) 
(9) 
( I 0) 

( II ) 

( I 2) 

( I 3) 

( 14) 

(15) 

( 16) 

( 17) 

( I 8) 

( I 9) 

(20) 

(2 1) 

(22) 

(23) 

(24) 

(2 5) 

(26) 

(27 ) 

(28) 

Threshold Sa les (units) 

Unit vari ab le cos t 

Com mi ss ion ra te 

Vari ab le pay . 

F ixed pay 

Total pay = (8) + (9) 

Variable pay/unit = (8) / ( I) 

Total variab le co t/ unit = (6) + ( 11 ) 

Unit contribution margin = (3) - (12) 

Contribut ion margin =( I)* ( 13) 

F ixed cost ( in c ludin g Advt. cos t) 

Total fixed cos t= (9) + ( 15 ) 

Tota l va ri ab le cost = ( I ) * ( 12) 

Tota l cos t= ( 16) + ( 17) 

___, 

EB IT (Ea rnin gs befo re inte res t and taxes) 

= (4 - (18) 

BEP ( Break Even Point ) (un its) = ( 16) / ( l 3} 

Fi xed pa y / to tal pay = (9) / ( I 0) 

Vari abl e pay / tota l pay = (8) / ( I 0) 

Fixed cos t I sa les revenu e = ( 16) / (4) 

Operating leverage =( 14) / ( 19~) 
Capita l Expe nditure 

Ch ange in Working Cap ita l 

Free Cash Flow 

Inte rpre tat io n of Free Cash Flow 

42000 

$3.5 0 

12% 

$20,700 

$ 14,000 

$34,700 

0 .32 

' -t 

3.82 

$3.68 

$239,300 

$88 ,500 

$ I 02,500 

$248 ,200 

$350,700 

$ I 36,800 

27842 

40% 

60% 

2 1% 

1.75 

$ 106,000 

$33,000 

($2,200) 

Very Low 

55000 

$3.50 

10% 

$20 ,579 

$2 1,000 

$41 ,579 

0 .25 

$3 .75 

$3.90 

$3 I 9 ,307 

$ I 42 ,000 

$ I 63,000 

$307 ,229 

$47 0,229 

$ I 56,307 

; : ~0 8 J 
49% 

26% 

2.04 

$ 110,000 

$34,000 

$ 12,307 

Moderatre 

54000 

$3. 50 

10% 

$22,963 

$ I 8 ,000 

$40,963 

0.27 

$3.77 

$3.78 

$3 I 8,9 I 8 

$ 135 ,000 

$ 153,000 

$3 18,416 

$47 I ,4 16 

$ 165 ,9 18 

40498 

44% 

56% 

24% 

1.92 

$ 102,000 

$33,500 

$30,418 

Hi gh 

40000 

$3. 50 

12% 

$22 ,200 

$ 13,000 

$3 5,200 

0.34 

$3.84 

$3. 56 

$23 1,299 

$84 ,000 

$97,000 

$249 ,699 

$346 ,699 

$134,299 

27259 

37 % 

63 % 

20% 

1. 72 

$97,000 

$33,000 

$4 ,299 

Low 

38 

(So urce : Calc ul ated by author) 

As ca lcul ated in Tab le 2, Figure 4 throu gh 7 shows brea k­

even point (BEP) during d iffe rent stages of OLC w hil e 

Figure 8 shows o perat in g leve rage durin g OLC. The re is 

ev idence to s how that th e fo rm of co mpensa tion cha nge 

to fi t the OLC sta ge (Balkin and Mo nte mayor, 2000). For 

exa mple , as o rga ni zati ons at ea rly stages of th e ir life cyc le 

$300.ooo --·-··-- BEP = 2784 

.250.0,)0 . ---·•··----l·····-···· -····- 1--
:f200 .•:>00 -·····-------···· .• ' ·- .. ----

$1 50.000 -i----~,.,- ·-····--·- --

$100.000 

$ -50.000 

10,000 20.000 30.000 40,000 

ur,lt ••I•• 

Figure 4: S tart-up s tage: B E P 

i.e. ince pti o n o r s tart- up fac e s t ro ng cas h demand s to 

fin a nce ex pan s io n of capi t a l expendi ture. H e nce 

o rga ni zatio ns in thi s s ta ge of life cyc le re ly more o n 

var iab le pay in li e u of hi g her ba se pay in compensat io n 

stru cture as a means of conserv in g cas h for in vestm e nt 

a nd growth . 

10.000 :J0.000 30.000 4 0 .000 

Unit s ale s 

Figure 5 : Growth s tage: B E P 
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$350,000 

$300,000 

$250,000 

$200,000 

$150,000 

$100,000 

$50,000 

$0 

0 

BEP = 40498 --==t==:;:;;!~~ 
.............. i ...... -........... . 

·····----·····! 

i 
--·····1-···· 

: i 
I : 

i 
~--------· . . ;------

i 

10,000 20,000 30,000 40,000 
Unit sales 

-+- Fixed Cost --<>-- Total Cost 

Figure 6: Maturity stage: BEP 

Start-up~ 1-2 

$350,000 

$300,000 

$250,000 

$200,000 

$150,000 

$100,000 

$50,000 

$0 

BEP =27259 
I 

--------·---+---------',· 
____________ ! ____________ , ____ __ _ 

0 

j : 

10,000 20,000 30,000 40,000 
Unit sales 

--Fixeel Cost - Total Cost 

Figure 7: Decline stage: BEP 
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Growth: 2-3 OLC Stai;:-es 

Maturity: 3-4 
2.10 Decline: 4-5 

2 .04 
2.05 

,2 .00 
"' i! 1.95 .. 
> 
~ 1.90 bO 
C: ·.p - 1 .85 ... .. 
a.. 

0 1 .80 

1 .75 1 .72 

1 .70 

1 2 3 4 5 

OLC Stc1_ges 

Figure 8: Operating leverage during different stages of OLC 

(Source: Chan developed by author) 

During grow th a nd maturity stage, hi g her prop rt io n of fixed 

pay in compensa tion s tru c ture and hence, hi gh operating 

leverage will help organ ization in magnifyin g operating inco me 

sha rpl y du rin g period of hi g he r reve nu e g rowth . During the 

dec line stage of OLC, w hen product and market unce rta inties 

a re hi gh , sa les revenue and sa les vo lume turn dow n; free cash 

flo w and pro fit a bilit y also dec lin e. Durin g thi s s tage, 

organizations focus on surviva l, and a redu cti o n in sa les force 

cos ts can co ntribute to it. H ence, lo wer ba se pay in 

co mpe nsation stru cture is advoca ted. Thu , organizationa l 
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life cycle can prov ide some key insights to HR managers to 

foresee when organizations are most likely to cha nge ince ntive 

pl a n . Th e OLC s ta ges require dec is ive ac ti o n from to p 

management a nd res ults in the transition from one stage to 

the o ther. The manner in which the orga ni zati o n addresses 

these criti ca l issues can pl ay a key role in th e success o r 

fa ilure of th e organi za ti on (Mack a nd Quick , 2002). 

Realigning Compensation Structure According to OLC: 

Scenario of Indian Small and Medium Enterprises 

(SMEs) 

Small and Medium Enterprises (S MEs) play a c ru c ia l role in 

th e growth of Indi a n economy. SMEs contribute 45 pe rcent 

of indu str ial o utput and , 40 percent of e xpo rts in Indian 

eco no my. SM Es e mploy 60 milli o n people, crea te 1.3 milli o n 

jobs annually and produce more th an 8000 products fo r th e 

Indi a n and inte rn at ion a l ma rk e ts . SME ' s co ntributi o n 

towards Gross Do mestic Product (GDP) was 17 perce nt in 

Indi a n GDP for th e year 2009 and is expected to inc rease to 

22 percent by 20 12. The re are 26 .1 milli o n SMEs in Indi a 

and by nurturin g them ; th e rural areas o f India will be 

devel o ped in synergy with overall economy growth of the 

country. As Indian eco nom y is grow ing rapidly, it provides 

ample opportunities to Indi a n e ntrepre ne urs in va ri o us 

indu s tri es like ma nufacturin g. prec isio n eng ineerin g , food 

process in g, pharmaceuti ca l, tex til e and garments , reta il , IT 

and TTES , agro and service sector, to launch SMEs in these 

luc rati ve sec to rs. 

SM Es are th e growth eng ine of Indi an eco nomy, he nce it is 

necessa ry for , th e m to make o ptimum utili za ti o n of th e 

reso urces, both hum an and econo mi c, to achi eve long term 

success and com petitive advantages. Compensa ti on strategy 

plays an impo rtant role in not onl y rec ruiting a nd re ta ining 

em ployees in SM Es but also increas ing e mpl oyee sati sfacti on, 

rewarding and e ncourag ing bes t pe rform ers and redu cing 

turnover and e nhanc ing e mpl oyee loya lty. Indi a n SMEs need 

to reduce overall cos t of products to re main co mpetitive with 

C hin ese ex porters and ma nu fac ture rs. Apa rt fr o m othe r 

functional areas suc h as producti on, finance, marketin g and 

in ve ntory a nd lo g is ti cs, SME also need to focus o n 

imple mentin g bes t HR practi ces. As SMEs focus mo re o n 

runnin g the business on a day-to-day basi s, th ey find less 

tim e to manage the HR which is percei ved as no n-priority. 

SMEs s ho uld monitor co mp e nsa ti o n cos t to re ma in 

co mpetitive in thi s era of g loba li za tion and stiff co mpetiti on. 

40 

By proactive ly adju stin g co mpensa ti on s trategy according 

stages o f OLC, HR manager can e nh ance co mpetiti ve nes o f 

SMEs. 

Research Implication and Analysis 

Thi s articl e g ives an ex pl anati o n of OLC, its impact on firm 

perfo rm a nce , a nd res po nse of HR man age r for effec ti ve 

compen sation manage me nt durin g diffe re nt s tages of OLC. 

Organizations mu s t review a nd upd a te sa les peo pl e 

compensa ti o n stra tegy, according to OLC. Reba lancing fixed 

and variable pa y in co mpen sati o n structure acco rdin g to 

different s ta ges of OLC will help in des ig nin g op tim a l 

co mpensation strategy. During different stages OLC, sa les 

revenue, business ri sk and free cas h fl ow of SMEs change 

co ns idera bl y. The OLC is a n integra l part o f SMEs a nd 

therefore cop in g with it effecti ve ly is a lso a part o f th e HR 

strategy. It is necessa ry fo r HR manager to ide ntify the stages 

of OLC for SMEs, and the n proactive ly manage it for building 

competitive adva ntage . 
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