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FOOTNOTES

1.pearce and Robinson (1982) describe strategic decisions as
those that (a) require top management involvement, (b) entail
allocation of large amounts of company resources, (c) have major
consequences for multiple businesses or functions, (d) are
future-oriented, (e) require consideration of external factors,
and (e) have an impact on the long-term performance of the
organization. Many compensation decisions meet these criteria,
consistent with the important role attached to compensation in
recent books on organization strategy (e.g., Peters, 1987;
Kanter, 1989; Porter, 1990).

2.These first two factors are the same as two of Alfred
Marshall's (Marshallian) conditions affecting the elasticity of
the demand for labor.

3.For example, if products change over time, so too will the
relevant product market comparisons. If general skills and
abilities are considered important and products change, product
market comparisons become less important.

4.This, of course, fits nicely with Marxist discussions of the
role of the" reserve army." Further, Weisskopf, Bowles, and
Gordon (1984, cited in Yellen, 1984) have argued that such things
as unemployment benefits have contributed to the slowdown in u.s.
productivity growth because of the consequent "loss of employer
control due to a reduction in the cost of job loss" (Yellen, p.
202) .

5.Notable by its absence will be any direct empirical research on
efficiency wage models (because there is little).

6.See Williams
exception.

and Dreher (1990, Academy Meeting) for an

7.This, of course, does not mean that the equity theory and
discrepancy model approaches are identical. For example, under
the discrepancy model, perceived actual pay that exceeds
perceptions of the" should be" component leads to increased
satisfaction. In contrast, equity theory predicts guilt
(perceived overreward inequity)

.

8. Two examples illustrate the importance of the "should be"
component. Capelli and Sherer's (1990) study of a two-tier wage
plan found that lower tier workers (those paid significantly less
for doing the same job) were more satisfied with their pay than
the more highly paid first tier workers because the former group
had lower comparison standards (e.g., unemployment, lower paying
jobs). A second example is the common finding that despite lower



pay levels among women, their pay satisfaction does not usually
differ from that of men (Dreher & Ash, 1990).

9.Employment may also be reduced as organizations seek to
substitute less expensive production inputs (e.g., new
technology) for the costly labor input. Although such
substitution may be an efficient response to high labor cost,
economic models suggest that efficiency would be higher if labor
cost was determined by market forces (and less substitution
occurred) .

10.Note that the detrimental effects of higher wages depend on
the existence of a competitive market. One violation of this
assumption may occur when a union has organized the entire
product market, thereby taking wages out of competition. The
U.S. automobile industry (before the advent of international
competition) provides such an example (Kochan & Capelli, 1984).

11.0n their face, these findings do not seem to fit well with the
basic premise of efficiency wage models that above market pay
levels can lead to higher overall efficiency. On the other hand,
one could perhaps argue that unions may sometimes "artificially"
constrain the expected efficiency advantages of higher pay.

12.In real (versus nominal) dollars.

13.Note that an independent line of work on tournaments has been
concerned with the possibility that employees promoted earlier in
their careers signal that they are of high ability. Whether this
early career success comes about as a result of ability or
sponsorship, there is evidence that it has a lasting impact,
influencing much later career attainment (Rosenbaum, 1979, 1984;
Sheridan, Slocum, Buda, Thompson, 1990), although a study by
Forbes (1987) was less supportive. Forbes suggests that
significant differences between organizations probably exist. In
any case, where early elimination tournaments exist, incentive
problems may arise among employees that are passed over early on
if they believe they have lost what amounts to the first round of
the tournament and are, to a significant extent, overlooked in
future promotion decisions.

14.This section draws on Gerhart (1990).

15.The effectiveness of averaging over time depends on the source
of errors (and their independence over time). If the errors tend
to be independent, they may average out (see Gerhart & Milkovich,
1989). However, if an employee is rated by the same supervisor
year after year, the errors will not be independent and will not
average out. However, the use of relative ratings (e.g.,
Guilford, 1954, p. 285) can remove this type of error. As an
example of the effect of between-rater differences, Heneman



(1986) found that the correlation between objective performance
measures and absolute ratings was .27, with relative (e.g.,
forced distribution--in effect, adjusted for rater differences in
rating levels) ratings, .66.

16.Note also that Konrad and Pfeffer defined productivity as the
number of publications. Quality (e.g., based on the journal) and
relative contribution (e.g., based on author order) were not
considered. Also, teaching performance, an understandably
difficult construct to measure, was defined in terms of number of
hours. These omissions may have constrained the observed pay--
performance relationship.

17.The pattern of results for women was similar.

l8.See the Kanfer
expectancy theory.

chapter in this series for a review of

19.Valences are often taken as a given in compensation, being
seen as more strongly influenced by selection decisions.
However, compensation (e.g. , communication programs) may also
have an impact.

20.Not every variable pay plan carries downside risk. In some
cases, employees have the opportunity to earn more if objectives
are met, but will not have pay deducted if they do not meet the
objectives.

21.More information on usage of profit-sharing is available in
surveys by the American Compensation Association (O'Dell, 1987),
Conference Board (1990), and Bureau of National Affairs (1988).

22.The number of employees participating in ESOPs has grown from
4 million in 1980 to 10 million in 1989 (USA Today, 1989). Some
of the organizations that have recently set up ESOPs include
Avis, Bell Atlantic, Procter & Gamble, Ameritech, ITT Corp., J.C.
Penney, 3M, and Anheuser Busch. Some organizations with more
established plans have recently expanded them (e.g., Sears,
Mobil) . As one example of the tax and financing advantages,
dividends on ESOP-owned stock are deductible if paid out in the
current year. Their use as a takeover defense is illustrated by
considering Delaware, where about one half of all public
companies are incorporated (USA Today, 1989). State law mandates
that a takeover bid must acquire 85% of stock to gain true
control. Thus, an employee ownership stake of 25% or even 15%
that votes with the company's management can be difficult to
overcome.

23.Conceptually, fit can be viewed as the correspondence or match
between pay program and organization context profiles.



24.0ne caution in interpreting these results concerns the factor
analytic results used to derive the compensation strategy
measure. Fifteen different dimensions were found to load on a
single factor. Gomez-Mejia (1991) selected a single factor based
on the eigen-values greater than one rule. Note, however, that
this rule only applies to principal components analysis (ones in
the diagonal of the input matrix) not to principal factor
analysis (communality estimates in the diagonal), which was used
by Gomez-Mejia. As such, there is a possibility that more than
one factor might underlie the compensation dimensions they
analyzed.

25. As of 1989, for example, the corresponding percentages were
less than 7% in Japan, and just over 8% in Canada and Germany
(Fortune, 1991).

26.These typically
employers.

differ because of group discounts for

27.The growth of institutional ownership and the pressures on
their investment managers for short-term results is argued to be
another important culprit (Graves & Waddock, 1990).

28.0ne possibility, that women simply negotiate less over
starting salaries, did not receive support in one study of
graduating MBAs (Gerhart & Rynes, 1991).

29.However, as discussed earlier, importance assessments can vary
significantly with the size of market variability of the
attribute in question (Rynes et al., 1983). For example, if all
job opportunities offer the exact same pay, pay will essentially
have zero statistical importance in predicting job choice. The
implication is that the importance of pay and other attributes
may differ across different labor markets.



Table 1. Degree of Success in Achieving Most Important Objectives

Type of Program

Degree of Success
Profit

Sharing
Individual

Gainsharing
Individual
Incentive

Small Group
Incentive

Very successful

Successful

33% 29% 29% 30%

4842 46 49

,,"' 20

I dl..

No success -8 -2

Totals: 100% 100% 100% 100%

Source: Conference Board 1990,



1985 1987 1989

United States 100 % 100 % 100 %

Japan .50 83 95

Germany 74 125 130

Sweden 75 112 121

United Kingdom 48 67 76

Mexico 16 12 12b

Singapore 19 17 19

Taiwan 11 16 19

Table 2. Hourly Compensation Costs Expressed in f;.S. Dollarsa

Source: Capdevie11e, P. (1989, June). International comparisons

of hourly compensation costs. Monthly Labor Review, pp. 10-12.

alncludes "pay for time worked, other direct pay, employer

expenditures for legally required insurance programs and

contractual and private benefit plans, and for some countries,

other labor taxes" (Capdevielle, 1989, p. 10).

b1987 data



Manufacturing Hourly Unit Unit

productivityb Compensation Labor Labor

Costs Costs

(US $) (local

currency)

United States 2.7 6.5 3.7 3.7

Japan 8.0 11.9 3.6 5.3

Germany 4.8 9.1 4.1 5.5

Sweden 4.7 11.2 6.2 4.0

United Kingdom 3.5 12.1 8.3 5.0

Table 3. Annual Percent Changes' in Productivity, Hourly Compensation, and

Unit Labor Costs, 1960 - 1985

'Rates of change based on the compound rate method

bOutput per hour

Source: Neef, A. (1986, December). International trends in productivity and

unit labor costs in manufacturing. Monthly Labor Review, 12-17.



United States 4.7 3.5 -1.1 -1.1

Japan 5.0 4.0 -1.0 13.5

Germany 1.0 4.2 3.2 15.4

Sweden 1.1 7.7 6.5 14.5

United Kingdom 5.0 7.3 2.2 8.3

Table 4. Annual Percent Changes' in Productivity, Hourl_y Compensation, and

Unit Labor Costs, 1985 - 1989

Manufacturing Hourly Unit Unit

Productivityb Compensation Labor Labor

Costs Costs

(US $) (local

currency)

'Rates of change based on the compound rate method

bOutput per hour

Source: Calculated from Monthly Labor Review tables, June 1991.



Figure Captions

Figure 1. Compensation Decisions and Consequences

Figure 2. Example of Lorenz Curve for Measuring Inequality

Figure 3. Egalitarian versus Hierarchical Structures

Figure 4. Skill/knowledge-based versus Job-based Structures

Figure 5. Classification of Individual Pay Plans

Figure 6. Merit Increase Grid Example

Figure 7. Study Design Example



PAY DECISIONS >

Level
Structure
Individual
Benefits
Special Topics
Non-monetary Rewards
Executive Pay
Equal Employment
Opportunity
International

Administration

CONTINGENCY FACTORS

Organization

Business Strategy
Human Resource Strategy
Product Market
Technology
Size
Location
Organization of Work
Interdependence
Decentralization
Workforce Diversity
Unions
Marshallian Conditions

INDIViDUAL --> UNIT >
OtrrCOMES OtrrCamS

Attraction
Retention
Skills
Attitudes
Performance
Flexibility

Job

Level
Function
Complexity
Programmable

Output (physical or value)
Labor Costs
Productivity
Staffing Level
Staffing Fluctuations
Quality
Client/Customer Satisfaction

Individua1

Education
Experience
Professionalization
Alternative Opportunities
Values/needs
Abilities/skills
Personality

ORGANIZATION
OUTCOMES

Profits
Sales
Market Share
Stock Performance
Profit-sharing
Culture
Adaptability

Externa1

Competition
Economic Conditions
Regulation
Public Opinion
Globalization
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Propenies Egalitarian Hierarchial

distinct structures fewer more

levels fewer more

differential narrower wider

rate of progress slower faster

Continuum



STRUCTURE

MANAGER'S
FOCUS

EMPLOYEE
FOCUS

KNOWLEDGE
BASED

Skills/Knowledge

Employee Carries

Wage Regardless

of Tasks

Pay Increases

Linked to

SkillAcquisition

PROCEDURES Assess Skills,

Value Skills

ADVANTAGES Flexibility,

Reduced Workforce

LIMITATIONS Potential

Personnel

Bureaucracy {Hold-

ing Rates, Maxing

Out}, Cost Controls

JOB-
BAS E-D

Work Performed

Job Carries Wage

Regardless of

Employee

Pay Increases

Linked to

Promotions

Assess Jobs,

Value Jobs

Pay Linked to Value

of Work Performed

Potential

Person nel

Bureaucracy,

Inflexibilities
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Position in Salar
Percentage

HighPerformance of Low Ouintile
Ratin Em 10 ees 1 2 3 4 5

Outstanding 6% 9% 8% 7% 6.5% 5%

Exceeds
expectations 20% 7% 6% 5.5% 5% 4%

Fully
3%satisfactory 70% 5% 4.5% 4% 3.5%

Needs some No
improvement 3% 1% 1% 1% 1% increase

No No No No No
Unsatis factory 1% increase increase increase increase increase

* Employees distributed across performance ratings

Source: Adapted from George T. Milkovich and Alexandra K. Wigdor (Editors),
Pay for Performance. Washington, D.C.: National Academy
Press, 1991.



ORG 1 PAY PROGRAM SUCCESS CONTINGENCY
FACTORS

Unit 1 Merit Pay (strong) Quality, Perf., etc. Growth Strat.

Unit 2 Merit Pay (weak) Quality, Perf., etc. Growth Strat.

Unit 3 Merit Bonuses Quality, Perf., etc. Growth Strat.

Unit 4 Gainsharing Quality, Perf., etc. Growth Strat.

Unit 5 Profit-Sharing Quality, Perf., etc. Growth Strat.

Unit i Pay Plan i Quality, Perf., etc. Growth Strat.

Unit 1 Merit Pay (strong) Quality, Perf., etc. Maint. Strat.

Unit 2 Merit Pay (weak) Quality, Perf., etc. Maint. Strat.

Unit 3 Merit Bonuses Quality, Perf., etc. Maint. Strat.

Unit 4 Gainsharing Quality, Perf., etc. Maint. Strat.

Unit 5 Profit-Sharing Quality, Perf., etc. Maint. Strat.

Unit i Pay Plan i Quality, Perf., etc. Maint. Strat.

DESIGN EXAMPLE--INDIVIDUAI4 PAY

ORG 2

ORG 3

ORG i


