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I. Intcoguction

The relationship between the compensation policies a firm pursues
and the firm's economic performance 1S & cenhtral issue in industrial
relations. Yet, while a variety of theories exist about the effects of
various compensation policies, surprisingly 1lttle evidence exists en
the extent to which compensation policies vary across firms and more
importantly on the effects of pursuing alternative compensation

strategles, |

This paper attemp(s to summarize the available empirical
evigence and to lay out an agenda for future research.

The atudy of employee compengation has a long history in the
literatures of lapor economics and personnei. Wages are at the core of
employment celationshipa; consequently, their determination is a
central igsgue of interest in both flelds., At the risk of over
simplifying to draw a contrast, economists have tended to focus on wage
differenti1als and their correlates. Much of the work in the 40‘s and
503 examined emplioyer s vage policitea and their relationship to

industry, unign, regional and occupational characteristics.z

During the
19603 and 19705 the assoclation between human capital characteristics
such as age, experience, education, gender and the ]ike and wage
differentials were studlied. Only recently has economists’ focus
shifted to why altecnative compensation policies might arise ang their
effects on firm performance.

In contrast, the study of personne] has traditionally dealt with
the techniques involved in administration of employee compensation.

Much of this work focuses on comparisons of the properties of various

techniques, and their effects on employee work attitudes and



behaviors.3  copuensation research in the personnel iiterature draws
heavily upon economic and paychologlical theories. Studiea report the
reiationshipas of pay with employees’ satisfaction, as well as their
dectsiona to apply, Join and remain with a firm, Further, relying
heavily on motivation theories, personnel research aiso examines
Compensation’s roie ag a reward or incentjve to infiuence employee
pecformance. More recently, inteceat has expanded to examine the
effects that strategic choices in compensation policies and practices
may have on firms’ economic performance, as well as employees’ behavaor
and attitudes,

The effect of differences 1n compensation policies and practices
on the firm’s “bottom line' is perhaps the most important measure of
their economic impact. While the iiterature in both fields speculates
about the effects of various compensation pollcies and practices on
firm performance, little research has been directed to asgsess this
relationship. One reason for the lack of such research 19 that the
data required, detailed indlvidual compensation and performance data
gathered across firms, is difficult to collect. Another reaSon is that
relationship between any personnel system, be it compensation, staffing
or training and a firm’s economic performance is indirect. At best,
pergcnnel policies and practices operate directly upon other more
intermediate variaples such as empioyee behavior and perhap® on local
piant or subunit performance. These in turn affect overall economic
performance.

Granted some measures employed may be considered proxies for a

firm’' s performance. Size, measured oY number of empiovees, assets, or



3
Sales revenues, |s an example. But typically these measures are
considered in terms of their effects on a firm’s compensation
decigiong, such as its wage level and the shape of its employees’
experience-earning profiles, rather than focusing on how compensation
policies and changes 1n them affects a firm‘s financial performance and
its value to sharehoiders.d As we shall discuss in the next section,
most of the work on the direct effects of compensation policies has
been limited to high-level executive compensation. Beyond executive
pay, the piain fact is that we know very little about whether different
emp ]l oyee compenszation policles and practices affect firm performance.
Speculation i9 rife; research rare.

At the ongset, it i important to atress that compensation policies
may vary on geveral dimensions. First, the "levei® of compensation
varies. From a policy perspective, the level refers to the average
compensation paid by a firm rejative to that paid by lta'cnmpetitors.
Evidence suggests that firms pursue different policies, some lead,
others match and stil) others pay iess than their competitors. Why the
ievel of compensation should vary acroas firms, has been the subiect of
considerable research by econnmists.5 Howaver, while the consequences
of a firm's relative compensation level op its ability to attract,
motjvate and retain a stable workforce has received emplrical
attention, the consequences for the firm’s financial performance has
not been studied.®

Second, it 18 well known that the compensation structure varies

2

across firma. Structures refer to the distribution of rates or

internal pay hierarchies. In some firms, the highest paid work
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receives over 100 times the compensation of the lowest paid and the
gifferentials in other firms may be less than 10 times. Of importance
to us is the impiications of these different structures for employees

work behaviors and firm performance.B

A third dimension of a firm’s compensation strategy pertains to
the forms or the mix of various elements of total compensation., Total
compensation may include base pay, a variety of incentive schemes,
COLAs, various forms of stock options and an increasing array of
benefits. Firma differ 1n terms of the number of pay forms offered,
the degree to which employees are offered a choice among different
forms, the relative lmportance of each form (e.g. base wages/total
compensation ratio or inceptivesbase wage ratio,? and the proportion
of the workforce eligible for each form beyond the legal requlrements,
{e.g., in some firms ail employees receive profitsharing, in others only
a handful of executlves are covered). Various types of employee
benefits, such as pensionz, may have important Llncentive effects that
can 1nfluence employee behavior and firm perfonmance.9

Fourth, policies for granting compensatjon increases vary among
firma and, even within a firm, among occupationai groupa., Some firms
grant increases across the board, based strictly on time worked, while
others base increases on incentive mechanisma such as profit-sharing.
team awards, gain-shacing, or pay for individyal performance. 3Such
performance-based schemes vary widely. Some emphasize the short term,
{(e.g. merit pay increases and bonus awards to key performers) others
long term {(e.g. stock optiona). Some firms use subjective measure of

performance {(e,g. merit ratings, project compietion), others uged
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quantitative measureg {units produced, return on equity, stock value),
The unit of apalysi1s employed in performance measurement also vary
{e.g. Individual empioyee, work teams or ceils and unit/organization
wicge}, Some extend eilgibility to cover all ampioyees, others |imlt
participation depending on the incentlve plan involved, Once again,
the effects of such djfferences on the petrformance of the firm is not
well lnvestlgated.lo

Finaily, the process by which compensation ig9 administered also
differs. Administrative processes may vary on ssverai dimenslons.
Among these are the extent to which pay information (e.g., rates,
ranges, rationales, market data) is disclosed t{o employees, the nature
of employee participation in the determipation and admipnistration of
pay, the existence of dispute resolution procedures and the degree to
which policy design and implementation is deceniratized. Some firms
have formalized job evatuation systems that aid tn determining internai
pay hierarchies, while gther firms allow for considerable wage
flexibllity across positions. Some firms operate in a unionized
environment: othere do not. Simitarly, some allow for employee
participation and disclosure in compensation decisions, while others do
not. Since ssveral papers in this volume address these latter two
differences, our treatment of them will be brief.!!

These five bagic dimensions of compensation policy-—-the |level,
reflecting the competitiveness of total Compengation; the structure
reflecting the internal pay hierarchies;: the mix of different
compensation forms; the nature of pay increases and the process

employed to adminigter Compensation--cah serve as the framework for
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examining the relationship between compensation and firm performance.
But disentangiing the effects of each of these dimensions will be a
difficuit and perhaps unfeasible task. It is possible that a firm’s
economic performance is affected by its compepsation strategy in toto.
[f this 15 the case then we need to examine a firm’s behavior on these
policy dimensions simultaneously rather than treating each as discrete
gecisions. Empiricaliy, a firm's compensation Strategy neegs to be
measuregd as a get of :interrelated dimensions.

Once the compensation poiicy variable is focused on, the next
issue 15 how to measure firm performance. In general, one‘s concern
shouid be with a measure of the overall economic well-being of the
organization. So, as we shall see below, many studies,primariiy those
relating to gxecut|ve compensation, focus on the total return
(Qividends + capital gains) on sharehoiders’ equity. Others focus on
accounting measures, such as reperted profite. Still others argue that
what 13 relevant :5 how stock market or accounting measures are doing
after controiltng for general angd industry specific economic
conditions; these studies often use relative (to other firms? in the
incustry performance measures. (A more complete diacussion of the
measurement of firm performance 18 found in the Becker-0lSon paper in
this velume.?

AS noteq earlier, studies of non-executive empioyee Compensation
have not examined how compensation policies or practices (or changes in
them) affect the overall economic well-being of an organization. The
unstateg prem:se underlying these studies is that compensatlon syatems

can directly affect variabies such as employee proauctivity,
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absentee|sm, turnover and job satisfaction. The issue of the indirect
effects of canpena;tton policies and practices on more general

account ing or market return measures has been left unaddressed. It is
pogsgible that direct affects can be cbserved only for executive jobs
where decisions may directiy affect economic measures, vwhile decisions
by non-executive employees have at beat very distant relationships to a
firm's performance.

It ig important to stress that a causal relationship between
compensation policy and firm performance cannot be inferred directly
from simple correlations of the two variabies. So, for example, a
positive correlation between wage levels and firm profitability might
indicate that a high wage policy causes high profits gr that high
prnﬁita provicde a surplus which workers can share 1n the form of high
wages. While some of the studies we discuss below provide correlations
between firm performance and compensation policies, very few actually
provice convincing evidence that compensation policy affects firm
performance,

¥e begin in the next section with a discussion of the evidence on
the reiationship between the compensation of high-level executives and
f1rm performance. There iS a substantial body of research findings
here that draw heavily on both the finance and eccnhomics }iterature.
Section III discusses the evidence on employee compensation and firm
performance; in the maln the research findings here draw heavily from
the human resource and personnel |lteraturss, although the econamics

literature also has something to add. Finally, section IV provides a
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summary of what we have learned from these ]literatures and a discussion

of research 133ues that S5tl1]] need to be addreased.

II. Executive Compensatjon

Given the widely (but as we will see below not always correctiy)
perceived separatlon between the ocwnership and management of
corporations. concern has been expressed that corporate executives may
pursue objectives sSuch as gales maximization, growth maximization, or
market share maximization that are not necessarily In the best
interests of shareholders who are concerned with short run C(accounting
profits) and long-run (total stock market retucn) measures of the
economic profitability of the corporation. Theoretical models that
seek optimal ways to resolve this princival-agent probiem, that is ways
to provide incentives for executives to take actions that are in the
best interests of shareholders, always come to the conclusion that
executive compeﬁaation somehow should be atructured to provioe such
incentives.l2

Early empirical studies of executjve compensation were cross-
section i1n nature ana focused on whether across firms, executive
compensation was more highly correlated with sales or accounting
profits. In the main the correlations with sales were highest
suggeating, at first glance, that corporate execut]ves’ compensation
was not structured in such a way top maximize stockholders’ well-
peing. 13 However, these correlations may refiect only that targe firm=

empioy more able executives and thus must pay them more. These
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correlations then, teli ua fittle about the incentives facing any given
executive at a point in time.
More recently, a number of studies have used longitudinal data and
examined whether changes in top level executives’ compensation tends to

be correiated with changes in the economic performance of firms.14

The
gefinttion of economic performance varies acrogs studies, some use
account jng measures |ike reportea profita, while others use measures of
the total return on a firm’'s securities; some use abscliute performance
. measures whjle others use performance measured relative to other firms
1n the same jndustry (most theoretical models suggest that execytive
performance should be measured net of industry effects). The
gefinition of compensation also varies; some uge Salaries and bonuses,
while othera try to include the values of stock options exercised
and/or deferred payments.

Virtually all of these studies find, however, that changes In
execut ive compensation are highiy positlively correiated with the
economic performance measures. That is, corporate executlves’
compensation does seem to be at least implicitly structured in a way to
provide them with incentives to maximjize the economic performance of
their firma. Several stuacies also gshow that relatively poor ecocnomic
performance in one year 18 associated with a higher probability of
executive turnover in later years: thig further suggests that
incent ives that operate in the correct direction extst.ls
0f course to say that a gorrelation exists between executives’

compensation changes and thetr firms’ economic performance is in itself

not evidence that tying their compensation to performance will lead to
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tmproved economic performance. One possibility t9 that corporations
tnitially don‘t know what the true proguctivity of their executives
are. However, to the extent that executives‘ prodyctivity can be
imperfectly giqnajled by corporate performance, relating their
compensation to corporate performance is a way of "paying them what
they‘re worth". If this is occurring, the compensation-performance
nexus would reflect |learning about executlves” “true ability" over
time, not necessar:ly any incentive arrangement to atimulate economic
performance.!® pyrthermore, even if appropriate incentives go exist,
it ooean‘t necessariiy follow that they wiltl have their intended
effect,

Disentangling whether the observed correlation is due to
‘incentjves’ or "learning"” is not an easy task. One study that
attempted to do this used information on the stage of the executives’
careers (presumably learning occurs primariiy at early stages) and the
variability of executives’ compensation over their life cycles (if
learning 13 driving the process, an executive’s variability In earninga
should decline over time) and copcluded that while both "incentiveg"

and "iearning” may exist, there was some evidence that "learning®
effects were most important.!? g¢her atudies, however, showed that the
correlalion of measures of performance and compensation growth were
higheat for better pertorming firms, which i8 at teast suggestive that
better incentives in executive compensation do lead to better corporate
performance.IB

Another strand of research, which draws heavlly on the finance

literature, focuses on particuiar provigions. of executive compensSation
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agreesments and examines whether adoption of such provisions is
assoclated with abnormatiy high stock market returns for shareholders.
For example, studies of the adoption of executive stock option plans
and executive incentive compensation agreements based on short-run or
long-run accounting profits measures have all shown that the
announcement of the plang tead to increases in shareholder uealth.19
At least one study has aiso found that corperate capital investments
tend to itncrease after the adoption of leng-run executive incentlve
compensation {or performapce plan’ agroements.zn

At least three explanations can be glven for these findings. The
first is that these provisions go have favorable jnceptlive effects and
that the increases in shareholder wealth reflect anticlpated increases
in profits that will occur due to the adoption of the provisions.

The second is that these provisions are proposed by management and
adopted by boards of directors only when management believes management
will benefit from the provisions. A3 such their adoption gignals to
the market that management expects good times are ahead; this would
have a positive effect on shareholder wealth (since it conveys new
positive information) even if ne incentlve effects were inveived.

Flnaily, the provisions may be adopted for tax reasons, To the
extent that capital gains historicaily have been taxed at lower rates
than earned Llncome ¢at Jeast up until 1987), adoption of stock option
plans may have allowed corporations to provide management with
increased (or equail to preadoption) after-tax compensation levels at

lower total costs to the corporation. [f this occurred sharehelder

wealth would of course increase,
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As above, disentangling which subset of these explanakions 13
‘correct” is a difficult task. One study has provided some evidence in
tavor of the incentive hypothesis.?l gpecifically, it found that the
acdoption of forms of stock option plans that do not have tax advantages
led to increases ln shareholder wealth, that boards of directors’
atatements often claimed anticipated incentive effecta would result
from stock option adoptions, and that privately held firms often have
stock option pians for executives. The former two forms of evidence,
however, do not enable one to strongly discriminate between the
incentive and gignalling hypotheses.

To take another example, a Qecand get of studlies has analyzed
“goiden parachute" agreements; agreements that provide for (often
substantial ) compensation for a corporate sxecutive if a chahge in
ownerahip of voting stock andfor shift in the majority of the board of
directors of a corporation occurs that Jeads to the termination of the
executlve’s emp]ﬁyment. Two hypotheses have been put forth for the
ex18tence of these agreements. On the one hand, these arrangements may
increase the costs of takeover bids anpd reduce thelr probability of
occurring, This would make the executive’s position more secure but
would not necessarily be in the best intereats of shareholders; 1n a
gense it |9 argued then these agreements trangfer wealth from
sharehoiders to management.

On the other hand, one might argue that these plans help to 3lign
the incentives of executives and shareholders. By protecting
management from harm, they encourage executives to negotlate takeovers

that increase the value of shareholders’ equity. Thi1s protection is



13
particularly important in gituations In which management compensation
has been structured o that compensation increases with tenure, with
part of this |ncrease being a deferred reward for prior performance.
Such deferred compensation schemes prove to be optimal in a theoretijcal
aengse in situations 1n Which estimates of anp executive’s performance
are very "noigsy' but improve with his tenure.22

In fact, the avaitable empirical evidence suggesta that on balance
the second hypothes:s is the correct one: the adoption of “"golden
parachute" agreements appears to be associated empirically with
favorable security market respongse (i.e,, posSitive excesas returns in
the short-run).2® while such evidence cannot disentangie the jncentjve
alianment hypotheses from the hvputheses'that such adoptions simply
signal situations In which takeover bids, and hence excesa returns, are
likely, It is intereating that another study found that executivea’
tenyre-earning profiies were steeper in firme that had golden parachute
agreements than they were in firms that did not, ceterls paribus.24
That is, in sttuations where deferred compensation appeared to be more
Important, goiden parachutes were more likely to exlst.

One must caution, however, that all of the studies that find an
asspciation between the adoption of particular provislens of executive
compensation agreements and abpormally high stock market returng are
drawing conclusions about the effec{iveness of executive incentive
compensation agreements from shori-run changes in stock market prices.
Many of theSe provisions are designed to encourage executives to take

the iong-run interests of the firm into account when decisions are

made. Yet surprisingly, save for Larker’s (1983) study, it appears
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that these stucies do not address whether the adoption of these
provigiong actyaily alters executlves’ declsions in any systematic way
or leads to higher long-run accounting profita.

In agdition to the regearch described apove on the relatjonship
petween executive compensation and firm performance i1n the for-profit
sector of the economy, a number of studies have examined the
relatienship between executive compensation and "performance” in the
publ ic ana nonprofit sectors of the economy. Of course, n the absence
of a profit-maximizing objective, performance js much harder to defijne
in thegae sectors. Essentially each of these studies gefined what it
considered to be a reasonable measure of performance and then Sought to
ascertaln if executive compensation and/or turnover was related to this
performance measure, ceteris paribus. That is, these studies aﬁked if
the compensation of executives in the public and nonprofit sectors was
structured in such a way to encourage executives to try to improve the
performance measure,

For exampie, one study of the compensation of chief business
agents of jocal building trade unions, who are salaried officers
resongible (among other things) for negotiating contractsa, found that
their salaries tended to be positively related to the relative wage
advantages their members had cver members of the same unjon in other
cltlesd and over other buiiding trades unioh members in the same citv.25
Thus, Incentives appear to have existed for the business agents to try
to maximize their members‘ wage increases,

A second study focused on appointed municipal government

cfficiale, specifically city-managers, and police and fire cepartment
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ch1ef3.2%  performance in this study was defined in terms of how well
the officlais were doing relative to what might be expected given the
socioeconomi¢ characteristics of the city -- or more precisely, by
regsiduals from estimated “output egquations". Positive performance for
the three officials were assumed to be, respectively, lower than
predicted property tax rates but higher than predicted expendlture
levels (which could occur simultanenusfv only if the city-manager was
good at attracting ald from higher levels of government}, lower than
predicted crime rates, and better than predicted fire insurance
ratings. For all three types of executives, salaries were positively
correlated across areas, ceteris paribus, with the performance
measures, again suggesating that some incentives for the officials to
‘perform’ exlsted,

A third study of this type focused on public achool district
superintendents and defined school district performance using a
resioual approach as above.27 Districts that were performing well were
agsumed to be those in which student test scores exceeded their
predictea values, given the characteristics of the diatrict, and where
tax rates were Jower than predicted, again given school dlstrict
characteristics. In this iongitudinal study both salary changes and
the probability of moving to a better changing job were seen to be
poditively related to the performance measures. However, the magnitude
of these relationships wag sufficiently small that the authors
concluded that no meaningful incentive to perform Cas defined) existed.

While these three studies ail tried to infer if the implicit

structure of executive compensation in these pubiic and nonprofit
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gector positions provided incentives for the executives to pursue
specified performance objective=, none actually examined if the
ex13tence of these incentives did lead to improved performance. One
recent Study, however, was able to observe several measures of
performance of local social Security administration offices both before
ana after the acoption of formal merit pay plans that partially tied

managerial salary increases to these performance measures.28 ... ,

quasi-experimental design and statigtical procedures to eliminate
trends and cycles in the performance measures, the atudy found that the
adoption of the merit pay plans led to no short-run effects on
performance. The authors noted, however, that the system wa=s stilt in
ito eariy stages and that effecta might possibly be obgerved after it
became more 1pstitutionalized and better understeod.

In concluding this section, it ia interesting to note that there
appedr to be no sStudies In either the private-for-profit, nonprofic, or
public sectors oﬁ how the Jeve] of executive compenmation affects
economic performance. Similarly, there are no atudles of how the
rewards for seniority, probabllities of promotion, or msalary structure
across executive positions within a firm affect economic performance.
That is, we cdo not know vhether paying high salaries teo attract and
retain high quality executives *pays", whether offering executives
rewards for seniority “pays", whether offering within-firm promoticnai
opportunities {e.g., from vice president to president or from president
to chief executive officer), "pays" and whether the compensation jevels
across executives within a firm are structured in such a way to

encourage pmproved firm perfcrmance.29
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[11. Emplovee Compensation

The purpose of this section of the paper 18 to examine the
literature pertain:ng to a firm'e compensation policies for empioyees
not covered under executjve pay systems and the relationship of these
policie= to the performance of firma.

Evidence of variations in the compensatjion policies and practices
of firms can be found in several sources. Typically the data are
incompiete, collected for other purposes, or of iimited use for
determining any direct effects of compenzation on firm performance.
Sufficient signg of differences in firm’s policies do exist and they
are considered in terms of the basic dimensions discussed earlier.

Certainty, differences in pay levels and the competitive position
among firms i3 well established in both the economics and personnel
literatures. Reports issued by private consulting firms that survey
employer practices detal] differences in pay leveis by characteristics
of the firm (e.g. i1ncustry, revenues, workforce size), job (e.g.
function, description, Job evaluation peints and number of incumbents)

and geography and Area Wages Surveys conducted by the Bureau of Labor

Statistics also show wide variations in wagea within narrowly defined
job classifications in a metropoiitan area.30

One =tudy, which had access to a private consulting firm’s survey
data from aerospace companies, reported that atter controltling for
firm size (number of employees and revenues), subatantial variations
exiated 1n the average salarjes paid among these firms (e.g tﬁe two

highest paying firms pajd more than 16 percent above the market average

which the average pa:d by the lowest two was more than 11 percent beiow
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the market average).3! Thege firms also exhibited different
compet.tive positions for different functional specialties. Faor
exampie, In one, the average pay for 9 of 13 functions exceéeded the
market average for each function, while in another the average pay
exceeded the market average 1n only 5 of the 13 fungtions.

These data do not permit one to distinguish whether these
ditferences across functions refiect gifferentiai contributions of the
functtons o the firm's cbrectives or to other factors such as
differences in empioyee age or experience distributions across
tunctions., Whether compensation levei policies tend to be occupation-
specific or company wide is unclear. [t is possible that firms
competing Within an industry may have one policy for occupations
criticai to the firm’s objectives and another for those less critical.
Recent evidence found by Leonard (1986) tentatively agrees with the
gata reported above that occupation-specific as well as company wide
policies exist.

Anecdotal accounts of different compensation policiea are also
avaitable. A study of the personne] policiea of large non-union £irms,

reports a variety of competitive policy statements about rejative

compensation level positiona.32 gone firms with centraiized personnel
systems reportedly adhere to corporate-wide compensation policles for
all business units, others report that each of their business units
adopt their own competitive posture 1n their markets. The former seem
to be most common 1n £irms with integrated lines of business, the
tatter 1s more common 1n conglomerates with multiple and unrelated

product |ines.
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The etticiency wage literature in economice guggests various
reasons why some employers might set higher wages than their
competitors for employees of equal qualitv.33 Exanples include
difterences 1n turnover costs, differences in the need for cicse
gupervision (so-called "worker shirking*} and difference in empioyee
comuitment. Evidence of ditferent pay ieveis within a product market
or industry is also widely avaiiable in studjies of intra-industry wage
ditferentials. Dunn‘s (1986) study of the effects of firm size on wage
levels in the plastics industry, Groshen‘s (1966) study of emp loyer
effects on wage dispersion in plastiecs, industrial chemical and woolen
yarn industries, and Leonard‘s (1986) study of wages in Calitornia‘s
high-technology sector are recent examples.

Generatly these studies confirm earlier findings. For exampie, it
18 well known that differences in intra-industry wage rates are
correlated with firm size. Humerous explanations are commonly advanced
to exptain this relationahip including (1) larger firms use more
advanced technologies and require greater empioyee skills and
discipline, (2) compensating difterentials are required to oftset the
greater cigutitlty of working in larger tirms, (3) labor unions in
targer tirms have been able to appropriate some of the firm's higher
protita, and (4) large firm= pay higher wages to reduce emp]oyee
shirking and thus supervision costs.34 Note that these expianations
imply that a tirm‘s economic pertormance and the conditions |t faces
permit, or provide economic incentives for it to adopt a particular pay
posture. Uniess one tautologically accepts these explapations as

valid, however, they do pot provide any evidence that a firm’s pay
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level, as part of tts overall compensation strategy, actually has had
any effect on its economic performance.

Some syurvey evidence, though limited in coverage, compares the
compensation policies of high tech firms with "traditional® firms.32 1p
one study forty percent of both the high tech firme and traditionai
firms reported following policies 10 which their pay level matched
their competition. About 20 percent 1n each group reported they lead
their competitors and the rest followed ("less than market average“).
doviously caution needs to be exercised in interpreting these data:
they are based on reports of compensation managers and the mechanicg
used to translate a policy iInto practice often vary. For exampie, two
thirds of the firma reported they matched their range migpoints with
the median rate paid i1n the market. However, the specific firms
inciuded in such calculation often vary, the surveys used differ, and
differences in average rate paid by firms may be due to demographic
differences in eéch firm’s workforces (e.q. seniority) rather than any
intended competitive policy differences.

Congidered together, the consultant survey information, the
anecdota2l accounts, the economic research and the personnel aurveys
support the contention that employers’ characteristics are related to
the dispersion in pay level and to a firm’s retative compensation
position among I1ts competitora. But we are jnterested in evidence on
the effects of differences in relative compensation policy on firms-
financial performance or shareholder value. And here the research

literature 9 lean.
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Our search of the literature yielded very few studies of the
effects of different pay leveis on performance measures such as
compensation-to-revenue ratios, labor cost-to-total cost ratios or
shareholder vaiue. One Summers’ (1986) case study of what happened to
Ford Motor Company when Henry Ford introduced the #5/day wage in the
eariy 20th century, found that while absenteeism, voluntary turnover,
ana discharges aeclinea after the wage increase and productlvity
increasea, these change9 probably were not sufficiently large n
themselves to allow one to conclude that the new policy “paia for
itself*. A second Apbowas‘ (1985) study of recent union wage
settiements, found that unexpectedly high union wage settlements were
refiected virtually doliar for daiiar in changem in sharehoider value
(see the Becker and Olsen piece in this volume for more details).
Thug, higher than expected wage settlements do not appear to improve
ficm performance. Finaily, interindustry studies of the determinants
of wage leveig that specify that high profits cause high wages rather
than vice versa, typically do find that industry profit levels are an
important explanatory variable In wage equattnns.36

A few studies do examine the effectm of pay level on employee and
employer recruiting and turnover behaviors. For example some evidence
suggests that eastablishing a relatively high pay level |ncreases the
applicant queue permitting firms to select higher quality and thus
potentiatliy more productive empiocyeea. Evidence on the
wage/recruttment expenditure relationship seema contradictory. One
gtudy reports that high pay levels and high recruiting costas are

substitutes, while another suggests they are complements -- that
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employers who offer relatively higher wages also exhibit relatively

greater recruiting expenses.3?  Thus, employers that search more are
likely to pay more. But the evidence here 18 drawn from |limited low-
level occupational groups and only |limited industry and firm
character1stics are considered. Obviously more work is needed, perhaps
under certaln conditions {e.qg., critical joba or tong-term unfilled
vacancies), pay ievels and recruiting costs are complements, while
under others they are used as Substitutes.

Some evigence of the effects of pay level on Job seekers and
employees’ choice behavior i3 also available. For example, studies of
the correlations between wage levels and turnover and apsenteelsm have
aiready Deen cited. Wage levels als0 appear to be an important factor
when job seekers have a wige range of pay levels from which to choose
and higher paid workers, ceteris parijbug, report they put more effort

34

into their Jjobs and are more satisfied. Research also exists that

shows that higher miiitary pay leveis increase the flow of volunteers
to the armed fcrces.39

Another dimension of a firms’ compensation gtrategy is its
internal wage hierarchy. Wage hierarchied differ across firms in
different 1pdustries that empioy differing technologies. For exampie,
breweries have relatively flat hierarchies compared to steel or
autcmotive firms. But within an inoustcy or firm, managers have
consideraple latitude in the design of wage structures. ERelatively
fiat structures <e.g. fewer grades and wider pay ranges? tend to

obscure differences 1n task andrfor skili reguirements and offer

managers flexibility tn deploying the workforce without necessarily
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requiring pay changes. Greater hierarchical arrangements emphasize
greater specjfication of work rules and =kill requirements and tend to
require pay adjustments more often.

Wage structures possess geveral characteristica, including the
number of lavela, the djifferentials between levels and the distribution
of employees among the levels. There is a tendency, especially in
larger organizationsa, for the number of empioyees being paid higher
wages to be iesa than the number paid lower wagea., BSeveral attempts to
examine thi1s feature have been reported. For example, one atudy used
the Lorenz curve as an analog and compared the distribution of
apnyalized salaries by cumulative percent of the workforce across

firms.‘u

Qthers analyzed the nature of the differentials between
levels ip the hlierarchy. At least one study found the functionai form
of differentials between hierarchical levela to be a constant
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proportion. Another, based on the analyais of the discretionary

content of work and norms ascribed to employees, reports pay ratios of
1.33 between adjacent managerial Ieveis."z

Another feature of pay hlerarchies is that wages often tend to be
associated with jobs rather than individual employees. Thus deploying
workers to new jobs often necessitates wage changes. The alterpatijve
gystem of wages being tied to workers, regardless of the job performed,
under | ies knowledge base pay schemes and maturity curve arrancements.*3
To date, no attempts to systematicaliy examine the effectsa of job-based
as compared to employee-based pay structures have been conducte:l.44

There i3 also a tendency, at least In larger firms, for a large

proportion of employees in higher paid Jjobs to have been promoted from
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lower paid jobs within the same firm and for new hires to enter at
specific points i1n the hierarchy. Administrative procedures documented
as part of internal labor markets Serve to regulate these promotlons
ana wage hterarchies.45 gy there 13 some evidence that pay rates
rise with seniority and experience and that the variance of earnings
increages with experience and age .16

The titerature contains many explanations for these features of
pay hierarchies. Theoretically, variations in internal wage
hierarchies are seen as influencing a wide array of employees”’

47 These Include their decisions to file grievances, invest

behaviors.
IR training, take on acdded responsibllities, improve their performance,
turnover, form unjons and the like, But to our knowiedge no attentlon
has been devoted to examining smpirically the effects of variattons in
the pay hierarchies and workforce profiles on firme’ performance.

Recent news reports do describe cazses of employers’ attempts to
reauce iabor costs and improve productivity by modifying their pay
hierarchles, They report drastic reductions in the number of ievels
(grades) in the pay structure as wel] as workforce reduction schemes
aimed not oniy at shrinking the overall workforce level but
reconfiguring the distribution of employees within the structure (e.g,
eariy retirement programs and demotions). But systematic study of the
effects of these events has not been reported.

A renewed interest i1n wage hierarchies within firms has also
occurred amcohg labor ecopomists. However, most of this work has been
48

at the theoretical level; empirical research 18 much sketchier,

Economists have found that union policies produce reductions in the
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digpersion at the plant ievel; wage dispersion within unionized firms
{measured as standard geviations of the iog of wages) averages 1/3 less

than 1n non-union f1rms.49

Considering the effects of withjn-firm
wage differentiajs, this same study found that the wider the dispersion
the more likety union certificatton drives wil)] be successful. Studies
of this type, however, provide little direct evidence on how wage
differentials infiuence firm performance.

¥We turn next to research that addresses the impact that different
methods used for determining pay increases have on performance. Much
of this work focuses on comparing different methods {e.g. merit versus
across the board) rather than comparing different combinations or mixes
of approaches in total compensation. For exampie, a recent survey by
the Conference Board reports that merit pay plana {performance

appraisal based) are in widespread ugse for exempt employeea.sn

Perhaps
the moat teiling result of the survey, which was based on respongses
from compen®ation directors, 13 that there were no apparent differences
tn the features of the merit plans between those who claimed their
plang were "very successful* and those ¢laiming theirs to be a
“faiture.*

Typical of the research atudies are those that compared employee
performance in aorganizational units with merit pay to these i1n which
pay lncrements were based on COLAS and or seniority. In studies
compartng nurged 1n two hospitals {one with COLA and seniority based
increases, the other with merit) and in two paper milis {one with COLA

and seniority increagses the other in which a merit pian replaced a

COLA/seniority plan’), the employees were reported to be more productive
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in the merit based units.5! [n another study, the discontinuation of
an incentive plan among welders in a manufacturing firm resulted in a
temporary decrease in thelr procductivity. And in a Series of studies
of tree plantera, ilumber jacks and fur trappers, incentive based plans
were found to be increased performance over previous levels or when

compared to hourly straight time pay with seniority based lncreases.ﬁz

Merit pay did not fare as well in studies in the public sectnr.53
The most elaborate of these was the longitudinal analysis of the
effects of the Federal Merit System 1n the Sociai Security
Administration, which we discussed briefly in section Ii. Unit level
per formance data (e.g. monthiy serjes of types of claims processed and
time to process) were ¢oliected and while the results were not
unambiguous due to court chalilenges that delayed the implementation of
the merit plan and icw merit budget funding, the authors con¢éluded that
the merit pay plan did not have any dlscernable affect on unit
performance. Several reviews of merit pay plans 1n public education
algo concluded that there 19 no systematic evidence that the
institution of merit pay plans for teachers lead to any improvements of
teaching and, more importantiy, to improvements 1n student
per formance . 54

Unfortunately ooth the private and public sector studies utilize
nonr:gorous guasi-experimental designa and suffer from methodological
andsor measurement probliems (e.g. selection bDiag, uncontrolled
variabies). Thig leads ug to conclude that we know very little about
the effects of merit pay schemes on employee performance and even |ess

about their effects on firmg”’ financial well bDeing.



27

It should be uncerstood, however, just how great a gap exists
between theorles of pay for performance and how [t actually gets
practiced. Personne! researchers have long recognized this gap. Many
‘merit pay' schemes are underfunded, fail to cffer pay increases that
are meaningful to empioyees ang fai] to establish a clear relationshlp
between performance and pay Lncrements. Further, only a relatlvely
amall share of most employees’ compensatlon is contingent on
performance under these plans. So the poor showing of merit pay
schemes should not come as too much of a surprlse,

The gap between theory and practice appears to differ by
occupation. Sales incentive pians appear to De more consistent with
theory than the merit plans often uged for managers or professionals.
This suggezts that zales joba may offer an attractive cpportunlty to
study the effects of various pay for performance approaches,

Another series of studies correiates earnings levels with previous
earnings, experience, performance ratings, education and other
tactors.55 Using data collected within firma, they all reached similar
conciusions; that pay ievel is weakly or not significantly correlated
Wwith performance rating and 1s more strongly rejated to seniorlty and
eaucation. For example, one study reported that earnings were more
attributable to experience than performance, but it fasled to report if

56

the three firms, which proviged the data, used merlt based pay. Qther

studies reported jow correlation® between performance raiing=2 and
msalary levels for managers i:n four private and three public

organizations, 57
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Correlations in these gtudies reveal very littie about the nature
of pay-performance reiationship., It 13 the increments 1n pay, not the
pay level, that meri1t pay plang to use to affect performance, HNot
unexpectedly then, the correlation between the changes in pay for
managers and their performance rating in one atudy was very much higher

(.65) than the correlation between performance and pay level| ¢.25),58

Obviousiy, nene of these correlation studies sheds 1ight on the effects
merit pay may have on individuai or firm performance, However, in
spite of the failure to distingulsh between pay level and changes in
pay, many still refer to the weak pay levei-performance relatlonship as
proof that merit pay does not affect performance.59

A few stucdies considered the effects of the mix of dlfferent forms
of compensation on employee performance. In cone, merit pay and bonuses
(individuai oriented pay increases), were found to be tess effectlve
than profitsharing, stock ownership, and team based nonuses.60 of
the tatter three; team baged bonus were reported to be most effective,
This study also suffers from iimitations similar to most pay-
performance studies; effectiveness was measured in terms of managers’
perceptions of turnover, ability to attract and the |ike rather than by
more objective measures. Further the authors recognize that the study
13 based on a convenient sample and that data limitations did not
permit them to control for different provisions in the incentive plans
guch as si1ze of awards, eligibliity, timing etc.

Two other studies contrast the earnings of workers paid by the

hour and those palo by a piece-rate scheme, The first found that among

183 male punch-press operators in Chicage, workers paid by the piece
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recelved approximately 7 percent more, even after controlling for

di fferences n schooling, experience, race, and union status.51

The
gecond, used Bureau of Labor Statistics data on the earnings of over
100,000 emplovees 1n 500 firme Iin the footwear and men‘s and boys’
clothing 1noustries and found that workers paid by the piece earned
approximately i4 percent more, after controlling for differencesa in
some {but not a]l]> characteristics of workers and flrms.sz

It 1s unfortunately difficult to interpret what these estimated
di fferentiais mean, In part, they may reflect an intended incentive
effect: workers employed under piece rates may work harder, produce
more, and hence get paid more. In part, they may reflect a wage
premiut to compensate plece-rate workers for the risk of low earnings
they face cduring times when their productivity is low (e,g., weeks when
gue to phygical ailments they don‘t produce as much as usual), In part
they may also reflect the most productive workera self-selecting
themasives jnto jobs where their earnings opportunities are greatest,
In the latter case, firms offering piece-rate plans potentially benefit
not because the plans induce any given worker to work harder, but
rather because they serve to help attract higher quajity workera,
Neither of these siudies, however, draw any conclusions about the
effects of such plans on the current profitabllity or atock markef
performance of firma.

A renewed i1nterest in, and even popularity of, gainsharing and
other productivity sharing schemes 12 evident in ingustrial

63

relations. Widely perceived as an approach through which pay

increases can successafully affect group and unit performance,
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proponents clawm the plans hold considerable promise and even
demonstrated success. The benpefits ascribed to these plang include
increages tn empioyee and firm productivity and profitability, reduced
coats, mproved product gquality, reduced absenpteelsm and tardlness,
petter use of capital assets and the facilitation of employee-~

mapagement cooperation, commitment and trust.64

Conceptually the notion 13 straightforward and appealing, as part
of an overall empioyee relations philosophy, sharing the returns from
procuctivity gains will engender suggestions for further improvements,
and motivate added performance. Typically these gains are shared in
the form of bonuses and are not rolled into empioyees’ base pay. Hence
increases |n compensation costs vary directly with performance ievels.

Unfortunateiy, much of the literature on productivity gharing 18
testimonial and anecgotai. The substaptive empirical evaijuations of
gainsharing have come 1n two waves, The first came from the
Massachusetts Institute of Technology with its histerical connections
to proponents such as Scanlon ana Lesieur, as well as Frost and his
coi leagues at Mjichigan State anda Scanlon Plan Agsociates. Beyono
diasertations and technical reports iittle of this work has been

publlshed.65

More recently, the gquestion of the effects of gainsharing and
other programs was the focus of two surveys conducted in the early

19805, %6

The Hew York Stock Exchange survey revealed that
approximateiy 15% of all US companies with 506G or more employees had
some form of productlvity sharipg plan and that over 70% of these

reported gainsharing tead to improving productivity. Basea on the
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gplnion data of this type, the NYSE Office of Economic Research
conclude ‘on the basis of the gvigdence and the theory (emphasis added),
it appears that gainsharing can play an 1mpertant role in motivating
people Lo be more productive.®

The other survey, a GAQ Report, concluded that 'the results of
proguctivity sharing plans suggest that these plana offer a viable
method of enhancing productivity and at the firm ievel." Thls
concliusion was based on information cbobtained from interviewa with 36
firms., However of these, only 24 firms provided some financial data,
only 9 firms indlcated they made aav formal assessment of these plans
and only 4 of these couid document their analyses, Nevertheless, the
oft gquoted GAD results are that gainsharing lmproved performance by
17.3% at 13 firms with sales less than 100 million and in the 11 firms
with sale=s of 100 milllon or greater, the average lmprovement was
16.4%. How seriously opne should take these results i= obviously open
to question. Beyond these two surveys and some earlier evaluation
studies, cawme descriptions of applications dominate the literature 57

Schuster s work (1984a, 1984b) |8 an exception. He reports
longitudinal case studies of the sffects of gainsharing schemes, the
Scanlton plan, and the Rucker pian. In the most thorough study,
productivity {measured 4 output per huur{,employment. voluntary
turnover, and suggestion rates by employees were collected on a monthiy
basis over approximately seven years, Based on a time-series design,
the results revealed an immediate upward shift in productivity and

suggeat jons upon implementation of a Scanlon plan, followed by a
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slightly positive trend thereafter. In other studies of four Scanion
and two Rucker appiications, similar findings were ceported.

This "plateau effect," an abrupt positive shift in performance
followed by a =light positive trend or steady performance jevel, is
consistent with observations in the earlier descriptive literature,
Schuster notes that other coincldental changes (e.g., capital
improvements, new unlon or management leaders, etc.) may have affected
productlvity to a greater degree than thé gainsharing schemes did. He
attempts to account for these possibilities through rather exhaustive
Interviews of the partieg involved and analysis of caplta)l expendlture
data during the study periods.

A number of monographs on profitsharing have been published by the
Profit Sharing Research Foundat ion .68 Most of them describe various
profitaharing applications and their supporting phiiosophies. A few
compare the financial performance of firms with profitsharing to "non-
prof itsharers', ‘In one study by Howara and Dietz (19692, flnancial
performance measures used inciude |eve]s and LCendsg in operating
\ncome, various rates of return, earnings per emploOyee, earnings per
share, gQividends per share, and market price per share. HKine
Lndustries were seiected usjing a four-digit SIC classification and data
were coilected from COMPUSTAT tapes for the 1948-66 period. The
ahalyses compared the fipancial performance of profitsharers with non-
profitasharers. Profitsharers exhibited superior performance in 50
percent of the cases and jnferior performance tn about 24 pefcent.

Howard and Dietz conciuded that “"the financial performance of
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prafitsharing companles was cieariy superior to non-profitsharers for
the nine industries as a group."”

Limitations 1n COMPUSTAT data did not permit accounting for
aystematic differences beyond profitsharing that could account for the
observed performance differences. Beyond such obvious ones ag capttal
expenditures, technological and product differencea, a variety of
critical compensation and personnel factors need to be consldered. A
few of the more ogbvious onea are differences in pay levels, employment
ilevels, other incentive schemes and whether profitsharing was
considered part of an employee s total compensation (thus placing a
portion of it “at risk" 1n a manner similar to gainsharing’) or a
penefit (thus placing it along with pensions a8 an entitlement). Put
dnother way, simple comparisons of mean outcomes tell us little about
the effects of profitsharing.

Our overall conclusion in this section echoes the conclusion in
our summary of the executive compensation llterature. [t |a well known
that the pasic dimensions of employee compensation strategies differ
videly acrosa organizationa. Yet there are few rigorous studies of
whether these differences make a difference, We co not know if a
firm’s pay position reilative to its competitors, the number of pay
grades it offers., pay differentjal® between these grades, or the
profile of employees Ln a firm’s pay hierarchy make any difference
regarding employee behavior or the firm’e economic performance,

There :8 evidence that individual and group based incentive plans
do affect employee performance but even it i3 not unambiguous. We do

not know whether changes in the mix of total compensation pay off.
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Does 1t pay to shift from a bagse pay system that emphaslizes
entitlements temphasls'on seniority, COLA’S, across the board increases
and economic Security) to a contingency based system with emphasis an
short and long term incentives such as gainsharing, team awards, and
stock owhership. Under what conditions (e.g. stage of product life
cycle, market share, etc,) might cifferent compensation policies pay
off and what are the performance implications of changing pay policies?

Considering the resources devoted to employee compensation and 1ts
management, we do not even khow 1f the averail pay strategies adopted
make any cdifference. That i9, we simply do not know whether managing
compensat1on paya off.

Perhaps one reason 18 that compensSation strategies do not operate
tn a vacyum. Compensation i9 only one part, albeit an lmpartant part,
of a firm’9 total human resources atrategy. Some firms, for example,
may emphasize contingent compensation while others may emphasize
employment gsecurity. Oisentangiing the effects of one part of an
overali pattern 19 difficult. But perhaps a more piausible reason for
the dismal atate of knowledge 15 that i1ndustrial relations researchers
haven‘t attempted the research. It 19 to a sugpgested research agenda

that we pow turn,

I¥. Conciydi

Our survey of the |iterature on the reiationship between the
compensation peiictes a ficm pursues and ity eéconomic performance 1eads
ya jnevitabliy tp the conclusion that we know very ljittle about thls

relationship. Part:ally this is because compensation policies, by
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their nature, are very complex. Firms differ I1n terms of the level of
their wage offera relative to their competitors, the returns within an
occupatiaon that accrue due to seniorlty, their wage structures across
and within occupations, the leve]l and mix of fringes they cifer, their
use of Ilndividuai or group incentive pay policlies, the procedures by
which wage increases are granted, and the processes employed to
adgminister compensation. Moreover, within a firm different policies
may be followed for high level executives, other manageriai employess,
professional employees, technical employees, office workess, and blue
collar workers, and atlll further distinctiona made among @zlaried and
hourly, or unionized and nonunionized employees. Finally, compensation
policies are gften establ ished at the individual establ ishment )evel
rather than at the firm level; we return to the impilcations of this
polnt beiow.

Developing an understanding of why flrms pursue different policies
for various occupations instead of a gingle consisStent poiicy for aii
employee groups is important. On the one hand, it may be that certain
strategically criticai occupations, such as engineers in high
technology firms, or executives in most firms, have greater effects on
a firm‘s financial performance than do other sccupations. Thus
variations in pay policles for critlcal occupations are more likely to
affect firms’ economic performance than policies directed at other
groups. On the other hand, executive compensation usually makes up a
very minor portion of total labor costs. Conasequently any pay schemes
that shift portiong of employees’ labor costs from entitiements (e.g.

COLA's or seniority based) to contingency bamed {(e.g. gainsharing or
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lump sum bonuses) seem tikely to have noticeable effecta on financial
performance.

The vast majority of the studies we have surveyed have Lended to
focus onty on a Single dimension of compensation policy. However. a
firm’s economic performance 18 undoubtedly affected by its compensation
policy in totp., Future research needs to examine a firm’s pollcy about
the various dimenslions of compensation policy simultanecusly rather
than focusing on one pojicy to the excluslion of others. Empirically. a
firm’'s compensation strategy needs to be measured as a gegl of
interrelated dimensions. Developing a gcheme to parmaterize such a
compiex policy in terms of a manageable number of dimenslons wll] not
be a simple task.

Of course, one might think that one could eliminate the need for
auch efforts by studying how ghangeg In one dimenmion of compensation
potlcy atfect changes in firm performance. The studies cited in
Section Il on the retationship between the adoption of particutar
Provisions 1n executive compensation agreesment® and performance, ar
those cited in Section II1 on the relationgship between the adoption of
merit pay and public sector productivity, fail into thls class.
Unfortunateiy, the inferences one can draw from such studies depend
crucially on whether pther aspects of compensation/industrial relations
pol icy changes at the same time; unless other critical aspects are
aceounted for, causal inferences will pbe distorted., 1In aadition, they
depend crucially on ane‘s ability to control for other forces pesides

compensat 1on policy that might be expected to influence performance.
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Since adoption of a particular provision may well be influenced by
other forces, this ts also not aiways easy to do.

An argument might be made that each pay policy dimension may
atfect a different outcome, thus diminishing the importance of
anaiyzing all dimensions simultaneousty. The pay level! of a firm, for
example, may principaliy affect itg ability to attract and retain a
stable work force and the price competitiveness of its products, while
a firm's poligY regarding the methods by which employees are
compensated (e.g. team based incentives versus seniority) may dicectly
atfect their productivity. If such a separation of theoretical effects
exists, then the need to consider simuitaneousty the entire pay
strategy diminishes. Common sense suggests however, that some
thresholds of ail pay policieg may have to exi1at for the separate pay
dimensions to have any effect. Thus, for example, merit pay Schemes
may have litt|e effect on performance if the pay level is relatively
low.

The endogeneity of the adoption of particular provisions suggests
another thorny 189sue., Not only are changes over time in compensation
poitey for a given firm likely to be nonrandom, but so are difiersnces
t1n compensation poiicies acroms firms at a point in time. There are
iong |iteratures in both economics and personnel that suggest the
situations in which different compensation policies may prove optimal.

For example, the efficiency wage llterature in economics suggests
that situations in which turnover costs are hich, or the coatas of
monitoring worker productivity are high, are the cnes in wvhich apove

market-ciearing wages andsor earnings profiies that increase wlth
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geniority may arise. The compensaticn 1jterature In personnel suggests
that business units that exhlbit similar business strategies or operate
Ih the same stages of product life cycles will adopt similar
compensation policies, and that these policies will differ from those

of firms 14 the same 1aoustry in different stages or with gifferent

business strategies.6? n,g. variations in compensation poiicies
across firms may refiect conscious decisions by firms; each trying to
maximize 1tz ecohomic welfare.

At firet glance, we appear to be left with two options. On the
ong hand, researchers can treat variations in compensation policy
across firms as being randomly determined and jgnore issues of posgible
simultaneity. On the other hand, regsearchers cah acknowledge that at
ieast some of the observed variations in firms’ compensation policies
are purposefu] and designed to effect a firm's performance and then try
to empiricaily model the determinants and effects of thege variations.
Given the iatter. the effects of compensatjion policy on firm
performance can be esatimated pnly in the context of a mogdel that treats
these policies as being endogenougly determined.

Qur own preferences are to go the ilatter route. A start has
already been made py some research. For exampie, economigts have tried
to see Lf empirical expianations exiat for why the prevalence and
strength of cost-of-iliving adjugtment clayses vary across yniob
contracts, why the fringe penefitrwage rati1o varies over time and
acrogs areas, or why the probabpility of observing mandatory retirement

provisiong and above market ciealing wages varles across 1ndiv1duals.?0
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These types of studies have only begun to scratch the surface and much
more ressarch is needed on the determinants of compensatlon strategies.

We must stress, however, that pursuing this type of research wili
not be easy for a number of reasons, On the one hand, it is not a
trivial matter to parameterize any particular compensation pollcy. For
exampie, knowledge of the inceéntive/nonincentive pay dichotomy 1s
probably less useful than knowledge of the magnitudes of the incentives
that extst ¢1.e., the marginai return to the workers from aitering
their behaviors). Similarly, how a plan 19 actually administered may
pe quite different from what i3 recorded in written plan statements.
The mere process of collecting data on compensation poiicies wili
require considerable efforts.

On the other hand, once such data (s collected, researchers must
atili develop emp1rjcai modela to explain variations 1n compensation
policies, Unless such modeis have a good deal of explanatory power,
attempts to treat compensatioh poiicies as endogenous are unkikely to
lead to statisctically precise estimates of the effecta of compensation
policies on firm performance, both because of the imprecision of the
“instruments* for compensation policies that wouid result ang the
indirect relationship between compensatlion policy and ultimate
financial performance.

indeed this probiem 18 exacerbated by the fact that compensation
poiicies are often set at the indivicuai satap])shment l1evel and are
designed to effect establ ishment leave] variablez such as absenteeism,

the guality of new hires, turnover, and productivity. Yet the
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financial performance <(stock market or accounting) measureg avaliable
are typically avaliable only at the firm or corporate ievel.

These difficulties suggest a third option. Researchers might
focuz on the establishment ievel to estimate the effects of
compensgation policies on the ocuicomes that they are designed to
girectly intiuence, sych as recruiiment, absenteeism, and turcnover and
individual, group and business unit performance; all in the context of
models 1n which one attempts teo control for the endogeneity of these
policies. Assuming that compensation policies are shown to influence
thege outcomes, establ ishment leve] data could then be used to estimate
the effects of these cutcomes on total costs of production and thus on
underlying profitability. Related research on the effects of
industrial relations type policies on establishmentis costs and
productivity 1n the automobile and paper mitl industries has recently

been undertaken and can serve as a starting potnt for these

endeavors. 71 Theﬁe related studies do not treat industrial relations
variables as endogenous, however, and it I8 important that attempts be
made t0 treat compensaton poiicies as endogenous in future analyses.
Indeed, i1t may be that financial and stock market measures simply
have too much "noise” in many situations to be useful measures of the
direct effects of various compensation poiicies and practices. By
considering oniy the “ultimate' performance measures and ignoring the
intermediate outcomes of compensation systems, we run the risk of
conciuding “nothing" matters when in fact what matters depends on the

outcomes and mode g selected. Research on the effects of compensation
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poiicies on firm performance thus needs to focus on ppth firm-level

performance measures and more intermediate leve] measures,
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Footnotes

1. Compensation related theories come from a varlety of sources;
Thomas Mahoney (1979) attempts to 1ntegrate the perspectlives of
compensation from the economics, Paychology, sociology and personnel

jiteratures.

2. Dee Martin Segal (1986), for exampie, for a discussion of the
post-institutionalist’s labor market models of the 19405 and 1950s.

3, BSee, for example, George Mllkovich and Jerry Newman (i984) or
E.E. Lawler III 19712,

4. See, for exampie, Charles Brown & James Medoff (198%5) or L.
Dunn {1986). We digcuss the various ways firm performance may be
measured below,

5. Explanations for the existence of above market-clearing wages
fal} uncer the rubric of efficlency wage theorieg; recent summparies of
the literature include Lawrence Katz (1986), Joseph Stiglitz (1984 and
Janet Yellen (1984), Explanations often revolve around high wage
poilcies being used %o diScourage shirking in gituations where
mMonItoring costs are high. Thig provides one eéxplanation for the welti-
known fact that wages tend to increase with establ ishment and firm SiZe
(see Brown and Medoff (1985)).

6. For example, recent evidence on the relationship between quit
propabiliti1es and firms’ compensatlon levels is presented in Mark
Meitzen (i986), Earlier studies include John Pencavel (19702 and Kip
Viscus: (1980), Evidence that hlgh wages are associated with low

absentee rates 18 presented in Steven Allen (1584,
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7. See, for example, Milkovich & Newman (1984), Richard B.
Freeman (1982).

8. Economists have also developed a variety of theories to
explain why earnings shouid increase with seniority including those
based on investments in training (e.g., Gary Becker (1975)) and those
based on providlng 1ncentives (e.g., Eoward Lazear (1979; 198i), Edward
Lazear and Sherwin Rosen (1981), and Sherwin Rosen (1986).

9. For example, Donald Winkler (1980) shows that genercus sick
leave policies may encourage absenteeism. We do not dlacugs the
effects of another important employee benefit, pensiong, n our paper
aince they are the subject of another contribution (Steven Allen and
Ropert Clark) 1n this volume.

10. Theoretical models of payment by group or individua] output
also ex19t: a good survey of thig literature is Lazear (1986).

11. See the papers in this volume by Brian Becker and Craig Olson
on labor relations and Walter Gershenfeld on employee participation,

12. 3See Lazear (1986) for a survey.

13. See David Ciscel and Thomas Carroll (1980) for a survey of
thig literature.

14. See, for example, T. Coughlin and R. Schmidt (1985), Peter
Kostiuk ¢1986), and Kevin J. Murphy (1985a; 1985b) (forthcoming a;
forthcoming b) who focus on absolute measures of performance and Rick
Antle and Abbie Smith (1986) who focus on performance measures relative

to competitors,
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5. See George Benson (19852 and T. Coughlan and R. Schmidt
(1985). Benson aiso studied the income of executives in 29
congiomerates during the 1970-75 period and found that the annual gains
(or |lpases) they incurred due to changes I1n the vaiue of thelr stock
hoidings in thelr companies far exceeded their annual changes 1n
galaries. This further ties their "fortuneg" to their companies’
fortunes,

Further confirmation that ownership matters comeg from Wiliiam
Leweilen, Claudio Loderer and Ahron Rosenfeld (198%), and Randall
Mgrck, Andre: Shieifer and Robert Vishny (1986). The former examined
the abnormal atock market returns experienced by "bidder firms' in
mergers from the "bid* to the “approval" date. They found these
returns positively related to the percentage of the *bidder firms"
stock owned by senior management, Thus, executives’ ownership of their
firms’ gecurities helped to ailign the interesta of stockholders and
managers, at ieast 1n this case. The jatter found that corporate
performance (in terms of both accounting profits and sStock market
performance’ was highest when management owng between 5 and 20 percent
vf the corporation’s atock, They hypothesize that when smalier amounts
are owned, managers have less incentive to pursue a profit maximizing
strategy, whiie when larger amounts are owned, managers may feel more
secure ancd not work as hard,

16. For examples of such "iearning" modeis, see Smith Freeman
€1977), Milton Harris and Bengt Hoimatrom {1982), and Glenn McDonald
(1982),

17. Murphy (forthcoming, bJ.
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18. See Robert Masson (1971).

i9. See, 5. Bhagat, J. Brickley and R. Lease (i985), J, Brickiey,
S. Bhagat and R. Lease (1985), D. Larcker (1983), and H. Tehran:an and
J. Waegeiein (1986),

20. Larcker (1983).

21. Bhagat, Brickley and Leage (i985).

22. See Jonathan Eaton and Harvey Rosen (1983) for one
theoretical mooe].

23. R. A, Lambert and D. F. Larcker (1985).

24. Charles Enober (1986).

25. Ronaid Ehrenberg and Steven Goldberg (1977).

26. Gerald Goldstein and Ronald Ehrenberg (1976).

27. Ronald Ehrenberg, Richard Chaykowski and Randy Ann Ehrenberg
{1986),

28. Jone Pearce, Wi)liam Stevenson and James Perry (1985).
Performance measures used here include the average length of time for
claims to be approved or denied, the percentage of claims approved with
accurate documentation, and the percentage of post-entitiement actions
that took over 30 days.

29. In fact, little attention has been given to how the relative
compensation levels of top executives within a firm are set and whether
the structure across executives provicdes proper incentives., Edward
Lazear and Sherwin Rosen (1981) do present thecretical arguments why it
may be optimal to have compensation differences across “ranks" that far
exceed the relative proguctivity differences across the positions but

no empirical work on interfirm variations In execubtive salary
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structures has peen undertaken.

30, For a brief aoverview of the types of data collected by the
leading private compensatijon consuiting firm see Milkovich & Newman
(1984). See any area wage survey, for exampie U.S. Bureau of Labor
Statistics (1985) for a discussion of the pubtically coilected data.

31. Kenneth E. Foster (1985).

32. See Fred Foulkes (1982} for a survey of the personnel
practices of large non-unigon firms.

33. See Lawrence Katz (1986), Joseph Stiglitz (1984),

34. See, for example, Brown and Medoff (1985) and Waiter O:
(1983).

A5. See, for example, Balkin & Gomez-Mejiz (1986). High tech
f1rms were oefined as those with RAD budgets reported to pe 5% or more
of sales. A total of 105 firms were in their sampie, 33 were
ciassified as nigh tech, 72 as traditional.

36. See, for example, William Dickens and Lawrence Katz (19862,
As noted 1p the introduction, such a correlation between wages and
profits provides littie evidence that high wages cause high profitse.

37. John Barron, John Bishop and William Dunkeiperg (1986).

38. To be provided.

39, See, for examplie, Charles Brown (1985),

40. Ruth G. Shaeffer (1976).

41. Herpert Simon (1957).

42. Elliot Jacgues (1965).
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43, Unger knowiedge baSed pay plans, employees” smalaries increase
as additional training is acquired, whether or not those skiiig are
used on the present job. Mapnagers may then assign workers to any task,
as long ag the employees possess the reguired skills for that task and
are pajd at rates for the higheat skil} they posse=ss regardiess of the
tagk they actualiy perform. Maturity curves pay employees according to
some sense of “maturity" (years-gince-degree 9 a frequept measure)},
type of gegree, and a performance measure. Maturlty curves are
frequently used for engineers and scientists whose work is on group
progects where 1ndividual contribution 1s difficult to asseas.

44, Knowledge based pay schemea are described in Lawler (1985)
ana Jepkins and Gupta (1985).

45. See for example, Paul Osterman.

45. Analysis of earnings, experience, age profiles have been
widgely researched. See, for example, Katherine G. Abraham & Henry 5.
Farber (1986}, James [.. Medoff & Katherine G. Abraham (1980}, Joseph
Alton):1 & Robert Shakotka (1985),

47. For discussions of the effects of various wage differentials
on employee work behavior see Lawler (1971) and Lazear (1979, 1981,
1986).

48. Examples of the theoretical work include the work of Lazear
and Rosen (1981) ano Rosen (1986 on "rank order tournaments*, Lazear's
work cited above, Malcomson‘s work on incent|ves and hierarchies within
internal labor markets, and Frank’s rediscovery that empioyees value
their relative position in an internal pay hierarchy as wel]] as their

absoiute compensation levels,
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49, See, for example, James Medoff & Richard Freeman (1982),

50. See David Peck (1984),

51. See Charles Greene (1978), Charles N. Greene & Philillp M.
Pedsakoff. For a general review of the llterature see Robert Opshal
and M.D. Dunnette (198 >, E. Lawler ¢1971>, R.E. Kepelman & Leon
Reinharth ¢1982) or Al Nash (1982).

52. G. A. Yuk] and G. P. Latham ¢1975>, G. F. Latham and D. L.
Dessett ¢1978) and G. A. Yukl, G. P. Latham and E, D. Pursel]l (1975,

53. Jone C. Pearce & James L. Perry (1982) & Pearce, Stevenson 3
Perry ¢1985).

54 See Samuel Bacharach,. David Lipsky, and Joseph Shedd ¢1984), David
Cohen and Richard Murnane (1985), and Murnane and Cohen (19867,

5S. These studies that regress esarnings or pay levels on
cemographic factors are reported in both the labor economic and
psychology literature. See, for exampie, M. Haire, E.E. Ghisellj,
McGordan ¢i9 ). E. Lawler (1971, 1981), Medoff & Abraham (1981).

56. See Medoff and Abraham (1980).

57. See E. Lawier <1971, 19B1).

8. See H.G. Heneman ¢1973).

59. See Milkovich and Newman <i987).

60. See L. Gomez-Mejia & [. Balkin (i9B5)>.

61 John Pencavel (1977).

62 Eric Sejler ¢1984).

63. The literature on gainsharing i® burgecning. Most of it
compares the procedures and adminisatrative aspecta of various

approaches. See for exampie, Bert C. Metzger, (1980 & 1984)>, Brian E.
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Moore (1982}, or Institute of Industrial Engineers (1983). Some make 3

distinction between gainsharing, 1n which incentives based cn team or
unit level| performance i1mprovements and other forms such as
profitagharing (totai organization finapciai performance’ stock
cwnership, bonugy and the |ike. A further disatinction ig that
gatnsharing schemes permit wide definition of 1mprovements—-examplea
1hclude measures of financials, production quantity and quality,
accigent and absentee rates and even workplace cieaniineas,

64. For examples of proponents of gainsharing see, E.E. Lawier
(1984 & 1985), Schuster (1985), Mcore (1982).

65. For a brief review of these see Bullock and Lawler (1984).

66. See New York Stock Exchange Office of Economic Research
(1982 and the General Accounting Dffice (19813,

67. BSee, for example, Paul Goodman & Brian Moore (1976) & Lawler
(1985).

£8. See, for example, Bert Metzger (1980).

69. See for exampie, George T. Milkovich (1987), *"Compensation
Systems in High Technology Firma" in A. Kleingardner, eod., Management

of Hiah Technajogy (Lexinoton Presa, 1987).

70. See, for example, Ropaid Ehrenberg, Leif Danziger and Gee San

(1983, Stephen Woodbury ¢1983), and Robert Hutchens (forthcoming).

71. See, for example, Casey Ichnicwski (1986), Harry Katz, Thomas

Xochan, apd Kepneth Gobeilie (1983}, and J.R. Horsworthy and Craig

Zabala ¢(1985).
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