
CHAPTER 11PRIVATE 


COMPENSATION:  METHODS & POLICIES
Learning Objectives

1.
Understand how individual pay is determined

2.
Define variable pay and discuss the various incentive programs that can be used in such a system

3.
Explain why merit pay may cause employees to compete rather than cooperate

4.
Compare the various gainsharing systems (Lincoln Electric plan, Scanlon Plan, Rucker plan, ImproShare, business plan, gainsharing, winsharing, and spot gainsharing) 

5. Recognize the significant changes in these innovations and learn to differentiate among them: skill-based, knowledge-based, credential-based, and feedback, and competency-based pay

6.
Describe such pay issues as secrecy, security, and compression

Key Terms
	commission
	A commission is compensation based on a percentage of sales in units or dollars.

	competency-based pay
	A combination of skill-based, knowledge-based, and credential-based pay.

	cost-of-living adjustment (COLA)
	Wage increase or decrease pegged to the rise and fall in the cost-of-living index.

	differential piece rate (Taylor plan)
	A piecework plan that pays on the basis of two separate piecework rates: one for those who produce below or up to standard and another for those who produce above standard.

	feedback pay
	Based on aligning pay with strategic business objectives and then establishing a direct connection between the job holder and his or her part in accomplishing these goals.

	gainsharing plans
	Companywide group incentive plans that, through a financial formula for distributing organization-wide gains, unite diverse organizational elements in the common pursuit of improved organizational effectiveness.

	guaranteed annual wage (GAW)
	A plan in which the employer guarantees the employee a certain number of weeks of work at a certain wage after the worker has passed a probation period.

	knowledge-based pay
	Knowledge-based pay rewards employees for acquiring additional knowledge both within the current job and in new job categories.

	Merit pay
	Individual pay increases based on the rated performance of the individual employee in a previous time period.

	open system
	A pay system where pay ranges and even an individual's pay are open to the public and fellow employees. 

	pay compression
	A situation in which employees perceive too narrow a difference between their own pay and that of their colleagues.

	production bonus system
	An individual incentive system that pays an employee an hourly rate plus a bonus when the employee exceeds the standard.

	Profit sharing plans
	Profit-sharing plans distribute a fixed percentage of total organizational profit to employees in the form of cash-deferred bonus amounts.

	Salary
	Pay calculated at an annual or monthly rate rather than hourly.

	secret system
	A compensation system where pay is regarded as privileged information known only to the employee, the supervisor, and staff employees such as HRM and payroll.

	severance pay
	An income bridge from employment to unemployment and back to employment, provided by some employers.

	skill-based pay
	An alternative to job-based pay that sets pay levels on the basis of how many skills employees have or how many jobs they can do.

	spot gainsharing
	A gainsharing system that focuses on a specific problem in a specific department rather than on performance improvements for the whole organization.

	standard-hour plan
	An individual incentive plan that sets wages on the basis of completion of the job or task in some expected period of time.

	straight piecework
	An individual incentive plan where pay fluctuates on the basis of units of production per time period. 

	suggestion system
	A formal method of obtaining employees' advice for improvement in organizational effectiveness; it includes some kind of reward based on the successful application of the idea.

	supplementary unemployment benefits (SUB)
	The employer adds to unemployment compensation payments to help the employee achieve income security.

	total compensation approach
	Total compensation is made up of base pay, variable pay, and indirect pay (benefits).

	variable pay
	Any compensation plan that emphasizes a share focus on organizational success, broadens the opportunities for incentives to nontraditional groups (such as non-executives or non-managers), and operates outside the base pay increase system.

	Wage
	Pay calculated at an hourly rate.


Presentation

1.
Determination of individual pay 


a.
pay differentials are based on:

· individual differences in experience, skills, performance

· expectations that seniority and higher performance deserve higher pay


b.
reasons for choosing to pay employees at different rates for doing the same job 



include:

· pay differentials allow firms to recognize that different employees 
performing the same job make substantially different contributions to meeting organizational goals

· differentials allow employers to communicate a changed emphasis on




important job roles, skills, knowledge, etc

· differentials provide organizations with an important tool for emphasizing



norms of the enterprise without having employees change jobs

· without differentials, the pay system violates the internal equity norms of 



most employees, reducing employee satisfaction with pay and making 




attraction and retention of employees more difficult

· pay differentials allow firms to recognize market changes between jobs in 

the same grade without requiring a major overhaul of the whole compensation system

2.
Methods of Payment


a.
flat rate

· single rate in unionized firms (treating everyone equally)


b.
recognizing individual differences

· assumes workers are not interchangeable/equally productive

c. payment for time worked



i.
wage (calculated on hourly basis)


ii.
salary (calculated on monthly/annual basis)

pay adjusted upwards through four types of increases:

· general across-the-board increase

· merit increase

· cost-of-living-adjustment (COLA)

· seniority


d.
variable pay:  incentive compensation

· based on shared organizational success

· available to nontraditional groups & operates outside base pay

· plans need to be based on clear goals, unambiguous measures



key design factors need to include:

· management support

· employee acceptance

· supportive organizational culture (teamwork, trust)

· timing (minimal risk of economic downturn)



total compensation approach includes:
· variable pay puts a percentage of employee's paycheck at risk

· pay rate will not rise above lower base pay if goals aren't met

· flexibility can be built into the system of total compensation

· base pay: matched closely with the competition

· variable pay: methods like gainsharing, lump-sum bonuses

· indirect pay: like benefits


e.
merit incentives

· study shows merit needs to be 6-7%; less (unmotivate) more (demotivate)




in practice  merit pay systems fail because:

· employees fail to make the connection between pay & performance

· secrecy of reward is perceived by other employees as inequity

· size of merit award has little effect on performance


f.
individual incentives

· straight piecework

· differential piece rate

· standard hour plan
· production bonus system

· straight sales commission
· variation 



(salary plus commission)



(salary plus draw)


g.
team/group incentives (used when:)

· there is a strong dependence among individuals in a group

· it is hard to determine which individual is responsible for the level of


achievement because of interrelated work

· the organization wishes to reinforce teamwork, group planning and problem


solving


h.
organization-wide incentives



i.
suggestion systems



ii.
gainsharing incentive plan

· Scanlon plan

· Rucker plan

· ImproShare



· Winsharing



iii.
spot gainsharing


iv.
profit-sharing incentive plan

· Lincoln Electric plan

· cash & deferred bonuses

i. ownership

· defined contribution plans vs. defined benefits


j..
people-based pay (alternative to job-based pay)

i. skill-based pay (breadth of skills)

ii. knowledge-based pay (depth of skills)

iii. credential-based pay (qualification dependent)

iv. feedback pay (fulfill strategic goals – research bonus ex. NDSU)

v. competency-based pay (skills + knowledge + traits + motives)


k.
executive pay



i.
executive salaries



ii.
bonuses



iii.
stock options



iv.
executive perquisites

· executive pay package dependent on comparative performance



pay design has five underlying principles:

i. compensation committees consist of stockholders & directors who link CEO compensation to shareholder returns

ii. variable performance-based pay is emphasized over guarantees (bonuses)

iii. CEOs are encouraged to invest in company stock (stock options)

iv. performance yardsticks are linked to actual key productivity indices or to 




competition

v. CEOs are held responsible for cost of capital, forcing them to look for

vehicles of growth rather than amassing wealth

3.
Issues in Compensation Administration 


a.
pay secrecy or openness


b.
pay security

· guaranteed annual wage (GAW)

· supplementary unemployment benefits (SUB)

· COLAs

· severance pay


c.
pay compression



solutions for pay compression

· re-examining how many entry-level people are needed

· reassessing recruitment itself

· focusing on the job evaluation process emphasizing performance

· basing all salaries on longevity

· giving first line supervisors the authority to recommend equity adjustments 

for victims of pay compression

Review Questions

1.
Should the federal government place a ceiling on CEO compensation? Why? 

2.
What are some of the advantages and disadvantages of a merit-based compensation system?

3.
Is pay compression a potential problem in terms of employee morale?  Why?
4.
Why are more firms not using the Lincoln Electric compensation type plan?

5.
What gainsharing system do you believe is the most effective? Why?
No Application Case for Chapter 11

