
CHAPTER 3PRIVATE 


DEFINING INTERNAL ALIGNMENT
LEARNING OBJECTIVES
1.
Explain why internal consistency is an important pay policy issue and how to evaluate internal alignment.

2.
Discuss the three (3) key factors that define an internal pay structures.

3. Identify and describe how external and organization factors shape the design of pay structures.
4.
Discuss the pros and cons of egalitarian and hierarchical structures and how they relate to an organization’s strategy.
5.
Describe the key effects associated with an internally aligned pay structure.
6.
Discuss the impact of internal pay structures on efficiency, fairness, and compliance in the pay system.

.

OUTLINE
I. COMPENSATION STRATEGY: INTERNAL ALIGNMENT


A.
Setting objectives is the first issue in a strategic approach.


B.
Internal alignment, addresses pay relationships inside the organization.


Often called internal equity, refers to the pay relationships among different jobs/skills/competencies with a single organization.  The relationship forms a pay structure that should support the organization strategy, support the workflow, be fair to employees, and motivate behavior toward organization objectives.
Exhibit 3.1:  Engineering Structure at Lockheed Martin



Pay structure refers to the array of pay rates for different work or skills within a single organization. The number of levels, the differentials in pay between the levels, and the criteria used to determine those differences describe the structure.
C.
Support Organization Strategy

· an organization’s strategy describes how it plans to achieve its mission and objectives
· internal structures that aligned with the strategy help in achieving it
D.
Supports Work Flow

· workflow refers to the process by which goods and services are delivered to the customer

· the challenge is to design a pay structure that supports the efficient flow of work

E. Supports Fairness

· procedural justice:
process for determining structure

· distributive justice:
actual end results

· employees’ perceptions of procedural fairness significantly influence their acceptance of the results. Employees are more willing to accept low pay if they believe the way the result was obtained was fair

· pay procedures are more likely to be perceived as fair if:

· they are consistently applied to all employees.

· employees participated in the process.

· appeals procedures are included.

· data used are accurate.

· procedural justice addresses how design and administrative decisions are made and whether procedures are applied in a consistent manner. 
· distributive justice addresses whether the actual internal pay differences among employees are reasonable
F. Motivates Behavior
· rationale/criteria on which the structure is based should make clear the relationship between each job & firm’s objectives (“line-of-sight”)

· when employees “see” links between their work, the work of others, and the organization’s objectives, the more likely they are to achieve those objectives
II.
STRUCTURES VARY AMONG ORGANIZATIONS

A.
Levels

· synonymous to pay grades

· reflects overall hierarchy of  the flow of work in the organization

· shows pay progression

· some structures are more hierarchical, with multiple levels; others

compressed, with few levels

B.
Differentials

· pay differences between the levels

· based on some measure of the differences in the value of work to the firm

· greater qualifications/skills for greater pay (exception: pay 

compression)

· can be a source of dissatisfaction when differentials are high (eg. 1 : 

2000)

C. Criteria



Content and Value

· content is the work performed in a job and how it gets done (KSA, tasks) - structure based on content ranks jobs based on skills required, complexity of tasks, and/or responsibility

· value refers to the worth of the work: its relative contribution to the organization objectives - structure based on the value of the work focuses on the relative contribution of the skills, tasks, and responsibilities of a job to the organization’s goals (ex. Eli Manning hired as quarterback for Giants or Terrell Owens as wide receiver for Eagles)


Use Value and Exchange Value
· use value reflects value of goods/services an employee produces in a job

· similar job content in two different companies may be valued differently based on how it contributes to organization objectives

· exchange value is wage the employer and employee agree on for a job

· same work content in the same company may have different exchange values based on the different geographies

Job and Person Based Structures
· job-based structure relies on the work content – tasks, behaviors, and responsibilities
· person-based structure shifts the focus to the employee – skills, knowledge, or competencies the employee possesses, whether or not they are used in the employee’s particular job
II.
WHAT SHAPES INTERNAL STRUCTURES?
A. External Factors - Economic Pressures

· early theorists concentrated on the supply of labor to explain pay structures

· Market Exchange Model / Supply & Demand Theory
· Marginal Productivity Theory

B.
External Factors - Government Policies, Laws, & Regulations

· in the U.S. structures cannot be based on gender, race, religion or national origin

· much pay related legislation attempts to regulate economic forces to achieve social welfare objectives

· contemporary U.S. example of:

· Living Wage

C.
External Factors - Stakeholders
· unions, stockholders & political groups all have a stake in formulating 


internal pay structures

· unions seek small pay differentials among jobs & seniority-based


promotions as a way to promote solidarity among members 

· Bargaining Theory or Collective Bargaining Theory

D.
External Factors - Culture & Customs

· culture dictates how “fairness” is judged

· societal values & norms from 13th/14th century determined wage rates that were based on  a person’s societal class 

· market factors were ignored in the wage determination

· Just Price Theory
· Just-Wage Theory

E.
Organizational Factors - Strategy

· different business strategies may require different pay structures to support them (belief that pay structures unaligned to strategies become obstacles to firm’s success

· Institutional Wage Theory
F. Organizational Factors - Human Capital 

· a major influence on internal structures human capital – are education,


experience, knowledge, abilities, and skills

· the stronger the link between skills, experience and a firm’s strategic


objectives, the more pay those skills will command

· Investment Theory
· Human Capital Models
G. Organizational Factors - Work Design 
· technology used to produce goods and services influences the org. design, work to be performed, and skills required performing it

· factors affecting work design – outsourcing, delayering

· Thurow's Job Competition Model

H. Organizational Factors – Overall HR Policies

· the amount of pay to tie to a promotion, the nature of promotions (ex. lateral, & greater responsibilities) pay differences must be consistent with what the firm is trying to accomplish

· Organizational Hierarchy Theory
I. Internal Labor Markets - Combining External & Internal Factors

· the notion of internal labor markets ie. policies & procedures that regulate internal hiring & promotions, form career paths, and pay is based on internal policy

· external factors are dominant influences on pay offered for entry jobs, but the pay differences for non-entry jobs tend to reflect the organization’s internal factors
J. Employee Expectations - A Key Factor

· employees judge the fairness of their pay through comparisons with pay paid to others for work related in some fashion to their own.
· pay structures change in response to changing external pressures such as skill shortages, the distorted pay differences become accepted as equitable
· new norms for employee acceptance will include recognition that employees must be prepared for change in internal pay relationships

· Jacques' Demand Side Theory

K.
FACTORS INFLUENCING INTERNAL PAY STRUCTURES



Determinants of Pay

· KSAs

· Type of business/industry

· Union-nonunion status

· Capital vs. labor intensive

· Size of business

· Philosophy of management

· Total compensation package

· Geographic location

· Ability to pay

· Supply and demand of labor

· Profitability

· Employment stability

· Gender differences

· Employment tenure and performance

· Growth phase of organization

IV. STRATEGIC CHOICES IN DESIGNING INTERNAL STRUCTURES


A.
the basic premise underlying the strategic approach is “fit” matters - aligned pay structures support the way the work gets done, fit the organization’s business strategy, and are fair to employees.


B.
Two strategic choices are involved in internally aligning pay structures:  
(1) how tailored to organization design and work flow to make the structure (2) how to distribute pay throughout the levels in the structure
C.
Tailored versus Loosely Coupled

· tailored structures work for a low-cost business strategy that has: well-defined jobs with detailed tasks and relatively small differences in pay

· loosely coupled structures work for a differentiation business strategy that emphasizes constant product innovation and short product-design-to-market cycle times - the pay structure needs to be flexible and is more loosely linked to the organization to facilitate constant change

D.
Egalitarian versus Hierarchical Structures



Egalitarian



Hierarchical



more equal treatment

recognize employee differences



more satisfaction


rewarded for KSAs



more team work


increased motivation



fewer levels



more levels



smaller differentials


greater differentials

E.
Career Path Differentials

· refers to pay differences based on promotion from one level in the structure to the next
V. 
WHAT THE RESEARCH TELLS US
A. Equity Theory

· employees judge equity on the basis of comparisons between work (tasks), requirements (KSAs) and pay for job A vs. that for job B.

· little research as to what specific factors influence employees’ perceptions of the fairness of pay structure vs. fairness of the pay

B. Tournament Theory

· structures with greater differentials at the top have a more positive effect on performance than smaller differential for people at all levels in the structure

· the main motivating factor is whether one gets promoted to the next level or not because current pay at the current level has little motivational effect 

· pay offered for higher position motivates those at lower level to come to work and stay in contention for promotion

· the greater the prize for getting to the next level, the greater the motivational impact the structure will have

C. Institutional Model: Copy Others

· the practices of other firms influence a firm’s pay structure decision


D.
Which Structure Fits Best?

How well a structure fits a particular business strategy depends on:

· an internally consistent structure that supports the work flow

· if work is organized around teams or individuals

· if it’s fair to employees

· directs behavior of employees toward organizational objectives

Findings:

· more hierarchical structures are related to greater performance when work flow depends more on individual contributors (ex. stock brokers, lawyers, UAF profs.)

· more egalitarian structures are related to greater performance when close collaboration and sharing of knowledge is required (ex. rescue squads)

· structures that are not aligned with the work flow appear to be related to greater turnover

VI. CONSEQUENCES OF STRUCTURES
A
Internal Alignment.

· unique jobs reflect organization idiosyncrasies. An internal pay structure provides a basis for determining pay for unique jobs

· different job structures must be harmonized during acquisitions and mergers

B.
Efficiency:  Competitive Advantage

· pay differentials in internal pay structures should be able to create & sustain a competitive advantage because they lead to better organization performance
· they provide incentives for employees to remain with the organization
to perform well, increase their skills & knowledge to advance in the firm

· if structures have no competitive advantage, they are not doing their job 
C.
Fairness
· researchers  believe that employee attitudes about the fairness of the pay
structure influence their work behaviors: Equity Theory
D.
Compliance

· pay structures must comply with all laws & regulations that apply to firm
VII.
YOUR TURN:  So You Want to Lead the Orchestra!
