
CHAPTER 7PRIVATE 


DEFINING COMPETITIVENESS

LEARNING OBJECTIVES
1.
Explain the importance of external competitiveness to the pay model.

2.
Discuss the factors that influence external competitiveness.

3.
Discuss the difference among labor market, product market, and


organizational factors in determining external competitiveness.

4.
Explain the different pay policy positions and the consequences of using


each.

OUTLINE
I. COMPENSATION STRATEGY: EXTERNAL COMPETITIVENESS

A.
External competitiveness focuses on comparisons outside the organization – comparisons with other employers that hire the same kind of employees.

B.
An organization’s policy on external competitiveness is its pay in relation to that of other organizations.

C.
External competitiveness is expressed in practice by:
1.
setting a pay level that is above, below, or equal to that of competitors
2.
determining the mix of pay forms relative to those of competitors
D.
Both pay level and pay mix focus on two objectives:
1.
control costs.


2.
attract and retain employees

1. Control Labor Costs


1.
pay-level decisions have a significant impact expenses. Other things being equal, the higher the pay level, the higher the labor costs: Labor costs = pay level x number of employees


2.
the higher the pay level relative to what competitors pay, the greater the relative costs to provide similar products or services

3.
it might appear all organizations would pay the same job the same rate, but they do not 
F.
Attract and Retain Employees

1.
different employers set different pay levels – they choose to pay above or below what others are paying for the same work

a.
one company may pay its employees more because it believes they are more productive than those at other companies

b.
another company may pay less because it tries to differentiate itself on nonfinancial, more relational returns
2.
there is no single “going rate” in the labor market for a specific job

3.
rates paid for similar jobs vary among employers, but a single company may set a different pay level for different job families
II.
WHAT SHAPES EXTERNAL COMPETITIVENESS?


an organization’s pay level is a function of three factors:

1.
competition in its labor markets

2. competition in its product markets

3. organizational & work force factors

III.
LABOR MARKET FACTORS

A.
Economists describe two basic types of markets: the quoted price and the bourse
1.
Quoted price markets – An example is an ad that includes a job opening’s starting wage

2.
Bourse – This market allows haggling over the terms and conditions related to a job opening until an agreement is reached
B.
in both the markets, employers are the buyers and potential employees are the sellers, if inducements offered by an employer and skills offered by an employee are mutually acceptable, a deal is struck
C.
through the interaction of labor demand and labor supply, employees are allocated to jobs at specified pay rates

D. How Markets Work

1.
theories of labor markets begin with four underlying assumptions:
i. employers always seek to maximize their profits

ii. employers face a competitive market

iii. pay rates reflect all costs associated with employment
iv. people are homogenous and therefore interchangeable


2.
although these assumptions oversimplify reality, they provide a framework for understanding labor markets

3.
understanding how markets work requires analysis of the demand and supply of labor


a.
the demand side focuses on the actions of employers – how many employees they seek and what they are able and willing to pay those employees.



b.
the supply side looks at potential employees – their qualifications and the pay they are willing to accept in exchange for their services.


E.
Labor Demand

1.
analysis of the demand for labor enables an employer to determine how many employees it will hire at a market rate of pay

2.
in the short term, an employer cannot change any factor of production other than labor, the level of production can change only if it changes the level of human resources

3.
under such conditions, a single employer’s demand for labor coincides with the marginal product of labor




F.
Marginal Product



the additional output associated with the employment of one additional human resource unit, with other production factors held constant

1.
the marginal product – change in output associated with an additional unit of labor – must be analyzed


2.
the marginal product increases up to a certain point and then begins to decline with the hiring of additional units of labor (with other factors of production fixed)



a.
the diminishing marginal productivity results from the fact that each additional unit of labor has a progressively smaller share of the other factors of production with which to work


G.
Marginal Revenue



the additional revenue generated when the firm employs one additional unit of human resources, with other production factors held constant

1.
this is the money generated by the sale of the marginal product, the additional output from the employment of one additional person


2.
therefore, an employer will continue hiring additional people until the marginal revenue generated by the last hire is equal to the costs associated with employing that person



a.
other potential costs do not change in the short run, the level of demand that maximizes profits is that level at which the marginal revenue of the last hire is equal to the wage rate for that hire.


H.
Labor Supply


1.
regarding the supply of labor, there are certain assumptions about the behavior of potential employees that must be considered:



a.
many people are seeking jobs



b.
they possess accurate information about all job openings



c.
barriers to mobility among jobs do not exist.


2.
these assumptions simplify the real world.


a.
in a perfectly competitive market, the supply available to an individual employer is elastic


b.
as assumptions change to more closely reflect reality, labor supply becomes less elastic.

IV.
MODIFICATIONS TO THE DEMAND SIDE 

A.
Economic models must be revised to account for reality. Three modifications address why an employer would pay more than what theory states is the market-determined rate

B.
Compensating Differentials


1.
individuals will consider the “whole of the advantages and disadvantages of different employments” and make decisions based on the alternative with the greatest “net advantage”

2.
if a job has negative characteristics, then an employer must offer higher wages to compensate for these negative features
B.
Efficiency Wage Theory

1.
high wages may increase efficiency and actually lower labor costs if they:

a.
Attract higher-quality applicants
b.
lower turnover
c.
increase worker effort
d.
reduce “shirking”

e.
reduce the need to supervise employees

2.
efficiency increases by hiring better employees or motivating present employees to work smarter or harder

3.
research on this theory indicates support for it:


a.
research results support the proposition that higher wages attract more qualified applicants.


b.
however, higher wages also attract more unqualified applicants so an above market wage does not guarantee a more productive work force.


C.
Signaling

1.
this theory stipulates that an employer designs pay levels and mix as part of a strategy to signal to potential and current employees the kinds of behaviors it expects
2.
For example, an employer may combine low base pay with high bonuses in hopes of attracting employees more willing to take risks.

V.
MODIFICATIONS TO THE SUPPLY SIDE  

A. 
Two theories focus on understanding employee behavior, the supply side of the model.

B.
Reservation Wage


1.
job seekers have a reservation wage level below which they will not accept a job offer, regardless of the other job attributes, such as advancement potential or working conditions


2.
some job seekers (satisfiers) take the first job offer they get where the pay meets their reservation wage

C.
Human Capital


1.
higher earnings flow to those who improve their potential productivity by investing in themselves (by acquiring additional education, training, and experience


2.
assumes people are paid at the value of their marginal product.


ex.  jobs that require long, expensive training should receive higher pay levels than jobs that require less investment.

VI.
PRODUCT MARKET FACTORS & ABILITY TO PAY 

A.
An employer’s pay level is constrained by its ability to compete in the product/service market, and product market conditions to a large extent determine what an organization can afford to pay.

B.
Two key product market factors – product demand and degree of competition – affect the ability of an organization to change what it charges for its products and services.

C. Product Demand


1.
labor market conditions and legal requirements put a floor on the pay level required to attract employees, the product market puts a lid on the maximum pay level an employer can set

D.
Degree of Competition

1.
employers in highly competitive markets are less able to raise prices without loss of revenues

E.
A Dose of Reality: What the Managers Say



Findings in various studies revealed that:

· level of unemployment was not considered when making wage adjustments

· company profitability was considered in setting a budget but not a factor for individual pay adjustments

· there’s “downward stickiness” where pay goes up more easily than down

· contrary to “efficiency wage theory” managers believe that the problems of attraction & retention of workers was due to bad management not pay

In the low skill/low wage segment employers chose to pay base plus benefit & services (ex. English lessons, citizenship courses, food discounts) instead of increasing base wages for the following reasons:

· employees value services over wages

· employees unable to locate & purchase these services on their own

· services are tax free whereas wage increases are taxed

· wage increase would be quickly matched by competitor resulting in higher cost with no advantage

F.
More Reality: Splintering Supply of Labor

1.
People Flow to the Work

a.
economic conditions may require an employer to use multiple sources of employees (for a job category), from multiple locations, with multiple employment relationships
b.
ex. of this approach is a hospital which recruits and staffs its nursing positions from four different sources

(1) the level and mix of cash and benefits paid each nurse depends on   the source


(2)
this splintered labor supply results in nurses working the same jobs side by side on the same shift but earning different pay
2.
Work Flows to the People – On-site, Off-site, Offshore
a.
economic conditions may require an employer to “mix and match” its employees (receiving different compensation packages) from different sources (geographic locations) to meet its work schedule.


b.
several factors impact the selection of the sources – customer preferences, time schedules, nature of the work project
VII.
ORGANIZATIONAL FACTORS

A.
Industry

· the industry in which an organization competes influences the technologies used and the pay associated with these technologies

1.
labor-intensive industries (education and health care) tend to pay less than technology-intensive industries (pharmaceutical), whereas professional services (consulting firm) tend to pay high

2.
the introduction of new technology within an industry also influences pay levels


3.
qualifications and experience tailored to particular technologies are important in the analysis of labor markets - ex. machinists who build GE diesel locomotives have different qualifications from machinists who build Boeing airplanes

B.
Employer Size

· size of an organization affects pay level and mix decisions
1.
large organizations tend to pay higher wages than smaller ones

2.
the relationship between organization size, ability to pay, and pay level is consistent with economic theory – talented individuals have a higher marginal value in a larger company because they can influence more people and decisions, leading to more profits

C.
People’s Preferences

· preferences vary for different forms of pay
1.
research focused on a better understanding of employee preferences of pay forms is important in determining external competitiveness
a.
what pay forms (health insurance, vision care, bonuses, pensions) do employees value?

b.
what forms should be changed or instituted to improve their value to employees?

2. markets involve both employers’ and employees’ choices for different pay forms, but there are substantial difficulties in reliably measuring preferences

D.
Organizational Strategy
· pay forms should “fit” an organization’s strategy

1.
some employers adopt a low-wage, no-service strategy; they compete by producing goods and services with the lowest total compensation possible

2.
other employers select a low-wage, high-services strategy


3.
another approach used by employers is a high-wage, high-services
VIII.
RELEVANT MARKETS

A.
defining relevant markets is a significant factor to organizations in determining how much to pay and what mix of pay forms to offer

B.
while a single homogeneous market may be a useful analytical device, each organization operates in many labor markets, each with unique demand and supply.


C.
three factors are used to determine the relevant labor markets:

1.
occupation – skill/knowledge required.

2.
geography – willingness to relocate, commute, or become virtual employees

3.
competitors – other employers in the same product/service and labor markets
D.
Defining the Relevant Market
1.
minimal research has been conducted on how employers choose their relevant markets
2.
research indicates managers look at both competitors—their products, location, and size—and the jobs—the skills and knowledge required and their importance to the organization’s success

a.
depending on its location and size, a company may be deemed a relevant comparison even if it is not a product market competitor.

3.
data from product market competitors are likely to receive more weight when:
a.
employee skills are specific to the product market.

b.
labor costs are a large share of total costs.

c.
product demand is responsive (elastic) to price changes.

d.
supply of labor is not responsive (inelastic) to changes in pay.

4.
employees are willing to move geographically and how far employers are willing to search for qualified employees and the relevant market tends to expand as the qualifications for the work increases

IX.
COMPETITIVE PAY POLICY ALTERNATIVES
A.
The pay-level policy of an employer is significant because the competitiveness of pay will affect an employer’s ability to achieve its compensation objectives & will affect the organization’s performance/success
B.
Pay with Competition (Match)

· most common policy

· somewhat able to attract, retain employees

· keep pay dissatisfaction down while containing labor costs


C.
Lead Policy

· ability to attract, retain highest quality employees

· returns absenteeism and turnover

· reduce vacancy rates and training time

· may offset less attractive features of certain types of work

· wages of current employees may have to be increased to avoid internal misalignment and dissatisfaction

· may mask negative job attributes that contribute to high turnover later on

D.
Lag Policy

· deters the organization’s ability to attract employees

· lower labor costs

· could be use in combination with other attributes (ex. better benefits, desirable work location, good assignments)


E.
Flexible Policies

· employers may vary the policy for different occupational families or for

different forms of pay

· alternatives include performance driven, work life balance, security


F.
Employer of Choice

· more complex option, firm’s position based on total returns
· pay policy is just one part of external competitiveness (need to consider

      other HR aspects: ex. security, training, advancement, challenging work)


G.
Shared Choice

· begins with traditional alternatives of lead, meet or lag but adds a second part, which is to offer employee choices (within limits) in the pay mix

· employees have more say in the forms of pay they receive


H.
Pitfalls of Pies.
1.
viewing the mix of pay forms as pieces in a pie chart has limitations - these are particularly clear when the value of stock options is volatile
2.
another approach involves the use of a “dashboard.” This approach changes the focus from emphasizing the relative importance of each pay form within a single company to comparing each form by itself to the market
3. another limitation is it can be misleading to focus solely on the mix for the entire organization, like pay levels, the mix of pay options employees receive often differs at different levels in the internal job structure
X.
CONSEQUENCES OF PAY-LEVEL DECISIONS
A. Efficiency

· wages represent an expense, so pay level affects efficiency

· pay policy impacts ability to recruit /retain and in turn revenues


B.
Fairness
· perception of fairness affected by comparisons with pay of others

· pay satisfaction related to pay level:  more is better


C.
Compliance

· pay level decisions must comply with laws & legislation

XI. YOUR TURN:  SLED DOG SOFTWARE
XII.
YOUR TURN:  MANAGING A LOW-WAGE, LOW-SKILL 
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