
CHAPTER 10PRIVATE 


PAY-FOR-PERFORMANCE:  PLANS
LEARNING OBJECTIVES
1. Discuss reasons for the popularity of pay-for-performance reward plans.
2. Describe the key differences among the categories – short-term, team-based, long-term – of pay-for-performance plans.
3. Identify the advantages and disadvantages of individual incentive plans.
4. Explain why an organization might choose a group rather than an individual incentive system.
5. Clarify the criteria involved in determining which type of group incentive plan best fits an organization’s objectives.
6. Identify the advantages and disadvantages of group incentive plans.

OUTLINE
I.
WHAT IS A PAY-FOR-PERFORMANCE PLAN?
A.
There has been a shift in thinking about compensation regarding the nature of pay-for-performance plans
1.
pay used to be viewed primarily as an entitlement
2.
pay-for-performance plans signal a movement away from entitlement toward pay that varies with some measure of individual or organizational performance
B.
Many of the surveys on pay-for-performance omit  merit pay – which may due to the fact that merit pay is out of favor
1. one survey of 250 companies reports that 30% are thinking about eliminating merit pay and another 10% already have
2. merit pay is still a pay-for-performance plan used for more than 3/4ths of all exempt, clerical, and administrative employees
C.
There are a wide variety of variable-pay plans in use today
1.
these plans used to be primarily a compensation tool for top management, they are now becoming more prevalent for lower-level employees.

2.
variable pay is commanding a larger share of total compensation for all employee groups.

D.
The increased interest in variable pay can be traced to:
1.
increasing foreign competition forces U.S. firms to cut costs and/or increase productivity – well-designed variable-pay plans have a proven track record in motivating better performance and helping cut costs

2.
employees must be willing to adjust what they do and how they do it – new technologies, new work processes, and new work relationships require employees to adapt in new ways.

II.
DOES VARIABLE PAY IMPROVE PERFORMANCE RESULTS?  THE GENERAL EVIDENCE
A.
Pay-for-performance plans seem to have a positive impact on performance if designed well.

III.
SPECIFIC FOR-PERFORMANCE PLAN:  SHORT TERM
A.
Merit Pay

1.
this plan links increases in base pay (merit increases) to how highly employees are rated on a subjective performance evaluation
2.
merit pay is under attack - it is expensive and does not achieve the desired goal of improving employee and corporate performance
3.
if merit pay is to live up to its potential, it must be managed better; this requires a complete overhaul of the way raises are allocated
a.
improve accuracy of performance ratings
b.
allocate enough merit money to truly reward performance
c.
make sure the size of the merit increase differentiates across performance levels
B.
Lump-Sum Bonuses
1.
increasingly used as a substitute for merit pay
2.
based on employee or company performance, employees receive an end-of-year bonus that does not increase base pay
3.
since employees must earn this increase each year, it is viewed as less of an entitlement than merit pay
4.
this approach will cost an employer considerably less over the long run due to the lack of compounding
a.
many companies are switching to lump-sum pay 

b.
employees typically do not view lump-sum bonuses favorably since base pay does not increase
C.
Individual Spot Awards
1.
approximately 34% of companies use these awards
a.
they are usually awarded for exceptional performance, often on special projects or for performance that exceeds expectations by a wide margin
b.
example, a creative user of this approach is Mary Kay Cosmetics – top salespeople get pink Cadillacs
2.
according to a recent survey, 74% of companies reported these awards were either highly or moderately effective
D.
Individual Incentive Plans: Types
1.
these plans offer a promise of pay for some objective, pre-established level of performance
2.
the common feature of all incentive plans is an established standard against which worker performance is compared to determine the amount of the incentive
3.
beyond that however, incentive plans vary along two dimensions:

a.
the method of rate determination, i.e. way the standard is set - it is based on the number of units of production per time period or on the time period per unit of production

b.
the specified relationship between production level and wages, i.e. way wages are tied to output - it is based on pay as a constant function of production level or pay can vary as a function of the production level
4.
based on the above qualifications, four general types of plans can be developed as illustrated in Exhibit 10.5.   
5.
it should be noted that each of these four plans listed below has as a foundation a standard level of performance determined by some form of time study or job analysis. 

6.
Cell 1 illustrates the straight piecework system, where rate determination is based on the units of production per time period, and wages vary directly as a function of the production level.

a.
the advantage of this type of system is it is easily understood by workers
b.
the difficulty arises in setting an appropriate standard
 
Straight Piece Rate Plan
7.
Cell 2 illustrates two plans that set standards based on time per unit and tie incentives directly to level of output
a.
standard hour plan sets the incentive rate based on completion of a task in some expected time period, regardless of the time actually taken to complete the task, pay is geared to the standard time.
b.
Bedeaux plan is a variation on straight piecework and standard hour plans. It divides a task into simple actions and measures the time required to complete each action.
8.
Cell 3 includes two plans that vary incentives as a function of units of production per time period. Both are intended to reward efficient workers and penalize inefficient ones.

a.
Taylor plan establishes two piecework rates

(1)
one rate goes into effect when a worker exceeds the published standard for a given time period.- this rate is set higher than the regular wage incentive level
(2)
a second rate is established for production below standard, and this rate is lower than the regular wage
b.
Merrick system operates similar to the Taylor plans except that three 

rates are established.

(1)
high – for production exceeding 100% of standard.

(2)
medium – for production between 83 and 100% of standard.

(3)
low – for production less than 83% of standard.

Taylor and Merrick Plans

9.
Cell 4 illustrates three plans that provide for variable incentives linked to a standard expressed as a time period per unit of production.

a.
Halsey 50-50 method splits any savings in direct costs between workers and an organization. The savings result from completion of a task in less time than a time study suggests and are typically allocate 50-50
b.
Rowan Plan is similar to the Halsey plan, but the worker’s bonus increases as the time required to complete the task decreases
c.
Gantt Plan differs from the above plan in that the standard time for a task is purposely set at a level requiring high effort to complete
(1)
any worker failing to complete the task in the standard time is guaranteed a pre-established wage
(2)
earnings are pegged at 120% of the time saved for any task completed in standard time or less 

E.
Individual Incentive Plans: Advantages and Disadvantages
1.
a problem with incentive plans is that they focus only on a small part of what it takes for a company to be successful
2.
these plans can lead to unexpected and undesired behaviors since employees, being rational, do more of what the incentive system pays for
  IV.
TEAM INCENTIVE PLANS: TYPES
A.

Group incentive plans focus on an established standard against which team performance is compared to determine the magnitude of incentive pay.

B.

The range of performance measures (standards) for different types of corporate objectives is illustrated in Exhibit 10.11.
C.

Historically, financial measures have been the most widely used performance indicator for group incentives.


1.
top executives have expressed concern these measures do a better job of communicating performance to stock analysts than to managers
2.
one suggestion to address this concern is the balanced scorecard approach.

D.
The balanced scorecard approach uses a constellation of measures indicating what is succeeding and what needs improvement
1.
these measures typically fall into four categories:
a.
financial results
b.
process innovations
c.
customer service
d.
innovation
2.
this approach encourages discussions about priorities among the different measures; dissent is viewed positively
3.
objectives with different weights in terms of importance are established
4.
these objectives send clear signals to managers, and then to their employees, about what is important
E.
Decisions regarding these plans should focus on two areas:
1.
is a group incentive plan appropriate?
2.
if yes, which plan(s) best fit an organization’s strategy and objectives?



Types of Variable-Pay Plans: Advantages and Disadvantages
F.
Comparing Group and Individual Incentive Plans
1.
first issue focuses on whether incentive plans can enhance performance - the preponderance of evidence indicates the answer is yes
2.
second issue focuses on which is better – group or individual incentive plans
3.
guidelines for when to choose group or individual plans are provided in Exhibit 10.13
a.
experts agree that individual plans have better potential for, and better track records in, delivering higher productivity
b.
group plans can suffer from the free rider problem
(1)
certain team members do not carry their share of the work load, yet share equally in the distribution of rewards
(2)
research indicates good performance measurement techniques and clear standards can lessen this problem
G.
Team Compensation
1.
evidence on incentive plans is less than encouraging – companies report they are not satisfied with the way the systems work
2.
failure can be attributed to at least five causes:
a.
teams are defined in numerous ways (full-time, part-time, expert, temporary), difficulties arise in determining consistency for a compensation plan.

b.
problem with rewarding teams is the “level problem” – at what level should teams be defined?

(1)
if teams are defined at a broad level, i.e. entire organization, the motivational impact of incentives can be lost since a single employee is unlikely to believe his/her individual efforts will significantly impact overall organizational performance
(2)
if teams are defined too narrowly, they may tend to gravitate to behaviors that are unhealthy for overall corporate success
c.
remaining three problems involve the three Cs: complexity, control, and communication
(1)
some plans are too complex for employees to understand and execute
(2)
lack of control of team members over outcomes can occur - key to this issue is fairness – are rewards fair given a team’s ability to produce results?
(3)
lack of communication is a familiar factor in successes and failures - team-based pay plans are often not well communicated 
3.
despite the problems, many companies use team incentive plans
H.
Gain-Sharing Plans
1.
these plans focus on cost components associated with an organization’s income and identify savings over which employees have impact, i.e. reduced scrap, lower labor costs, reduced utility costs, etc.
2.
the following issues are key elements in designing a gain-sharing plan:

a.
Strength of reinforcement – what role should base pay assume relative to incentive pay?


b.
Productivity standards – what standard will be used to calculate whether employees will receive an incentive payment?


c.
Sharing the gains (split between management and workers) – plan must address relative cuts between management and workers of any profit or savings generated

d.
Scope of formula – these vary based on inclusions for both labor inputs and productivity outcomes

e.
Perceived fairness of the formula – one way to ensure the plan is perceived as fair is to let employees vote on whether implementation should proceed

f.
Ease of administration – sophisticated, complex plans require more effective communication and higher levels of trust.


g.
Production variability – establishing standards that are “controllable” by employees is a key issue.

Three Gain-Sharing Formulas
3.
there are three types of gain-sharing plans, differentiated by their focus on either cost savings or some measure of revenue:
a.
Scanlon Plan
(1)
focuses on lowering labor costs without lowering the level of a firm’s activity
(2)
incentives are derived as a function of the ratio between labor costs and sales value of production (SVOP). SVOP includes sales revenue and value of goods in inventory
b.
Rucker Plan
(1)
it involves a more complex formula than a Scanlon plan for determining incentive bonuses
(2)
ratio is calculated that expresses the value of production required for each dollar of the total wage bill
c.
Implementation of the Scanlon/Rucker Plans.

(1)
two major components are vital to the implementation and success of a Rucker or Scanlon plan
(a)
a productivity norm 

(b)
effective worker committees 
(2)
key elements to the success of these plans include:

· strong top management interest
· participation in the development of the programs 
· belief that workers play role in decision-making process
d.
Similarities and Contrasts between Scanlon and Rucker Plans.

(1)
Scanlon and Rucker plans differ from individual incentive plans in their primary focus
(a)
individual incentive plans focus primarily on using wage incentives to motivate higher performance through increased effort
(b)
increased output is a function of group efforts in the Scanlon and Rucker plans, more attention is focused on organizational behavior variables
(2)
there are two differences between the Scanlon and Rucker plans:

(a)
Rucker plans tie incentives to a wide variety of savings, not just the labor savings focused on in Scanlon plans
(b)
this greater flexibility may explain why Rucker plans are more amenable to linkages with individual incentive plans
e.
Improshare.
(1)
this plan has proved easy to administer and to communicate
(2)
the approach involves developing a standard that identifies the expected hours required to produce an acceptable level of output
(3)
any savings arising from production of the agreed-upon output in fewer than the expected hours is shared by the firm and the workers

(4)
one survey of 104 companies with this plan found a mean increase in productivity during the first year of 12.5%; by the third year, the productivity gain rose to 22%.

 I.
Profit Sharing Plans
1.
this type of plan is popular because the focus is on a predetermined index of profitability
2.
when payoffs are linked to profits, employees spend more time learning about financial measures and the business factors influencing them
3.
most employees do not feel their jobs have a direct impact on profits
4.
the trend in variable-pay design is to combine the best of gain-sharing and profit-sharing plans
a.
company specifies a funding formula for any variable payout that is linked to some profit measure
b.
dollars going to workers are generated by additional profits gained from operational efficiency
c.
along with having the financial incentive, employees feel they have a measure of control
J.
Earnings-at-Risk Plans
1.
incentive plans should be viewed as falling into one of two categories: success sharing or risk sharing
a.
in success-sharing plans, employee base wages are constant and variable pay adds on during successful years

(1)
if a company does well, an employee receives a predetermined amount of variable pay
(2)
if a company does poorly, an employee foregoes any variable pay – there is no reduction in base pay

b.
in a risk-sharing plan, base pay is reduced by some amount relative to the level that would be offered in a success-sharing plan

2.
risk-sharing plans shift part of the risk of doing business from the company to the employee
3.
evidence indicates at-risk plans often result in decreases in satisfaction with both pay in general and the process used to set pay

K.
Group Incentive Plans: Advantages and Disadvantages
1.
group plans are gaining in popularity while individual plans are stable or declining in interest for several reasons
a.
one explanation suggests group-based plans, particularly gain-sharing plans, cause organizations to evolve into learning organizations
2.
positive and negative features of group pay-for-performance plans are 

provided in Exhibit 10.16.
L.
Group Incentive Plans
1.
all incentive plans can be described by common features:

a.
size of group that participates in the plan

b.
standard for comparing performance

c.
payout schedule
V. Explosive Interest in Long-Term Incentive Plans


A.
Long-term incentives (LTIs) focus on performance beyond the one-year time line used as the cutoff for short-term incentive plans
B.

Recent explosive growth in long-term plans has been prompted by a desire to motivate longer-term value creation
1.
There are several different types of long-term incentive plans. Exhibit 10.18 provides a list of plans grouped by the level of risk faced by employees having these incentives, as well as the expected rewards that might come from them.

Stock Option Plans (SOPs)

C.
Stock options are popular for two reasons:
1.
they have a perceived incentive value
2.
under current accounting rules, a company does not have to report them as an overhead cost – they are (wrongly) viewed as a free good
D.
Employee Stock Ownership Plans (ESOPs)
1.
these plans are based on the belief employees can be linked to the success 

or failure of a company
2.
however, ESOPs do not make sense as an incentive:

a.
the effects are generally long-term – how an employee performs today will not have much of an impact on the stock price at the time the option is exercised

b.
difficulty exists in predicting what makes stock prices rise so the performance measure (increase in stock price) is too complex to figure out how employees can affect it
3.
why do about 9,500 companies have ESOPs covering more than 10 million employees?
a.
ESOPs foster employee willingness to participate in the 

decision-making process

b.
this allows a company to take advantage of the creative energy of its work force
E.
Performance Plans (Performance Share and Performance Unit)

1.
these plans typically feature corporate performance objectives for a time 

frame three years in the future
2.
they are driven by financial earning or return measures, and pay out for 

meeting or exceeding specific goals.

F.
Broad-Based Option Plans (BBOP)
1.
BBOPS are the latest trend in long-term incentives
2.
they are stock grants; a company gives employees shares of stock over a designated time period
3.
their strength is versatility – depending on the way they are distributed to employees, they can have certain effects

a.
they can reinforce a strong emphasis on performance – performance culture

b.
they can inspire greater commitment and retention – ownership culture – of employees
VII.    YOUR TURN:  Clinton Pharmaceutical

