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Chapter 11:  Pay for Performance

This chapter revisits the issues discussed in the Safelite case of E200.  For those who don’t remember it, the case illustrated the impact that compensation/incentives can have on job performance and the competitive strength of a company.

The Economic Theory of Incentives:  Agency Theory or Principal-Agent Model

· Economic model that helps to reconcile conflicting interests between employers and employees

· Conflict arises because employers worry that if they pay by the hour, employees have no incentives to work hard.  Employer would rather pay by the amount of work completed.  On the other hand, employees are unhappy being paid per unit produced because it puts a lot of risk on them (especially if the completion of their tasks rely on other things).   

The model is based on 3 assumptions:

· Employees are averse to effort.  He will choose as low a level of effort as long as he gets paid.

· Employees are risk averse.

· Employer and employee can’t base compensation based on level of effort exerted.

The model leads to several implications:

· Screening and Sorting
Incentive-compensation packages can help to solve moral hazard problems.  It can also serve to screen and sort undesirable and desirable employees.  If you recall the Safelite case, the compensation system incentivized lazy workers to leave (since it was unprofitable for them) and hard workers to work even harder.


· Rewarding the Type and Quality of Effort
When effort can not be measured tangibly, incentive compensation is rarely effective.  It causes the employee to focus on a few aspects of her job or it subjects the employee to excessive risk. 


· Benchmarking and Tournaments
Incentives sometimes subject an employee to excessive risk due to factors outside the control of the employee.  To solve the problem, measure performance relative to others (benchmarking or tournaments).  The disadvantage of relative performance measurement is that groups can collude to work less or can lead to unhealthy rivalry.


· Multiperiod Effects
a)  Ratchet effect:  Incentive schemes that reward for continual improvements in performance (such as reducing costs each year).  By improving performance in one year, thus ratcheting up the base-level performance for next year, employees may set lower targets or pocket the gains in compensation and leave the firm.
b) Time and Hurdle effects:  Incentive schemes based on hurdle levels of performance.  This causes employees who know they won’t reach the hurdle to have little incentive to work.  Those who are close to the hurdle will work extra hard even if it hurts performance in the future (such as writing bad loans).
c)  Tying workers to firms:  Incentive schemes based on encouraging a worker to stay with a firm.  Examples include seniority-based compensation.

Non-Economic Caveats

Economic theory does not always work when it comes to compensation.  People do not always function within economic models.  Consequently, we need to think about an employee’s psychological and social processes such as:

· Social comparison

· Effects of social status

· Consistency with and reinforcing organizational culture

· Intrinsic motivation

· Procedural and distributive justice

· Cognition and perception

Bonuses or Raises? 

From an NPV standpoint, a firm can either give a bonus today or stretch those payments out as an annuity (representing a raise).  While economically the same, bonuses and raises play on the imperfect perceptions of employees.

· Onetime bonus payments are generally more salient to the workforce.  Workers’ attention is gotten more easily by them.

· When difference in current base pay result from events in the distant past, workers may perceive inequities.

· When job tenure is uncertain, a risk averse employee will value more highly an immediate bonus.

· Placing incentive payments into the base wage can be contentious.  Workers see base wages as a reflection of permanent value to the organization whereas bonuses are seen as a more legitimate way to reward onetime contributions.

· With the leveling of marginal income tax brackets, there is less incentive for income-spreading (raises) through time.

Group Incentive Schemes
Group incentive schemes can work when groups can solve the free-rider problem by peer pressure and individual members internalize the group’s welfare.

Ways to fix the free-rider problem:

· Small groups can monitor each other’s actions better.

· Make the interaction among group members repeatable.

· Have social sanctions/punishments to discipline slackers.

· Tight groups (homogeneity) help members to internalize each others’ welfare.

Issues to think about:

· Group size:  Smaller groups seem to make sense because larger groups are more susceptible to free-riding and face more uncertainty.  However larger groups can help individuals internalize the welfare of the entire organization.

· Group composition:  In deciding whether to let teams form autonomously or not, we must think about social, technological and group-level vs. organizational goals.

· Division of rewards:  In theory, having the group divide the reward is attractive, if one can trust the group to solve the problem efficiently and equitably.

· Legitimacy:  Stars within a group of mediocre performers may see injustice.  How do structure the division of compensation?
· Rewarding individuals vs. teams

Case AGAINST Pay for Performance
· Misalignment of incentives

· Controlling the risk loaded onto employees

· Problems with legitimacy

· Inflexibility

· Can kill intrinsic motivation

· Unions tend to oppose piece rates

Case FOR Pay for Performance
· Piece-rate compensation generally is most effective in technologies that have low levels of ambiguity, easy-to-observe quality, low levels of worker interdependence, and a low pace of methods changes. It can be effective for guardians, but is ineffective with star jobs.

· Fits well with business strategies that emphasize speed and efficiency.

· Workforce-related considerations generally revolve around problems of legitimacy.

· Works well with cultures that emphasize reward for individual effort

· Work well in economic environments that support low-cost strategies and where social norms and culture support reward for those who deliver. 

