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employee performance and reward in a conceptually integrated way. It offers
students, managers and general readers alike a detailed and cohesive coverage
of these two pivotal and closely connected yet controversial and challenging
facets of human resource management (HRM).

The book critically examines current theory and practice in each field
and provides a conceptually informed yet practical framework for analysing
and addressing the myriad performance and reward issues that confront
today’s managers and HRM professionals. In doing so, it draws on a wide
range of up-to-date research evidence drawn from a wide range of academic
disciplines – from organisational psychology and strategic management to
critical management studies.

Chapters addressing performance and reward basics and key themes in
employee psychology and human resource strategy are followed by multi-
chapter parts dealing with options for performance management practice,
for structuring and managing base pay and benefits, and for configuring
performance-related rewards for individual employees, work groups and
executives. Each part includes a major ‘hands-on’ case study exercise, com-
plete with model solutions.

Written for a global readership, the book will have particular appeal to
those studying and practising people management in the Asia–Pacific region.
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FOREWORD

The design and management of remuneration programs in organisations
of varying scale and style have become extremely complex. The influences
include prevailing economic conditions, the perceptions of society, compe-
tition for scarce skills and changing theories and fashions in the marketplace.
The relationships between these often conflicting elements can be confusing
and, for many organisations, threatening.

In this book, John Shields teases out the principal frameworks and objec-
tives of remuneration policy, the challenges that organisations face in the
context of contemporary theories of remuneration structuring and the align-
ment to performance. He identifies how they fit into the overall process and
how changes at one level affect the process at other levels. This he does
with careful and comprehensive referencing of the sources of his proposals
and by offering guidance towards understanding the prevailing practices.
Useful comparisons are drawn between Australian and overseas practice,
particularly that of the United States.

Unlike much that is currently written in this area, this book treats remu-
neration of executives as part of the overall reward pattern of the whole
organisation, addressing the motivational and organisational challenges in
formulating pay structures that can apply to individual entities, business
groups and teams within them. It provides valuable insights into the effect
of different incentive plans when used in concert and how these effects can
be used or guarded against depending on prevailing circumstances.

The book addresses the following essential information:

� a clear analysis of the scope of remuneration theory
� useful research findings on market practice in the area
� a structure for the design of remuneration programs in widely differing

circumstances.

xiv
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This book is therefore very helpful for students, as it offers a compre-
hensive theoretical structure thoroughly referenced to a very detailed and
rapidly changing body of knowledge, while demonstrating the basic ele-
ments contrasted with the distractions supplied by the highly publicised
changes of fad and fashion in remuneration structuring.

On the other hand, while the book is not intended to be a practitioner’s
primer, it provides management and professionals with a sound foundation
for the analysis of existing policies and the basis for developing new pro-
posals. It is refreshing that the author compares the prevailing theoretical
approaches to remuneration management and provides helpful syntheses
of theories that more readily reflect the decision-making dilemmas faced by
many managers. It also offers useful sources of reference for more compre-
hensive consideration of these complex issues.

These insights are particularly useful in the current governance climate.
Because of the intense media attention to the remuneration of CEOs and
other executives, and the increasing disclosure requirements under legis-
lation, scrutiny of remuneration is widespread. This can place managers,
directors and their advisers in an awkward position. The book provides
refreshing insights that offer a framework for developing a contemporary
viewpoint.

For many decades, executives were proud to work for an agreed annual
remuneration. They were expected to provide their best level of performance
on the basis of that payment. Payment on the basis of performance was lim-
ited to sales staff and agents. Current discourse on remuneration no longer
canvasses whether or not executives should have some remuneration at risk;
that is taken for granted. This does not acknowledge that organisations may
need a range of executive types – some intrepid risk-takers and some more
cautious, who are charged with the conservation and protection of company
assets.

John Shields’ analysis of incentives and performance management pro-
vides the background for a clear-minded assessment of a whole range of
employer challenges in addressing this vexed issue unencumbered by the
influences of current fashion and market pressures. In a period of such fast
change, this guidance should be most useful.

From time to time, in most specialities, it is necessary to record the
current state of development in the elements being considered. This book
is most timely in providing that service for the study of performance and
reward management. With comprehensive and contemporary references
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and evidence supporting its propositions and conclusions, this book will
provide the basis for a fruitful and ongoing dialogue between academe and
management practitioners on performance and reward matters for many
years to come.

John V. Egan
Principal, Egan Associates

Adjunct Professor, Faculty of Economics and Business,
University of Sydney
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INTRODUCTION: SETTING
THE SCENE

As the iconic Silicon Valley computer hardware firm Hewlett-Packard (H-P)
discovered to its cost in the mid-1990s, the road to performance and reward
hell is sometimes paved with good intentions. For years, H-P had prided
itself on having an inclusive, high-trust work culture – known affectionately
as the ‘H-P way’. During the 1980s, H-P was lauded as an archetype of
high-involvement people management. H-P’s decision-making processes
were inclusive and democratic, and its workers were rewarded generously
via traditional ‘merit’-based pay increases and egalitarian profitsharing and
employee share ownership arrangements. The company also avoided the use
of executive bonus payments, a further signifier of its egalitarian approach
to reward management.

Then, in the early 1990s, under growing cost pressure from local and
international competitors, and in a bid to lift plant productivity and per-
formance, H-P rolled out a range of ‘alternative’ pay plans in more than a
dozen of its American and European plants. Senior plant managers leapt at
the chance to ‘re-engineer’ their performance and reward management sys-
tems and proceeded to install a range of new pay practices, chiefly involving
skill-based pay, team incentives, gain- or goalsharing and other group incen-
tives, as well as some individual cash incentive plans. In several plants where
teamworking was in place, peer evaluation was also introduced as a means
of keeping team members on their toes. In large part, the new measures
were intended to support the adoption of self-managed teams and a focus
on team effort. Prima facie, the new plans also appeared to be compatible
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2 Manag ing employee per formance and reward

with the firm’s celebrated high-commitment work culture and its focus on
a high-skill, high-quality competitive strategy (Beer & Cannon 2004: 5–7).

Yet it was not to be. There were unintended consequences aplenty; the
company was badly burned and continued to lose market share. Most of
the plans impaired employee satisfaction and morale while failing to show
a positive return on investment. In some plants, the competition for cash
set team against team in a destructive cycle of talent hoarding, while peer
evaluation caused a breakdown in intra-team relationships. Even those ini-
tiatives that appeared to have enhanced performance proved far more costly
than anticipated. All but a few of the new pay plans were abandoned within
a few short years. At H-P’s San Diego site, employees even organised a party
to celebrate the demise of management’s experiment with skill pay and team
incentives (Beer & Cannon 2004: 6–9).

So why did these seemingly laudable initiatives founder? Was it more a
case of the wrong ideas full stop, the wrong ideas for the time and context,
too much change too soon, naive optimism – faddism even – on the part of
the management innovators, or just a case of good ideas badly applied? Some
commentators (e.g. Kohn 1993a & b) argue that all incentive schemes – that
is, reward plans that seek to elicit greater work contribution by promising
higher rewards for higher contribution – are doomed to failure because they
are based on supposedly invalid assumptions about the true wellsprings of
employee motivation and effort. In essence, their argument is that once
incentives come into play, employees are all too easily distracted from their
real work responsibilities by the pursuit of rewards themselves. Others, like
Beer and Cannon (2004), suggest that small-group financial incentive plans
of the type applied at the H-P plants were incompatible with the company’s
once-prized high-commitment, high-trust culture, and that other means,
such as expanded training and development programs, would have been
a better choice for enhancing workforce capability and contribution. Still
others contend that the problem lay not in the plans themselves but in the
way they were conceived and applied. Heneman, Kochan and Locke (com-
mentaries in Beer & Cannon 2004: 33–4, 35–7, 41–3) note that most of the
plans were badly designed, were poorly communicated to line employees,
team leaders and supervisors, were conceived and applied with minimal
employee consultation, involvement and training, and were subject to arbi-
trary changes to team performance standards. Locke (in Beer & Cannon
2004: 41) is particularly critical of the attempt to combine performance
incentives and skill-based pay, which, he suggests, sent conflicting signals to
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employees about what the firm valued most. Locke also contends that the
devolution of responsibility for change management to the site managers
also seems to have deprived the experiment of vital expertise and guidance
that could have been provided by the corporate human resources depart-
ment. So take your pick! – bad ideas per se or good ideas, badly applied?

Multinational firms are not the only organisations to have experienced
the unintended consequences of experimentation with performance pay as
a driver of organisational change. There are many examples of public sector
experiments that have not gone according to plan. The Australian Public
Service (APS) is a case in point.

The APS, the administrative apparatus of the Government of the Com-
monwealth of Australia, comprises about a hundred agencies, both depart-
ments of state and statutory bodies, with a total of around 120,000
employees. Since the mid-1990s, a new performance ‘paradigm’ emphasis-
ing individual performance appraisal and performance-contingent rewards
has been applied throughout virtually the entire APS. The emergence of this
new performance model is attributable to a combination of political and
economic pressures that compelled the APS to search for improved efficiency
and performance and a more results-oriented culture (Grant, O’Donnell &
Shields 2003). The model represents a fundamental shift in management
approach to employee motivation in the APS. It also signifies an attempt to
radically reshape the image and outlook of the APS employees themselves:
from the traditional concept of loyal ‘public servant’ to that of innovative
‘strategic contributor’.

The motivational centrepiece of the APS performance management
model is performance-related pay. The traditional system for rewarding
APS employees for superior performance involved merit-based promotion
through a classification system and regular increments to base pay based on
time service and seniority. Under the newer system, superior individual per-
formance may be recognised through accelerated progression through the
new classification system or via performance bonus payments. Since 1997
there has been a pronounced move away from semi-automatic seniority-
based salary increases to increases contingent on appraised or measured indi-
vidual performance. Pay-for-performance measures are now widespread
throughout the APS, and in many agencies this has also been accompa-
nied by a substantial reconfiguration of existing performance assessment
practices, including a stronger emphasis on corporate values and strategic
awareness and contribution.
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However, there is now a solid body of evidence that, for many employees
in APS agencies, the experience of the new performance and reward man-
agement practices has been anything but uniformly positive (O’Donnell
1998; O’Donnell & Shields 2002b; Grant, O’Donnell & Shields 2003; APS
Commission 2005).

Initial research on outcomes from the APS performance management
model highlighted employees’ belief that supervisors’ assessments were
influenced by factors unrelated to individual performance. Employees were
also concerned that performance ratings were being used by management
to target individuals for dismissal on the grounds of under-performance or
to facilitate staff reductions. Preliminary performance ratings by supervi-
sors were frequently moderated or ‘normalised’ by means of forced distri-
bution, ostensibly to ensure consistency across the organisation. However,
employees suspected that the initial ratings were ‘moderated’ downwards for
budgetary reasons to limit the overall cost of the performance management
scheme. In addition, employees pointed to the potential for performance pay
to rupture relationships between supervisors and subordinates. Although
many of the new performance management systems introduced in APS
agencies in the late 1990s contained appeal mechanisms, staff reported either
being unaware of the details of the appeal process or considered more senior
managers unlikely to alter the rating decision of their supervisor. Employees
also reported being reluctant to appeal performance rating scores because
they feared that doing so might damage their prospects for career advance-
ment. Other employees expressed concern that the revised performance
criteria were frequently imprecise and ambiguous and allowed supervisors
undue discretion to make idiosyncratic and arbitrary judgements regarding
employee behaviour and work performance. Linking assessment scores to
short-term pay outcomes also generated increased conflict between super-
visors and staff, and often created tensions among employees themselves
(Grant, O’Donnell & Shields 2003).

Moreover, from a management perspective, in many APS agencies, initial
outcomes were less than stellar. In some agencies, schemes failed to differ-
entiate adequately between ‘effective’ and ‘superior’ job performance, with
most agencies falling back on automatic annual ‘merit’ increments to base
pay for all employees achieving an ‘effective’ performance rating. Indeed,
some agencies abandoned performance pay for non-executive employees
altogether, citing either their failure to motivate or the corrosive impact of
performance-contingent pay on the performance management process itself
(O’Donnell & Shields 2002b; Grant, O’Donnell & Shields 2003).
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Of course, it could be argued that these findings simply reflect the
‘teething’ problems that are typical of any change process. However, more
recent evidence confirms that the problems with the APS performance man-
agement initiatives are widespread and deep-seated. An employee survey
undertaken in 2005 by the Australian Public Service Commission, and based
on more than 3,600 responses obtained by means of a stratified random
sample of 6,160 APS employees, reveals that only 43 per cent of respondents
agree that their last performance review helped them to perform well. In
this regard, one respondent (APS Commission 2005: 160) remarked: ‘I have
never been satisfied with our performance feedback system. Supervisors
tend to use it as a tick and flick exercise – there is no detailed assessment of
my performance. Worse, supervisors do not give enough feedback between
formal assessments. In the case of my current supervisor, if he does give me
informal feedback, it tends to be of the negative variety.’

As before, however, the most negative employee attitudes are those con-
cerning performance pay. Most significantly: only 39 per cent of respondents
agree that their agency’s performance pay system ‘operates fairly and con-
sistently’; only 36 per cent agree that it ‘acts as an incentive to perform
well’; and only 31 per cent agree that it ‘contributes to a workplace which
upholds the APS values’. Of still greater concern is the fact that only a fifth
of respondents agree that their performance pay system ‘accurately reflects
differences in individuals’ performance’, ‘provides appropriate rewards for
top performers’ and ‘contributes to a workplace culture in which individuals
work together effectively’. A comparison of survey results for previous years
indicates that far from employees being won over to performance pay, in
attitudinal terms the situation throughout the APS is actually deteriorating:
‘This year’s survey results add to the evidence presented in last year’s report
that the credibility of performance pay systems amongst employees is not
high in most agencies and the gap is widening.’ (APS Commission 2005:
161, 164.)

So, what is the underlying problem here? Is this also a case of a bad
idea gone predictably wrong or, alternatively, of good ideas being poorly
applied? Well-designed and administered performance appraisal has for
decades been a vital element of merit-based promotion and pay progression
in public service contexts. Yet there is evidence that performance-contingent
pay may be a poor motivator in public sector contexts and may even have
dysfunctional consequences (Marsden & Richardson 1994; Marsden 2004).
It may also be that public service employees are motivated chiefly by a sense
of public purpose and promotion-based status and achievement rather than
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by short-term pay outcomes (Gaertner & Gaertner 1985). Alternatively, it
may be that the APS plans are a good idea badly applied. Could good system
design and implementation have anticipated and forestalled many of the
concerns raised by APS employees themselves?

Either way, as these two cases make abundantly clear, performance and
reward management is fraught with peril. Despite their many differences,
the H-P and APS experiences are instructive examples of how not to go
about altering an organisation’s performance recognition and reward prac-
tices. Perhaps more so than other facets of human resource management,
the management of employee performance and rewards is an attitudinal,
emotional and behavioural minefield. Ill-chosen, badly designed or poorly
implemented performance management systems can communicate entirely
the wrong messages as to what the organisation expects from its employees.
An ill-conceived reward system may not only fail to elicit desired behaviour;
it may also encourage behaviour that is dysfunctional, deceptive or even
destructive; that is, it may give rise to endemic organisational misbehaviour.

The challenges and potential problems associated with performance and
reward management are certainly not lost on human resource managers
themselves. Survey data on Australian human resource managers’ percep-
tions of the efficacy of performance management systems in their organi-
sations indicates that while such systems have become more complex and
strategically focused since the 1990s, only 49 per cent of human resource
managers rate their current system as ‘effective’, while just 20 per cent believe
that their system is ‘highly effective’. The same study also suggests that man-
ager satisfaction with system effectiveness has actually declined since the
early 1990s (Nankervis & Compton 2006: 99).

Clearly, from both a management and an employee perspective, manag-
ing employee performance and reward is something that is difficult to do
well – and very easy to do badly. Yet both the stakes and the potential are
simply enormous. As we shall see in subsequent chapters, whether wittingly
or unwittingly, performance and reward practices can play a powerful role
in shaping and reshaping employee work attitudes and perceptions of trust
and fairness, and especially in determining the state of that complex constel-
lation of employee cognitions known as the ‘psychological contract’. And
this is one of the main reasons this book has been written: to offer readers
a balanced coverage of both the potential and the possible pitfalls of per-
formance and reward practice. The driving purpose of this book is to equip
readers with the knowledge and critical insight necessary to make their own
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informed judgements and choices about these two pivotal human resource
processes. Equally, the book aims to provide readers with the analytical tools
required to avoid the all-too-common problems of performance and reward
mismanagement.

While the book’s central concerns are with performance and reward pro-
cesses, attention is also paid throughout to recognising and analysing the
interconnectedness of these and other human resource processes, including
staffing (i.e. recruitment and selection) and employee training and devel-
opment. As we shall see, misalignment between any of these four key func-
tional areas can be very detrimental to both organisational effectiveness and
employee well-being. Figure 0.1 (p. 8) illustrates the mutual interdepen-
dence of these four key human resource management functions. We shall
return to these cross-functional synergies throughout the book.

Conceptual approach

Over the years, my own students have frequently decried the absence of
cohesion in many standard human resource teaching texts. Their com-
plaints are not without foundation. It is not at all uncommon to encounter
teaching tomes on human resource management that amount to little more
than an assemblage of prolifically illustrated but poorly connected chapter-
length treatments of specific human resource functions. Such books gener-
ally have no identifiable integrative argument or thesis to offer, and hapless
readers are left largely to tie the pieces together for themselves. Mindful
of this, what I have sought to offer throughout this book is an explicit
and sustained line of argument regarding key performance and reward
management concepts, principles and practices. As a reader, you may ulti-
mately disagree with the argument and recommendations proffered, but
you will at least know where I stand on the matters in dispute.

There is always a danger in authors nailing their conceptual colours
to the metaphorical mast at the outset, but to do so is, arguably, a core
requirement of intellectual honesty and transparency. In the United States,
virtually all of the major mainstream texts on ‘compensation’ (i.e. remu-
neration) are authored either by labour economists or by organisational
psychologists. While these disciplines are of pivotal importance to the mat-
ters we are about to explore, a range of equally useful insights from other
fields of intellectual inquiry is now available. To this end, this book draws on
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Staffing

•   Planning
•   Job design
•   Recruitment
•   Selection

Performance
management

•   Standards
•   Evaluation
•   Feedback
•   Enhancement

Development

•   Knowledge and
    technical skills
•   Attitudes and
    abilities

Rewards

•   Intrinsic
•   Social
•   Developmental
•   Financial

Internal and external environment

•   Competitive strategy, organisational
    structure and management culture
•   Markets
•   Regulation/industrial relations

Figure 0.1 The matrix of human resource processes

multidisciplinary insights not only from labour economics and organi-
sational psychology but also from organisational studies, strategic man-
agement and human resource management studies, corporate governance,
industrial and employment relations, business economics, business ethics,
sociology, business and labour history, cultural studies and critical manage-
ment studies.

But intellectual orientation is not simply a matter of the disciplinary
terrain traversed; it also has to do with ontological and epistemological con-
siderations. In all areas of humanities inquiry, whatever the subject under
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investigation, the questions of ontology (What is the nature of ‘being’? What
is ‘real’?) and epistemology (How are ‘being’ and ‘reality’ best understood?)
warrant close consideration (Crotty 1998: 8–17). Put simply, ontology and
epistemology have to do with our approach to characterising and explain-
ing any phenomenon under investigation. For instance, should we regard
employee and organisational ‘performance’ as objectively ‘real’, or is it more
meaningful to see these as being facets of a number of subjectively deter-
mined ‘realities’? Our conceptual choices here will influence how we go
about relating ‘performance’ to other categories or factors that we see as
being part of the same ‘reality’. The same questions apply equally to every
one of the other ontological categories that we shall be considering in this
book: from ‘employee’ and ‘manager’ to ‘organisation’ and ‘market’; from
‘strategy’ to ‘practice’; from ‘competency’ to ‘commitment’; from ‘satisfac-
tion’ to ‘reward’.

Thankfully, we have a few useful pointers to guide us through these
philosophical questions. As Legge (1995a: 1–9) and others have noted, there
are various approaches to understanding ‘human resource management’
and its proposed constituent parts, including ‘performance management’
and ‘reward management’. Of these alternative approaches, the three most
significant, we suggest, are: (1) the prescriptive, (2) the descriptive and (3)
the critical (structuralist and post-structuralist).

The prescriptive approach, which is commonplace in the practitioner
literature, is based on the premise that there are human resource ‘problems’,
which are both knowable and amenable to analysis and solution by rational
means through ‘good’ management practice. The focus of this approach
is on prescribing the ways in which employees, as the objects of people
management, should be managed to achieve organisational ends. It also
assumes that it is possible to achieve outcomes that are mutually beneficial to
employers and employees, and without ‘interference’ from ‘third parties’,
such as industrial tribunals or trade unions. In the mainstream industrial
relations literature, such an approach is usually described as a ‘manageri-
alist’ or ‘unitarist’ frame of reference. As such, its orientation is essentially
value-based or ‘normative’ in nature, although generally with little con-
scious reflection on the norms involved. In the field of reward management,
the publications of US ‘compensation’ writers Edward Lawler (2000) and
Patricia Zingheim and Jay Schuster (2000a) are typical of the prescriptive
genre. Of course, the prescriptions themselves may differ, but the approach
remains the same.
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The descriptive approach, which is typical of much of the mainstream
academic literature on human resource management, is evidence-based in
nature and grounded in a ‘positivist’ epistemology. On this basis, human
resource management is a phenomenon worthy of empirical inquiry – for
its own sake. So, a researcher might wish to discover why and how a cer-
tain management ‘problem’ arises; or she may wish to establish why certain
reward practices are more effective in certain types of organisation than
others, and perhaps to identify the main predictor variables and mediating
variables of pay plan effectiveness. Descriptive research of this sort is one of
the mainstays of academic journal publishing, and it also plays an impor-
tant part in the generation of management theory and models and, to a
lesser extent, in giving rise to new management practices. In general, and in
contrast to the unitarism typical of most purely prescriptive orientations, a
descriptive approach is apt to acknowledge the legitimacy of a multistake-
holder or ‘pluralist’ perspective on organisational life and, in particular, to
see employees as having interests that are distinct from, yet overlapping with,
those of the organisation and its managers. As such, the descriptive view is
also likely to be open-minded about the possibility of mutual gains aris-
ing from people management practices. Two exemplars of the descriptive–
positivist approach are University of London academic David Guest (1997,
1999, 2001, 2002) and University of Wisconsin academic Barry Gerhart
(Gerhart & Rynes 2003; Rynes & Gerhart 2000). While both Guest and
Gerhart do express strong views about appropriate and inappropriate
human resource practices, their prescriptions are grounded firmly in solid
research evidence.

A critical approach, by contrast, is one that eschews any supportive asso-
ciation with management purpose; rather it focuses, first, on analysing
and critiquing the intentions and impact of management actions on
employees and their families and, second, on exploring how employees
respond individually and collectively. The critical approach is also premised
on the assumption that the relationship between employee and employer is
inherently antagonistic and unequal.

Beyond this, however, we encounter a significant complication, since
there are actually two distinct variants of the critical approach. One, the
critical–structuralist (or critical–realist) approach, tends to focus on the role
of ‘material’ (i.e. economic and institutional) factors in reproducing inequal-
ities in the employment relationship, on the indeterminacy of the relation-
ship itself, and on the ways in which employees accommodate themselves
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to or resist employer and management actions. For the most part, this
approach dismisses prescriptive models of human resource management
as little more than empty ‘rhetoric’ intended either to keep employees in
their proper place or to lull them into a false sense of security. The work of
British industrial sociologist Paul Thompson (Thompson & McHugh 1995;
Ackroyd & Thompson 1999) typifies this critical–structuralist orientation.
To Thompson and McHugh (1995: 361–87) it is the interaction of ‘struc-
ture’ (including economic inequality and institutional forces) and ‘agency’
(particularly the competing actions of managers and employees) that shapes
the nature of the employment relationship across space and time.

Conversely, the critical post-structuralist approach focuses on the role
of ‘talk and text’ or ‘discourse’ (i.e. language, disseminated ideas, ide-
ology) in constructing employee and management perceptions of them-
selves, each other, the nature of the employment relationship, organisational
power inequalities and, indeed, ‘material reality’ itself. Illustrative of crit-
ical post-structuralism is the work of British–Canadian acadamic Barbara
Townley (1993a & b, 1994). Drawing on the work of French philosopher
and historian Michel Foucault, Townley argues that human resource man-
agement discourse and practice is best understood in terms of the inter-
play of power, knowledge and subjectivity. Managers – the organisational
knowledge-makers – simultaneously empower themselves and subjugate
the managed by means of discourses and practices that individualise, objec-
tify and discipline workers and shape their subjectivity and concept of self
and work reality using complex regimes of surveillance (the ‘panopticon’),
classification and ordering (‘taxonomia’), measurement (‘mathesis’) and,
hence, knowledge construction: ‘HRM . . . constitutes a discipline and a
discourse . . . HRM serves to render organizations and their participants
calculable arenas, offering, through a variety of technologies, the means by
which activities and individuals become knowable and governable’ (Town-
ley 1993a: 526). As such, the central point at issue between ‘realist’ and
‘post-structuralist’ conceptions has to do with whether or not there is a sin-
gle material reality that is ontologically given and therefore influential and
epistemologically knowable distinctly and separately from what employees,
managers and the rest of us say and think about that supposed material
reality.

Perhaps this is all a little too abstruse for you, so let me briefly illustrate the
differences between these four ‘ways of seeing’ human resource management
by taking the example of ‘performance management’ itself.
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From a prescriptive perspective, performance management is basically
an objectively given function to be fulfilled. Employees are hired to deliver
work effort. What is of most importance is advising management how to
elicit this effort by the most effective means possible.

From a descriptive perspective, performance management still presents
as an objectively given process, but what is chiefly at issue is why performance
management seems to be more effective in some situations than others –
something that must be ascertained through empirical inquiry rather than
by means of normative deduction from first principles.

To a critical structuralist, performance management is a necessary and
perennially problematic aspect of the employment relationship. Unlike a
typical commercial exchange, which involves the exchange of things of
agreed value equivalence, the employment relationship is seen as being both
an unequal and an indeterminate exchange. When an employer hires an
employee, what the employer is actually buying is that employee’s capacity
to perform. It is then up to the employer to secure a ‘return’ on the wage or
salary outlay by eliciting as much work effort as possible from the employee
for the wage or salary paid. To a critical structuralist, the consequent struggle
over the ‘effort–wage bargain’ is both the reason for the ongoing performance
management ‘problem’ and the raison d’être of performance management
practices.

Finally, to a critical post-structuralist, performance management presents
as a series of discursive interventions by management intended to construct
‘performance’ as an objective organisational truth, to shape each employee’s
self-concept, values, attitudes, beliefs and behaviour, to recast the employee
as a resource object, and to legitimate and sustain organisational power
inequalities between ‘manager’ and ‘the managed’. In essence, critical post-
structuralism sees performance not as an objective fact but, rather, as an
artefact – even an artifice – of management power, and associated practices,
such as performance appraisal, as a means of constructing organisational
‘reality’ in a way that ensures employee subordination to the will of man-
agement. For instance, to Barbara Townley (1993a: 531–5; 1993b; 1994: 72)
individual performance assessment is not only a device intended to ren-
der the employee subject ‘knowable’ and ‘amenable’ by means of individ-
ual measurement, classification and ranking but also a discursive practice
intended to problematise the performer and to shape their self-concept
accordingly while simultaneously producing and legitimating managerial
knowledge (‘human resource information’) and empowering the manager.
Thus appraisal systems may operate ‘to inculcate correct behavioural norms’,
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to tie individuals to ‘ “appropriate” identities’ and make their behaviour and
performance ‘predictable and calculable – in a word, manageable’ (Townley
1993a: 537–8). At the same time, appraisal exemplifies how ‘knowledge of
the individual and the work performed articulates the managerial role as a
directional activity’ (Townley 1993b: 236).

So, which of these approaches informs this book? The short answer is
that they all have a bearing on the approach taken and the recommenda-
tions made. Since this is first and foremost a book for management aspirants
and practitioners, it would be quite misleading to offer a text that was bereft
of prescriptive intent. The book’s primary aim is to provide a consistent
framework for effective management practice. To this extent, those taking
a critical perspective may be tempted to dismiss this as ‘prescriptive, func-
tionalist and uncritical’ (Watson 2004: 447). However, the approach taken is
neither narrowly unitarist nor blithely uncritical. The prescriptions offered
are grounded in the best available empirical evidence; they do not derive
from some supposed normative higher truth. To that extent, the approach is
descriptive and positivist. That said, the approach also embraces the norma-
tive tenets of a multi-stakeholder or pluralist position, as opposed to those
of a unitarist world view.

Further, it would be disingenuous of me to pretend that the approach
taken is not also coloured by both critical structuralism and post-
structuralism. For all of the acrimonious and typically abstruse argument
between exponents of these two variants of ‘anti-managerialism’ (see for
example Contu & Willmott 2005; Reed 2005a & b; Tinker 2002) both camps
still have much in common. Materiality makes discourse purposive; dis-
course makes materiality meaningful. Take the phenomenon of ‘perfor-
mance’ again: just as management discourse about ‘performance’ would be
quite pointless in the absence of desired tangible outcomes, so management
‘talk and text’ about ‘performance’ seeks to invest these tangible outcomes
and the processes by which they are achieved with a particular set of human
meanings; meanings that certainly do not emanate automatically from the
product produced. Moreover, both critical approaches have much to offer a
constructively critical approach to the study and practice of human resource
management. In particular, while the structuralist critique reminds us of the
ethical importance and analytical value of adopting an employee-centred
approach to understanding the nature and influence of human resource
management, critical post-structuralism alerts us to the extended socio-
cognitive insights that may be obtained by interrogating organisational ‘talk
and text’ about ‘performance’ and ‘reward’ matters, particularly in relation
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to what this may mean for how employees see themselves, their peers, their
supervisors, their work and their organisation.

In short, then, this is a text written with prescriptive intent but from a
pluralist and (constructively) critical perspective.

Structure

The book comprises five thematic parts and a total of twenty-one chapters.
The four chapters comprising part 1 explore the fundamentals of perfor-
mance and reward management theory and practice. Chapter 1 examines the
general nature and purpose of employee performance and reward manage-
ment. Chapter 2 considers key issues in work psychology, chapter 3 explores
the matter of motivation, and chapter 4 examines what is involved in
practising performance and reward management strategically.

The chapters in part 2 cover the options and techniques for effective
individual and group performance management. Chapter 5 deals with
results-based performance management, chapter 6 managing behaviour
and chapter 7 the management of competencies, while chapter 8 investi-
gates the issues and techniques involved in performance review, planning
and developing.

In part 3, the focus moves to reward management; specifically to base
pay and benefits. Chapter 9 overviews the logic of base pay and the major
options involved. Chapter 10 examines alternative base pay structures,
chapter 11 details the considerations and methods involved in develop-
ing position-based base pay systems, while chapter 12 examines the options
and requirements for developing person-based base pay systems. Chapter 13
then explores the rationale and varieties of employee benefit plans.

The chapters in part 4 detail the main varieties of performance recog-
nition and reward, with special emphasis on pay-for-performance plans.
Chapter 14 provides a general assessment of performance-related rewards
(or ‘incentive’ plans), including matters of efficacy and fairness. Chapter 15
discusses merit pay for individual performance, chapter 16 explores cash and
non-cash ‘recognition’ plans, chapter17 considers old and new forms of indi-
vidual results-based incentives, chapter 18 focuses on collective short-term
incentives for large and small work groups, and chapter 19 details collective
long-term incentives in the form of employee share plans. The final chapter
in part 4 (chapter 20) considers incentive plans for those employees whose
unique potential to influence organisational performance warrants distinct
consideration, namely senior executives.
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Revisiting the behavioural and strategic consideration examined in part 1,
the chapter comprising part 5 (chapter 21) presents a ‘best fit’ approach
to assembling the various concepts, evaluation techniques and practices
explored in parts 2–5 into a coherent, cohesive and strategically aligned
whole. Specifically, this final chapter examines the requirements for and
challenges associated with performance and reward system review and the
steps involved in system development; that is, system design/redesign and
implementation.

Each chapter also includes discussion questions, while major case study
exercises are included at the conclusion of parts 2–5. A list of references cited
is included at the back of the book.

Chapter summary

In a very real sense, this book represents a series of delicate balancing acts:
between the research monograph and the teaching text; between the learning
needs of students and those of practitioners; between manager and the
managed; between the individual and the collective; between the financial
and the non-financial; between the domestic and the international; between
the empirical and the conceptual; between ideas and practice; and, most
exactingly of all, between offering critique and recommending solutions.
As to whether the text succeeds in striking an appropriate balance between
these competing demands, I am content to await the reader’s verdict. In the
book’s planning and writing, I have been especially mindful of the sobering
observations made several years back by respected US industrial relations
academic George Strauss (2001: 892) regarding what he sees as the general
shortcomings of US texts on human resource management:

(1) They are too cookbook-y. I would prefer less on how to do it and more

on whether to do it. (2) Their approach is unitary rather than pluralist. They

pay too little attention to the problems of implementation and largely ignore

the possibility that workers, managers (and even vice presidents) will resist

managerial policies they do not like. (3) In some cases the parts are poorly

integrated . . . And (4) they largely ignore the impact of HRM policies on

society.

To be sure, there is prescription aplenty in the chapters that follow, but,
in line with Strauss’s exhortation, I have striven to avoid the normative
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confines of a managerialist worldview and to assert the practical worth of
a pluralist or multistakeholder approach. I have also endeavoured through-
out to maintain faith with the best traditions of academic empiricism
while also recognising the worth of the epistemological insights on offer in
both genres of critical management studies: the structuralist and the post-
structuralist.

My chief hope is that the approach taken and the analysis and arguments
offered will serve both to challenge readers’ preconceptions about these piv-
otal people management matters and to enhance their appreciation and
understanding of the rewards to be gained from designing, implementing
and managing performance and reward systems that are not only strategi-
cally aligned and organisationally effective but also supportive of employee
well-being, work satisfaction, equity and felt-fairness. My overall hope is
that, in readers’ final analysis, Managing Employee Performance and Reward
‘performs’ as promised.

Discussion questions

1 Why is performance pay such a problematic issue in public sector
employment?

2 Was the H-P incentive experiment a case of good ideas but poor
execution? If so, what should have been done differently, and why?

3 Why are performance management and reward management such
closely related aspects of human resource management?

4 Why are rewards such a sensitive aspect of human resource
management?

5 Compare and contrast the prescriptive, descriptive and critical
approaches to human resource management. Which is more ‘realistic’,
and why?



Par t 1

THE FUNDAMENTALS

It is appropriate that we begin our journey by considering those ideas,
concepts, propositions and debates that are fundamental to a rounded
understanding of employee performance and reward management and,
equally, to well-informed and effective practice in these fields.

The four chapters in part 1 are devoted to this end. Chapter 1 seeks to
clarify the meaning, nature and purpose of our two focal human resource
processes: performance management and reward management. While our
treatment of the ‘what’ and ‘why’ of performance and reward management
is written from an explicitly prescriptive–descriptive perspective, the treat-
ment is neither wholly management-centred nor uncritical.

Building on this foundational knowledge, the three accompanying chap-
ters consider, respectively, the psychological, motivational and strategic
basics of performance and reward management. These chapters offer frame-
works for practising performance and reward management in both a psy-
chologically aware and a strategically informed manner. The development,
implementation and maintenance of effective performance and reward
management systems requires simultaneous attention to each of these
fundamental dimensions.

By ‘psychological’ dimensions we mean the attitudes, perceptions, values
and emotional (or ‘affective’) states that prefigure the observable actions –
or behaviour – of individual employees, or at least that seem to predispose
individuals towards certain behavioural actions rather than others. While
‘motivation’ is undoubtedly the most widely acknowledged and theorised
of all work attitudes, as we shall see, there are others that may be no less
salient or influential, including those that are grounded more in perception
and in deeply held values and emotions than in dispassionate or rational
cognition.

17
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By ‘strategic’ dimensions we mean the plans, processes and actions
involved in establishing and maintaining an alignment between an organisa-
tion’s purpose, structure and objectives, on the one hand, and the individual
and collective behaviour and achievements of its employees, on the other.
You will notice that, on the basis of these definitions, employee behaviour
is the key bridge between the psychological and the strategic.

Before considering these themes in detail, it is necessary for us to examine
the general nature and purpose of performance and reward management.



Chapter One

PERFORMANCE AND REWARD
BASICS

As a way of mapping the general terrain of performance and reward man-
agement, this chapter overviews the general meaning, nature and purpose of
performance and reward management practice. We begin by examining the
definition and dimensions of employee performance. Next we consider the
possible purposes of performance management. Following this, we inves-
tigate the main requirements for the effectiveness of a performance man-
agement system. Attention then turns to the definition of employee reward,
the non-financial and financial reward elements covered by a ‘total reward’
approach, and the three main categories of financial reward or ‘remuner-
ation’. Finally, we examine the general objectives of a reward management
system.

‘Performance’

What is ‘performance’? The trite response is that it depends on who you
ask. A critical post-structuralist may say that performance is whatever the
dominant management discourse says that it is. To a pluralist, the answer will
depend on the stakeholder concerned: a shareholder is likely to equate it with
share price improvement and annual dividend payments, a manager on a
profitshare plan may nominate annual net profit, a production manager may
suggest labour productivity, and a customer might suggest product quality
or cost-attractiveness, while to a production line employee performance may

19
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equate with job and income security and workplace health and safety. Such
responses do indeed highlight two important facets of performance: first, it
is a subjective, constructed (and hence frequently contested) phenomenon;
second, and relatedly, it is open-ended and multidimensional. In short, what
is important about performance is not just how ‘high’ or ‘low’ it is but also
how it is defined and measured, by whom and for what purpose.

However, while these are important points in a general descriptive sense,
they do not get us very far in a practical or applied sense. To conceptu-
alise ‘performance’ as a manageable human resource phenomenon (and
hence with prescriptive ends in mind), it is perhaps most useful to view
performance in ‘cybernetic’ terms; that is, as a process-based work ‘system’.
Adapting insights offered by Wright and others (Wright & McMahan 1992;
Wright & Snell 1991) on what has been described as the ‘open system model’
of human resource management, we can conceptualise work and work per-
formance as a system comprising three main elements arranged in a linear
sequence:

1 ‘inputs’, including employee knowledge, skills and competencies (i.e. abil-
ities and attitudes), as well as other tangible and intangible ‘resources’

2 human resource ‘throughputs’ (i.e. activities that transform inputs into
outcomes, including, most importantly, work effort and other behaviour);
and

3 ‘outputs’, including outcomes from work behaviour; i.e. results.

So, an employee provides work inputs in the form of knowledge, skills,
abilities and attitudes, applies these through effort and related forms of
work behaviour, and produces a certain quantity of products or services of
a certain quality within a certain period of time. Strictly speaking, inputs
in the form of knowledge, skills and competencies are not tantamount to
performance; they have to do with the employee’s potential to perform. Yet,
as we shall see in chapter 7, since the early 1990s the competency-based
approaches have become a prominent feature of performance management
practice in many Western organisations.

Performance, however, is not just an individual phenomenon; as
figure 1.1 suggests, it also has group and organisation-wide dimensions,
each with inputs, processes and results that parallel those operating at the
individual level. In this sense, performance can be thought of as having three
horizontal (or sequential) dimensions and three vertical (or scalar) dimen-
sions. So, for instance, a team or other work group might contribute a
level of collective know-how (input), engage in cooperative teamworking
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Inputs

(competencies)
Processes

(behaviour)
Outcomes

(results)

Individual performance

Personal competencies

Knowledge, skills, abilities,
attitudes

Personal behaviour

e.g. effort, citizenship
Personal results

e.g. quantity, quality

Work group performance

Work group competencies

e.g. collective know-how
Work group behaviour

e.g. team-working
Group results

e.g. productivity, quality

Organisational performance

Organisational competencies

e.g. core competencies and
people capabilities

Organisational behaviour

e.g. customer-focus,
cooperation, creativity

Organisational results

e.g. profitability; customer
satisfaction; market share

Figure 1.1 What is performance?

(behavioural process) and achieve a certain level of group productivity
(result). At the organisational scale, inputs would include the collective
know-how, productive capacities, cultural values and work attitudes of the
entire workforce, processes would include such collective behaviour as coop-
eration, creativity and customer focus, and results would include such out-
comes as corporate profitability, market share and customer satisfaction.
As we shall see, all of these vertical dimensions fall within the ambit of
performance and performance management.

Moreover, as figure 1.1 indicates, these performance variables also have
important cross-dimensional linkages. Individual knowledge and skill feeds
into work group know-how, which in turn flows into organisational produc-
tive capabilities. Similarly, individual results flow into group results, which
in turn contribute to organisation-wide results. This is not to suggest that
group and organisational inputs, behaviour and results are simply the sum
of individual contributions. As we shall see, other factors are at work that
will influence the transmission and strength of these vertical associations.
You will notice, too, that the vertical linkages associated with behavioural
processes are bi-directional. This is because collective behaviour arises from
and shapes individual behaviour. Just as a misbehaving individual team
member may disrupt team cooperation, so a behaviourally dysfunctional
team will almost certainly further impair the behaviour of individual team
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members. Behavioural problems of this type constitute one of the major
challenges of contemporary performance management.

Performance management purpose

In the past, it was not at all uncommon for performance management to be
thought of as a once-a-year event in which the supervisor passed summary
judgement on the performance of each of her subordinates, filled out an
appraisal form, informed each subordinate of the outcome, then consigned
the record of performance to the corporate archive. Uncharitable commen-
tators sometimes describe this as the empty ritual of once-a-year ‘tick-and-
flick’ performance appraisal. Management thinker W. Edwards Deming, the
pioneer of total quality management, even decried performance appraisal
as one of modern management’s most ‘deadly diseases’ (Deming 1986).
According to Deming, traditional appraisal ‘nourishes short-term perfor-
mance, annihilates long-term planning, builds fear, demolishes teamwork,
nourishes rivalry and politics’. Deming labelled performance appraisal a lot-
tery, with individual ratings emanating largely from random factors outside
individual control (cited in Carson, Cardy & Dobbins 1991). Other critics
argue that, by focusing on short-term, individual performance and by rein-
forcing top-down management, performance appraisal per se is too narrow
and non-strategic to provide a comprehensive approach to performance
management (Bach 1999; Beer 1981; Flannery, Hofrichter & Platten 1996;
Lawler 2000).

Today, it is far more common for organisations to regard performance
management as a continuous, future-oriented and participative system; as
an ongoing cycle of criteria setting, monitoring, informal feedback from
supervisors and peers, formal multisource assessment, diagnosis and review,
action-planning and developmental resourcing (Bach 1999; Williams 2002).
The basic elements and phases in this cycle are illustrated in figure 1.2. The
cycle itself may be annual, six-monthly, quarterly or even monthly in nature.
As participants in this process, all stakeholders – human resource managers,
line supervisors, fellow workers and employees themselves – are expected
to act responsibly and to accept accountability for their contribution and
assessments. Whether or not this does actually happen will depend in large
measure on the level of support shown by senior management, on how
well the system is resourced, and how effectively the system’s purpose is
communicated to all involved.
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Monitoring

Diagnosis 
and 

formal review

Formal 
assessment 

or rating

Learning 
and 

development

Action 
planning

Informal 
feedback

•  competencies 
•  behaviour 
•  results and goals

Performance criteria: 

Figure 1.2 The performance management cycle

Why is it necessary to ‘manage’ employee performance at all? On this
count, at least, the prescriptive management writers and their ideological
adversaries, the critical structuralists, appear to share some common ground
(albeit with very different agendas in mind): without performance direction
and recognition, employees will be at loss as to the nature and level of work
effort required. Just imagine how work would likely be undertaken in an
organisation that made little attempt to define how it wished its workers
and managers to behave, what it wanted them to achieve, and what it meant
by ‘good’ and ‘bad’ performance, as well as how it proposed to treat star
performers, on the one hand, and under-performers on the other. In today’s
organisations, simply instructing employees to ‘get on with doing a good
job’ is just not an acceptable option.

This, of course, begs a critical question: what should a ‘good’ perfor-
mance management system seek to do? From a prescriptive perspective, a
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well-designed and well-accepted performance management system can be
said to have a four-fold purpose: (1) strategic communication, (2)
relationship-building, (3) employee development and (4) employee eval-
uation.

Strategic communication

It is now widely accepted that performance management has a vital role to
play in organisational communication. In particular, clear, appropriate and
comprehensive performance criteria can convey to individuals and work
groups exactly what the organisation expects from them in terms of desired
competencies, behaviour and results in order to achieve its strategic objec-
tives. An effective performance management system signals not only that
it wishes employees to ‘do a good job’; it also communicates to them what
doing a good job actually entails in each position or role. In other words, a key
aspect of strategic communication is facilitating ‘role clarity’. Since the 1980s
it has become much more common for performance management systems to
be configured with an explicitly strategic purpose in mind. In large part, this
reflects the centrality of the ‘strategic partner’ role in human resource man-
agement discourse and practice (Dunphy & Hackman 1988; Ulrich 1998).

Relationship-building

By bringing stakeholders together on a regular basis to review performance
achievements and plan for further development and improvement, system-
atic performance management stands to make a major contribution to the
building of stronger work relationships within the organisation. This, in
turn, can have a positive influence on work culture. Requiring supervisors,
subordinates and peers to take an active, positive and accountable role in
performance review and planning can help to widen multi-party dialogue
and information-sharing, as well as to enhance the level of interpersonal
trust. As the APS experience (see the Introduction) suggests, however, a
poorly designed and implemented performance review system may be very
disruptive of workplace relationships.

Employee development

Performance management may serve a developmental purpose. This
may include: providing formal feedback on recent performance, includ-
ing strengths, weaknesses and areas for improvement; maintaining and
improving motivation and performance; providing guidance on career
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development, identifying barriers to improved performance; and assisting in
human resource forward planning, especially regarding the development of
personal skills and competencies. As figure 1.2 indicates, the performance
management and staff training and development functions are mutually
supportive. Performance review provides an important means of evaluating
outcomes from staff training and development initiatives. At the same time,
it is the major means of identifying deficits in employee knowledge, skills
and abilities that may require remediation. For similar reasons, the devel-
opmental purpose also aligns with the job or role assignment decisions that
are a pivotal aspect of the staffing function.

Employee evaluation

Performance management systems frequently also fill an evaluative purpose.
In essence this has to do with determining individual ‘merit’ for selection,
promotion and/or reward allocation. Assessment for job reassignment, pro-
motion and demotion or retrenchment are among the most longstanding
objectives of systematic performance management. The evaluative purpose
also includes monitoring the effectiveness of other human resource policies,
especially recruitment, selection, training and job evaluation. Another tra-
ditional purpose of individual performance assessment has been to obtain
numerical ratings and rankings that can then be used as the basis for deter-
mining performance-related adjustments to pay. This, of course, is the crit-
ical bridge between the two human resource processes with which we are
centrally concerned, and the nature of this association will be a recurrent
theme in the chapters that follow.

Yet the relationship between the developmental and evaluative purposes
is frequently a troubled one, and achieving and maintaining a harmonious
relationship between the two is undoubtedly one of the single greatest chal-
lenges that awaits the unsuspecting human resource manager. In particular,
employees may be left wondering whether the main purpose of their annual
performance review is to help them to develop their future performance
or to reward (or punish) them for past performance. The developmental
objective recognises that the role of the manager is not just to evaluate and
reward past performance but also to enhance employees’ present and future
capacity, motivation and performance.

Critics of traditional supervisory performance appraisal, with its focus on
once-a-year assessment of past performance, have long argued that it priv-
ileges the evaluative purpose over strategic, relational and developmental
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Table 1.1 Aims of performance management in Australian private and public
sector organisations, 2003

Respondents (N = 992)
nominating stated aim (%)

Strategic:
� align objectives 75.5
� change organisational culture 28.0

Developmental:
� determine training and development

needs
89.2

� develop individual competencies 56.6
� assist career planning decisions 56.0

Evaluative:
� appraise past performance 88.9
� link pay to performance 50.7
� assess future potential and promotion

prospects
47.9

� discipline or dismiss non-performing
staff

28.9

� retain high-calibre staff 27.5

Source: Nankervis & Compton 2006: 88.

considerations (Lawler 1994c; Mohrman & Mohrman 1995; Wilson 1994:
201–29). As we have seen, the preferred approach today is that of continuous
‘performance management’. Does this mean, however, that the traditional
evaluative purpose is becoming less important while the developmental
is becoming more so? A 2003 survey of performance management prac-
tices in Australian organisations (Nankervis & Compton 2006) suggests
some surprising findings in this regard. Table 1.1 summarises the main aims
of performance management, as reported by the survey respondents, who
numbered just under a thousand. The results indicate that while the eval-
uative purpose remains strong, strategic and developmental purposes are
also now very much in evidence, with 89 per cent of respondents indi-
cating the determination of training and development as an important
purpose of their performance management practices – exactly the same
proportion that nominated the evaluation of past performance as a major
system purpose. These responses also differ significantly from a compara-
ble Australian survey undertaken in 1995 (Nankervis & Leece 1997), which
found that only 58 per cent of respondents indicated staff development as
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an important consideration, compared to 94 per cent nominating evalu-
ation of past performance as a major system purpose. In other words, in
Australia, the relative importance of the developmental purpose has risen
substantially since the 1990s, although the evaluative purpose has certainly
not been eclipsed entirely. A similar trend is evident in the UK, where a 2004
survey showed that 71 per cent of organisations surveyed operated per-
formance management systems with a developmental focus, whereas just
43 per cent used performance ratings to inform performance pay decisions
(CIPD 2005b: 2).

Basic requirements for effective performance
management

Irrespective of specific purpose, what are the main requirements for the
effectiveness of a performance management system? Again, in prescriptive
vein, the four key requirements are: (1) validity, (2) reliability, (3) cost-
effectiveness and (4) felt-fairness.

Validity

Validity relates, first, to the criteria by which employee ‘performance’ is
defined or ‘constructed’ in terms of desired standards and, second, to how
accurately the performance measures or ‘indicators’ applied to these stan-
dards reflect or predict actual performance. The more valid the performance
construct and the measures associated with it, the more closely and com-
prehensively these will relate to what employees are actually required to do
in their role. In other words, validity has to do with whether the standards
set and the measures used are relevant to the specific work role involved,
whether they measure enough of the right things, and whether the mea-
sures or indicators themselves accurately reflect or capture what is achieved
in relation to desired standards (Drenth 1998: 68–9; Klein 1996).

In relation to performance measurement, validity can be disaggregated
into three dimensions:

1 construct validity (= role relevance of performance standards)
2 content validity (= role representativeness of performance standards)
3 criterion-related validity (= the accuracy of performance measures or

indicators used in reflecting and/or predicting the desired performance
standards).
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A performance management system is said to be construct valid if the per-
formance standards and measures are directly relevant to what is required
in the job, position or role involved; that is, construct validity is concerned
with the role relevance of the performance standards and measures applied.
The key system design question here is: are we really measuring the right
things for this role?

Content validity refers to the extent to which the performance standards
and measures provide a representative and comprehensive coverage of all
desired facets of role performance. A system would fail the test of content
validity if it recognised and measured some aspects of the job but ignored one
or more other aspects that the job holder had been asked to address. So, for
example, content validity would be compromised if the organisation desired
to maximise both labour productivity and product quality but specified a
standard and measure only for productivity. As such, the key system design
question here is: are we measuring enough of the right things for this role?

Criterion-related validity refers to the closeness of the association between
the performance measures used and what it is that the organisation actually
says it wants from the employee. For example, a system would fail the test of
criterion-related validity if it used, say, observations of personal grooming
standards to measure the quality of customer service provided, or if it used
observations of hours worked as a measure of work effectiveness. This is not
to say that the measures used may not be valid in relation to other perfor-
mance standards or criteria; the point is that in these instances neither mea-
sure is valid for the particular criterion specified. Here, then, the key design
question is: are we really measuring what we say we are trying to measure?

Reliability

Reliability has to do with the consistency and accuracy of the measure-
ment task itself as opposed to the performance criteria and measures
used. Equally, reliable measurement will be impossible where the measure-
ment criteria themselves are wholly or partly invalid. Yet reliability itself is
an elusive ideal. Since information is necessarily partial and selective, we
can never know the true reliability of any measurement instrument; only
its estimated or probable reliability, expressed as a correlation coefficient
between +1.0 for perfect reliability and −1.0 for total unreliability. A mea-
suring instrument will have high reliability, first, if it repeatedly produces
the same scores over time for specific levels of performance and, second,
if it produces the same scores for any given performer when administered
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by a different assessor. A system is more likely to have high reliability if
the measurements made by assessors are free of unintended or intended
mismeasurement or error. Unreliable measurement may arise where the
measures themselves are not explained clearly and consistently beforehand
and where one assessor therefore applies different standards over time or
where different assessors apply different standards at the one time. Unre-
liability may also arise where assessments are based on partial, incomplete
or invalid measurement data. As we have seen in the case of performance
assessment in the APS (in the Introduction), assessors may also make delib-
erately inaccurate assessments for personal and/or political reasons. In sum,
reliability requires construct- and criterion-valid performance measures,
measurement based on full evidence, and the consistent application of mea-
sures between assessors and over time.

Cost-effectiveness

As we shall see in the chapters in part 2, over recent decades a great deal
of time and energy has been invested in the pursuit of ever more reliable
performance measurement instruments, and while reliability is clearly a nec-
essary condition for system effectiveness, it is debatable whether technical
accuracy alone is sufficient for this purpose. Moreover, beyond a point, the
time and expense involved in the pursuit of ever more reliable performance
measurement instruments may well be cost-prohibitive (if not counterpro-
ductive) in terms of return on investment. Hence, cost-effectiveness is also
an important consideration in designing and managing any performance
management system.

Felt-fairness

However, those who take a more employee-centred approach to perfor-
mance management matters contend that a requirement of no less impor-
tance is system felt-fairness. The argument here is that, to be effective, a
performance management system should meet the test of felt-fairness, both
in terms of the decision-making processes involved, or procedural fairness,
and the outcomes delivered, or distributive fairness. Clearly, felt-unfairness
has been a significant issue in the APS experience – and the APS is cer-
tainly not alone in this regard. We will have more to say about the matter
of felt-fairness, or ‘organisational justice’ as it is termed in the academic
literature, in the next chapter. For now, we need only note that we are not
dealing here with normative fairness in any absolute moral or ethical sense;
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rather the focus is on perceived fairness, which, depending on the employees
and organisations involved, and, indeed, on the national cultural context
involved, may be informed by a variety of normative positions on the nature
of fairness and equity.

In sum, validity, reliability, cost-effectiveness and felt-fairness are distinct
but overlapping requirements. Without valid performance criteria, reliable
measurement is impossible; without both of these, it is highly likely that
employees will see the system as being inherently unfair. Further, even if the
system is fully valid, reliable and felt-fair, the system will still be unsustain-
able if, over time, it does not deliver a positive return on associated costs
and investments. Ideally, then, a performance management system should
strive to be simultaneously valid, reliable, cost-effective and fair. As we shall
see, however, balancing these competing requirements is an extremely chal-
lenging task.

‘Reward’ and ‘total reward’

Let us now consider briefly the basics of reward management. What is a
‘reward’? A reward may be anything tangible or intangible that an organ-
isation provides to its employees either intentionally or unintentionally in
exchange for the employee’s potential or actual work contribution, and to
which employees as individuals attach a positive value as a satisfier of cer-
tain self-defined needs. On this definition, rewards can be seen as including
not only financial rewards (i.e. ‘pay’, ‘remuneration’ or ‘compensation’) but
also rewards of a beneficial non-financial nature. Such a broad definition
means that the options for configuring a reward management system are
extremely wide. Such a definition also accords with what is referred to in the
practitioner literature (e.g. Fuehrer 1994; Kao & Kantor 2004: Zingheim &
Schuster 2000b) as a ‘total reward’ approach.

What types of reward fall within the scope of a total reward approach?
As figure 1.3 indicates, rewards can be divided into two broad categories:
‘intrinsic’ and extrinsic’.

Intrinsic rewards arise from the content of the job itself, including the
interest and challenge that it provides, the task variety and autonomy, the
degree of feedback, and the meaning and significance attributed to it. It
follows that one of the most important determinants of the level of intrinsic
rewards in any organisation is the way in which its jobs are designed. Extrinsic
rewards arise from the factors associated with, but physically external to, the
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Financial rewards or remuneration:

• fixed or base pay
• direct benefits
• performance-related pay

Developmental rewards:

• learning, training and development
• succession planning
• career progression
• other indirect or non-cash benefits

Extrinsic rewards

Social rewards:

• organisational climate or
management culture

• performance support
• work group affinity
• work–life balance
• other indirect or non-cash benefits

Intrinsic rewards:

• job challenge
• responsibility
• autonomy
• task variety

Figure 1.3 Components of ‘total reward’

job that the employee does; that is, from the job context. As we shall see in
chapter 3, some theorists argue that intrinsic factors are the most powerful
motivators of work effort.

Extrinsic rewards are of three main types: financial rewards, developmen-
tal rewards and social rewards. Developmental rewards cover those rewards
associated with personal learning, development and career growth, such
as skills training and performance and leadership coaching. Social rewards
are those rewards and ‘indirect’ (or non-cash) benefits associated with the
organisational climate, performance support, quality of supervision, work-
group affinity, and opportunities for enhanced work–life balance, such as
flexible work time arrangements, staff sabbaticals, fitness and wellness pro-
grams, and the like (considered further in chapter 13). Financial rewards (or
pay, remuneration or ‘compensation’ to use the preferred North American
term) are of three main types: base pay (the relatively fixed component of
total remuneration); performance-related pay (which by definition varies
with measured performance); and direct benefits, such as employer contri-
butions to superannuation or pensions, health care, childcare and the like.
We shall return to these categories of cash remuneration in a moment.

A key step in framing a total reward approach is to determine the respec-
tive roles of financial and non-financial rewards. This, in turn, may require an
audit of the organisation to identify what non-financial rewards it provides
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and to ascertain whether these alone may be sufficient to promote desired
behaviour. In some situations non-financial rewards may be able to play a
role equal to, if not greater than, that of monetary rewards. This is very likely
to be the case in voluntary not-for-profit organisations, such as welfare bod-
ies, where workers may expect to receive little or no pay at all. Here the intrin-
sic rewards that flow from the work itself may be all that is expected. Indeed,
paying people in such a situation may even prove counterproductive – it may
extinguish intrinsic motivation. On the other hand, voluntary bodies may
also need to hire employees for some tasks, in which case careful consider-
ation would need to be given not only to the reward mix offered but also to
differences in expectations and attitudes between paid and unpaid workers.

In other organisations, the need to strike an effective balance between
financial and non-financial rewards will be ever-present. Firms that offer
high job security, that enjoy a high level of prestige and public esteem or
that provide opportunities for ‘in-house’ training and development might
not have to offer as high a level of financial reward as do competitor firms
that offer much less on the non-financial side. At the other end of the
spectrum, a firm experiencing high labour turnover and low productivity
because employees find their jobs boring and repetitive may opt to increase
financial rewards substantially in order to meet staffing and performance
requirements. Alternatively, it may choose to emphasise intrinsic rewards
through job enrichment to make the work more interesting. In formulating
an optimal approach to total reward management, then, each organisation
will need to consider various combinations of intrinsic and extrinsic rewards.

Remuneration

While non-financial rewards constitute an increasingly important aspect of
a total reward management, financial rewards are almost always of primary
importance in reward management practice. For this reason, in the chapters
that follow, consideration of reward management options and methods will
focus primarily, although by no means exclusively, on rewards of a monetary
nature; that is, on remuneration.

What exactly do we mean by the term ‘remuneration’? According to
the dictionary definition, to ‘remunerate’ means to ‘reward, pay for service
rendered; . . . provide recompense for toil etc’ (Australian Concise Oxford
Dictionary, 7th edn, 1987, p. 935). The word most commonly used as a
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synonym for ‘remuneration’ is ‘pay’. To ‘pay’ means to provide money in
exchange from some other commodity or service deemed to be of equal
value. In this respect, it is widely accepted that the two terms – ‘remuneration’
and ‘pay’ – can be used interchangeably. Employees receive pay in the form
of a wage or salary in exchange for providing their labour (or, at least, their
potential to perform labour) to the employer.

In the North American literature we also encounter another synonym,
namely ‘compensation’. In North America, this is the preferred term, partly
because of its association with commercial and contract law. However, some
commentators object that the term ‘compensation’ implies that employee
remuneration has to do with ‘making amends for the distasteful fact that
people have to work for a living’ (Armstrong 1996: 3); that pay is all
about ‘compensating’ employees for sacrificing their leisure time by turning
up to work. Thus the term ‘compensation’ carries negative connotations,
whereas ‘remuneration’ and ‘pay’ are more value-neutral. So in this book the
term ‘compensation’ will not be used at all, and the terms ‘remuneration’
and ‘pay’ will be used interchangeably.

In considering remuneration, however, it is also necessary to recognise
that remuneration itself covers a number of distinct types of financial reward.
Specifically, direct remuneration typically comprises three main categories
of financial reward: (1) base pay, (2) direct benefits and (3) performance pay.

Base pay

Base pay is the foundational component of employee remuneration. The
traditional practice has been to fix base pay according to the job or position
occupied, with periodic across-the-board adjustments to compensate job
holders for increases in the cost of living. It is pay for the job rather than for
the person in the job. Under this approach, employees increase their base
pay by ascending a seniority-based promotional hierarchy of job pay grades,
with each grade having only a relatively narrow pay range. Position-based
base pay of this sort takes two distinct forms: wages and salaries. Waged
remuneration is typically paid on the basis of a fixed rate of pay per hour,
standard day or standard week worked, with a premium or ‘penalty’ rate for
overtime (i.e. time worked in excess of standard hours). Time-based wages
have traditionally been the main form of remuneration applied to man-
ual and other ‘blue-collar’ jobs. In contrast, salaried employment involves
annualised payment, typically carries no upper limit on hours to be worked,
and is the main form of remuneration applied to executive, managerial and
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professional/‘white-collar’ positions. In recent times, however, the trend has
been to structure base pay around the skills and competencies of the person
rather than the ‘size’ of the job occupied, and to couple this to very different
base pay structures. The differences between job-based and person-based
approaches to managing base pay will be explored in detail in the chapters
in part 3 of this book.

Direct benefits

Direct benefits, which are essentially add-ons to base pay, include finan-
cial rewards, such as paid holiday leave, employer-funded superannuation,
‘fringe benefits’, such as employer-funded health care, life insurance, housing
finance and the like, as well as provision of a company car, mobile phone and
so on. The relative importance of direct benefits in the total remuneration
package will depend very much on the nature of the prevailing tax regime
and whether or not it encourages employees and employers to ‘package up’
benefits to minimise current and future tax liability. Benefits of a cash and
non-cash nature are considered further in chapter 13.

Performance pay

Performance pay covers incentives paid on the basis of performance deliv-
ered by employees either individually or collectively. An incentive is a pay-
ment made on the basis of past performance in order to reinforce and
enhance future performance. Performance pay is usually an overlay to base
pay, and it varies according to the level of measured or assessed perfor-
mance. In short, performance pay is contingent or ‘at risk’, rather than
fixed or guaranteed. There are many distinct forms of performance pay and
they can be classified according to three key variables: the performance unit
involved (individual, work-group, whole organisation); the performance
criteria used (behaviour, results or both); and the time frame over which
performance is measured (short-term or long-term). The main types of
performance pay (as well as their non-cash alternatives) are detailed in the
chapters in part 4.

Purpose of reward management

What is it that organisations hope to obtain by offering rewards to their
employees; that is, what should a system of reward management seek to do?
In essence (and again in prescriptive mode) a reward system maintained by
a work organisation is likely to have three primary objectives:
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1 to attract the right people at the right time for the right jobs, tasks or roles
2 to retain the best people by recognising and rewarding their contribution
3 to motivate employees to contribute to the best of their capability.

Notice here the strong linkage between the reward and staffing functions
(regarding the staff attraction and retention objectives) and between the
reward and performance management functions (regarding motivation).
In addition, a well-formulated and administered reward system is likely to
have a number of important secondary objectives. In particular, it should
seek to be:

� need-fulfilling: the rewards should be of value to employees in satisfying
relevant human needs

� felt-fair, particularly in terms of offering rewards commensurate with
contribution

� legal: it should comply with relevant legal requirements regarding
employee rights and entitlements, including, of course, all mandatory
benefits and minimum standards

� affordable: the rewards allocated, and any associated on-costs, should be
within the organisation’s financial means

� cost-effective: there should be an appropriate ‘return on investment’ from
total reward outlays

� strategically aligned: as with performance management, reward man-
agement should support the organisation’s corporate and business
objectives.

Taken together, this is a particularly exacting set of objectives, and it is most
unlikely that any organisation will be willing or able to achieve all of them
simultaneously. Clearly the ill-fated H-P reward experiment of the mid-
1990s (see the Introduction) fell well short of several of these objectives;
not the least being motivation, felt-fairness, cost-effectiveness and strate-
gic alignment. There is also considerable potential for conflict between the
objectives themselves. For instance, one of the greatest challenges lies in rec-
onciling the need for reward fairness with the objective of cost-effectiveness.
Which is of greater importance? Dissatisfaction arising from perceptions
of reward inequity can certainly lead to increased employee turnover and
reduced motivation, but the costs and benefits of being a low payer will vary
depending on the type of organisation involved. While some organisations
may suffer serious performance impairment, others may be able to absorb
these consequences and still meet their objectives. Tensions may also arise
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between the goal of cost-containment and that of offering rewards that are
sufficient to attract and retain the right type and number of employees. From
an organisational perspective, the optimal approach is not necessarily the
cheapest. Rather, it is that which maximises the ‘return’ to the organisation
for the ‘investment’ made, a point to which we shall return in later chapters.

The above checklist of generic objectives, then, represents a set of ideal
reward system outcomes rather than a comprehensive blueprint for system
effectiveness. Exactly how an organisation should set about configuring a
reward system that best suits its needs and those of its employees is something
that we shall explore in detail in subsequent chapters.

Chapter summary

In this chapter, we have explored the multiple meanings of ‘performance’
and ‘rewards’, the main elements of performance and reward systems, and
the possible uses to which such systems may be put. Central to this discussion
has been the proposition that neither the meanings nor the composition of
such systems are preordained. In a very real sense, the key challenges in
managing such systems are not merely those to do with system structuring
but, rather, those associated with investing them with clear purpose and
meaning, especially for those more intimately affected by them. It is to these
more complex matters of employee mindset that we must now turn.

Discussion questions

1 Who or what defines ‘performance’ in an organisation?
2 Why might evaluative and developmental performance management

come into conflict, and how can the potential for conflict be minimised?
3 A valid method of assessing performance may be either reliable or

unreliable, but an invalid method can never be reliable. Why?
4 What is meant by the concept of ‘total reward’?
5 What should a reward system seek to do?



Chapter Two

WORKING WITH PSYCHOLOGY

To be effective, performance and reward management systems should
encourage employees to demonstrate consistently those types of work
behaviour and results that are deemed necessary to support the organisa-
tion’s strategic objectives and desired corporate culture. More so than other
human resource practices, performance and reward management systems
also exist to shape and reshape employee work behaviour in ways desired
by the organisation. Yet, as the examples of performance and reward system
dysfunction noted in the Introduction attest, establishing and maintain-
ing the desired association between performance and reward practices, on
the one hand, and behavioural outcomes, on the other, is no simple mat-
ter. Performance and reward practices sometimes go badly awry, eliciting
not the wanted work behaviour but, rather, systemic misbehaviour. The
means to avoiding such unfortunate behavioural consequences lie not in
the behaviour itself but in understanding and influencing the factors that
help to shape work behaviour – and, above all else, this requires close con-
sideration of employee work attitudes and what has come to be known as
the employee ‘psychological contract’.

In this chapter, we explore the complex links between employee attitudes
and behaviour. Drawing on the concept of the employee-centred ‘psycholog-
ical contract’, the chapter also presents a basic employee-centred framework
for better understanding and influencing employee attitudes and behaviour
in ways beneficial to both the organisation and the employees themselves.
The chapter opens with a discussion of the three main categories of work

37
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behaviour, then moves to an overview of the three key attitudinal categories,
as well as considering some of the possible associations between the two
sets of categories. With these propositions in mind, the chapter next intro-
duces the reader to the nature and practical significance of the notion of the
‘psychological contract’. This is followed by consideration of the set of per-
ceptual factors that are widely regarded as lying at the centre of the employee
psychological contract, namely perceptions of ‘organisational justice’ and
injustice.

Work behaviour

Work behaviour is the observable, describable and verifiable actions that
directly influence work outcomes – or results – in either a desired or unde-
sired way. But exactly what types of behaviour should performance and
reward management systems seek to elicit? While the range of possible atti-
tudes and behaviour is virtually limitless, it is possible to identify three broad
types of behaviour that most organisations will require to some degree.

The three key types of behaviour that most organisations are likely to
deem desirable are: ‘membership behaviour’, ‘task behaviour’ and ‘organi-
sational citizenship behaviour’ (Long 2006: 79–97). The first two categories
cover what might be termed job or role compliance behaviour, but organisa-
tional citizenship behaviour is qualitatively different and generally more elu-
sive. Let us examine each of these three behavioural categories more closely,
beginning with the most basic behaviour of all: membership behaviour.

Membership behaviour

Membership behaviour is demonstrated when an employee decides to join
and remain with an organisation. The observable characteristics of high
membership behaviour include low absenteeism, low staff turnover, a high
level of outsider interest in being recruited to the organisation, and longer
internal job tenure; in other words, high levels of staff attraction and
retention.

Note, however, that turning up to work regularly is not the same as actually
doing work. Why, then, is membership behaviour important to the organ-
isation? Simply because without it the organisation will lack access to an
adequate and reliable supply of those human capabilities and contributions
that it needs to survive and succeed. Membership behaviour, then, is a
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prerequisite for all other forms of work behaviour in all work organisations.
This is so even where the work does not require the employee to be physi-
cally present on a regular basis in an office or other workspace, as in most
forms of home-based working (telecommuting, outwork) and in field work
(sales representatives, field maintenance). Whatever the actual workspace
involved, the employee is still required to ‘present’ for work.

However, not all organisations will be interested in retaining the same
employees for long periods of time. Indeed, in some cases, too much mem-
bership behaviour and too little turnover can be organisationally disastrous:
too much ‘old blood’ and too little ‘new blood’!

Task behaviour

Task behaviour occurs when employees perform specific work tasks that
have been assigned to them and which form part of the organisation’s
core work activities. The chief signifier of task behaviour is work effort:
the actions that the employee takes towards completing assigned tasks.
Indeed, the two are essentially one and the same. All organisations will
naturally be interested in securing task behaviour since this, by definition,
is associated with acceptable task performance. Borman and Motowidlo
(1993: 73) define task performance as ‘the proficiency with which job
incumbents perform activities that are formally recognised as part of their
jobs . . . activities that contribute to the organization’s technical core either
directly by implementing a part of its technological process, or indirectly
by providing it with needed materials or services’.

As with membership behaviour, then, task behaviour has to do with
compliance with the formal requirements of the job or role to which the
employee is assigned.

Organisational citizenship behaviour

By contrast, organisational citizenship behaviour occurs when employees
voluntarily and altruistically undertake special actions that exceed member-
ship and task compliance. This might involve extra effort, high cooperation
with others, high initiative, high innovativeness, extra customer service, and
a general willingness to make sacrifices for the good of the organisation.

The concept itself derives from research undertaken by Dennis Organ
and colleagues on the sources of ‘good soldier’ behaviour in the US military
(Bateman & Organ 1983; Organ 1988b). In common usage, voluntary, altru-
istic and conscientious behaviour of this sort is also known as ‘discretionary
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effort’ or simply ‘going the extra mile’. In the academic literature it is also
termed ‘extra-role’ or ‘pro-social’ behaviour. It is also linked to what Borman
and Motowidlo (1993, 1997) term ‘contextual’ performance. This involves
employees using their energy and ability to support the organisation’s social,
cultural and psychological environment in which the technical core func-
tions, rather than supporting the technical core directly. Whereas task per-
formance is job-specific, contextual performance is said to be common to
many or even all jobs. According to Borman and Motowidlo (1993: 73, 82)
contextual performance has five main components:

1 behaviour such as volunteering to carry out task activities that are not
formally part of the job

2 persisting with extra enthusiasm or effort to complete one’s own task
activities

3 helping and cooperating with others
4 following organisational rules and procedures even when personally

inconvenient
5 endorsing, supporting and defending organisational objectives.

Why might an organisation desire such behaviour from its employees? The
answer is that discretionary effort of this type is frequently considered to be
the defining characteristic of high work performance. Logically, employees
who do more than their job description requires of them should contribute
more to organisational effectiveness than those who adhere strictly to the
task script. As we shall see in subsequent chapters, such behaviour tends to
feature prominently in the high-range performance descriptors included in
many contemporary individual performance assessment instruments.

Yet such behaviour may not always be beneficial to the organisation, and
some organisations may even view it as undesirable or counter-productive.
For instance, in a firm with a strict division of labour, narrow task assign-
ments and a tightly controlled production process, employees who habitu-
ally go out of their way to assist others may well not fulfil their own assigned
tasks.

By its very nature, organisational citizenship behaviour is also problem-
atic to ‘manage’. Borman and Motowidlo (1993: 93–4) highlight three main
‘pitfalls’ here. First, it is paradoxical to require employees to volunteer to
do more than their jobs specifically call for, as opposed to inviting them to
do so. Second, making such performance behaviour an explicit expectation
could well be self-defeating since it may well lead employees to concentrate
on helping others and to neglect their own tasks. Third, the requirement
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that employees will proactively and enthusiastically support organisational
values, rules and procedures leaves little room for healthy dissent or the
advancement of new ideas that may run counter to prevailing management
wisdom. The upshot may be an organisation peopled by ‘yes men’ and
paralysed by corporate ‘group think’.

What is really at issue here is the appropriate balance between task
behaviour and organisational citizenship behaviour. There is no doubt
that citizenship behaviour is assuming greater importance in managerial
work and for non-managerial work in service sector and knowledge-based
organisations. In these cases, work is often self-managed, customer-focused,
interdependent, fluid and underpinned by the need for considerable inter-
personal skills. Such work is also likely to yield outcomes that are largely
intangible and therefore not amenable to more objective measures of perfor-
mance. However, even in such work settings, it is not at all clear that citizen-
ship behaviour should be accorded primary importance. While endorsing
strategies for encouraging citizenship behaviour, Borman and Motowidlo
(1993: 95) note that even in managerial work, such behaviour may consti-
tute no more than 30 per cent of the total performance domain. For line
employees engaged in routine manual and mechanised task execution, the
balance in favour of task behaviour would be substantially higher still.

Work attitudes

No human resource practice will elicit any of the above categories of
behaviour directly. Practices first affect employee attitudes, and it is these
cognitions that will influence behaviour in some way, although not always
in the desired manner. What is an attitude? In relation to work, an atti-
tude is a conscious state of mind about aspects of the self, the work context
and/or the relationship between self and context. Attitudes may also involve
strong value orientations and emotions – that is, ‘affective states’ – about
the self, relationships and/or the work context. Values and emotions are not
necessarily consciously held, but they may still have a powerful influence
on associated attitudes. In turn, attitudes may or may not have behavioural
consequences. They may drive behaviour; they may lie dormant. For our pur-
poses, work attitudes (and associated emotions) are perhaps best thought of
as cognitive predispositions or inclinations towards certain courses of action
(i.e. observable behaviour) and away from others. Exactly what attitudes are
we talking about here? There are really three main attitudinal categories
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that we need to consider: ‘motivation’, ‘job satisfaction’ and ‘organisational
commitment’.

Motivation

Motivation is the wellspring of task behaviour or effort, and it refers to the
strength of a person’s willingness to perform allotted work tasks – to under-
take work effort. To motivate means to energise the individual to deliver
work effort and task behaviour. The term itself derives from the Latin word
movere, meaning ‘to move’ (Steers & Porter 1991: 5–6). However, motiva-
tion is not a homogeneous or indivisible phenomenon. It can be broken
down into various elements. When we study motivation, then, we are really
concerned with three related aspects of task behaviour:

1 the direction of that behaviour: why people take certain actions rather
than others; e. g. emphasising product quantity over quality

2 the intensity of that behaviour: why the actions taken involve either a lot
of effort, or a little

3 the duration of that behaviour: why some actions are more sustained and
enduring than others (Kanfer 1998).

We shall explore the matter of motivation in more detail in the next chapter.
For now, we simply need to note two basic points. First, the wellsprings
of work motivation are more complex and controversial than we might
imagine, and it is vital that we not allow our thinking on this subject to be
dominated by a priori assumptions. What moves one individual to deliver
solid and sustained work effort may have little motivational effect on other
employees, or may have more behavioural impact in some work contexts and
climates than in others. In fact, it is this very variety of possibilities that makes
motivation such an absorbing field of academic study and management
practice. Second, as our discussion so far suggests, motivation is by no means
the only important work attitude. Its significance needs to be understood
in context, not in isolation.

Job satisfaction

Job satisfaction refers to the overall positive or negative attitude that employ-
ees hold towards the job and the job context. In other words, how contented
or discontented are employees with the totality of their job assignment? In
this sense, job satisfaction is also an affective state – that is, an emotional
condition – as well as an attitude. As a holistic summative feeling about the
job, it covers both the job content – or factors ‘intrinsic’ to the job – and
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the job context – or factors surrounding or associated with the job, such
as work relationships, work culture and human resource practices, includ-
ing those to do with performance and reward management. As such, job
satisfaction can be said to subsume attitudes and affective states to do with
more specific aspects of the job, such as satisfaction or dissatisfaction with
performance management procedures and outcomes, reward determina-
tion processes and outcomes (i.e. reward satisfaction), career development
opportunities and the like. As we shall see later in this chapter, job satis-
faction also has a close but complex association with other affective states,
particularly perceptions of organisational justice and injustice.

Organisational commitment

Organisational commitment has to do with the strength of the employee’s
attachment to the organisation. This sense of attachment may be conscious
and rational, or subconscious, non-rational and deeply emotional, or a
mixture of both. In general organisational commitment covers one or more
of the following: a sense of shared goals and values with the organisation;
a feeling of organisational belongingness; and an intention to remain with
the organisation.

The classic taxonomy of organisational commitment is that by Meyer and
Allen (1991). This identifies three main attitudinal ‘components’ of organ-
isational commitment: (1) affective commitment, (2) normative commit-
ment and (3) continuance commitment. Affective commitment relates to
the employee’s emotional attachment to, identification with and involve-
ment in the organisation. Employees with strong affective commitment will
remain with that organisation because they want to; because they identify
with it emotionally, and because their sense of self-identity and self-worth
is closely intertwined with their involvement in the organisation. This is
commitment that is genuinely ‘from the heart’.

Continuance commitment, by contrast, is calculative and non-emotional;
it comes from the head rather than the heart. People who feel only continu-
ance commitment will remain with the organisation only because, for now,
they perceive that the costs associated with leaving the organisation out-
weigh the anticipated benefits of leaving. Employees whose main link to
the organisation is based on continuance commitment remain with it only
because they feel that they need to, at least for the moment. So continuance
commitment is about needing to stay with the organisation.

Normative commitment reflects a feeling of obligation to remain with the
organisation. Employees with high normative commitment feel that they
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ought to stay with the organisation even though they may have little or no
emotional attachment to it. It is about feeling a moral obligation to stay,
at least for a time. For instance, an employee who has had the benefit of
in-house training and development may feel an ethical obligation to stay
with the organisation long enough to repay the perceived debt even though
it may be in their best material interest to move to another organisation that
is prepared to pay a higher price for their enhanced productive capacity –
or ‘human capital’.

It is important to note that these three dimensions are not mutually
exclusive. In fact, an employee’s overall commitment to the organisation can
best be thought of as consisting of varying levels of all three components. It
should also be recognised that, whatever its apparent attractions, affective
commitment will not be universally desired. Not all organisations will want
to be ‘loved’ by their employees; as we shall see in chapter 3, some may even
prefer employees to leave both their hearts and their heads at the office or
factory gate. An overweening commitment to the organisation may also be
decidedly unhealthy for both parties, particularly if it leads to workaholism,
work stress and staff burnout.

Further, it cannot be assumed that employee commitment is unidimen-
sional. There is now ample evidence that employee outlook is informed
by multiple and sometimes competing commitments. As well as – or per-
haps in competition with – commitment to ‘the organisation’, employees
may have strong emotional attachments to other work-related and non-
work entities: their families, their fellow workers, their clients or customers,
their profession or trade or their union. As such, and as recent interest in
work–life balance matters attests, commitment to the organisation can nei-
ther be understood nor managed in isolation from other aspects of employ-
ees’ life experience and outlook (Iverson & Buttigieg 1999).

Attitudes and behaviour: associations and antecedents

I have suggested above that attitudes and associated affective states (i.e.
values and emotions) prefigure behaviour and behavioural outcomes. But
how might the above sets of attitudes and behaviour interrelate? Do cer-
tain attitudes predict particular types of behaviour? Moreover, in terms
of behavioural effects, do certain attitudes prefigure or reinforce other
attitudes? Building chiefly on theoretical and empirical insights from
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Figure 2.1 Hypothesised relationships between work attitudes and work behaviour

organisational psychology (Heneman & Judge 2000; Long 2006: 66–70;
Meyer & Topolnytsky 2000; Meyer & Herscovitch 2001; Meyer et al. 2002;
Organ 1988a; Organ & Ryan 1995; Schappe 1998) we postulate a number
of causal associations between work attitudes and work behaviour, as well
as between attitudinal categories themselves. These are described diagram-
matically in figure 2.1. We are not suggesting that these behavioural effects
are inevitable; rather we are proposing that they are possible and, in the
right circumstances, probable.

Turning first to motivation, as noted above, where the context is con-
ducive, a willingness to deliver task effort is likely to lead to task behaviour
that may in turn produce desired results. However, since motivation is spe-
cific to the task domain, it will not have a direct influence on either of the
other two behavioural categories. Moreover, as figure 2.1 indicates, unlike the
other two attitudinal categories, motivation is best thought of as a dependent
attitudinal variable rather than an interactive variable. It may be enhanced
or impaired by satisfaction and commitment but does not itself intensify or
detract from these more deeply embedded attitudinal states. Beyond these
generalities, however, there is considerable disagreement as to the main
determinants of motivational strength, and we shall return to this central
issue in the next chapter.
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Second, job (and reward) satisfaction is likely to influence membership
behaviour directly. Why? Because all else being equal, employees who are
more satisfied with their rewards and job conditions are likely to engage in
less absenteeism and to show a greater desire to remain with the organisation.
Happier workers are likely to present for work on a more regular basis
because they will be less stressed and will harbour fewer work-disrupting
grievances. Satisfied employees will keep turning up to work because they
judge that the extrinsic and/or intrinsic rewards on offer for doing so meet
a substantial number of their material and/or emotional needs and signif-
icantly outweigh the costs associated with turning up to work, including
the cost of lost leisure time. If the opposite applies, membership behaviour
and affective commitment will be low and labour absenteeism and turnover
correspondingly high.

Notice, too, that job (and reward) satisfaction may also have an indirect
effect on organisational citizenship behaviour, via affective commitment, as
well as on task behaviour, via motivation. In other words, the influence of job
satisfaction on citizenship and task behaviour is mediated, respectively, by
the strength of affective commitment and motivation. Hence, job and reward
satisfaction will have a positive influence on citizenship behaviour only if
the employee also has high affective commitment. Similarly, it will have a
positive influence on task behaviour only where motivation is also high. This
is because workers who are happy with their jobs (and their pay) are less likely
to want to leave, which will certainly mean lower replacement costs, but they
are not necessarily more productive in what they do. A satisfied employee
may not be a more highly motivated employee at all (Organ 1988a). In fact,
contentedness with the job and with rewards may foster task complacency.
What we can be sure of, however, is that employees who are dissatisfied with
their jobs and rewards will not only show less membership behaviour but will
also feel less committed to the organisation and less highly motivated, which
means that all three behavioural categories are likely to be negatively affected.
Dissatisfaction with pay or other rewards can have disastrous consequences
for work behaviour, workplace relationships and organisational effectiveness
(Heneman & Judge 2000).

Finally, turning to affective organisational commitment, we suggest that
it is likely to influence not only all three behavioural categories but also both
other attitudinal categories. While Organ and others (Organ 1994, 1997;
Moorman, Niehoff & Organ 1993) contend that citizenship behaviour is
a function of multiple attitudinal, affective and contextual variables, affec-
tive commitment does appear to be a necessary condition for sustained
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citizenship behaviour (Organ & Ryan 1995; Meyer et al. 2002). When
employees feel a strong sense of identification with the organisation, its
values and objectives and its clients or customers, they are far more likely to
exhibit citizenship behaviour. Equally, they will pursue organisational goals
in an energetic and innovative way, will have low turnover, low absenteeism
and low dissatisfaction, and will find the thought of ‘cheating the boss’
repugnant. More committed employees will not only exhibit a higher level
of citizenship but are also likely to be both more satisfied and more highly
motivated, which in turn translates to higher membership behaviour and
greater task effort (Schappe 1998). In short, high affective commitment can
intensify all other attitudinal and behavioural factors, whereas its absence
can have a suppressive effect across all attitudinal and behavioural categories.

So the possible associations between work attitudes and behaviour seem
relatively clear. But if attitudes shape behaviour, what is it that shapes atti-
tudes themselves? We have noted that work attitudes interact with each other,
so attitudes can be seen as mutually reinforcing, at least to a degree. But this
really sheds little light on attitudinal origins. Where do work attitudes (and
associated emotions) really come from? For instance, what determines the
strength of an employee’s affective commitment to the organisation and,
hence, their predisposition towards organisational citizenship behaviour?

Some commentators suggest that the primary determinants of most if not
all work attitudes and behaviour are personality traits. In terms of orthodox
psychological theory, ‘personality’ may be defined as those conscious and
unconscious attributes or ‘traits’ that shape individual being: how we see
ourselves as individuals, how others see us, and how we think and behave
in daily life. The most widely accepted and applied taxonomy of person-
ality ‘factors’ or ‘traits’ is the ‘five-factor model’. Also known as the ‘Big
Five’, this identifies five primary factors that are said to underlie personality,
namely emotional stability, extraversion, openness to experience, agree-
ableness and conscientiousness. Of these, conscientiousness is frequently
nominated as the most valid predictor of job performance, and there is
considerable research evidence that it is positively related to a wide range
of performance criteria across many occupational categories (Barrick &
Mount 1991; Hurtz & Donovan 2000; Mount & Barrick 1998). Consci-
entiousness is also commonly seen as having a positive association with
citizenship behaviour (Hattrup, O’Connell & Wingate 1998; Hogan et al.
1998; Konovsky & Organ 1996; Organ 1994).

However, other studies indicate that the relationship between personal-
ity and performance is mediated by situationally specific factors (Latham &
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Pinder 2005: 489). Tett and Burnett (2003) propose a person–situation inter-
actionist model of job performance in which trait-expressive behaviour is
elicited and maximised only in situations where it is valued and encour-
aged by peers and management. A particular trait may be related to job
performance positively, negatively or neutrally, depending on the situation.
For instance, conscientiousness may actually inhibit desired results when
timeliness and fast turnaround are at a premium, while agreeableness will
be counterproductive in the context of robust business contract negotia-
tion. In sum, personality traits appear to be important in predicting some
work attitudes, behaviour and performance aspects, but job context and job
characteristics will also have an important mediating or moderating effect
(Latham & Pinder 2005: 490).

Of course, some critics question the relevance and worth of personality
constructs and assessment to performance and performance management.
For instance, Spillane and Martin (2005: 253, 255) assert that ‘efforts to pre-
dict performance from personality tests have been consistently and spectac-
ularly unsuccessful’ and that ‘personality and performance are not related’.
While many would disagree with these assertions, at the very least they
remind us of the need for caution regarding claimed associations between
personality, behaviour and performance outcomes, especially propositions
of a reductionistic nature. When it comes to work performance, personality
certainly is not all-important; indeed, by itself, it may not be very important
at all.

In the next section, we consider an explanatory model that, while recog-
nising the potential influence of personality, arguably offers a better means
of understanding and perhaps managing the complex associations between
employee experience, expectations, perceptions, emotions, attitudes and
behavioural performance – the concept of the employee-centred psycho-
logical contract.

The psychological contract

While the notion of the ‘psychological contract’ can be traced to the writings
of Argyris (1960), Levinson (1970), Schein (2004) and the social exchange
theorists of the 1960s (Anderson & Schalk 1998; Conway & Briner 2005:
7–14), the concept has only recently found its way into the mainstream of
academic and practitioner thinking about the employment relationship,
due largely to its ‘seminal reconceptualisation’ in the late 1980s by the
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US organisational psychologist Denise Rousseau (Conway & Briner 2005:
14–15; Cullinane & Dundon 2006; Rousseau 1989).

In a legal sense, of course, a contract is a written or verbal agreement about
the mutual responsibilities of parties in an exchange relationship, involving
a promise, an acceptance and a payment or other ‘consideration’. A psycho-
logical contract, however, has to do with the perceptions and expectations by
each party as to what they and the other party have undertaken to give and
to receive in exchange. As such, it may overlap with, but also differ from, and
extend beyond, matters codified in written contracts of employment. So a
psychological contract both fills the perceptual gaps in the written employ-
ment relationship and shapes employer and employee behaviour in ways
that cannot necessarily be discerned from a written contract. Why do such
‘contracts’ exist at all? The reason is that, as noted in the Introduction, the
employment exchange is typically open-ended, imprecise and only partly
codified, which necessarily leaves the parties to their own devices to ‘fill in the
gaps’ in line with their perceptions of what is promised and what is required.
Hence, for our purposes, the psychological contract may be defined as the
subjective understandings or perceptions of the ‘promissory-based recip-
rocal exchanges’ between the employee and the employer or employing
organisation (Conway & Briner 2005: 35; Rousseau 1989).

Following its reappearance in the mainstream management literature in
the 1990s, the basis and scope of the psychological contract was the subject
of considerable debate (Conway & Briner 2005: 20–36). However, there is
now a broad consensus that while management is interested in shaping the
content of the implicit employment ‘deal’ by means of an ‘espoused’ psycho-
logical contract, it is the nature of the psychological contract (or contracts)
embraced by employees that is of primary importance and interest. There is
also general agreement that the employee psychological contract is mutable
and fragile. Moreover even those writing from a critical poststructuralist
perspective (e. g. Cullinane & Dundon 2006; Grant & Shields 2006), who
tend to see the construct as a managerialist device rather than as a descriptive
tool, acknowledge its potential significance for management effectiveness.

Being perceptual and subjective, the employee psychological contract
is characterised by limited rationality in that it reflects the employee’s
incomplete, selective and possibly distorted view of the basis of relationship
and the exchange or ‘deal’ (Rousseau & Ho 2000: 277–9). Even if promises
are made clearly, explicitly and consistently, this does not guarantee that
both parties will share, or continue to share, a common understanding
of all contract terms. The possibility of perceptual incongruence increases
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Figure 2.2 Behaviour, attitudes and the psychological contract

the likelihood of contractual disagreement and disharmony – or ‘breach’.
Employee perceptions may be influenced by self-serving bias and errors
in causal attribution. Further, since psychological contracts are unwritten,
subjective and transient, analysing and influencing them pose significant
challenges for management (Robinson & Rousseau 1994; Rousseau 1989).
Herein lies a major management dilemma, however, since the attitudinal
and behavioural consequences of psychological contract mismanagement
may be disastrous for an organisation (Morrison & Robinson 1997).

A model of the employee psychological contract

Figure 2.2 illustrates a proposed general relationship between human
resource management practices, the psychological contract, employee atti-
tudes and behaviour, and work results. The notion of the psychologi-
cal contract helps us to explain why, provided core management and
employee expectations are met and promises and obligations are fulfilled,
the employment relationship may be positive, harmonious and produc-
tive. Conversely, if expectations or promises and obligations are not met,
the perceived contractual ‘breach’ may give rise to negative work attitudes,
behaviour and relationships. A contractual breach occurs when one party
experiences a discrepancy between the actual fulfilment of obligations by
the other party and what that party has previously promised to do; that is,
a perceived breach of promise and trust (Robinson 1996). The perceived
breach may either be short-lived or develop into an enduring sense of
injustice, betrayal or ‘violation’ (Pate, Martin & McGoldrick 2003; Robin-
son & Rousseau 1994). Breach may impair key attitudinal drivers, including
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satisfaction, commitment and motivation. Violation may produce a range
of negative work behaviour ranging from lower levels of discretionary effort
to higher absenteeism, sabotage and exit (Anderson & Schalk 1998: 643–4;
Conway & Briner 2005: 63–87; Coyle-Shapiro 2002; Morrison & Robinson
1997; Robinson 1996).

Given the fragile nature of the employee psychological contract,
breach and violation are relatively common (Morrison & Robinson 1997;
Robinson & Rousseau 1994: 247). A number of factors may trigger a per-
ceived contractual violation breach from the employee perspective. First,
the employer may renege on a promise, say by cutting pay or withholding a
promised increase or bonus, or by imposing longer hours of work. Second,
there may be an incongruence of expectations between the parties, perhaps
because the deal was not well explained at the time of hire or because it was
misunderstood. For instance, an employee whose perception was initially
positive may come to see the original deal as unfair in the light of new
information received. Or a job applicant who may have received inaccurate
information on the rewards or workload applicable to the position sooner
or later realises that she has been misinformed, and sees this ‘incongru-
ence’ as a breach of promise. Third, breach may arise from ‘contract drift’;
that is, a gradual divergence of perceptions between the parties involved
as to what the exchange was, is and should be about. Some circumstances
that may lead to contract drift include organisational change (restructure,
merger, acquisition), downsizing and loss of job security, the substitution of
casuals for permanent employees and other forms of workforce reprofiling,
and a growth in pay inequality between the top and the bottom of the organ-
isational hierarchy. Perceived violations of this type may affect all three key
employee attitudes, but they will have an especially severe impact on organ-
isational commitment.

Since our interest lies chiefly in identifying the factors that may influence
employee expectations, outlook and actions, we need to consider what might
lie within employee psychological contracts. In this regard, we believe that
Guest’s extended model of the psychological contract, from the employee
perspective, represents a particularly useful way of understanding the atti-
tudinal and behavioural impact of employment practices at the scale of
the individual employee (Guest 1998: 659–60). Figure 2.3 presents a modi-
fied version of Guest’s proposed model of the employee psychological con-
tact. Rather than representing the phenomenon as a homogeneous state
of mind, Guest identifies three factor categories linked in a linear fashion:
causes, content and consequences. Causes, or inputs to the contract, include
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both organisational contextual factors (culture, climate, leadership style,
human resource strategy and practices) and those specific to the individ-
ual employee (prior experience, work–life expectations, self-defined needs,
socialised values and beliefs about work and the nature of the employment
relationship and personality). Content, or the state and basis of the contract,
has three main cognitive-affective components: trust, sense of ‘delivery on
the deal’ and felt-fairness. Trust is essential to the maintenance of a posi-
tive psychological contact. It is also more easily destroyed than fostered or
retrieved (Kramer 1999; Robinson 1996). As we shall see, felt-fairness can
be disaggregated into three main ‘organisational justice’ perceptions: pro-
cedural justice, distributive justice and interactional justice. Consequences
include key attitudes, such as job satisfaction or dissatisfaction, job security
or insecurity, organisational commitment, and motivation, as well as the
full range of work behaviour, from interpersonal and work relations and
prescribed task performance to attendance or absence and organisational
citizenship behaviour (Guest 1998: 660–1).

Guest’s model is helpful to us in four main respects. First, by identifying
three specific perceptions that are said to form the basis of the psychologi-
cal contract, it allows us to overcome the limitations of having to view the
psychological contract as an unknowable ‘black box’ of employee cogni-
tions and emotions. Second, by recognising the influence of social ‘inputs’
it allows us to transcend the construct’s otherwise highly individualised
nature; to identify relationships between the psychology of the individual
and the attitudes and behaviour of the group. Third, while recognising that
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management style and practice do constitute important ‘inputs’ to the pro-
cess, there are also other causal factors over which management will have
little or no control. Employee perceptions cannot simply be fashioned at
will by management; the scope for shaping or reshaping employee attitudes
will be limited (or perhaps even broadened) by the employee’s prior expe-
riences, socialisation, personality and expectations. Fourth, Guest offers us
a way of thinking about work psychology as a dynamic rather than static
phenomenon; specifically, it allows us to trace causal and other dynamic
associations over time. This, of course, is of particular relevance to the man-
agement of change in human resource practice. In stable contexts, an exist-
ing psychological contract is likely to be reaffirmed by custom, practice and
norms of contribution, with substantial convergence between employer and
employee understandings of the basis of the exchange. However, a change
in management practice heightens the possibility of incongruity between
promise and fulfilment and, hence, the potential for perceived violation.

There is a growing body of research evidence in support of these propo-
sitions. The level of trust has been found to be a critical factor in employee
outlook and behaviour. Robinson (1996) reports that when trust deterio-
rates, employee satisfaction and commitment falls, as does motivation and
discretionary effort. Likewise, in their study of customer service employees,
Deery, Iverson and Walshe (2006) find that psychological contract breach
is related to lower organisational trust, which arises when employees per-
ceive a discrepancy between the organisation’s espoused behaviour and its
actual behaviour, and that this, in turn, increases voluntary absenteeism.
Trust is also affected by the consistency or inconsistency of management
communication. In a study of change management in three large British
organisations, Stiles et al. (1997) found that the presence of mixed messages
from management regarding performance management practices eroded
positive work relations. Regarding contractual inputs, Ho (2005) finds that
social values and referents play a major role in shaping employee evalu-
ations of psychological contact fulfilment. For instance, because of their
social values or their choice of social comparators, under-performers may
still believe that a performance reward should have been forthcoming and
that the organisation has breached its promise. As we shall see below (in
our discussion of equity theory), the choice of social referent or comparator
group plays a major role in shaping the employee perceptions of reward
satisfaction and distributive fairness. Similarly, employee contractual eval-
uations are likely to be informed by social and work group norms and,
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as Deery, Iverson and Walsh (2006: 167) suggest, psychological contracts
thus have both individual and collective dimensions: ‘Where individuals
in a work unit have a shared understanding of the terms of their psycho-
logical contract, there will be a tendency for them to reinforce each other’s
assessments of it and perceive breaches by observing organizational practices
affecting fellow employees . . . In such circumstances, individual attitudes
can coalesce, and work groups can agree on their interpretation of their
organization’s behaviour.’

Management-espoused psychological contracts

While Rousseau (1989: 126) suggests that psychological contracts are borne
by the employee rather than management or the organisation, she also
notes that organisations provide the context for the creation of the per-
ceived contract or ‘deal’ and that management does seek to foster particular
types of employee psychological contract by means of the reward and other
human resource practices applied (1990: 399). In this respect, Rousseau
(1990; Rousseau & Ho 2000) offers us a useful means of distinguishing
between different types management-espoused deal. Rousseau identifies
four contractual types: ‘relational’, ‘transactional’, ‘balanced’ and ‘transi-
tional’. Figure 2.4 summarises the main points of difference between the
four in terms of their approach to employee performance and reward, with
the two chief distinguishing dimensions being desired duration and degree
of performance contingency. In essence, these describe differences in the
unwritten or implicit employment relationship that senior management
will wish employees to embrace.

Relational contracts are characterised as being long-term, entailing a
promise of employment security and internal training and promotion
opportunities in exchange for employee loyalty over the long term, with
rewards that are primarily guaranteed rather than performance contingent
and that emphasise internal equity. Benefit provision may be high but, over-
all, reward levels may not be particularly high by external market standards.
Transactional contracts, by contrast, focus on short-term exchange, where
there is no promise of long-term retention and where rewards are chiefly
financial and tied explicitly to individual performance, particularly mea-
sured results. Since such contracts are characterised by high voluntary
turnover, employers will generally need to offer high financial rewards in
order to induce employees to stay. Balanced contracts are basically hybrids of
the relational and transactional, emphasising recognition and reward of both
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Performance contingencies

Specified Not specified
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Transactional (‘new deal’)

Espoused deal: ‘If you perform at a high level for as
long as we need you, we will provide you with
exciting work and opportunities to develop your
human capital and employability.’
•    Rewards based on short-term role performance,
     especially task behaviour and results
•    Emphasis on individual performance recognition
     and reward
•    Rewards matched to external markets
 Examples: sales role, executive and senior manager
roles

Transitional

Espoused deal: ‘If you work harder than before, we
may be able to keep you on, but you may have to be
prepared to accept a pay freeze or even a pay cut.’

•   Rewards not linked to performance or membership
•   Work intensification
•    Reward levels in decline
•    Incentives to quit or redundancy deals

Example: during corporate restructure or downsizing

D
u

ra
ti

o
n

L
o

n
g

-t
e

rm

•    Rewards based on contribution, broadly defined
     including competencies, membership, task or  
     results, and citizenship 

Balanced

Espoused deal: ‘If you contribute consistently as a
team player and organisational citizen, we will offer
you a reward mix that balances your needs and
ours.’

•    Flexible balance between collective and
     individual performance, intrinsic and extrinsic
     rewards, short- and long-term incentives, flexible
     benefits and work–life balance.
Example: high-involvement work teams

 

Relational (‘old deal’)

Espoused deal: ‘If you are loyal and work hard and as
directed, we will provide you with a secure job, steady
pay increases, and internal training and promotion
opportunities.’

Example: traditional business

•    Rewards based on individual membership, length
     of service or seniority, loyalty
•    Rewards emphasise internal equity, incremental
     adjustment and fixed benefits

Figure 2.4 Management-espoused psychological contracts
Source: adapted from Rousseau & Ho 2000: 298 and Brown & Armstrong 1999: 300.

individual contribution and collective performance, and short-term and
long-term exchange, as well as a flexible total reward approach combining
intrinsic, financial, developmental and social rewards. Transitional contracts
are essentially short-term crisis-driven deals emphasising work intensifica-
tion and cost-cutting with little or no positive return to the employee apart
from the possibility of selective job retention (Rousseau 1990; Rousseau &
Ho 2000: 297–304).

According to Rousseau, the distinction between espoused relational and
transactional psychological contracts captures neatly the marked changes
in Western management thinking about the employment relationship since
the 1980s, especially the abandonment of long-term employment obliga-
tions and position-based pay, and the pursuit of greater workplace ‘flex-
ibility’ and reward systems that are strongly performance linked (Guest
1998: 659), or what Lawler (2005: 11) refers to as ‘the death of the loyalty
contract’. Some commentators (e.g. Tulgan & Greene 1999) have suggested
that transactional contracts, and the performance-contingent rewards that
typify them, are especially apposite to members of ‘Generation X’. This is not
to suggest that relational contracts are anachronistic. Rousseau suggests that
there are many examples of highly successful organisations that maintain
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relational contracts with employees. She also suggests that the employment
deals are increasingly hybrids of the transactional and relational that approx-
imate to balanced contracts (Rousseau & Ho 2000: 300).

Overall, Rousseau’s taxonomy represents a simple but meaningful way
of fixing and comparing the content of management-espoused forms of the
psychological contract. Her four-fold typology also alerts us to the need
to consider the possible attitudinal and behavioural consequences of any
attempt by management to shift from one espoused deal to the other. For
instance, a precipitate attempt to substitute transactional or transitional
contracts for those of a relational nature will almost certainly cause a breach
of trust and sense of fair-dealing on the part of the employees affected, at
least in the short term. Clearly, this has a direct bearing on management
style and strategy, a point to which we shall return in chapter 4.

Organisational justice perceptions

Fairness perceptions and how such perceptions are ‘managed’ are central
to the state of the psychological contract. Employee perceptions about the
fairness or unfairness of any human resource management practice will have
a major influence on how they respond to that practice and how they relate to
the organisation overall. Also known as ‘organisational justice’ perceptions,
these feelings of fairness or unfairness are widely acknowledged as playing a
central role in the shaping of employee outlook and behaviour. The growing
body of academic literature in the ‘organisational justice’ genre (Colquitt,
Greenberg & Zapata-Phelan 2005; Konovsky 2000) is concerned primarily
with employee perceptions of fairness and with how such perceptions can
be ‘managed’ in the organisation’s interests.

Organisational justice perceptions can be thought of as having three dis-
tinct but overlapping dimensions: distributive justice, procedural justice
and interactional justice (Beugre 1998). While there is some debate as to
whether interactional justice is a distinct cognitive dimension or merely a
subdimension of procedural justice (Bies 2005; Bies & Mogg 1986), as we
shall see in chapter 8, the notion of interpersonal felt-fairness has obvious
application to performance management practices, especially the provi-
sion of performance feedback and the conduct of performance reviews. For
now, however, our discussion will focus on the procedural and distributive
dimensions.
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Procedural justice

Procedural justice has to do with the perceived fairness of employment
decision-making processes, including those associated with performance
assessment and decisions relating to reward allocation. While such proce-
dures will obviously influence reward outcomes, it is generally agreed that
employee perceptions of performance management procedures are distinct
from those relating to reward outcomes (Ambrose & Arnaud 2005; Green-
berg 1987, 1990; Beugre 1998: 21–36).

Procedural justice considerations are especially pertinent to the
procedures involved in measuring and assessing individual employee
performance, with employees generally placing as much if not more weight
on the felt-fairness of the assessment process as they do on the assessment
scores or grades themselves (Gilliland & Langdon 1998). For instance, feel-
ings of procedural injustice may arise where the performance assessments
are seen as being based on incorrect or inconsistently applied criteria, inade-
quate performance information, biased judgements, or deliberate harshness
or leniency. Less obviously, perhaps, perceived procedural unfairness may
eventuate where those affected by the system are denied adequate notice
of its implementation, some opportunity to contribute to system design
and administration, adequate means for putting their own view of their
performance, and/or access to a mechanism for refuting and appealing
unfavourable judgements (Folger, Konovsky & Cropanzano 1992; Folger &
Cropanzano 1998; Gilliland & Langdon 1998). It may take only one of these
to impair the employee’s sense of system trust and fairness and hence to
cause a breach of the psychological contract.

Within the Western academic literature, the dominant construct of pro-
cedural fairness is that of ‘due process’. In turn, the due process model draws
on the concept of due process of law as it applies in those legal systems that
share a common heritage in English legal principles and practice. According
to Forkosch (1958), due process in law embraces three essential features:
(1) adequate notice, (2) fair hearing and (3) judgement based on evidence.
Drawing on these legal precepts, a number of writers (Folger & Bies 1989;
Folger, Konovsky & Cropanzano 1992; Gilliland & Langdon 1998; Greenberg
1986; Leventhal, Karuza & Fry 1980; Taylor et al. 1995) have formulated sets
of prescriptive rules or requirements for due process or procedural justice
in individual performance assessment. What is particularly striking about
these formulations is the consistency of their emphasis on the importance of
meaningful employee input at all stages of system design, implementation
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and administration. This includes opportunities to challenge, test, refute
and have corrected any assessment evidence or judgement that the assessee
believes to be inaccurate, unrepresentative, biased, unethical or which is
perceived as being unfair in any other way. It is also important to note that
due process models posit assessment accuracy (i.e. validity and reliability)
as a subfactor of procedural fairness (Folger, Konovsky & Cropanzano 1992:
167).

Field research (Taylor et al. 1995) supports the contention that a perfor-
mance management system that complies with such requirements produces
significantly more favourable reactions from line employees (ratees) and
managers (raters) alike than one that is non-compliant. The same study
found that this was the case even though employees in a due-process-
compliant system received significantly lower performance ratings than
those in the control group. In the USA, issues relating to due process have
also been found to have more salience than any other criteria in influencing
judicial decisions regarding performance appraisal (Lee, Havihurst & Rassel
2004; Werner & Bolino 1997).

Distributive justice

Distributive justice perceptions are those related to the felt-fairness of alloca-
tive decision-making outcomes (as opposed to decisional processes). Clearly,
reward outcomes are especially pertinent to distributive felt-fairness and, in
particular, to feelings of reward injustice and dissatisfaction. As we shall see,
employee cognitions here are likely to be informed by both absolute and
relative considerations. Theories developed to explain distributive justice
perceptions tend to highlight both considerations. The ‘norm of contribu-
tion’ – also known as the ‘equity norm’ – proposes that rewards should be
commensurate with the effort or contribution made. To this, however, must
be added the norm of relative or comparative worth. This asserts that for
an employee to regard her rewards as fair she must see them as being pro-
portional to the rewards received by some comparison group or individual.
Importantly, the comparator individual may be another person altogether
or an imagined past or future self. The stronger the perception that the
rewards allocated are unfair in either absolute or relative terms, the greater
the potential for breach of the psychological contract.

While there are a number of distinct social and psychological theories
on distributive justice cognitions (Dornstein 1991), the most widely cited is
that formulated in the 1960s by another social exchange theorist, John Stacey
Adams (Adams 1963, 1965). Known as equity theory, Adams’ formulation
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Focal person 
or self

(A)

Reference
person

(B)

A's assessment
or attitude

Outcomes A 
Inputs A

< Outcomes B 
Inputs B

Feeling of under-
reward inequity

Outcomes A 
Inputs A

= Outcomes B 
Inputs B

Feeling of 
reward equity

Outcomes A 
Inputs A

> Outcomes B 
Inputs B

Feeling of over- 
reward inequity

Perceived outcomes:
Pay, benefits, recognition, status, achievement, satisfaction, security, etc.

Perceived inputs:
Knowledge, skill, ability, qualifications, experience, age, seniority, loyalty, effort, time,
performance, responsibility, etc.

Possible behavioural responses:
• Leave for a more rewarding position elsewhere.
• Change outcomes within organisation.
• Change inputs.

Possible cognitive responses:
• Rationalise away the felt inequity by altering perception of ‘self’s’ own inputs

and outcomes
• Psychologically distort inputs and outcomes of ‘comparison other’ to eliminate

felt inequity
• Change ‘comparison other’ or referent.

But:
• Which response?
• Which referents?

Figure 2.5 Equity theory (J. S. Adams)

proposes that employees assess the fairness or otherwise of their rewards (or
‘outcomes’) in relation to their effort and qualifications (or ‘inputs’) and
that they do so by comparing their own input/outcome ratio against that
of other individuals, typically those within the same organisation. Employ-
ees who believe their outcome/input ratio is either lower or higher than
those with whom they compare themselves (the ‘comparison other’) will
have feelings of reward inequity. Equity theory posits that inequity can arise
from perceived over-reward as well as from perceived under-reward. The
emotional state associated with perceived over-reward, however, is not one
of dissatisfaction but of guilt. In sum, reward equity perceptions involve a
continuing process of comparison with the outcome/input ratios of others
seen as occupying a comparable position. Figure 2.5 summarises the main
premises and predictions of equity theory.
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Equity theory hypothesises that, in an effort to restore equity, an employee
might take one or more of six possible courses of action:

1 leave the organisation for a more rewarding position elsewhere
2 change outcomes within the organisation
3 change inputs
4 rationalise away the inequity by altering their perception of their inputs

and outcomes
5 psychologically distort the inputs and outcomes of others to eliminate felt

inequity, or
6 change the ‘comparison other’ (referent).

You will note that the latter three responses are purely cognitive and accom-
modative in nature, whereas the first three are behavioural in nature and have
clear implications for effort and performance. For example, employees who
feel under-rewarded may seek to increase reward outcomes either outside
the organisation or within it. They could simply quit for a more rewarding
job elsewhere, or they might demand higher extrinsic rewards (including
pay increases) within their current job. They could do this either as indi-
viduals or collectively through a union. Another option is for employees to
reduce their contributions either overtly or covertly. They might formally
request a reduction in task load or working hours, or transfer to a less
onerous job. Alternatively, they could opt for covert reduction by increased
absenteeism, longer coffee breaks, reduced service quality, ignoring paper-
work or simply putting less effort into the job (Adams 1963, 1965; Mowday
1991).

Like all general theories, equity theory does have its shortcomings. How
do we know which particular response pathway an employee is likely to
take? When might behavioural responses prevail over purely psychological
ones, and vice versa? In truth, this is actually very difficult to predict, and
equity theory provides no reliable guidance as to why an employee who feels
inequity might choose one course of action rather than another. This limits
its potential as a guide to managing behavioural outcomes. We might also
question whether all employees are as ‘inequity’ sensitive as equity theory
assumes. Nor does it explain the choice of comparator person or group. Can
it be assumed, as Adams did, that employees will tend to compare them-
selves with others in the same or similar occupations and at the same level
in the organisational hierarchy? In this regard, such critics as Hyman and
Brough (1975) have argued that equity theory and its progenitor, Homans’
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distributive justice theory (Homans 1961), are chiefly devices for limit-
ing comparative horizons and for containing reward dissatisfaction and its
consequences. However, exponents of a comparable theory – relative depri-
vation theory – suggest that the choice of social comparator may not be
limited to social ‘similars’ and that line employees may well choose ‘upward
dissimilars’ (i.e. managers and executives) as comparators (Dornstein 1991;
Martin 1981; Runciman 1966). While employees may indeed make reward
comparisons with ‘dissimilar’ others, including senior managers and exec-
utives (Martin 1982; Cowherd & Levine 1992), equity theory does seem
capable of accommodating comparisons of this type. Arguably, a strength
of equity theory is that it draws attention to the need to ‘manage’ the choice of
referent group, since this may have a profound effect on justice perceptions
and the attitudinal and behavioural consequences.

Whatever its conceptual shortcomings, then, equity theory makes two
valuable points about whether or not employees are likely to see their reward
outcomes as being distributively fair. First, it suggests that felt-fairness will
be informed by the way employees estimate their reward outcomes and
measure these against what they believe they contribute, very much like the
age-old notion of a ‘fair day’s pay for a fair day’s work’. Second, equity theory
posits that feelings of distributive justice are also informed by a process of
social comparison of perceived input/outcome ratios.

Equity theory, then, may well help us to solve some of the greatest conun-
drums of reward dissatisfaction and felt-unfairness. Let us put the theory
to the test, using some Australian data on employee distributive justice
perceptions. The second and most recent Australian Workplace Industrial
Relations Survey (Morehead et al. 1997), which was conducted in 1995,
asked employees whether they believed they were paid fairly for the things
they did in their job. Of the 347,000 who responded, 47 per cent agreed that
they were fairly paid whereas 32 per cent disagreed; that is, almost a third felt
dissatisfied with their existing remuneration (Morehead et al. 1997: 557).
But there were also some interesting variations in the degree of pay dissat-
isfaction between different categories of employee. Figure 2.6 presents the
relevant survey results.

Overall, the employees who felt least fairly paid were male full-timers in
their twenties and thirties working long hours in professions or trades, the
public sector or service industries, in large workplaces and who belonged to
a union. Those who were most inclined to feel fairly paid were women,
teenagers, those aged fifty and over, casuals and part-timers, managers,
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‘I get paid fairly for the things I do in my job’ Percentage

Agree 47
Disagree 32
Neither 21

‘I am fairly paid’ 

Employee categories with highest ‘fairly paid’ perception:
Casuals 61
In top income quartile 58
Managers and administrators 56
Part-timers 55
Aged 15–20 55
Aged 50 plus 53
Women 49
English-speaking background 48
Salesworkers and personal service workers 52
Non-unionists 51

‘I am not fairly paid’
Employee categories with highest ‘unfairly paid’ perception:
Plant and machine operators 37
Para-professionals 36
Aged 21–29 35
Tradesworkers 35
In bottom two income quartiles 35
Union members 35
Working 35+ hours a week 34
Permanent employees 34
Professionals 34
Males 33

Figure 2.6 ‘Fair pay’ perceptions of Australian employees, 1995
Source: Morehead et al. 1997: 556–7.

administrators and salespeople, those working in mid-sized workplaces in
single-site organisations, in entertainment, recreation, business services and
communication industries, and who were non-unionists.

What should we make of these differences? Obviously, the survey results
suggest that the respondents had some strongly held, if intuitive, notions
of what constitutes a ‘fair’ or satisfactory level of pay for the work they did.
But the same evidence seems to offer valuable pointers to identifying some
of the variables that may help to shape distributive justice perceptions. Unlike
the women, the relatively well-paid males seemed to believe (1) that their
rewards were not commensurate with their contributions, and (2) that they
were under-rewarded in comparison with others with whom they chose
to compare themselves. Age is also a major factor. Note that, compared to
younger and older employees, 20- and 30-something males were particularly
unhappy with their pay levels. In an all probability, this is attributable to the
fact that employees of this age, who are likely to have large home mortgages
and high promotion aspirations, generally have very different life goals and
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needs from younger and older employees. A similar explanation may apply to
the marked attitudinal differences between full-time and casual employees.
The significance of union affiliation may be that unions can be both cause
and consequence of pay dissatisfaction.

In summary, distributive justice explanations for reward satisfaction or
dissatisfaction suggest that perceptions of reward fairness are multidimen-
sional – simultaneously individual and social, absolute and relative, inter-
personal and intra-personal. Effective reward management requires that
attention be paid to all of these dimensions of reward felt-fairness.

Procedural or distributive justice: which is more important?

While procedural and distributive justice perceptions are linked, it seems
that procedural justice effects may be stronger on some aspects of employee
attitude and behaviour than others, as well as being stronger overall. Organ-
isational justice researchers contend that procedural justice perceptions
have a stronger influence on overall perceptions of fairness, a positive psy-
chological contract, job satisfaction, organisational commitment and the
demonstration of organisational citizenship behaviour (Beugre 1998: 79–90;
Greenberg 1995: 327–41; Cropanzano & Folger 1991; Folger & Cropanzano
1998; Sweeny & McFarlin 1993; Terpstra & Honoree 2003). For instance,
Folger and Konovsky (1989) found that while distributive justice had its
greatest effects on pay satisfaction, procedural justice was far more influen-
tial in respect of organisational trust and commitment.

There is also evidence that, in relation to reward satisfaction, procedural
justice perceptions can either moderate or amplify distributive justice per-
ceptions. There is evidence that, where a pay reduction is accompanied by
full and frank explanation of the reasons for the cut, the negative behaviour
frequently associated with pay dissatisfaction (including employee theft!) is
likely to abate; whereas in the absence of a formal justification dysfunctional
behaviour is likely to increase. For example, employees will remain com-
mitted despite a perceived unfair pay outcome (from a biased supervisor) if
they continue to believe that the decision-making procedures themselves (as
opposed to the particular decision-maker) are fair (Greenberg 1990, 1993,
1995: 327–41). On the other hand, a belief that procedures themselves are
unfair is likely to engender feelings of mistrust, an entrenched belief that the
psychological contract has been irreparably breached and, consequently, an
erosion of motivation, commitment and desired work behaviour (Brown &
Armstrong 1999).
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Whatever the precise nature of interaction between procedural and dis-
tributive justice perceptions, however, both clearly play a central part in
shaping and reshaping the employee psychological contract. If employees
feel that performance and reward management procedures and/or outcomes
are unfair, they are likely to be less trusting and to believe that the psycholog-
ical contract has been violated. In turn, the effects on employee behaviour
and performance may well be disastrous.

Chapter summary

In this chapter we have argued that it is not only necessary but also instruc-
tive to seek a meaningful way through the complexity of work psychology.
We began by exploring three pivotal categories of work behaviour, namely
membership, task and citizenship behaviour. Next we considered three key
attitudinal categories, namely satisfaction, commitment and motivation.
Then we mapped some of the possible associations between these attitudi-
nal and behavioural categories. With these propositions in mind, we then
examined the nature and practical significance of the notion of the ‘psycho-
logical contract’, as well as the perceptual factors that are widely regarded as
lying at the centre of the employee psychological contract, namely organi-
sational justice perceptions. The purpose throughout has not been to over-
whelm you with psychological theory; rather, the point of the exercise has
been to persuade you that these constructs are potentially valuable guides to
informed and effective management practice. In the next chapter, we inves-
tigate in more detail the matter of motivation, again chiefly with a view to
harnessing academic theories and debates to a conceptually informed and
rigorous approach to performance and reward practice.

Discussion questions

1 What are the main determinants of organisational citizenship behaviour?
2 How does personality influence individual performance?
3 Can psychological contracts be ‘managed’?
4 Why is it that employees in low-paid jobs frequently demonstrate higher

levels of reward satisfaction than those in more highly paid jobs?
5 Is the importance of organisational justice overstated?



Chapter Three

MANAGING MOTIVATION

In chapter 2, we examined some of the possible associations between work
attitudes, including task motivation, and work behaviour, including work
effort or task behaviour. One of the key messages of that discussion was that
work attitudes do not arise randomly or accidentally, nor are they a simple
reflex of employee personality traits. This is good news for people managers
since it means that it is to some degree possible to manage and, where neces-
sary, to alter attitudinal states. We also noted the importance of the employee
psychological contract and justice perceptions as crucial mediating influ-
ences between human resource practices and employee attitudes and
behaviour. These are also useful conceptual devices for better understanding
and perhaps influencing employee attitudes, perceptions and behaviour in a
way that is beneficial to both the organisation and the employees themselves.

Of the attitudes considered in chapter 2, that which is generally accorded
greatest importance as a determinant of employee performance is work (or
task) motivation. In this chapter we examine the matter of motivation in
greater detail. As we shall see, for all of its importance, and despite its being
one of the most closely researched topics in the social sciences, the sources
of task motivation remain a matter of longstanding and continuing debate
in Western management thought. The chapter begins by reiterating the def-
inition of motivation given in chapter 2. We then examine the assumptions
and hypotheses associated with each of two main theoretical approaches to
motivation: first, ‘content’ or ‘needs’ theories, and second, ‘process’ theories.
The central argument of the chapter is that while neither approach provides

65
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a definitive account of the wellsprings of work motivation, each offers useful
insights and practical messages for the management of this most important
work attitude.

Motivation: meaning and complexity

Pinder (1998: 11) defines work motivation as a set of energetic forces that
originate both within and beyond an individual’s being, to initiate work-
related behaviour and to determine its form, direction, intensity and dura-
tion. As such, motivation is an important but problematic work attitude.
The problem for management is that because work motivation is a state
of mind, it cannot be observed directly; it can only be inferred (after the
event) from observed behaviour. But inferring motivational strength from
observed behaviour or measured results is also problematic since motiva-
tion is not the only factor shaping individual performance. You will recall
from chapter 2 that other significant attitudinal influences include job and
reward satisfaction and organisational commitment, while key perceptual
and emotional influences include felt-fairness and trust, which, as we have
argued, are core constituents of the state of the employee psychological con-
tract. As such, how employees behave and perform is likely to be influenced
as much by the nature of the relationships they have with their supervisor
and peers – or more accurately their perceptions of these relationships –
as it is by their inner willingness to work; indeed, it is highly likely that
the quality of these relationships will also mediate their task motivation. A
further complication is that what motivates employees differs widely, which
makes it very difficult to generalise about the sources of motivation and,
hence, task behaviour. In sum, an observed performance problem may or
may not reflect a lack of motivation, and what motivates some individuals
may leave others totally unmoved.

And there is a further complication that we have to deal with here. Despite
many attempts, no one has yet come up with a tested and proven general
theory of work motivation. What we have, in fact, is a range of alternative
theories, each with its own assumptions about human nature and psychol-
ogy; each with its own prescriptions for effective motivation management.
It is now time for us to consider these competing theories of motivation –
and to find a meaningful way to harness these conceptual differences to per-
formance and reward management practice. As we work our way through
the explanatory models associated with each of the two main theoretical
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approaches, it is important for you to note the differences in the basic
assumptions on which each approach draws. One major difference is that
whereas ‘content’ theories all assume that motivation is a product of the
desire to satisfy underlying and universal human needs, ‘process’ theories
are concerned less with primary (or primal!) causes than with the subtle
cognitive processes that prefigure work effort; that is, with ‘how’, ‘when’,
‘where’ and ‘how much’ motivation occurs rather than with a search for any
motivational constant.

Content theories of motivation

Content (or needs) theories focus on the underlying human needs that
supposedly shape motivational drive. The assumption is that people will
behave in ways that they think will satisfy some or all of these needs. A
need is a requirement for individual survival and/or well-being. Need satis-
faction gives rise to feelings of pleasure and satisfaction. Need deprivation
generates feelings of displeasure and dissatisfaction. All content theories
propose that individuals are assumed to seek need satisfaction and avoid
dissatisfaction. The logic is that an unsatisfied need generates psychological
tension; the person then identifies an objective that will satisfy that need,
and a behavioural pathway is chosen to attain that objective. In essence,
then, all behaviour is seen as being motivated by unsatisfied needs and the
desire for need satisfaction.

But what needs are we really talking about here? In broad terms, human
needs can be categorised into two subsets: physical needs and psychological
needs. Let us now examine the hypothesised associations between needs,
motivation and need satisfaction in five of the classic content theories:

� Maslow’s hierarchy of needs
� Alderfer’s ‘ERG’ theory
� McClelland’s achievement motivation theory
� Herzberg’s two-factor theory
� Hackman and Oldham’s job characteristics model.

Maslow’s hierarchy of needs

Abraham Maslow (1943) suggested that people have five types of need,
arranged in a definite hierarchy of importance. According to Maslow’s
model, there are three ‘lower-order’ or ‘deficiency’ needs (physiological
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needs, safety needs and social needs) and two ‘higher-order’ or ‘growth’
needs (ego or esteem needs and ‘self-actualisation’ needs). Physiological
needs include food, water, air, shelter, clothing, and . . . sex. (In regard to
the last, we need to note here that Maslow’s model was a general theory
of human behaviour both within and beyond the workplace!) Safety needs
cover security, stability and freedom from threat. Social needs include friend-
ship, affection and acceptance. Esteem or ego needs include self-respect and
respect from others, while self-actualisation is the need to fulfil one’s human
potential.

Maslow argued that lower-order needs had to be satisfied first. Only
when these are met could the higher-order needs come into play. Each
level in the hierarchy requires satisfaction before the next highest order
can motivate behaviour. A lower-order need will always take priority over a
higher-order need, until met. Only when a person’s immediate physiological
survival needs (for food, clothing, shelter, sex) are satisfied will that person
become concerned about the next order of needs, namely safety and security
needs, and only when these are met will they look to satisfying social needs,
such as the need for friendship and acceptance by others – and so on, up
the hierarchy, until we get to self-actualisation needs. Maslow called this
phenomenon ‘prepotency’. He suggested that organisations tended to be far
more successful in providing opportunities for satisfying lower order needs
than for meeting higher order needs.

It is tempting to believe that Maslow’s hierarchy provides a comprehensive
explanation of all human needs and motivational drives. It has a seductive
simplicity and is still widely cited in the management literature. It forms the
basis for all content theories.

But was Maslow right? There is little empirical evidence to support the
assumption that there are five distinct, hierarchically ordered levels of human
needs. The concept of prepotency is difficult to verify and has never been
proven. Take the case of the ‘starving artist’ who persists in toiling away in the
garret despite not having any bread on the table. Could it be that the artist is
motivated more by higher-order needs despite lower-order ones remaining
partly unsatisfied? It is also possible that people may be motivated to meet
all needs simultaneously. Moreover, people may prioritise different needs
at different points in their lifecycle. Single people may feel relatively little
need for economic security and high need for social acceptance. By contrast,
couples with a mortgage and a bank manager and children to support may
subordinate social needs to security needs. The safest conclusion is that
there will be considerable individual variation in the weight (or ‘salience’)
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that people attach to particular needs, depending on their situation and
perceptions. This also means that any given type of reward may well have
radically different need-satisfaction value for different employees.

Alderfer’s ‘ERG’ theory

Clayton Alderfer (1972) reduced Maslow’s seven needs to three. Alderfer
proposed that people are motivated to act so as to achieve individual satis-
faction and that satisfaction depends on meeting three needs:

1 for ‘existence’: these needs are concerned with basic survival; they are akin
to Maslow’s ‘physiological’ needs

2 for ‘relatedness’: these represent needs for interpersonal and social affili-
ation; they are equivalent to Maslow’s ‘social’ needs

3 for ‘growth’: these relate to the need to make optimal use of one’s personal
capacities; they parallel Maslow’s need for ‘self-actualisation’.

However, in a departure from Maslow’s notion of prepotency, Alderfer
suggested that several needs drivers might be active at any time. More-
over, Alderfer theorised that an already satisfied lower-level need could be
reactivated if the individual was unable to satisfy a higher-order need. He
termed this the ‘frustration-regression’ principle. Any contextual block-
age to achieving higher needs could have profoundly negative motivational
consequences. The chief implication for motivation management is that to
minimise frustration-regression, managers should seek to eliminate any sit-
uational constraint that might restrict opportunities for personal growth
and development (Cherrington 1991: 36–7).

McClelland’s achievement motivation theory

Whereas Maslow’s model emphasised innate needs, achievement motivation
theory points to the primacy of acquired needs. On the basis of research on
managerial employees, David McClelland (1961) identified three acquired
needs:

1 need for ‘affiliation’: the desire for friendly and close interpersonal rela-
tionships

2 need for ‘achievement’: the desire to excel and succeed
3 need for ‘power’: the desire to influence, control and direct.

McClelland’s basic hypothesis is that these needs emerge over time, through
experience. He also argues that all three needs can be drawn out via
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appropriate human resource development initiatives. Moreover, he contends
that the salience of each need will vary according to the individual’s position
in the organisational hierarchy. According to McClelland, ordinary employ-
ees are motivated principally by the need for affiliation, junior and middle
managers primarily by the need for achievement, and senior managers and
executives by the need for power. McClelland proposes that those with high
achievement need will prefer jobs that offer personal responsibility, feed-
back and moderate rather than high risk (since they want the opportunity
to demonstrate achievement but also to avoid jeopardising their chances of
success). As such, human resource practices should be tailored to suit these
different needs. For instance, for line employees (with high affiliation need)
the emphasis should be on using teamworking and collective incentives,
for middle managers (with high achievement need) the emphasis should
be on providing promotional opportunities and some level of reward that
is contingent on individual high performance, while for executives (with
high power need) the accent should be on recognising leadership impact,
influence, authority and risk-taking (Boyatzis 1982). Overall, however, the
need for power is seen as the ultimate motivator (Cherrington 1991: 39–43;
McClelland & Burnham 1976).

This all sounds eminently sensible until we start to interrogate the
underlying assumptions. The model assumes organisational hierarchy, but
what if the organisational structure is flat, loose and relatively egalitarian
rather than being a pyramid of status and power inequality? In such an
organisation, the content of achievement and power would be very dif-
ferent. Further, there is a problem of Western cultural bias here. In some
societies, the need for affiliation – for collective, cooperative work relations –
will override the highly individualistic need for achievement and power. In
such societies, an effective manager would be one who is supportive of col-
lective rather than individualistic work practices, even though the culture
may still privilege high ‘power distance’ between the manager and the man-
aged (Hofstede 1984). We have to ask, then, just how valid McClelland’s
model might be for non-Western cultural contexts: say Indonesia, China or
India. Incidentally, we shall encounter McClelland’s work again in chapter 7
when we examine the competencies model of performance management.

Herzberg’s two-factor theory

Frederick Herzberg’s two-factor theory (1966, 1987) seeks to overcome some
of the practical shortcomings of Maslow’s model by pinpointing the factors
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that cause job satisfaction and dissatisfaction. Essentially, two-factor theory
underscores the significance of higher order need satisfaction to employee
motivation and the importance of intrinsic rewards in meeting such needs.

Herzberg’s model draws on evidence obtained in the 1960s from several
hundred US professional engineers and accountants, who were asked to list
work experiences that made them feel ‘exceptionally good’ about their jobs
as well as those that made them feel ‘exceptionally bad’ about their jobs.
Herzberg found that the two lists were very different; the factors that caused
negative feelings were quite different from those that caused positive feelings.
The factors that made the respondents dissatisfied had to do with pay, poor
relations with supervisors and co-workers, and poor work conditions –
things to do with the job context. The factors that elicited positive feelings
about their jobs were those to do with job content, such as mastering a new
task, learning a new skill or completing a challenging assignment. On the
basis of this evidence, Hertzberg concluded that two distinct sets of factors
influenced work behaviour: (1) ‘hygiene factors’ and (2) ‘motivators’.

Hygiene factors relate to the job context, including working conditions,
pay, supervision, status, security, interpersonal work relations, and employer
policy and administration. According to Herzberg, hygienes do not motivate
or satisfy; rather, they forestall dissatisfaction. Their absence causes dissatis-
faction, but their presence does not cause satisfaction. They are ‘dissatisfiers’
and are equivalent to Maslow’s ‘lower-order’ or ‘deficiency’ needs.

Motivators cover the individual’s psychological need for achievement,
recognition, intrinsic interest of work, responsibility and advancement.
These five motivators determine positive job satisfaction and task perfor-
mance. They are the ‘satisfiers’ and are congruent with Maslow’s ‘higher-
order’ or ‘growth’ needs.

Herzberg’s point is that job dissatisfaction and job satisfaction or motiva-
tion are driven by quite distinct variables; they are not on the one continuum.
The wellsprings of job dissatisfaction are those factors ‘extrinsic’ to the job;
the sources of job satisfaction and motivation are those ‘intrinsic’ to the job.

So where does this leave extrinsic rewards like pay? Pay is represented as
a ‘hygiene’ factor. At best, pay produces a situation of no dissatisfaction. But
this does not mean that pay is unimportant. Employees must certainly be
well paid so as to negate the possibility of dissatisfaction. In sum, to maximise
satisfaction, and hence motivation, managers have to achieve two distinct
outcomes simultaneously: first, to maximise satisfaction by improving job
content variables; and, second, to minimise job dissatisfaction by improving
job context variables.
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Despite its continued popularity, however, Herzberg’s theory has never
been corroborated empirically. It also has a number of empirical and con-
ceptual weaknesses. One problem is that Herzberg’s own research may well
be biased by the common tendency for people to take personal credit for pos-
itive feelings and attribute negative feelings to environmental factors. This
may have been particularly so of Herzberg’s informants. Another problem
has to do with the suggestion that pay cannot be a satisfier. Indeed, Herzberg’s
own evidence (1987: 112) indicates that it can. In his own results, ‘salary’
is reported as a major reason for positive feelings lasting several months 22
per cent of the time, and unusually negative feelings of the same duration
only 18 per cent of the time. This seems to directly contradict Herzberg’s
claim that money does not act as a long-term satisfier. Herzberg explains
this inconvenient result away by suggesting that where pay does correlate
with a feeling of satisfaction, it is really only serving as a surrogate for moti-
vators like recognition and advancement. Other studies suggest that pay
can indeed be a significant source of satisfaction and may even reinforce
intrinsic motivation (Rynes, Gerhart & Parks 2005). The symbolic mean-
ings attached to pay can be particularly powerful. Money can symbolise
status, accomplishment and success, and it can certainly address ego and
esteem needs. Of course, as we shall see in the chapters in parts 3 and 4,
the specific attitudinal and behavioural effects will depend significantly on
the level and type of remuneration involved, and on how pay decisions are
made and communicated.

Yet Herzberg’s model is useful for reminding us of the importance of
intrinsic rewards in the overall scheme of things. Pay might be important,
but it certainly is not everything. Intrinsic rewards, such as the challenge
and diversity of the job itself, can be powerful motivators, particularly where
professionals and knowledge workers are concerned.

Job characteristics model

Building on Herzberg’s model, Richard Hackman and Greg Oldham (1976)
sought to identify the specific job characteristics that give rise to intrinsic
motivation. Their job characteristics model identifies five core job dimen-
sions:

1 ‘task identity’: the extent to which the worker is able to perform a complete
cycle of tasks

2 ‘task significance’: the overall status and importance of the job
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3 ‘skill variety’
4 ‘autonomy’: the extent to which workers can decide for themselves how

the job will be performed
5 ‘feedback’: the extent of feedback from supervisors and co-workers on the

quantity and quality of work.

Hackman and Oldham suggest that jobs high in these dimensions will induce
three critical psychological states (meaningfulness, responsibility and iden-
tification with results achieved), which in turn will be intrinsically moti-
vating. However, echoing the accent on higher-order needs in earlier needs
theories, the job characteristics model also suggests that the motivational
impact is moderated by the strength of the individual’s need to achieve: only
those with high achievement need will be motivated by the five core job
dimensions.

The job characteristics model provides the rationale for motivational
strategies based on job enrichment. In fact, its progenitor is the ‘socio-
technical systems’ approach to motivation management advanced by Fred
Emery and other researchers from the British Tavistock Institute in the
1940s and 1950s (Rose 1978). As noted in chapter 3, the satisfaction that
flows from task variety and job autonomy is also linked to affective organ-
isational commitment and organisational citizenship behaviour, as well as
to membership behaviour. As we shall see in chapter 4, job enrichment
also has direct relevance to organisations with (or aspiring to achieve) high
involvement management cultures. However, this does not mean that such
organisations can afford to ignore extrinsic rewards, such as pay.

Summing up content theories

As table 3.1 (p. 75) indicates, there is a strong congruence between each of
the five content theories that we have discussed. Lower-order needs corre-
spond with existence and affiliation or relatedness needs and with hygiene
factors (including pay). Higher-order needs are congruent with growth and
achievement needs, and with the job content factors identified by Herzberg
and Hackman & Oldham. The overall message from these constructs is
that motivation is a by-product of the quest to satisfy our needs as people
and workers and that effective motivation and performance management
requires careful attention to which needs are most salient for any given group
of employees and, hence, which rewards are therefore likely to be most highly
valued as need satisfiers by these employees.
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Perhaps the most useful element of need theories is the distinction
between lower-order and higher-order needs. It does seem to be the case
that higher-order needs require different modes of satisfaction from those
of a lower-order nature and that they should be addressed and managed
in different ways. In particular, the type of motivation and behaviour pro-
duced by an extrinsic reward like money is likely to be very different from
that produced by rewards of an intrinsic nature.

However, need theories share some common shortcomings. They assume
the existence of a universally applicable set of human needs. They tend to
treat the workplace as the primary site of human need fulfilment. They
underestimate the motivational potency of extrinsic rewards, including
financial rewards. They assume that needs conform to a simple, ordered
hierarchy of need importance when, in reality, needs seem to operate
in a more flexible, less ordered and predictable way. Most importantly,
however, they assume that the link between needs and behaviour is direct
and automatic rather than mediated by human consciousness, values
and choice. Even if we all have the same needs to satisfy, we may each
prioritise them differently and choose different pathways to satisfying
them.

The key point here is that the salience – or motivational pull – of a partic-
ular need cannot be taken for granted. The simple truth is that certain needs
will be more salient to some people than to others. It is not needs per se that
drive motivation but the salience of needs. To understand the link between
needs and motivation, then, we need to understand what determines need
salience. The salience of a particular need to a particular person will depend
on two main variables: (1) the degree to which the person feels deprived of
that need and (2) the importance attached to the need. Need deprivation is
the difference between how much of something a person currently has and
how much more of that thing they require to fully satisfy their need for it.
Need salience will be strongly influenced by the person’s circumstances. If
their job requires them to work alone, they may feel high deprivation on
social needs. Need salience is also influenced by personal characteristics,
including personality traits. Some people may place far higher salience on
ego and esteem needs than on the need to be liked by fellow workers. The
individual nature of these preferences means that it may well be dangerous
for organisations to take the needs of their employees for granted or to see
these needs as being homogeneous or identical.
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Process theories

Process theories of motivation differ from content theories in that they seek
to explain (and exploit) the cognitive processes by which individuals decide
to pursue particular pathways to reward attainment and need satisfaction
rather than others. While the number of theoretical constructs in this genre
is now vast, in the following discussion we confine our remarks to five of
the most influential process theories:

1 reinforcement theory
2 expectancy theory
3 goal-setting theory
4 social cognition theory
5 cognitive evaluation theory.

Reinforcement theory

This is the oldest and least complex of the process theories, and it derives from
the work of such behavioural psychologists as Ivan Pavlov (of salivating dog
fame), B. F. Skinner (of Skinner Box fame) and E. L. Thorndike. It is based
primarily on E. L. Thorndike’s ‘law of effect’, which posits that behaviour that
results in a pleasurable outcome is likely to be repeated whereas behaviour
that results in an unpleasant outcome is unlikely to be repeated. Through a
process of learning and reinforcement, the individual comes to perceive a link
between behaviour and consequence and can be programmed to behave in
desired ways. Positive reinforcement of desired behaviour elicits more of the
same; punishment of undesired behaviour (negative reinforcement) elicits
less of the same (Skinner 1969; Steers & Porter 1991: 10–12).

Reinforcement theory makes four essential points about the association
between motivation, effort and rewards:

1 Rewards do reinforce performance.
2 To reinforce desired behaviour, rewards must follow immediately after

the behaviour.
3 Behaviour that is not rewarded will be discontinued (‘extinguished’).
4 Withholding rewards (or reward increases) is a powerful means of dis-

couraging unwanted behaviour or misbehaviour.
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Reinforcement theory provides the implicit or explicit rationale for all forms
of performance-contingent extrinsic reward. In particular, it suggests that
performance incentives have a positive and powerful role to play in rein-
forcing desired behaviour in situations where financial incentives are highly
valued. The implications for effective reward management are quite clear:
the behaviour and results expected from each employee should be clearly
spelt out, and each time these are demonstrated an extrinsic reward of sig-
nificant value to the recipient should follow immediately afterwards. The
more instantaneous the reward and the reinforcement – that is, the sharper
the cognitive ‘line of sight’ between the two – the better for all concerned.

The problem with reinforcement theory is that it takes a depressingly
mechanistic view of the human condition. If the behaviour of rats can be
programmed by means of extrinsic rewards and punishments, so too can
that of people. The contrast with content theories could not be greater.
Indeed, Herzberg (1987) refers derisorily to Skinnerian behaviourism as the
‘KITA’ (‘Kick-In-The-Ass’) view of employee motivation. Others (e.g. Kohn
1993a) argue that sole reliance on extrinsic rewards and punishments might
well serve to extinguish intrinsic motivation by taking away the self-control
that employees might otherwise be able to exercise in their jobs. It may well
make employees feel manipulated, humiliated and powerless, and give rise
to resentment and dissatisfaction. In short, reinforcement theory is probably
applicable only to roles and task behaviour that are simple and routine.

Expectancy theory

Expectancy theory draws on reinforcement theory but takes a more subtle
and contingent approach to motivation. Pioneered by Victor Vroom (1964),
and extended by Porter and Lawler (1967) and Lawler (1971), expectancy
theory has for decades been regarded by many as offering the most practical
insights on motivation management. Indeed, Lawler has been a leading con-
tributor to the practitioner-focused literature on performance and reward
matters since the 1970s.

Expectancy theory is based on the assumption that work behaviour is
determined by individual expectations of the likely consequences of such
behaviour. It seeks to explain and predict worker motivation in terms of
anticipated actions and rewards. Employees’ behavioural choices depend on
the likelihood that their actions will produce a specific result that is attrac-
tive to them. It emphasises individual perception, judgement and choice in
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Effort or task 
behaviour

Reward Valence (V)

Is it worth it?

Instrumentality (I)

Will they deliver?

Expectancy (E)

Can I do it?

Motivation

Figure 3.1 Expectancy theory (Vroom)

particular contexts and assumes that people make rational decisions on the
basis of accurately perceived economic realities.

In Vroom’s model, motivation depends on three cognitions:

1 ‘Valence’ (reward attractiveness). This is the value the employee places on
the potential outcome/reward: how much do I really want this potential
reward?

2 ‘Instrumentality’ (perceived performance–reward linkage). This is the
degree to which the employee believes that performing at the specified
level will produce a positive outcome or reward. In common usage, instru-
mentality is also referred to as the ‘line of sight’ between performance and
reward. This is partly related to the employee’s level of trust in the organ-
isation’s reward promise: if I achieve the required level of performance, how
likely am I to be rewarded positively for it?

3 ‘Expectancy’ (effort–performance linkage). This is the employee’s per-
ception of the probability that a given effort will lead to a certain level of
performance. In essence, this has to do with the employee’s level of per-
sonal confidence about being able to perform: can I achieve the required
performance with the skills and resources at my disposal?

The basis of Vroom’s model is depicted in figure 3.1. According to Vroom,
the strength of motivation (‘motivational force’) is a function of valence ×
instrumentality × expectancy (or V × I × E). The main implication is
that management should act to maximise all three motivational elements.
A performance-contingent reward will be effective only if the link between
effort and reward is clear and the value of the promised reward is seen to
be worth the extra effort. In short, expectancy theory predicts that employ-
ees will do what they think they are capable of doing in the way of task
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Expectancy

Instrumentality

Reward valence

Reward 
Outcome

Personal 
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Reward equity 
and reward 
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Task 
complexity, 
challenge and 
clarity

Figure 3.2 Expectancy theory (Porter & Lawler)

performance (E) provided that they feel that the promise of reward is gen-
uine (I) and that the rewards themselves are worthwhile (V).

The extended version of expectancy theory incorporates equity theory
considerations (Pinder 1991: 150–2). You will recall from chapter 2 that
equity theory proposes that employees assess the fairness or otherwise of
their rewards (or ‘outcomes’) in relation to their effort and qualifications
(‘inputs’) and do so by comparing their own input/outcome ratio to that
of other individuals, typically those in the same organisation. Equity theory
also equates reward equity (inequity) and reward satisfaction (dissatisfac-
tion). So in Porter and Lawler’s extended version of expectancy theory,
which is summarised in figure 3.2, feelings about what constitutes a fair
or equitable reward outcome interacts with the rewards actually offered or
received to determine the overall level of reward satisfaction and, hence,
motivational strength. The Porter and Lawler model also takes into account
people’s actual (as opposed to perceived) capacity to perform, in partic-
ular the mediating influence of individual capacities and organisational
resources. Task performance also depends on factors other than imagined
performance capability and sheer effort; such factors as personal knowledge,
skill and ability, as well as task complexity and how clearly the employee actu-
ally understands what is required; that is, task and role clarity. Unless the
employee does have the knowledge, skills, resources and task clarity required
to transform raw effort into desired behaviour and results, no amount of
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self-delusion about being able to deliver what is required will result in per-
formance achievement.

In its extended form, then, expectancy theory amounts to a complex,
multifaceted theory of task motivation, and in this respect it offers a range
of valuable and practical insights into motivation management. Essentially
it proposes that a reward system will promote desired task behaviour where:
(1) it offers valued rewards commensurate with the effort required, and (2)
it establishes a clear and achievable pathway between effort and reward.

One problem with expectancy theory, however, is that it assumes rather
than explains the differing valences that employees place on anticipated
rewards. As we have seen, the value placed on a reward will depend on the
salience of individual needs and whether the person believes the reward is
capable of satisfying salient needs. Another problem is the assumption that
behaviour is rational and premeditated when we know that much workplace
behaviour is impulsive and emotional. A further limitation is that it fails to
distinguish adequately between extrinsic and intrinsic rewards in determin-
ing reward valence. It simply assumes that they are additive (Pinder 1991:
152–4).

Goal-setting theory

First formulated by Edwin Locke and Gary Latham (1984, 1990, 2002),
goal-setting theory emerged over several decades on the basis of evidence
gathered from extensive laboratory and field investigations covering a wide
range of tasks and settings (Locke & Henne 1986: 17–20). Since its first
comprehensive articulation in the mid-1980s, goal-setting theory has come
to occupy a central position in both academic and practitioner thinking
about motivation and performance and, according to some commentators,
it is now the dominant theory in the academic literature on motivation
(Latham & Pinder 2005: 496).

As defined by Latham and Locke (2006: 332), a goal ‘is a level of per-
formance proficiency that we wish to attain within a specified time period’.
Goal-setting theory contends that individuals are most highly motivated
when (1) they are set specific but challenging goals, (2) they have strong
commitment to these goals and (3) they have a high sense of self-efficacy
regarding goal achievement. It is based on the premises that (1) the more
employees know about what is required of them performance-wise, the
stronger their identification with the goals set and (2) the more precise and
frequent the feedback on how well they are going in meeting these
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Figure 3.3 Goal-setting theory (Latham & Locke)

requirements, the greater the motivational effect will be. The basis of goal-
setting theory is illustrated in figure 3.3. Note, in particular, the role of goal
commitment, continuous feedback and self-efficacy in sustaining moti-
vational strength and, hence, goal-directed effort. It is important to note
here that while the practice of goal-setting resembles the management by
objectives (MBO) techniques popularised by US management writer Peter
Drucker in the 1950s, goal-setting theory suggests that the mere imposition
of goal-based tasks on employees may actually impair motivation. It posits,
in fact, that goal achievement will be moderated, first, by the degree of
employee acceptance of the goals set; second, by level of their commitment
to goal achievement; and, third, by the strength of their confidence in being
able to achieve the goals (Sue-Chan & Ong 2002).

Hence goal-setting theory has several practical implications for effective
performance management:

� Clear and specific goals are more motivating than generalised and impre-
cise statements to do with performance requirements that simply exhort
the employee to ‘do a good job’.

� Difficult but attainable goals (i.e. ‘stretch goals’) motivate more than those
which are easily attained.

� Feedback on task performance enhances motivational effect.
� For goals to produce higher performance, employees must have the knowl-

edge, skills, abilities, materials and equipment (i.e. ‘instrumentality’) to
accomplish them and must believe that they can accomplish the goals set
(i.e. they must feel ‘self-efficacy’).
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� Goals must be accepted or ‘owned’ by the employee. One way to achieve
this goal commitment is to have employees participate in goal selection,
measurement and interpretation.

� Self-regulation of performance (via participative goal-setting and reflec-
tion on feedback) is a more effective motivational approach than is the
formula for reward and punishment characteristic of reinforcement the-
ory behaviourism.

The instrumentality element in goal-setting theory derives from expectancy
theory and is seen as operating through the linkage of challenging goals
with valued rewards. Likewise, the emphasis on self-efficacy in goal-setting
theory parallels that on expectancy in expectancy theory. However, there is
one very important discrepancy between goal-setting theory and expectancy
theory in this regard. According to expectancy theory, the higher the expec-
tation of being able to achieve the required performance, the higher the
motivational force will be. However, goal-setting theory suggests the oppo-
site, namely that more challenging goals, which, by definition will be less
readily attained, will actually be more motivating than those that are readily
achievable. So how can the tension between these two pivotal process theo-
ries be resolved? The answer may well lie in the insights offered by content
or needs theories. As we have seen, most needs theories highlight higher-
order need drivers, including achievement and self-actualisation, as being
the most potent motivators. Since high achievers are the ones most likely
to respond favourably to stretch goals, we can say that, all else being equal,
goal-setting will be best suited to employees with a high need to achieve and
least suited to those who are low on the need to achieve (Locke & Henne
1986: 20).

Social cognition theory

Like goal-setting theory, Bandura’s social cognition theory (1986) also
emphasises the positive role of self-regulation, as opposed to the use of con-
trols applied by another party. Social cognition theory is akin to expectancy
theory in that it asserts the importance of employees’ belief that they can
accomplish the task. Social cognition theory also resembles content or
needs theories in emphasising the importance of higher-order needs – for
achievement, esteem and self-actualisation – as well as the importance of
task autonomy. However, it takes the logic further by highlighting the cen-
trality of learned self-efficacy. Goal-setting alone will not necessarily produce
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stronger task motivation and performance. The effectiveness of goal-setting
is mediated by goal commitment, feedback acceptance and self-efficacy.
Employees must have ownership of the goal, confidence in their own ability
to achieve the goal and confidence in the feedback provided, all of which
are seen as socially acquired cognitions rather than immovable personality
traits (Latham & Pinder 2005: 503). In essence, then, social cognition the-
ory sees motivation itself as a developmental project; indeed as a personal
development goal.

What does this mean for effective motivation management? Social cog-
nition theory suggests that employees should be given considerable task
autonomy as well as regular positive feedback on performance strengths
and deficits. It is important not only that individual employees accept the
goals set down but also that they are confident that they have the capac-
ity to achieve them and have personal control over outcomes. This means
assisting employees to overcome performance self-doubt and inhibition, to
accept performance challenges and opportunities, to reflect on achievements
and problems, and to establish and act on goals for performance enhance-
ment. If a goal is not achieved, goal acceptance, self-efficacy and confidence
in feedback accuracy predict whether employees will either redouble their
effort to achieve or lose motivation. This process can be assisted by means
of performance development practices, such as employee counselling,
mentoring, role modelling, individual and group coaching, competency
assessment, development programs and the like. The key here, however, is
self-regulation and sustained learning and development. Social cognition
theory also emphasises the importance of personal achievement and social
and developmental rewards.

Cognitive evaluation theory

Cognitive evaluation theory is something of a hybrid theory in that it actually
supports some of the arguments advanced by content theories. In particular,
it contends that the use of extrinsic rewards (and punishments) may destroy
the intrinsic motivation that flows from inherent job interest. Unlike other
process theories, it also focuses on the direction of motivational strength,
rather than on its intensity and duration.

Developed by Deci and Ryan (1985), cognitive evaluation theory (also
known as intrinsic motivation theory) reverses the cognitive sequenc-
ing typical of other process theories. For instance, as we have seen,
expectancy theory posits that task motivation and behaviour involve rational
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premeditation: each employee will think through the possibilities before
deciding on a course of action or inaction. In contrast, cognitive evaluation
theory posits that people are much more likely to act first and evaluate, ratio-
nalise and ascribe meaning and motive to what they have done only after the
event. The tendency is to confer motivational meaning on the behaviour –
to attribute meaning and purpose to it – only in retrospect. People are more
likely to ask ‘Why have I done this?’ than ‘Why should I do this?’ Cog-
nitive evaluation theory suggests that individuals who have been deriving
high intrinsic rewards for their work tasks may radically revise their self-
attributed motives for doing the work once a financial incentive is offered
to them. The point is that the initial motivation to do something is likely to
be implicit and intrinsic rather than calculative and driven by the pursuit
of some extrinsic reward. For this reason, Deci and Ryan (1985) argue that
extrinsic rewards should not be applied to task performance because they
may well dissipate the intrinsic motivation that may have driven perfor-
mance initially (Deci 1992; Deci, Koestner & Ryan 1999). The perception
of being ‘controlled’ extrinsically is assumed to be demotivational, a point
embraced with some passion by opponents of performance incentives (e.g.
Kohn 1993a).

As appealing as it may appear, however, cognitive evaluation theory also
has its limitations. On the conceptual side, it is by no means clear that
intrinsic and extrinsic motivation are antithetical; indeed, as critics suggest,
the weight of evidence indicates that the two are, if anything, mutually
reinforcing (Locke & Henne 1986: 8–10; Rynes, Gerhart & Parks 2005: 576–
7). Further, it is questionable whether most work behaviour is impulsive
rather than calculative; experience suggests that both play a part in work
behaviour. This is a debate to which we shall return in chapter 14. On the
practical side, while it may be quite appropriate for jobs and roles which are
intrinsically motivating in the first instance, not all jobs will be intrinsically
rewarding. In such cases, it would be necessary either to enrich the jobs or
to apply extrinsic rewards.

Summing up process theories of motivation

The main strength of process theories is that they emphasise the importance
of perception and decision-making in individual work behaviour. Individ-
uals behave as they do partly (if not chiefly) because they make conscious
decisions as to the expected outcome and perceived value of such behaviour.
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Process theories also appeal because, unlike content theories, they are not
grounded in universalistic assumptions about employee needs or reward
valence. Process theories also acknowledge the importance of social and job
context as co-determinants of motivational strength, while those other than
reinforcement theory also highlight the importance of self-efficacy, task or
goal clarity and motivational learning. Finally, the accent on cognitive con-
tingency makes process theories more compatible with the notion of the
psychological contract and with organisational justice constructs.

What of the weaknesses? Process theories other than cognitive evalu-
ation theory ignore the importance of work behaviour of an impulsive,
unpremeditated sort. Because they are grounded in individual psychology
they are of limited value in understanding and managing collective attitudes
and behaviour, such as that associated with teamworking, although this not
to suggest that the insights offered by, say, social cognition theory are not
capable of being adapted to the management of work group performance.

Motivation management: from theory to theoretically
informed practice

Are these different theoretical approaches to task motivation mutually exclu-
sive, or can they be aggregated into something that resembles a comprehen-
sive theory of motivation? It all depends on whether you are a theoretical
purist or a management pragmatist. Many practitioners adopt the pragmatic
view that it is possible to combine the ‘best’ elements of each theory into a
broad and balanced set of motivation precepts and principles. The truth is
that many managerial approaches to motivation are highly eclectic, in just
this manner. If anything, the dominant tendency is to combine need theo-
ries and the main cognitive theories into a contingency-type approach that
seeks to identify the conditions under which extrinsic and intrinsic rewards
can motivate individuals to achieve higher levels of task performance.

With these points in mind, it is appropriate to conclude this chapter by
identifying some of the chief practical messages from these bodies of theory
for effective motivation, performance and reward management. Although
it is by no means exhaustive, the following lists sum up some of the more
important implications of specific theories, respectively, for effective per-
formance management and reward management.
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Some key implications for effective performance management:

� Define and communicate the desired behaviour and results clearly (pro-
cess theories).

� Identify the essential performance capabilities (knowledge, skills and abil-
ities) for the position and ensure that employee capacities match these
requirements (expectancy theory – expectancy).

� Encourage self-efficacy regarding task performance (expectancy theory,
goal-setting theory, social cognition theory).

� Set tasks that are specific and challenging but attainable (goal-setting
theory).

� Encourage employee ownership of performance criteria (goal-setting
theory, social cognition theory).

� Ensure that performance achievement is accurately measured (expectancy
theory – instrumentality).

� Provide timely and positive feedback (reinforcement theory; goal-setting
theory, social cognition theory).

� Do not overlook the importance of intrinsic motivation (two-factor
theory; cognitive evaluation theory).

Some key implications for effective reward management:

� Understand individual employee needs and how these differ between
employee groups (content theories of motivation).

� Offer individuals valued rewards; i.e. rewards that address high salience
needs (Maslow’s hierarchy of needs; expectancy theory – valence).

� Link rewards clearly and directly to performance in a timely way (rein-
forcement theory).

� Deliver on the rewards promised (expectancy theory – instrumentality).
� Strike an appropriate balance between financial and other rewards (two-

factor theory).
� Do not overlook the potential of intrinsic rewards (two-factor theory,

cognitive evaluation theory).
� Manage perceptions of work inputs, reward outcomes and comparisons

(equity theory).
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Chapter summary

As a state of mind, motivation is the most critical direct attitudinal deter-
minant of work effort or task behaviour. As we have seen, although moti-
vation is one of the most closely researched topics in the social sciences,
the wellsprings of motivation remain a matter of great dispute in Western
management thought. In this chapter, we have examined the assumptions
and hypotheses associated with each of two main theoretical approaches
to motivation: ‘content’ or ‘needs’ theories, on the one hand, and ‘process’
theories, on the other. Our central argument has been that although nei-
ther approach provides a wholly satisfactory explanation of the sources of
work motivation, each offers useful insights and practical messages for the
management of this most important work attitude. Content theories fur-
nish helpful insights on what motivates whereas process theories help us to
better understand how motivation arises. Process theories also offer useful
guidance on how motivation can be sustained and strengthened via the
maintenance of positive psychological contracts and favourable perceptions
of organisational justice and trust.

Discussion questions

1 Is all employee motivation need-driven?
2 Is Herzberg right or wrong about money not being a motivator?
3 What are the main differences between expectancy theory and

goal-setting theory?
4 What are the implications of social cognition theory for effective

motivation management?
5 How does cognitive evaluation theory differ from other theories of

motivation?



Chapter Four

BEING STRATEGIC AND
GETTING FIT

As noted in the introduction to part 2, the factors that shape behavioural
outcomes are at once psychological and strategic, and the development,
implementation and maintenance of effective performance and reward
management systems requires simultaneous attention to both of these basic
dimensions. By ‘strategic’ dimensions we mean the plans, processes and
actions involved in establishing and maintaining alignment between an
organisation’s objectives, on the one hand, and the individual and collective
capabilities, behaviour and results of its employees, on the other. In this final
chapter on the conceptual foundations of performance and reward man-
agement, we explore what is involved in managing employee performance
and rewards strategically.

To suggest that employee performance and rewards should be managed
‘strategically’ sounds eminently sensible; after all, you would hardly want to
propose that an organisation should manage its people in a non-strategic
way! But what does managing human resources ‘strategically’ really mean?
In broad terms, it can be said that taking a strategic approach to people man-
agement requires the identification and application of those human resource
management principles, policies and practices that best align with and sup-
port the strategic objectives of the organisation as a whole as well as those
of the relevant division, department and/or business unit. How should an
organisation go about shaping its performance and reward policies and prac-
tices so that they do elicit the capabilities or competencies, behaviour and
results that the organisation says that it must have in order to be successful

88
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in achieving its objectives? Is there really ‘one best way’ to manage human
resources strategically? How can we tell whether an organisation is manag-
ing its people strategically? These are certainly important questions. Yet, as
in the matters of work psychology and motivation, here too we encounter
some major disagreements in the academic literature, this time as to what
constitutes the ‘best’ approach to strategic human resource management.

When we turn to the academic literature for guidance here we find that
there are really two different approaches to selecting the ‘best’ combination
of human resource practices for achieving strategic ends. One approach,
widely referred to as the ‘best practice’ approach, contends that there is
‘one best way’ to configure human resource practices for strategic success.
The alternative approach, known as the ‘best fit’ approach, posits that there
is no single superior set of human resource practices. According to the
‘best fit’ formulation, the bundle of practices that is likely to lend strongest
support to organisational effectiveness will be that which best matches the
organisation’s specific strategic purpose, its external environment and its
internal structure, culture and capabilities.

In this chapter, we examine each of these approaches in more detail,
as well as weighing up the strengths and weaknesses of each. As with
chapters 2 and 3, the aim of this chapter is to alert you to the key con-
tentions and debates and to offer a theoretically aware yet practical way
forward. While acknowledging the strengths and weaknesses of each model,
we argue that the best fit approach offers the most meaningful and practical
way forward. The chapter then proceeds to elaborate a basic framework for
practising ‘best fit’ performance and reward management; a framework that
we shall revisit frequently throughout the remainder of the book.

The ‘best practice’ approach

The best practice approach posits that there is a particular set of human
resource practices that can be applied in virtually any organisational con-
text to increase performance and deliver outcomes beneficial to all stake-
holders, including employees. The performance effect is said to be stronger
when these practices are bundled together to complement each other
and to create positive synergies between them; that is, with these best
practice bundles the whole is greater than the sum of the parts. This
approach actually covers a number of related prescriptive models of human
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resource management, including those variously described as the ‘high-
commitment’, ‘high-involvement’, ‘high-performance work systems’, and
‘mutual gains’ models. These are all grounded in what British commenta-
tors (Storey 1995, 2001; Legge 1995a: 35, 1995b: 66–7) have characterised as
a ‘soft’ or ‘developmental humanist’ prescription for human resource man-
agement effectiveness; an approach in which employees are seen as valu-
able human ‘assets’ or ‘resources’ warranting significant trust, involvement,
empowerment and development.

Most of these models can be traced to the work of the ‘Harvard School’
writers of the 1980s (Beer et al. 1984; Walton 1985; Walton & Lawrence 1985)
and to ideas formulated by the ‘neo-human relations’ writers of the 1950s
and 1960s (Rose 1978; Wren 2005). In particular, best practice prescriptions
owe a great deal to Douglas McGregor’s theory Y/theory X dichotomy. In the
theory X scenario, workers are depicted as indolent, untrusting and
untrustworthy, low-achieving, and motivated only by the threat of pun-
ishment; under theory Y they are depicted as committed, trustworthy,
high-performing corporate citizens and self-actualisers, worthy of empow-
erment and development (Rose 1978: 188; Wren 2005: 430–5). Building on
McGregor’s model, Walton (1985: 77), a leading proponent of the Harvard
School, posited a moral dualism between ‘control’ and ‘commitment’: ‘. . .
workers respond best – and most creatively – not when they are tightly con-
trolled by management, placed in narrowly defined jobs, and treated like
an unwelcome necessity, but, instead, when they are given broader respon-
sibilities, encouraged to contribute, and helped to take satisfaction in their
work.’ High-commitment or high-involvement management is widely seen
as the foundation of ‘best practice’ people management: ‘High performance
management practices provide a number of important sources for enhanced
organizational performance. Simply put, people work harder because of the
increased involvement and commitment that comes from having more con-
trol and say in their work; people work smarter because they are encouraged
to build skills and competencies; and people work more responsibly because
more responsibility is placed in hands of employees further down the orga-
nization.’ (Pfeffer & Veiga 1999: 40.)

Typically, high-involvement ‘best practice’ is seen as entailing some or
all of the following: job security; a well-developed internal labour mar-
ket and promotion system; job enrichment; employee participation and
involvement in decision-making; self-managed work teams; open two-way
communication; extensive skill development; reduced status differences;
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and reward practices that relate pay to employee skills or competencies
and to group or organisational performance (Hiltrop 1996: 633). Leading
US exponents of the best practice approach include Mark Huselid (1995;
Huselid & Becker 1996), Edward Lawler (1986, 1990, 1992, 2000, 2005;
Lawler & Mohrman 1989; Lawler, Mohrman & Ledford 1992) and Jeffrey
Pfeffer (1994, 1996, 1998a; Pfeffer & Veiga 1999; Varma et al. 1999). The
approach has also found support among some leading UK researchers, most
notably in the more recent works of David Guest and colleagues (Guest 1999,
2002; Guest & Conway 1998, 2002; Guest & Peccei 2001). For instance,
the bundle of practices recommended by US best practice exponent Jeffrey
Pfeffer (1998a) – the so-called ‘Pfeffer-digm’ – includes:

� employment security
� selective hiring
� self-managed teams or team working
� high pay contingent on organisational performance
� extensive training
� reduction of status differences
� information sharing.

Guest and colleagues (Guest 1999, 2002; Guest & Conway 1998, 2002;
Guest & Peccei 2001) have identified the following set of practices as having
the most positive influence on employee work attitudes and behaviour:

� employee involvement programs
� job security
� job autonomy and challenge
� training opportunities
� single employment status
� high pay
� non-union workplace
� systematic and open communication.

The best practice approach appeals because it seems to offer a clear,
consistent and ready-made solution – perhaps even the perfect solution –
to age-old problems of labour management. The fact that there is wide
agreement as to what constitutes ‘worst practice’ in people management also
lends legitimacy to the approach. Involve, empower and develop employees
and they will be dependable and motivated citizens of the organisation;
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treat them as untrustworthy and expendable costs of production and the
outcomes will be dismal. In this sense, best practice prescriptions also appear
to accord quite closely with the requirements identified in chapter 2 for
sustaining positive employee psychological contracts and justice perceptions
(Guest & Conway 2002).

There is also a respectable body of evidence to suggest that best practice
prescriptions do make a difference to organisational effectiveness. There
is evidence from the United States (Applebaum & Batt 1994; Applebaum
et al. 2000; Arthur 1992, 1994; Becker et al. 1997; Becker & Huselid 1998;
Cutcher-Gerchenfeld 1991; Delery & Doty 1996; Huselid 1995; Huselid &
Becker 1996; Ichniowski, Shaw & Prennushi 1997; Kochan & Osterman
1995; MacDuffie 1995; Pil & MacDuffie 1996; Varma et al. 1999) that
firms implementing employee involvement and development practices do
experience significant improvements in performance and tend to outper-
form comparable firms that do not. For instance, in a study of thirty US
steel minimills, Arthur (1994) found that plants with such practices took
34 per cent fewer labour hours to produce one ton of steel, produce
63 per cent less scrap and experience 57 per cent less labour turnover.
In a multi-industry study, Huselid (1995) found that high-performance
work practices, including comprehensive recruitment and selection, incen-
tive rewards and extensive employee involvement and training, have a posi-
tive effect on both employee performance (turnover and productivity) and
organisational profitability. In a study of US banks, Delery and Doty (1996:
825) found that firms applying a combination of employment security, prof-
itsharing and results-based individual performance assessment have supe-
rior financial outcomes to those that do not, with the best practice model
explaining as much as 11 per cent of variation in firm performance. In a
study of thirty-nine US organisations, Varma and colleagues (1999) find
that high-performance work practices (such as team incentive plans, pay for
skill and competency development, and rigorous staff selection) create cul-
tural change towards greater cooperation and innovation, improve employee
job satisfaction, and improve the firm’s financial and operational perfor-
mance. According to Pfeffer (1996: 36), such studies indicate that the best
practice approach produces performance improvements of between 25 and
50 per cent.

Yet best practice prescriptions have been challenged on a number of
grounds. Some have pointed to methodological shortcomings in studies
purporting to confirm best practice predictions, including the validity of
the practice and performance measures used, neglect of possible reverse
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causality, absence of controls for non–human resource influences and
reliance on data gathered via single-respondent surveys (Becker & Ger-
hart 1996; Purcell 1999). Others have criticised best practice formulations
as a management ‘fad’ that is overly idealistic and unrealistic. For instance,
Purcell (1999: 36) warns that best practice precepts may cause managers to
deliberately overlook major aspects of organisational specificity and differ-
ence and lead organisations ‘into a utopian cul-de-sac’. In particular, Purcell
argues that the approach is insensitive to differences in competitive context
and national culture. Logically, best practice prescriptions and the associ-
ated technique of best practice benchmarking would lead to organisational
isomorphism rather than competitive differentiation. Further, best practice
prescriptions are expensive and are therefore unlikely to be feasible for firms
operating in markets where entry barriers are low and competition is based
on cost minimisation (Purcell 1999; Boxall & Purcell 2003).

Many commentators have also pointed to inconsistencies, contradictions
and lacunae in what best practice advocates have to say about which partic-
ular practices and practice configurations are supposedly ‘best’ – a short-
coming acknowledged even by exponents themselves (Becker & Gerhart
1996: 784–5; Delery 1998; Delery & Doty 1996; Guest 1997). Delery and
Doty (1997; Delery 1998: 292) note that there are countless permutations
of practices and practice bundles that may conceivably produce a high-
performance outcome. For instance, some versions include performance
pay per se whereas others do not, and some nominate certain types of
performance-related reward, such as group incentives and share plans, but
omit others, such as individual piece rates and commissions. Pfeffer (1998b),
for instance, espouses the use of profitsharing and other collective incen-
tives but decries individual incentives, such as merit pay, as organisationally
dangerous and destructive. Likewise some include individual performance
assessment whereas others do not (Becker & Gerhart 1996: 784–6). There
are inconsistencies even within the formulations advanced by individual
proponents. Pfeffer’s own best practice prescriptions are themselves some-
thing of a movable feast: in 1994 there were sixteen practices on his best
practice list; by 1998 this had been reduced to seven (Boxall & Purcell 2003;
Pfeffer 1994, 1998a; Purcell 1999). There are also some clear inconsisten-
cies in what is proposed. For instance, take Pfeffer’s recommendation for
‘high compensation contingent on organisational performance’. Does this
mean that the firm should maintain high pay levels even when firm per-
formance falls? Logically, with performance-contingent rewards, reduced
performance should result in reduced reward, but Pfeffer’s formulation
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appears to ignore this unpalatable possibility. Further, in practice, the pre-
scription for employment security may well come into conflict with that for
high pay (Marchington & Grugulis 2000: 1112–15).

Then there is perhaps the greatest imponderable of all: how many prac-
tices are there – or should there be – in a best practice ‘bundle’? Exponents
typically identify between five and fifteen key practices, but does this mean
that all are essential to best practice or, conversely, that a lesser number
will suffice? Thus far, we have little guidance as to what might constitute
a critical mass of synergistic practices. Are some practices more important
than others? And how do practices interact? Do some practices complement
others, while some substitute for others?

Finally, those writing from one or other of the critical management
perspectives have decried high-involvement best practice (or ‘soft’ human
resource management) as either a rhetorical mask for work intensification
or a subtle discursive device to further subjugate the employee subject (e.g.
Keenoy 1990a & b; Keenoy & Anthony 1992; Legge 1995a & b, 2001). Hom-
ing in on the ‘win–win’ implications of the ‘Pfeffer-digm’, Marchington and
Grugulis label its unitarist and universalist precepts and prescriptions as
a ‘dangerous illusion’ that ‘actually lead to work intensification and more
insidious forms of control’ (2000: 1105–6). Specifically, they suggest that
while best practice may benefit some ‘core’ workers, such as permanent
employees in professional and skilled roles, it may simultaneously worsen
the situation of ‘non-core peripheral’ workers. They also argue that the
approach’s unitarist underpinnings means that employee involvement or
‘voice’ will be granted only to the extent that it does deliver improved per-
formance (2000: 119–21). Whatever the validity of these criticisms, as Guest
(1997: 7) has observed, in the eyes of its critics it would seem that best practice
human resource management is damned if it does and damned if it doesn’t!

The ‘best fit’ approach

The ‘best fit’ approach, as it is known in the British literature (Boxall &
Purcell 2003), proposes that far from there being one superior and uni-
versally applicable set of human resource practices, such practices should
be tailored differently so as to ‘fit’ each organisation’s specific internal and
external circumstances. In other words, what is best will be contingent on
the organisation’s precise strategic purpose, operating context, structure,
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size, age, management style, culture, workforce profile and the like. This
approach is really an amalgam of two models of strategic human resource
management that rose to prominence in the 1980s and 1990s: first, the ‘con-
tingency’ model of strategic human resource management, and second, the
‘resource-based’ model. The key difference between these two models is one
of emphasis: contingency theory emphasises the importance of configuring
human resource practices to match the firm’s business strategy and exter-
nal competitive environment whereas the resource-based model stresses the
competitive potential of aligning practices so as to achieve maximum lever-
age from the firm’s internal resource capabilities, particularly its unique
human resource competencies. Given that these two models can also be
viewed as alternative ways to practice strategic human resource manage-
ment, it is appropriate that we should consider each in a little more depth.

The contingency model

The contingency model, which is also known as the ‘matching’ model,
arose from the work of US writers associated with the ‘Michigan School’
(Devanna, Fombrun & Tichy 1981; Fombrun, Tichy & Devanna 1984; Tichy,
Fombrun & Devanna 1982) and, more recently, from the work of fellow US
writers Randall Schuler and Susan Jackson (Jackson & Schuler 1995; Schuler
1987, 1989, 1992; Schuler, Dowling & De Cieri 1993; Schuler & Jackson 2005;
Schuler & MacMillan 1984). The contingency model also draws on precepts
from the field of ‘strategic management’ as well as from ‘strategic choice
theory’ (Kochan, McKersie & Cappelli 1984). Strategic choice theory high-
lights the pro-active role of management in decision-making and choice at
three levels: workplace and individual relationships; collective bargaining
and personnel policy; and long-term strategy and policy-making. While
strategic choice theory acknowledges that management choices may be con-
strained by the firm’s particular circumstances, regulatory requirements and
other external environmental factors, it contends that management values
and choices are key mediating variables between competitive context and
human resource policies and practices. In short, it is management agency
that determines the nature and degree of fit between practice and context.

In this vein, in their earlier writings, Schuler and Jackson (Schuler 1987,
1989, 1992; Jackson & Schuler 1995; Schuler & Jackson 1987) propose
a contingency model involving two simultaneous dimensions of fit or
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alignment, each focused on eliciting the ‘role behaviours’ necessary to
achieving specific strategic ends:

1 ‘vertical alignment’, whereby human resource policies and practices are
chosen and configured so as to match the behavioural requirements for
competitive success in the chosen domestic or international product or
service market(s), and

2 ‘horizontal alignment’, whereby practices in each of the key human
resource management functions (staffing, development, performance
management and rewards) act in concert to elicit the desired ‘role
behaviours’.

Schuler and colleagues hypothesise that firms that attain and sustain verti-
cal and horizontal alignment will enjoy a competitive advantage over firms
lacking alignment, and to demonstrate the practicalities of their model they
offer ‘human resource practice “menus” ’ listing alternative practice choices
in each of six human resource processes (planning, staffing, appraisal, com-
pensation, training and development, and labour relations). These practice
choices are then matched to each of three types of business strategy (‘cost
reduction’, ‘quality enhancement’, ‘innovation’) by identifying the types of
role behaviour required by each strategy and the practices best able to elicit
the needed behaviour (Schuler 1989; Schuler & Jackson 1987). For instance,
firms with a quality enhancement business strategy will prefer to ‘make’
rather than ‘buy’ human resource capabilities, to have skill-based pay, to set
pay levels above market rates, and to have a high level of employee involve-
ment, whereas those with a cost reduction strategy will prefer the opposite.

In their early contributions Schuler and Jackson (1987; 1989: 172–5;
Schuler 1987, 1989: 172–5) also highlight a further key contingency: that
of business ‘life-cycle stages’. As well as desired behaviour being contingent
on the nature of external context and chosen competitive strategy, they pro-
pose that behavioural requirements and practice possibilities will depend on
whether the firm is at start-up stage, in a growth stage, at maturity, in decline
or undergoing turn-around. For instance, since a start-up firm would likely
lack the cash flow to offer high monetary rewards, it could offer equity par-
ticipation as a way to attract and retain high-quality staff, whereas a firm in
decline (and hence shedding staff) would be likely to pay below-market rates.

In their more recent formulations, Schuler and Jackson (Jackson &
Schuler 1995; Schuler, Dowling & De Cieri 1993; Schuler & Jackson 2005)
offer an ‘integrative’ model that identifies a range of additional ‘external’
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and ‘internal’ contextual contingencies. Among the key external contingen-
cies, they include: the global environment; the legal, social and political
environments; unionisation; labour market conditions; industry character-
istics; and national cultures. Their main internal contingencies include: firm
technology; structure (especially departmentalisation versus divisionalisa-
tion); size; lifecycle stages; and business strategy. Significantly, while in their
1995 survey piece Schuler and Jackson represented organisational culture
as ‘inextricably bound to HRM and therefore not meaningful if separated
from it’ (Jackson & Schuler 1995: 238), their most recent survey does identify
organisational culture as a distinct internal variable (Schuler & Jackson 2005:
25). While these additions and modifications certainly acknowledge the sig-
nificance of the firm’s internal characteristics, the focus remains on the need
to align practices with the external context: ‘ “lasting” competitive advan-
tage from human resource management comes from developing HR prac-
tices that are appropriate for an organisation’s specific context’ (Schuler &
Jackson 2005: 15).

The resource-based model

In contrast, exponents of the ‘resource-based’ model (Barney 1991, 1995;
Barney & Wright 1998; Wright, Dunford & Snell 2001; Wright, McMahan &
McWilliams 1994; Wright & Snell 1991, 1998) propose that the key to achiev-
ing sustained competitive advantage lies primarily with internalities rather
than externalities. In essence, the model highlights the strategic value of the
organisation’s internal resources, particularly those of an intangible nature,
including workforce competencies and organisational knowledge, learning
and embedded culture.

According to Jay Barney (1991, 1995), the key to sustained competitive
advantage lies in having a workforce equipped with organisationally spe-
cific knowledge, skills and abilities that are difficult if not impossible for
competitors to either duplicate or poach. Barney (1991, 1995; Barney &
Wright 1998) proposes that to achieve ‘sustained competitive advantage’ a
firm must have ‘human capital resources’ that meet all of the following four
‘VRIO’ requirements:

1 are valuable (‘V’): resources that allow the firm to exploit opportunities
and neutralise threats in the external environment

2 are rare (‘R’): resources that are in very scarce supply to the firm’s current
or potential competitors
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3 are difficult to imitate (‘I’): resources that any competitor will find
extremely difficult and costly to duplicate and for which there is no strate-
gically equivalent or similar substitute, largely because they are embed-
ded characteristics of the organisation’s unique history and/or culture,
and

4 are supported by organisation (‘O’): resources with which the firm’s struc-
ture, policies and practices are fully horizontally integrated and which are
therefore able to be exploited to the full.

The implication is that it is only a combination of V + R + I + O that will
deliver sustained competitive advantage. V+O will, at best, provide compet-
itive parity, while V + I + O is likely to result only in temporary competitive
advantage. Significantly, while these requirements acknowledge that internal
resources are strong or weak only with reference to external opportunities
and threats, the key to sustained competitive success lies in the manner in
which the firm’s human capabilities are identified, developed, differentiated
from competitors, rendered immune from competitor emulation and fully
organisationally integrated. A preoccupation with matching external con-
tingencies will be inadequate to the task: ‘In the end . . . sustained competitive
advantage cannot be created simply by evaluating environmental opportu-
nities and threats, and then conducting business only in high-opportunity,
low-threat environments. Rather, creating sustained competitive advantage
depends on the unique resources and capabilities that a firm brings to com-
petition in its environment. To discover these resources and capabilities,
managers must look inside their firm for valuable, rare, costly-to-emulate
resources, and then exploit these resources through their organization.’
(Barney 2005: 60.)

Building on these propositions, Wright, Snell and others (Wright &
McMahan 1992; Wright, McMahan & McWilliams 1994; Wright & Snell
1991, 1998; Wright, Dunford & Snell 2001) criticise Schuler and Jackson’s
behaviourally focused contingency model for neglecting the performance
potential of human resource competencies (knowledge, skills, abilities). In
terms of an open systems model, work competencies, they suggest, are logi-
cally prior to work behaviour and therefore of greater underlying importance
to performance enhancement. Wright and colleagues also argue that the
resource-based view offers a far more practical, flexible, dynamic approach
to achieving fit than does an approach that emphasises accommodation to
external contingencies. This is said to be particularly so for firms operating
in unpredictable and rapidly changing environments.
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Balancing and internal fit

Despite considerable initial disagreement between exponents of the con-
tingency and resource-based models, in recent years a convergence of sorts
has emerged, one that emphasises the need for both external and internal
fit (Youndt et al. 1996). This, in essence, is what has become known as the
best fit approach. Thus, the best fit approach posits that effective strategic
human resource management requires a set of people management policies
and practices that, first, align with and support the organisation’s particular
external environment and competitive strategy (‘external fit’) and, second,
fit with and support the organisation’s desired structure, culture and work-
force capabilities (‘internal fit’). As such, management decision-makers are
charged with making informed strategic choices as to which particular bun-
dle of people management policies and practices best fits the organisation’s
internal and external circumstances. Taking this a step further, Delery and
Doty (1996; Delery 1998) speculate that while both aspects of fit may be
important, the most appropriate combination of human resource practices
will vary according to whether competitive strategy is informed primarily
by internal (resource-based) considerations or by external (market-based)
considerations.

As figure 4.1 indicates, then, the best fit model prescribes a combination
of external and internal fit. Human resource strategy, policy and practice
should fit the competitive strategy and the external environment (exter-
nal fit) by encouraging those forms of behaviour and results required to
meet the organisation’s strategic success factors. At the same time, human
resource strategy, policy and practice should also fit the organisation’s actual
or desired structure, culture and human resource capabilities (internal fit).

In line with the tenets of mainstream strategic management theory, best
fit practice is typically represented as a five-step process:

1 defining organisational mission and objectives
2 environmental (‘SWOT’) analysis
3 strategy selection
4 strategy implementation
5 strategy evaluation.

The key tool associated with best fit strategy-making is ‘SWOT’ analysis; that
is, identification and analysis of the major opportunities and threats pre-
senting in the organisation’s external environment, and of the organisation’s
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External

• product market competition and conditions
• labour market conditions
• social and political factors

Internal

• organisational structure, size, age, technical base
• management culture or style
• workforce capabilities

Opportunities Threats

Strengths Weaknesses

Competitive or 

business strategy

Human resource 

strategy, policies 

and practices

‘External fit’

‘Internal fit’

Figure 4.1 A ‘best fit’ model of strategic human resource management

internal strengths and weaknesses relative to these key externalities. Only
by this means can the organisation shape or reshape human resource prac-
tices so as to capitalise fully and effectively on emerging external oppor-
tunities while at the same time protecting itself against external threats.
Specific strategies and practices should be chosen in light of the strengths,
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weaknesses, opportunities and threats identified by means of environmen-
tal analysis. Essentially, management produces a series of strategic options
on the basis of the findings of the SWOT analysis. The aim is to select
and implement the competitive and human resource strategies that provide
the strongest ‘fit’ between the organisation’s assessed external and internal
circumstances. The chosen strategies should then be transmitted through-
out the organisation, from the executive level to individual business units,
divisions and/or departments.

Specific external factors that should be taken into account (as posing
potential threats and opportunities) include:

� product market competition and conditions
� technology and new product or service innovation
� business environment
� capital market conditions
� labour markets
� general economic conditions (local, regional, national and global)
� political conditions
� legal requirements and changes
� industrial relations climate
� union presence, outlook and activity
� demographic profile and changes
� local and national social and cultural values, attitudes and beliefs.

Factors internal to the organisation itself that may be sources of strength
or weakness (particularly in relation to external threats and opportunities)
would include:

� the organisation’s structure
� the organisation’s culture
� the organisation’s resources, including its technical base and the knowl-

edge, skills and abilities of its workforce.

The best fit approach has particular appeal to human resource practi-
tioners because it positions them as first-level ‘strategic partners’ in man-
agement decision-making. By definition, the rejection of a ‘one size fits
all’ approach also widens the range of discretion and choice available to
them. In fact, the model confers on all senior managers an extraordinary
degree of responsibility and organisational knowledge, power and influence.
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Best fit also injects greater flexibility into the system since it requires man-
agers to be fully attuned to external and internal developments and to make
appropriate changes to human resource strategy, policy and practice config-
uration. Moreover, best fit recognises the potential of human resource prac-
tices as ‘enablers’ of both organisational stability and organisational change.
Most importantly, however, the formula is capable of accommodating both
inter-organisational and intra-organisational diversity. As well as providing
for differences between organisations, it also sanctions the multiple internal
‘fits’; that is, the application of distinct configurations of human resource
practices to different business units, according to the specific business strat-
egy, unit structure and culture involved in each case.

Still, as a prescriptive formula, the best fit approach also has a num-
ber of conceptual and practical shortcomings. One problem is that best fit
may overstate the rationality of management decision-making and choice. It
assumes that management strategists always act rationally and with full and
accurate knowledge of all relevant facts. Yet, as Marchington and Grugulis
contend (2000: 1117), managers ‘are not omniscient, omnipresent, and
omnipotent, because they lack cohesiveness and typically engage in political
behaviour’. In reality, managerial rationality is likely to be circumscribed by
lack of information, time and ability to accurately interpret information.
Managers are also fallible. They may read environmental factors wrongly.
They may misunderstand corporate mission and strategy. They may fail to
communicate their plans effectively. Their plans may go astray, or be ignored
or undermined by those further down the line of control. Further, as agency
theory suggests (see chapter 20 for elaboration), managers may not always
act in the best interests of the organisation and its owners. In reality, man-
agers are not merely loyal agents; they are intensely political players with
their own interests and agendas. They play their own career games; they
compete with each other for status and resources; they make trade-offs and
compromises. For these reasons, it is just as likely that strategy will emerge
accidentally rather than by way of rational and dispassionate deliberation by
senior management. Equally, human resource strategy, policy and practice
may be more a set of trade-offs between competing stakeholder interests
than a pristine reflection of management planning. In this sense, strategy
is something that is ‘enacted’ incrementally rather than being fully pre-
meditated and ‘intended’ (Hiltrop 1996: 630). In the context of external
flux and uncertainty, it is all the more likely that strategy will be retrospec-
tive rather than premeditated. An enacted strategy, then, will be emergent,
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evolutionary, iterative, flexible, adaptive and open-ended. It is also more
likely to be reactive, negotiated, partial and short term in focus.

While both the behavioural-contingency and resource-based models
hypothesise dynamic associations between practices, sets of desired compe-
tencies or behaviour and organisational effectiveness, the best fit approach
actually provides only limited practical guidance as to how an organisation
should ascertain whether it has achieved fit and as to how fit should be
monitored and maintained over time. A related shortcoming is a propen-
sity for short-termism and inconsistency. Altering human resource practices
every time there is an observed change in the external environment may well
be a recipe for administrative chaos and for serial breaching of the employee
psychological contract. At the very least there is a need to strike a balance
between practice consistency and recurrent ‘refit’.

Finally, there is as yet only limited evidence that achieving fit does improve
organisational performance. While there is considerable support for the
proposition that the characteristics of a firm (i.e. external and internal con-
tingencies) do influence the choice and configuration of human resource
practices (Jackson, Schuler & Rivero 1989), the evidence that the alignment
of strategy and practice then translates into improved performance is, at
best, circumstantial. The evidence in support of resource-based prescrip-
tions is somewhat stronger, although hardly conclusive (Becker & Gerhart
1996: 786–7; Hiltrop 1996). Overall, there is rather more evidence to support
best practice prescriptions for performance enhancement (Huselid 1995).
However, it must be said that the multivariate complexity of the best fit
approach, and especially the ‘integrative’ model advanced by Schuler and
colleagues, makes it far more difficult to test empirically than is the case with
the best practice approach. Those propositions that are most readily tested
are not necessarily those that are the most valid – or the most worthy guides
to practice.

Which is best?

So neither ‘best practice’ nor ‘best fit’ are beyond question. Best fit is mired
in multivariate complexity; best fit in prescriptive and normative simplicity.
Indeed, if the best practice approach were to hold all of the answers, this
could have been a very brief book! Overall, while neither approach offers the
perfect solution, each carries instructive messages for enlightened practice:
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� Both approaches emphasise the importance of maximising cohesion (hor-
izontal fit) between human resource practices themselves.

� Both approaches accentuate the need for alignment between organisa-
tional structure, culture and human resource practices.

� The contingency element of best fit highlights the importance of environ-
mental surveillance to identify and respond to external opportunities and
threats.

� The resource-based element of best fit emphasises the strategic potential
of human resource capabilities within the firm, and the need to apply
practices that maximise and capitalise on these capabilities.

� Best practice highlights the potential of employee involvement and devel-
opment to organisational effectiveness.

� While best fit sanctions major change in human resource practices where
circumstances require this, it may be impossible to sustain fit in situations
of constant environmental instability and uncertainty. What is best fit
today may be a poor fit tomorrow. Paradoxically, therefore, the best fit
model may well be best suited to organisations operating in relatively
stable environments.

� Conversely, while best practice emphasises consistency of approach, it may
be best suited to situations of environmental change and uncertainty. At
least with best practice there is less risk of an organisation becoming a
slave to environmental flux or fashion.

Arguably, the two approaches still have much in common: both are
prescriptive; both assume that people are the organisation’s most valuable
resources and that managing these resources strategically holds the key to
organisational effectiveness; both emphasise the importance of ‘horizon-
tal integration’ or practice complementarity. Thus, as Becker and Gerhart
have noted (1996: 788), there does seem to be ample room for conceptual
compromise and integration. Further, Youndt et al. (1996: 837) suggest
that while ‘the universal approach helps researchers to document the
benefits of HR across all contexts, ceteris paribus, the contingency per-
spective helps us to look more deeply into organizational phenomena to
derive more situationally specific theories and prescriptions for manage-
ment practice . . . ’. Indeed, there are signs of a conceptual convergence
between the two, with some commentators proposing a blended approach in
the form of a ‘configurational’ model (Boxall & Purcell 2003; Delery & Doty
1996).



Being strateg ic and get t ing f i t 105

In essence, this suggests that the practices applied by an organisation
should be a tailored blend of best practice and best fit prescriptions. For
instance, the configuration might include a selection of practices that accord
with prevailing statutory requirements and social standards (say, for a min-
imum standard of guaranteed base pay and family-friendly benefits) plus
practices chosen to best address the strategy for competitive success (such
as performance incentives for individuals and work groups). Clearly the
balance between the two will vary according to organisational circumstances,
which, of course, is itself consistent with a best fit approach. Overall, while it
may be open to strategy-makers to choose few or perhaps no options from
the best practice repertoire, in line with the tenets of best fit, there should be
valid external or internal reasons for taking such a course. As we shall see,
there are valid strategic, structural and cultural reasons why an organisation
may choose not to embrace proffered best practice prescriptions.

A basic model for strategic performance and
reward practice

With these points in mind, we now proceed to outline a basic model for
strategic performance and reward management practice. While informed
chiefly by the tenets of best fit, it is also mindful of the performance poten-
tial of best practice prescriptions, particularly those to do with employee
involvement. Moreover, since being strategic is arguably more of an art
than a science, the model is offered not as a set of all-encompassing rules
for practice but, rather, as an illustrative guide to better strategic practice,
irrespective of whether the strategy-making process itself happens to be
intended, enacted or, as is much more likely, a combination of both.

Drawing on the insights offered by Heneman, Fisher and Dixon (2001),
we propose that being strategic about performance and reward management
requires careful analysis of and alignment between four key sets of factors: (1)
competitive strategy, (2) organisational structure, (3) management culture
and (4) performance and reward policies and practices.

A balanced and better approach to strategic practice requires close atten-
tion to the actual and desired associations between all four dimensions.
These linkages are described in figure 4.2. Note that the associations are
both multidimensional and bi-directional. The chief implication here is that
competitive strategy is not necessarily superordinate to other factors but,
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Figure 4.2 Four key elements of ‘best fit’ strategic alignment

rather, may both shape and reflect structure, culture and human resource
practice. There has been a great deal of debate in the academic literature
about these associations. Most mainstream strategic management writers
argue that it is strategy that determines structure and culture. Others argue
that strategy ‘follows’ structure and/or culture. Our model recognises both
possibilities; in other words, that strategy, structure and culture may be
co-determinate.

A second implication is that to optimise their effectiveness, performance
and reward policies and practices should be both compatible with and
aligned with strategy, structure and culture – or more precisely, with strat-
egy, desired structure and espoused culture. Indeed, misalignment between
any of the four factors is likely to produce suboptimal outcomes. Equally, in
the short term at least, misalignment is far more likely to be the rule than
the exception, so a key (and perhaps constant) strategic challenge will be
to determine appropriate ways of managing and perhaps accommodating a
degree of misalignment. To this end, it is helpful to examine more closely
some of the possible permutations of strategy, structure and culture, and
how these may either align or misalign.



Being strateg ic and get t ing f i t 107

Competitive strategy

What type of competitive strategy might an organisation adopt? Various
management theorists have developed typologies to guide us here. Of course,
all such typologies are abstractions from complex reality. In practice, few
firms will be ‘true’ to any one ‘pure’ strategy. Most business strategies are
hybrids. Nevertheless typologies are useful for helping us make sense of
complex reality. The larger point is that organisations do have different
strategic options to choose between.

Among the most widely cited typologies are those offered by US
economist Michael Porter (1980), human resource management theorists
Randall Schuler and Susan Jackson (1987) and US management theorists
Raymond Miles and Charles Snow (1978, 1984). Porter’s three strategies
are: (1) ‘low-cost leadership’, (2) ‘differentiation’ and (3) ‘focus’. Low-cost
leadership attempts to gain market share by emphasising low product cost
compared to competitors. A differentiation strategy involves seeking to dis-
tinguish the business’s products from those of competitors, perhaps by
manipulating brand image or emphasising quality. A focus strategy con-
centrates on a particular buyer group or market space.

Schuler and Jackson’s typology includes: (1) ‘cost reduction’, (2) ‘qual-
ity enhancement’ and (3) ‘innovation’. In a cost reduction strategy, a firm
attempts to gain competitive advantage by being the lowest-cost producer.
With quality enhancement, the firm seeks market share by emphasising
quality rather than cost. An innovation strategy is used to develop products
or services different from those of competitors.

The Miles and Snow typology also identifies three market competition
strategies: (1) ‘defenders’, (2) ‘analysers’ and (3) ‘prospectors’. Defenders
act to protect and preserve their market share from existing and new com-
petitors. They will have only one core product or service line and focus
on improving the technical efficiency of their existing operations. Defend-
ers are not diversifiers; they are risk-averse and reactive. A defender will
seek to maximise the efficiency of existing technical methods and hence
may emphasise cost minimisation or quality enhancement or a balance of
the two. For instance, some automobile manufacturers tend to favour cost
defender strategies, whereas others choose to compete on quality and to
focus on high-end niche markets.

Analysers may have started out as defenders but have become cautious
diversifiers. They may have one or two core products or services and one



108 The fundamenta l s

Miles & Snow Schuler & Jackson
Cost reduction Quality enhancement Innovation

Defender � �

Analyser � (limited)

Prospector � � (extensive)

�

�

�

?

Figure 4.3 An integrated typology of competitive strategies

or more non-core product lines that are spin-offs from the core business.
An example would be a consumer electronics firm that has diversified into
making movies; another would be an electricity supply firm that has added
natural gas supply to its portfolio. Analysers are more likely to be market
followers than market leaders and will also be inclined to compete on quality
rather than cost, at least in the long term.

Prospectors are habitual diversifiers. They are proactive and perhaps
aggressive market opportunists and risk-takers with a diverse and ever-
changing portfolio of products and little loyalty to any particular type of
product or service. They are constantly on the lookout for new and more
attractive market opportunities, always trying to be first into a new product
or service area. As such they will market a wide range of often unrelated prod-
ucts or services. The emphasis is on speed, agility, technological dynamism,
flexibility and risk-taking, particularly to anticipate new customer needs
and maintain a competitive advantage. The key success criteria are reduced
product or service cycle times, adapting rapidly to environmental change
and capitalising on new technical and product opportunities. The archetypal
example is the US multinational General Electric, the one-time consumer
white goods giant that now has a remarkably diverse business profile, ranging
from jet engines to medical technology, insurance and consumer finance.

There is clearly considerable overlap between these typologies. For
instance, low-cost leadership (Porter) bears a strong similarity to cost
reduction (Schuler and Jackson), as well as to a cost-focused defender strat-
egy (Miles and Snow). Likewise, there are similarities between differentiation
(Porter), quality enhancement (Schuler and Jackson) and a quality-focused
defender strategy (Miles and Snow). The innovator (Schuler and Jackson)
and prospector (Miles and Snow) types also have much in common, and
both have some resemblance to a differentiation strategy (Porter).

As figure 4.3 indicates, however, the sharpest similarities are those
between the Schuler & Jackson and Miles & Snow typologies. As such,
we propose an integrated typology that recognises four basic competitive
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strategies: (1) cost defender, (2) quality defender, (3) analyser and
(4) prospector. The value of this typology is its recognition that firms
may compete both within their existing market(s) and by moving between
different markets. Moreover, as we shall see below, each approach will
require a distinct approach to defining, measuring and rewarding employee
performance.

Organisational structure

For any organisation to have form and substance, it must possess a struc-
ture of some sort. In essence, organisational structure is the framework of
roles, relationships and rules that provide the organisation’s cohesion and
integration. On this basis, structure may be broken down into four main
elements: (1) job design, (2) internal differentiation, (3) a decision-making
and communication system, and (4) a coordination and control system.
These elements imply a range of structural possibilities and choices: should
jobs be defined narrowly in terms of task range and with close supervision,
or widely, with wide task range and significant autonomy? Should internal
differentiation be by function, product, process or customer type? Should
decision-making and communication be top-down, bottom-up, side-to-
side or multidirectional? Should coordination and control be centralised
and hierarchical or decentralised and devolved?

You will notice that we have not identified organisational size as a distinct
structural feature. This is because size is best thought of as a product of the
four elements we have identified. Hence, an organisation with more jobs,
more internal units and more complex decision-making, coordination and
control systems will necessarily be larger in size, whether size is measured
in terms of workforce, assets or revenue.

Organisations come in a remarkable variety of shapes and sizes, and the
organisational studies literature identifies an almost bewildering number
of distinct organisational structures: from functional, divisional and matrix
structures to process, network and virtual organisational forms. As is so
often the case with detailed typologies, however, the purported differences
can be meaningfully reduced to a much smaller number of archetypes. In
this respect, Burns and Stalker (1961) offer us a typology that, despite its
age and simplicity, still captures the fundamentals of structural difference
in contemporary work organisations. Burns and Stalker propose that, in
structural terms, all organisations can be thought of as occupying a point
on a continuum between two poles: (1) ‘mechanistic’ and (2) ‘organic’. Put
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simply, this can be thought of as the machine versus biological metaphor of
organisational structure. Burns and Stalker propose that these two structural
types vary greatly in terms of ‘role formalisation’, ‘functional specialisation’
and ‘administrative intensity’.

Mechanistic structures have high formalisation, high specialisation and
high administrative intensity. They comprise jobs that are narrowly defined
and arranged in a formal hierarchy of size and significance, with jobs lower
down the hierarchy being specialised, highly standardised and low skilled.
Decision-making is highly centralised, communication is top-down, and
coordination and control is via a tightly structured vertical command-and-
control hierarchy. Staffing emphasises internal recruitment and promotion.
Internal differentiation is typically along functional or departmental lines,
with separate ‘silos’ for key business functions like sales and marketing, pro-
duction, finance and human resources. These are classic pyramidal struc-
tures that are still commonplace in the military, in large firms in rapidly
developing economies such as China and India, and in public sector bureau-
cracies. However, mechanistic structures may also be multidivisional in
nature, in which case, while there may be a degree of decentralisation to
constituent business units, these will still be subject to centralised planning,
coordination and monitoring. According to Burns and Stalker, mechanistic
structures are best suited to stable environments.

By contrast, organic structures rate low on formalisation, specialisation
and administrative intensity. Such structures substitute flexibility, fluidity
and horizontal relationships for formality, function and hierarchy, and their
constituent parts are loosely coupled rather than tightly integrated. They
entail wide job or role assignments, many with significant autonomy and
high knowledge and skill requirements, as well as interdependence and team-
working. Decision-making, coordination and control is devolved and decen-
tralised, and communication is multidirectional. Consequently, organic
structures lack centralised management hierarchies. In organic structures
work is organised on the basis of process and customer focus rather than by
task and function. Organic structures are also outward-looking, emphasis-
ing external labour market recruitment over internal selection and pro-
motion and access to knowledge by means of outsourcing, networking
arrangements, joint venture projects and temporary alliances. Firms that
have been fully ‘re-engineered’ to de-emphasise internal functional bound-
aries and accentuate customer-focused processes also exemplify an organic
structure. The most extreme instances of organic structures are the so-called
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‘virtual’ organisations in which expertise and tangible resourcing is wholly
outsourced, and communication and coordination is either informal or
internet-based. Internet retailers, software development consortia and film-
making ventures are examples of virtual structures. Burns and Stalker (1961)
propose that organic structures are a more effective fit for dynamic and less
predictable operating environments.

As with any typology, this taxonomy simplifies reality and, again,
few organisations will fit the mechanistic/organic distinction with pris-
tine purity. As with competitive strategy, most organisations will have
hybrid structures. For example, global network entities like Amway, Nike
and McDonald’s also have some of the organic structural characteristics,
although such firms also exhibit many of the features typical of mechanistic
structures. Structures that superimpose horizontal divisional or process-
related relationships on a hierarchical functional structure, which are know
as ‘matrix’ structures, are best thought of as mechanistic–organic hybrids.
These are intended to allow greater internal autonomy and flexibility but
without sacrificing overall centralised coordination. As such, it is important
to remember that the mechanistic/organic distinction merely captures the
range of structural possibilities. Again, however, simple typologies are a use-
ful means of reducing organisational complexity to manageable descriptive
proportions.

Management culture

Management culture, the third factor in our proposed model, is in some
ways the most complex and controversial of the factors with which we are
dealing. It is also the strategic dimension that relates most closely to the
employee psychological contract. Adapting Schein’s definition of organisa-
tional culture (Schein 2004), management culture can be defined as the set of
management-espoused assumptions, values, attitudes and beliefs about the
nature of the employee subject and how employees should best be managed.
The espoused management culture thus signals to employees how they can
expect to be treated, how to behave in the workplace, how to relate to one
another, to managers and to customers, what to value, what is recognised
and rewarded, and what is not. Management culture is also bound up with
what is known as management ‘style’. A ‘style’ has to do with underlying
values, principles and ideals. It is the style that shapes day-to-day managerial
outlook and action. The ‘style’ exposes the normative essence – the heart
and soul – of management outlook and mentality. It is the touchstone of
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management ideology – how managers, or at least senior managers and
executives, think and act towards their employees on a day-to-day basis.

As is the case with strategy and structure, academic writers have pro-
duced a variety of typologies of management culture and style. Some of
these are built around basic dichotomies; others identify a larger num-
ber of cultural styles. Among the most influential of the dichotomous
formulations are those by US organisational psychologist Douglas McGre-
gor (1960), ‘Harvard School’ exponent Richard Walton (1985) and British
industrial relations academic Alan Fox (1974).

As noted earlier in the chapter, the two types identified in McGregor’s
model are ‘theory X’ and ‘theory Y’. To recap: with theory X, employ-
ees are assumed to be untrusting, untrustworthy, uncooperative and moti-
vated chiefly by extrinsic rewards and punishments; with theory Y they are
assumed to be trustworthy and committed, corporate citizens, worthy of
empowerment and development. Similarly, as we have also seen, Walton
distinguishes between ‘control’-based management and ‘commitment’-
based management.

The two people management styles identified in Fox’s model are ‘low
trust’ and ‘high trust’. A low-trust culture involves an essentially authoritar-
ian approach to the management of the workforce, demanding employee
obedience and punishing non-compliance through strict disciplinary codes
and the threat of dismissal. The approach hinges on the presumed inviola-
bility of management prerogative and a marked hostility to any independent
trade union presence.

Alternatively, in a high-trust culture, employees are given greater discre-
tion over job decisions, performance is less strictly monitored and a greater
commitment is given to employment security. The employer adopts a softer,
more consultative approach in an attempt to win over employees and gain
their consent and commitment. At the industrial relations level, the high-
trust approach might involve employer acceptance of trade unions, direct
negotiation with unions and possibly the adoption of joint consultative and
regulatory procedures with unions or, alternatively, the use of non-union
employee representation plans.

With these distinctions in mind, and in line with the template offered
by Heneman, Fisher and Dixon (2001), our strategic framework recognises
two distinct types of management culture and style: ‘traditional’ and ‘high
involvement’. In essence, a ‘traditional’ management culture accords with
McGregor’s theory X, Fox’s ‘low-trust’ style and Walton’s ‘control’-based
approach. This is characterised by low to moderate trust, a positive view
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of hierarchy, bureaucracy and power inequality, insistence on management
prerogative, a hostility to independent employee representation, a percep-
tion of labour as a ‘factor of production’, an emphasis on the primacy of
membership behaviour and task compliance, and espousal of a relational
psychological contract along the lines detailed in chapter 2.

By contrast, a high-involvement culture will be characterised by high
trust, a negative view of hierarchy and bureaucracy, advocacy of open com-
munication and shared decision-making, a perceptions of employees as ‘val-
ued contributors’, an emphasis on task autonomy and citizenship behaviour,
and espousal of either a transactional or a balanced psychological contract
of the type described in chapter 2. A high-involvement culture, of course,
accords with the main normative assumptions that underpin best practice
prescriptions for strategic effectiveness.

What fits with what?

Having outlined a framework that describes the basic strategic, structural
and cultural options, we can now examine, first, how these might best align
with each other and, second, how we can go about determining best fit
performance and reward requirements for some of the main structure–
strategy–culture configurations. Of course, since we have yet to explore spe-
cific performance and reward practice options, at this juncture it would be
premature for us to go into too much detail. Rather, our remarks will focus on
requirements of a more general nature regarding desired employee attitudes,
capabilities, behaviour and results. Then, in subsequent chapters we can
identify specific performance management and reward management prac-
tices that may be best suited to the particular configurational requirements.

As figure 4.4 indicates, some combinations of organisational factors are
viable whereas others are not. In particular, it is difficult to imagine a
high-involvement culture being sustainable in the presence of a mechanistic
structure or the absence of organic structural characteristics. Likewise, a tra-
ditional culture will be unsustainable except in the presence of a mechanistic
structure. However, matters become rather more complicated once we factor
in competitive strategies. On the one hand, a mechanistic structure and a tra-
ditional culture are the natural counterparts of a cost defender competitive
strategy, while the same applies to a high-involvement–organic–prospector
configuration. Yet when we turn to consider the structures and cultures that
may be compatible with quality defender and analyser strategies, the issue
is less clear-cut. Each of these competitive strategies could conceivably be
supported by either type of organisational structure, although the choice
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1. Viable structure–strategy–culture configurations

Management
culture

Organisational
structure

Competitive strategy Key performance
requirements code

Cost defender� 1: TMCD

Quality defender� 2: TMQD

Analyser� 3: TMAMechanistic�

Prospector� �

Cost defender� �

Quality defender� �

Analyser� �

Traditional�

Organic�

Prospector� �

Cost defender � �

Quality defender� �

Analyser� �
Mechanistic�

Prospector� �

Cost defender� �

Quality defender� 4: HIOQD

Analyser� 5: HIOA

High
involvement�

Organic�

Prospector� 6: HIOP

2. Key performance factors

1
TMCD

2
TMQD

3
TMA

4
HIOQD

5
HIOA

6
HIOP

Transactional contract
Balanced contract -
Relational contract
Membership behaviour
Task behaviour
Citizenship behaviour
Individual results
Group/collective results
Quantity/productivity
Cost minimisation
Quality
Timeliness
Creativity/innovation
Risk-taking
Short-term results focus
Long-term results focus

Figure 4.4 Aligning strategy, structure, culture, espoused contracts and perfor-
mance requirements

of structure would then rule out one or other of the cultural options. For
instance, a quality defender organisation might choose an organic structure,
but this would then require a move to a high-involvement culture. Equally,
an analyser may choose to adhere to a mechanistic structure, but this would
rule out the option of a high-involvement culture. Viewed from the reverse
perspective, if an organisation was intent on adopting a high-involvement
culture, it would necessarily also have to move towards an organic structure,
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although this would still leave open the choice between a quality defender,
analyser or prospector competitive strategy.

As figure 4.4 also indicates, each of the six sustainable strategic configu-
rations will also involve distinct combinations of key performance factors as
well as compatible espoused psychological contracts. Those espoused con-
tracts and performance factors most relevant to each case are marked with
a tick; those that are inappropriate are marked with a cross; those without
a strong association either way are marked with a dash. It is the identifica-
tion, application, measurement and reward of these factors that really holds
the key to achieving fit or alignment between the three organisational vari-
ables (i.e. strategy, structure, culture) on the one hand, and performance
and reward practice, on the other, with the espoused psychological contract
also encapsulating and communicating the aligned employment deal. This
is best illustrated by briefly comparing three instances of configurational
sustainability.

First, the case of a firm with a traditional culture, mechanistic struc-
ture and cost defender competitive strategy (i.e. case 1: ‘TMCD’). For such
a firm, the key competitive success factors will be functional and techni-
cal efficiency and cost minimisation, on the basis of job assignments that
are narrow, individualised and closely supervised but also with long-term
employment security. Employees will be required, above all else, to work to
task. Accordingly, this firm will espouse a relational psychological contract
and require membership and task behaviour, but not citizenship behaviour.
It will focus on individual rather than collective results, and on productivity
and cost rather than quality. Given that the firm’s key goal is defence of
long-term market share and stability, the performance focus will also be
long term rather than short term.

Second, the case of a firm at the opposite end of the spectrum: a high-
involvement organic prospector (i.e. case 6: ‘HIOP’). For this firm, the keys
to competitive success are agility, adaptability, timeliness and innovation.
As such, it will require demonstration of all main behavioural categories,
but particularly citizenship behaviour. It will also have to strike a positive
balance between individual and collective results. Naturally, it will also need
to encourage timeliness, creativity and risk-taking, although it will be less
concerned (although not unconcerned) about productivity, cost and quality
factors. Given the emphasis on diversification and short product or service
cycle times, it will necessarily espouse a transactional deal, will prefer a short-
term focus to all work activities, and will recognise and reward accordingly.
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Finally, let us consider an intermediate case, that of a high-involvement
quality defender (i.e. case 4: ‘HIOQD’). How would its requirements differ
from those of, say, an analyser firm with a mechanistic structure and a
traditional culture (i.e. case 3: ‘TMA’)? The latter might simply be a cost
defender that has decided to diversify into a second product or service area,
whereas the former is much more likely to apply a ‘total quality management’
approach to value creation. As such, the HIOQD firm will be looking for
greater flexibility and commitment from its workforce, hence its preference
for a loose organic structure and greater employee involvement, perhaps
via self-managing work teams and a high-skill, high-reward approach to
human resource management. In turn, this means that, compared to its
TMA comparator, a HIOQD firm is likely to place much more emphasis
on fostering a balanced psychological contract and on eliciting citizenship
behaviour. It will also emphasise collective rather than individual results,
and product or service quality rather than cost minimisation and volume.
Compared to the ‘TMA’ case, it will also be inclined to emphasise long-term
rather than short-term performance.

Managing misalignment and change

While best fit theory posits that misalignment is not sustainable in the
longer term, at any given point in time, an organisation or one or more of
its constituent business units may well be in a state of misalignment. In this
sense, it is best to think of misalignment rather than alignment as being the
natural state in the short term.

Mechanistic and organic structures are both susceptible to misalign-
ment. Many large mechanistic organisations are internally differentiated,
with multiple divisions and/or units each with their own strategic, struc-
tural and cultural settings. Entities forming a network organisation are even
more likely to have distinct internal structures and management cultures.
As such, within any given organisation, structure and culture may vary sig-
nificantly from unit to unit. For instance, a multi-unit organisation that
is predominantly traditional and mechanistic in nature may still include
some units that are managed on high-involvement organic lines. Alterna-
tively, a defender firm undergoing transition may spin off several high-flying
business units that are essentially analysers or even prospectors.

Misalignment may also arise from corporate merger, acquisition and
takeover activity, which can force together quite incompatible structures
and cultures; executive turnover, with an incoming CEO perhaps deciding
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to push through a major restructure, a culture change program or a change
of competitive strategy; and corporatisation and privatisation, which com-
monly sets new competitive strategies against old structures and cultures.

Perhaps the greatest single cause of misalignment, however, is time itself.
Organisations can be thought of as having something akin to a natural
‘lifecycle’: they are formed, undergo youthful growth and development,
attain ‘maturity’, experience decline and either die, are absorbed or are
reborn. Each life stage involves different strategic priorities and perfor-
mance requirements and, hence, different human resource practices. For
instance, a start-up firm with limited market share and cash flow is likely to
place considerable emphasis on cost-effectiveness as well as on membership
behaviour, timeliness, short-term results and perhaps risk-taking, whereas a
firm at maturity may accentuate citizenship behaviour, collective results and
a long-term focus. A firm at renewal stage may well place strong emphasis on
innovation, risk-taking and short-term focus. However, it is important here
not to become overly anthropometric about organisational ageing. Some
firms never make it to maturity; others are born, thrive and die within a
matter of a few years.

There is no universally agreed prescription for addressing misalignment.
On the basis of the strategic model outlined above, the appropriate point
of departure would be a thoroughgoing SWOT analysis. Beyond that the
best course of action will depend on the causes, nature and extent of
misalignment.

Take the example of a traditional mechanistic cost defender firm, say a
hitherto publicly owned telecommunications entity that is undergoing pri-
vatisation, and to which the new executive team has just applied an analyser
competitive strategy involving diversification into the electronic media and
a range of communications technology production activities. As suggested
in figure 4.4, this is actually a sustainable configuration (i.e. case 3: ‘TMA’).
However, the executive team also wishes to install a high-involvement cul-
ture, so now we do have a classic case of misalignment. So what should change
first, the structure or the culture, and what should drive the change? One
option would be to ‘go organic’ first, say by restructuring the organisation
into a network of loosely aligned product-specific business units. An alterna-
tive option would be to ‘go high involvement’ first, perhaps by introducing
self-managing teams, employee participation plans and job enrichment. A
third option would be to seek to change the structural and cultural settings
simultaneously; however, change on this scale may cause confusion and
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uncertainty. A fourth option would be to roll out the changes one business
unit at a time, but this may cause inordinate delay in the overall change
process. The point is that there is no one best way to address misalignment.
Moreover, whatever the path chosen, careful consideration must be given
to selecting and implementing those performance and reward management
practices that best support the change process both in terms of the atti-
tudes and perceptions held by the employees concerned and in terms of the
behaviour and results obtained.

Chapter summary

What this chapter has offered, then, is a simple but useful framework for
organisational analysis and an open-minded approach to best fit alignment;
a framework for aligning performance, recognition and reward system prac-
tice with those human resource capabilities, behaviour and results that are
most strongly mandated by the spatial and temporal interplay of compet-
itive strategy, organisational structure and espoused management culture.
Such a framework will provide us with critical guidance and direction as
we work our way through the various methods and techniques available for
building performance and reward management systems that have the great-
est potential to satisfy the expectations, goals and needs of all organisational
stakeholders.

Discussion questions

1 Whose version of ‘best practice’ should we accept?
2 Could it be that ‘best fit’ is ‘best practice’?
3 ‘ “Best fit” is good in theory but elusive in practice.’ Discuss.
4 Think of a firm that you believe has a cost-defender competitive strategy

and another that you see as having a quality-defender strategy, then
compare the two in terms of (a) what they actually produce and market,
(b) their public ‘brand image’, (c) their organisational structure, and (d)
their management culture.

5 Name one firm that you believe to have a ‘prospector’ strategy, and
consider whether its structure and culture are aligned with this strategy.



Par t 2

PERFORMANCE MANAGEMENT
IN ACTION

The four chapters in part 2 examine the key concepts, techniques and
processes associated with the management of employee performance. In
chapter 1 we observed that, from a descriptive cybernetic perspective, work
performance may be thought of as having three horizontal or process dimen-
sions – that is, inputs (knowledge, skills, and abilities), task effort and other
types of work behaviour, and outcomes or results – and three vertical or scalar
dimensions – that is, individual, group and organisation-wide performance.
By definition, the methods that accentuate behaviour and competency have
an individual focus.

Chapters 5, 6 and 7 examine the main performance management meth-
ods or techniques associated with each of these dimensions. Chapter 5
considers those approaches to performance management that are results-
focused. Chapter 6 will then consider the methods and techniques that
are behaviourally focused, while chapter 7 will examine the concepts and
techniques that emphasise performance inputs or capacities in the form of
performance competencies.

Chapter 8, the final chapter in part 2, examines both the provision of per-
formance feedback to individual employees and practices directed towards
performance development, including coaching.

The case study that concludes part 2 – ‘Delivering fairness: Performance
assessment at Mercury Couriers’ – provides an opportunity to apply your
knowledge of performance management concepts and assessment methods
to a particularly problematic case of performance mismanagement. Once
you have framed your responses to the case in question, you may wish to
compare these with the model responses provided in the book’s appendix.

119





Chapter Five

MANAGING FOR RESULTS

Since results are the most tangible and readily measurable of the horizon-
tal dimensions of performance, we shall begin our discussion at the end,
as it were, by examining in this chapter those approaches to performance
management that are results-focused, including both those that focus on
individual results and those that are associated with group and organisation-
wide results. The chapter begins with an overview of those facets of work
performance that are commonly characterised as ‘results’. Next we consider
some of the key concepts associated with defining and measuring results,
the promise and perils of results measurement, and the requirements for
measurement reliability. The remainder of the chapter is then devoted to a
discussion of two of the most widely applied results-based performance
measurement and management methods, namely goal-setting and the
balanced scorecard.

What are ‘results’?

In terms of the (prescriptive or descriptive) conception of work as a linear
value-adding process, ‘results’ can be defined as those tangible and intangible
outcomes from work behaviour or activity that management deems desir-
able and valuable in achieving organisational objectives. Conceived thus,
the results domain may be seen as covering six main outcome categories:

1 product or service quantity
2 product or service quality
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3 financial outcomes
4 timeliness
5 innovation
6 stakeholder reactions.

Here, we have adapted the taxonomy of key human performance outcomes
identified by Fitz-enz (2000: 91–128), which lists generic human resources
‘value adding’ factors: ‘cost’, ‘time’, ‘quantity’, ‘error’ and ‘reaction’.

Quantity, quality and financial outcomes – the so-called ‘hard’
outcomes – are the defining features of traditional results-based approaches
to performance definition and management. Product or service quantity
includes such criteria as the total number of units produced or sold, num-
ber of new accounts created, labour productivity (number of units produced
or sold per employee or per unit of labour time), and client or customer
turnover or throughput. Quality covers such criteria as the attainment of
maximum product reliability or standard of service proficiency and the min-
imisation of defect rates and customer complaints. Less obviously, quality-
based results may also include the maximisation of workplace safety and the
minimisation of detrimental environmental impact. Financial results cover
a plethora of monetary outcome possibilities: from operating costs (mate-
rials, capital, human resources) to sales turnover, gross revenue, earnings
before interest, tax, depreciation and amortisation (EBITDA), gross profit,
profit net of operating costs, net operating profit after tax (NOPAT), to inter-
nal ‘value added’; that is, gross monetary value of product sales or service
provision less the costs of materials and resources involved in generating
that gross value. There are also various financial ratio measures that may be
used, including earnings per share (EPS), return on assets (ROA), return on
equity (ROE), which considers combined return on total equity – that is,
shareholders’ funds plus capital debt.

In the wake of the silicon chip revolution and the globalisation of prod-
uct and service markets, these more traditional categories of results have
been supplemented by the categories of timelines and innovation. Time-
liness, which as we have seen is a vital success factor for any prospector
firm, would include such criteria as speed of response to customer demand,
delivery time, new product or service development time and ‘time to mar-
ket’, customer inquiry turnaround time, actual achievements compared to
production schedule or timetable, and amount of unmet customer backlog.
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Innovation – another key success factor for prospector firms – covers such
criteria such as the rate of new product or service development and the
degree and pace of plant and supply chain diversification.

Finally, stakeholder attitudes and reactions include such criteria as the
level of product or service take-up, the level of external customer satis-
faction, the level of external supplier cooperation and satisfaction, and
the extent of employee satisfaction and commitment, as well as judge-
ments made about the organisation by external shareholders, institutional
investors, share markets, the media and the general community. As we shall
see, internal and external stakeholder attitudes and reactions have assumed
considerable prominence in organisational performance management
practices that emphasise the importance of the underlying non-financial
or intangible determinants of financial results, particularly the balanced
scorecard and ‘triple’ or ‘quadruple bottom-line’ approaches that posit
the joint significance of shareholder, customer, employee and community
interests.

Measuring results: KRAs, KPIs and goals

As with all approaches to performance management, the four most basic
design considerations are (1) determining what to measure (a matter of
construct validity), (2) how much to measure (content validity), (3) how to
measure accurately (criterion validity), and (3) how to maximise measure-
ment reliability, whatever the measures used. You will recall that validity
and reliability considerations were introduced briefly in chapter 1. With a
results-based approach, validity considerations are typically addressed by
identifying a small number of ‘key result areas’ (KRAs) for the position or
work group involved, while performance in each KRA is typically gauged or
measured by means of ‘key performance indicators’ (KPIs).

Every position or role within an organisation will have a set of core tasks,
the outcomes of which will contribute materially to the organisation’s effec-
tiveness. These core tasks constitute the KRAs of the position concerned. In
essence a KRA is a significant, distinct area of work activity or accountability,
the achievement of which determines or indicates performance effectiveness
or success. Achievement must also be able to be defined in terms of quan-
tifiable or measurable outcomes. While the number of KRAs will vary from
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position to position, it is common for each position to have around five
KRAs. Note that these will not necessarily constitute the totality of the posi-
tion’s content, since any given position is likely to cover dozens of tasks,
duties and responsibilities as well as a large range of work competencies and
types of behaviour. However, the position’s KRAs should cover each of the
major desired outcomes from the position. For example, take the position
of plant production manager. This will cover a wide variety of activities
and responsibilities to do with planning, organising, controlling, directing,
coordination, budgeting and the like. In terms of desired primary outcomes,
the position may be reduced to, say, five KRAs, such as:

� KRA 1: Plant productivity
� KRA 2: Unit cost
� KRA 3: Product quality
� KRA 4: Plant safety
� KRA 5: Employee turnover.

In selecting KRAs, system construct and content validity requires that the
KRAs represent the range of tasks, duties and responsibilities that the
position-holder has been asked to perform. To illustrate: if the only KRA
selected for measuring results achieved by our production plant manager
was plant productivity (KRA 1), then it is likely that she would focus all of her
attention on maximising short-term output and, in doing so, take actions
that might compromise cost effectiveness, product quality, plant safety and
employee retention rates, each of which would be to the organisation’s long-
term detriment.

But defining the performance domain in a valid and balanced way is just
the first challenge. The next – and no less important – challenge is to decide
how to measure actual results in each area, and this means selecting KPIs
that are valid constructs for gauging outcomes in each KRA and that can be
applied so as to produce reliable measurements. Depending on the nature
of the KRA, a KPI may be either a direct measure of the results achieved
in the area or an indirect or proxy measure; that is, a KPI may be either a
direct or an indirect measure of what has been achieved in the relevant KRA.
Returning to the case of our production plant manager, one option would
be to measure of results achieved in the plant productivity KRA (KRA 1) by
means of a simple, direct measure such as the number of units produced per
employee over the course of the year. But what if the plant employs a high
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proportion of part-time employees? Such a KPI may yield a deceptively low
productivity measure. In this situation, a more reliable KPI would be the
number of units produced per person-hour worked.

Matters become more complicated still when we turn to those KRAs for
which there is no obvious direct indicator and for which proxy indicators
must therefore be used. Take the product quality KRA (KRA 3). One possi-
ble indicator of results here would be the number of defective components
detected on the production line per month, another would be the number of
defective end-products returned by customers each month, a third might be
the number of customer complaints. Note that these are not identical mea-
sures, nor do they take into account faulty materials, as opposed to faulty
work. Equally, many factors apart from work quality may contribute to the
level of customer complaints. In short, there is no one wholly valid or reliable
KPI for this KRA. As such, it is necessary to choose between a range of possi-
ble proxies and, again, this choice should be based on considerations of crite-
rion validity and measurement reliability as well as felt-fairness. For instance,
why should employees be penalised for product faults that arise from poor-
quality materials? To do so would certainly fail the tests of validity and reli-
ability, but it may also give rise to damaging perceptions of system injustice.

By definition, KPIs measure what has been achieved rather than what
might be achieved, and this brings us to our third main results-based con-
cept, that of goals. A goal is a target outcome for future achievement in a
KRA and in terms of a specified KPI. So a goal quantifies a desired KPI result
for a specific KRA. As such, each goal must be expressed in term of a specific
KPI. A goal must also be time-framed. So, for our production manager, the
goal set down for the product quality KRA (KRA 3) might be: ‘to reduce the
rate of work-related final product defects over the next six months to 1 per
cent of total units produced’. Table 5.1 illustrates one configuation of KRAs,
KPIs and goals that may be appropriate – that is, valid and reliable – for our
production manager role.

Are ‘goals’ any different from ‘objectives’? While it is sometimes suggested
that goals have a longer time-frame than objectives, for practical purposes
the distinction is simply semantic since the time frame itself is part of goal
definition. As we shall see below, the two most widely used methods of
results-based performance management, namely goal-setting and manage-
ment by objectives (MBO), are essentially one and the same, except for one
critical difference: with MBO, targets are typically imposed from above; with
goal-setting, targets should be agreed, not imposed.
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Table 5.1 KRAs, KPIs and goals for a production manager role

Key result areas
Key performance
indicators

Goals for the next 12
months

KRA 1: Plant
productivity

KPI 1: Units produced
per person-hour

Goal 1: Increase
productivity by 5%
over the year

KRA 2: Unit costs KPI 2: Operating costs
per unit produced

Goal 2: Reduce unit costs
by 5% over the year

KRA 3: Product quality KPI 3: Defective
products per 1000
units produced

Goal 3: Reduce defect
rate over the year to
1% of total

KRA 4: Plant safety KPI 4: Lost time injuries
per month

Goal 4: Reduce lost time
injuries to an average
of 2 person-days per
month over the year

KRA 5: Employee
turnover

KPI 5: Voluntary
separations per month

Goal 5: Reduce the
voluntary turnover
rate to 10% over the
full year

The promise and the perils of measuring results

There is something inherently reassuring about results-based metrics; about
being able to run a series of KPI measures over the achievements of indi-
viduals in their position KRAs and come up with a set of performance
‘numbers’. Measuring results seems to be an objective and accurate means
of assessing work performance. After all, all jobs produce results of some
sort, and these can be measured in some way. Measuring results in each
KRA focuses attention on the position’s critical success factors, challenges
employees to find more creative means of achieving desired outcomes, and
provides immediate and continuous feedback on how performance is track-
ing. Moreover, as the popular management aphorism (commonly attributed
to MBO pioneer Peter Drucker) suggests: ‘You can’t manage what you can’t
measure.’ In similar vein: ‘If you don’t measure results, you can’t tell success
from failure’, and ‘What gets measured gets done’.

But measurement also has its own potential problems – even perils.
Measurement decisions are fraught with potential sins of omission and
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commission. What gets measured is often what is easy to measure, not
what is most important to the organisation. With results-based metrics, it
is tempting to privilege the ‘how much’ over the ‘how’. This is particularly
relevant to service work, where it may be easy to quantify the number of
clients or customers attended to but much harder to gauge the quality of
the service provided, even though in a commercial context service quality
is likely to determine the level of repeat business and customer loyalty. Fur-
ther, what the organisation decides to measure is what it will get, since it
may be only what gets measured that will get done. What is not measured
is likely to be quickly forgotten. Moreover, managing numbers may become
an end in itself and a substitute for effective management decision-making.
The business world is awash with number fetishes; that is, with the danger-
ous assumption that a ‘good number’ necessarily means that the system is
in robust good health. But for this to be the case, the measures used must
not only be valid and reliable but also based on sound information and
interpreted with precision and accuracy. Even then, the metrics are merely
a partial reflection of a larger reality, rather than actually constituting that
reality. In short, measuring results must never be regarded as an end in itself;
rather results are a potentially useful means of achieving desired ends.

What, then, are the main requirements for measuring results validly,
reliably and, hence, effectively? To be effective, results-based performance
measures should be:

� related to appropriate strategic goals and objectives, with each measure
weighted accordingly (i.e. construct validity)

� relevant to the objectives and accountabilities of the individuals and
groups concerned (i.e. construct validity)

� comprehensive, covering all key result areas (i.e. content validity)
� accurate indicators of actual performance against the performance stan-

dards or criteria set (i.e. criterion-related validity)
� focused on measurable outputs that can be clearly defined and for which

evidence can be made available (i.e. reliability)
� based on solid data or evidence that will be available as the basis of mea-

surement (i.e. reliability)
� verifiable: provide accurate information that will confirm the extent to

which objectives have been met (i.e. criterion-related validity and relia-
bility)

� able to provide a sound basis for feedback and further performance
development.
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Consistent with these basic prescriptions, there are several design questions
that should be asked of any performance measurement system, whether the
focus happens to be on results, behaviour, competencies or some combina-
tion of these. In particular, it is necessary to establish whether the measures:

� accurately reflect current organisational priorities (i.e. construct validity)
� measure enough of the right things (i.e. construct and content validity)
� use measures that accurately reflect performance on the chosen criteria

(i.e. criterion-related validity)
� are applied consistently and accurately using sound data (i.e. reliability)
� relate to goals or other performance standards that are realistic rather than

too difficult or too easy (i.e. validity and procedural fairness)
� are understood and accepted by the employees concerned (i.e. procedural

fairness).

Armed with these general insights and caveats, we can now turn to examin-
ing the main results-based performance management techniques currently
available to system designers: goal-setting and the balanced scorecard.

Goal-setting

In practice, goal-setting is a refinement of the management by objectives
(MBO) technique pioneered by the celebrated US management writer
Peter Drucker in the 1940s and 1950s. Current approaches to goal-setting,
however, are informed by the process theory of motivation of the same
name – that is, goal-setting theory – which, as noted in chapter 3, is of more
recent origin (Locke & Latham 1984, 1990). The logic of both MBO and
goal-setting is that better results will be achieved by directing employee task
effort towards anticipated future achievement than by benchmarking only
against what has been achieved in the past. The main difference between
the two is that whereas MBO ordains that objectives should be set unil-
aterally by management (Levinson 1970), goal-setting theory prescribes
a participative approach to establishing and reviewing performance stan-
dards, whether for individuals or groups. In short, goal-setting theory
emphasises the importance of ‘self-regulation’ to effective motivation and
performance management.

Goal-setting as ‘SMART’ practice

To recap the discussion in chapter 3, goal-setting theory contends that
individuals will be more highly motivated when they are set specific but
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challenging levels of performance proficiency achievement within a spec-
ified future time frame, when they also have high goal commitment and
self-efficacy, and when feedback on progress towards goal achievement is
continuous. As also noted in chapter 3, this carries a number of practical
implications for effective people management. First, and most importantly,
clear and specific goals are more motivating than generalised and imprecise
statements about expected performance. Second, challenging but attain-
able goals will be more motivating, particularly for employees with high
achievement need, than will goals that are easily attained. Third, regular,
timely and specific feedback on the progress in achieving goals can have a
positive reinforcement effect on task focus and effort. Fourth, performance
self-regulation via participative goal-setting and reflection on feedback have
more positive motivational effect than do externally imposed standards,
controls and feedback.

The basic steps involved in goal-setting for individual employees are
tenfold:

1 the identification or clarification of KRAs for the job or position involved
by means of joint discussion between employee and supervisor

2 joint agreement as to valid and reliable KPIs for each KRA
3 joint agreement on a specific quantitative goal for each KRA/KPI set
4 the pursuit of these goals by the employee over a pre-determined per-

formance cycle
5 regular self-monitoring of, and informal supervisory feedback on,

progress towards goal achievement during this performance cycle
6 at the close of the cycle, a formal comparison of the actual level of goal

attainment over the period against each agreed KPI goal
7 a formal review of performance outcomes over the cycle, with both

self-assessment and supervisory assessment of perceived performance
strengths and weaknesses, and a joint analysis of the reasons for any goal
shortfall

8 joint sign-off on the review outcomes
9 agreeing an action plan to address any performance deficits, including

additional resourcing where necessary
10 further discussion of KRAs and KPIs to take account of any changes to

position content, followed by joint agreement as to the goals for the next
performance cycle.

Both in the practitioner-focused literature (Bacal 1998; Rudman 1995: 52–7)
and in practice, it has become customary to recommend that the setting
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S Specific and stretching: 
clear, unambiguous, straightforward, understandable and challenging 

M Measurable and able to be monitored: 
related to valid quantifiable performance measures (KPIs) that will allow
progress to be tracked during the performance cycle.   

A Agreed and accepted: 
a target that the employee has co-determined and over which she/he feels a 
sense of ‘ownership’  

R Realistic and representative: 
challenging but position-valid and within the capabilities of the individual  

T Timely: 
achievable within a defined time scale, with progress being subject to
continuous feedback.  

Figure 5.1 ‘SMART’ goals

of goals should be in accordance with what have become known as the
‘SMART’ criteria. Figure 5.1 summarises the criteria that typically underlie
this acronym. You will note that, taken together, these five general require-
ments seek to uphold the tenets of validity, reliability and self-regulation.

In comparison with the typically detailed nature of performance manage-
ment instruments designed to assess behaviour and/or competencies, goal-
setting instruments are generally quite simple and open-ended in nature.
Figure 5.2 is an example of an individual goal-setting instrument. Note that
the instrument requires the employee to contribute to all key aspects of the
goal-setting process: identifying and weighting KRAs, choosing valid KPIs,
setting the specific KPI goals, and assessing and commenting on results
achieved. Note, too, that in this case the overall score is the weighted sum
of the degree of goal achievement in each KRA. The approach is also readily
adaptable to business units and constituent work teams. It can also be linked
to the payment of individual and/or collective incentives along the lines to
be discussed in chapters 17 and 18.

Goal-setting: the good, the bad and the ugly

As a method for managing employee results, goal-setting undoubtedly has
much to commend it. By using seemingly ‘objective’ measures, it has the
potential to avoid the subjectivity and susceptibility to unreliability inherent
in behavioural assessment. It prescribes performance standards that are
quantitative and highly specific and which can be aligned readily with the
strategic objectives of the organisation or business unit. Since it is results-
focused, goal-setting is also applicable equally to individuals, teams, business
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Annual performance goals Review period:
Name: Position: Business unit:

Key result

areas

Weighting

(%)

Performance

indicator Goal

Annual review

(1–7 rating ×
weighting) Comments

1

2

3

4

5

Overall rating: 100

Employee’s signature:

Date:

First manager’s name:

Signature:

Date:

Second manager’s name:

Signature:

Date:

Rating scale:
1.     0%–19% of goal achieved
2.     20%–39% of goal achieved
3.     40%–59% of goal achieved
4.     60%–79% of goal achieved
5.     80%–99% of goal achieved
6.     100% of goal achieved
7.      Goal exceeded.

KRA:

• identify key outputs
of your work or area 
of focus

•  ideally only 4–5
•  2–3 words, e.g.
    compliance, capital
    projects

management,
customer relations
management

Weightings:

•  indicate relative
    importance of the
    KRA on the basis of:
    –    effort and/or
   –      time and/or
    –      impact on
         business.

Performance

indicators or

measures:

•  establish the
   measures by which
    your goal
    achievement will be
   assessed, i.e. how
    wilI l know that I
    have achieved my
   goals? 

Goals:
•  Expressed in terms
   of the performance
    indicator
•  Must be SMART:

–      Specific
–      Measurable
–      Achievable
–     Realistic
–     Timely

Figure 5.2 Individual goal-setting instrument

units and whole organisations, which certainly increases the possibility of
achieving and maintaining vertical strategic alignment. At the same time,
goal-setting is – or at least should be – highly participative and encourage
self-management. As such, it is a natural complement to a high-involvement
management culture. The emphasis on outcomes also allows employees
discretion to find their own creative pathways to goal achievement, so the
method therefore has particular relevance to firms with a prospector com-
petitive strategy since, as noted in chapter 4, creativity and innovation are
critical success factors for such organisations. At the level of the individ-
ual employee, goal-setting facilitates self-monitoring, feedback and per-
formance improvement on a continuous basis, as well as highlighting the
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importance of systematic performance planning. Properly applied, goal-
setting also encourages greater supervisor–subordinate communication,
cooperation and trust.

There is also a solid body of research evidence supporting the benefits
of goal-setting in work contexts (Latham & Locke 2006: 332). For exam-
ple, there is some evidence that the degree of transparency, ownership and
apparent objectivity associated with goal-setting is particularly beneficial
to motivation in public sector service work, especially at managerial level.
For instance, Dowling and Richardson’s (1997) study of outcomes from the
introduction of an integrated performance and reward management sys-
tem for managers in the British National Health Service (NHS) found that
NHS managers were very positive about the goal-setting component. In
particular, the managers commented favourably on the way in which their
scheme delivered role and goal clarity, good feedback and support from
superiors. Conversely, the same managers were far less positive about the
behavioural component, which they viewed as being overly subjective. Simi-
larly favourable outcomes from goal-setting for hospital managers have also
been reported from Australia (Lansbury, Braithwaite & Westbrook 1995).

Such outcomes help explain why goal-setting is now one of the most
widely applied and highly rated performance management techniques for
managerial and non-managerial employees and in both public and private
sector organisations. For instance, in the UK, 62 per cent of organisations use
‘objective-setting and review’ and, of these, 82 per cent rate the method as an
effective performance management technique (CIPD 2005a). In Australia,
although the reported use of MBO per se has declined dramatically since
the early 1990s (from 70 per cent in 1990 to just 7 per cent in 2003), most
organisations employ ‘objectives/targets’ as a major aspect of performance
management practice at all levels – from senior managers (85 per cent) to line
staff (55 per cent) (Nankervis & Compton 2006: 88–9). What this indicates,
in effect, is a substantial and widespread use of goal-setting techniques in
Australian organisations.

Yet, as leading proponents Latham and Locke themselves acknowledge
(Latham & Locke 2006: 334–7), goal-setting also has some potentially seri-
ous shortcomings. Being results-focused it downplays behavioural ‘means’.
Goals may also be too few in number. Tasks not subject to goal-setting may
be ignored, and there may be a temptation to set easy goals, especially where
goal achievement is linked to pay. Goals may be set in too many areas, per-
haps giving rise to an obsessional angst over numbers. Equally, goals may
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be too generic, perhaps relevant to the organisational level but meaningless
at the level of the individual employee. Goals may be weighted in a manner
that is inappropriate to the balance of task activity within the job or position.
Goals may be defined and measured using indicators that are invalid for the
KRA concerned. Goal inconsistency and conflict are also real possibilities,
particularly where moderator goals are applied in ‘soft’ KRAs such as qual-
ity, safety and customer satisfaction to temper a narrow focus on results
in ‘hard’ KRAs such as output quantity and cost effectiveness. Further, as
was customary during the heyday of MBO (Levinson 1970), goals may be
imposed rather than agreed. Likewise, the focus on results may mean that
contextual constraints on employees’ performance capabilities are underes-
timated or ignored. For instance, setting the same loans business goals for
retail bank branches in suburbs with different levels of average income and
wealth will seriously disadvantage bank staff in poorer suburbs and may
even encourage them to issue credit to borrowers with inadequate debt-
servicing capacity. Conversely, employees may become so fixated on par-
ticular goals that that may engage in ‘dysfunctional persistence’ (Latham &
Locke 2006: 337) despite a significant change in the work context. The pur-
suit of personal goals may have a detrimental effect on group cooperation
and performance. Further, where failure to attain a specific goal is punished
in some way, goal setting may discourage employees from being creative and
taking reasonable risks in pursuing their goals. Employees who have a strong
track record of meeting challenging goals may find the hurdle is eventually
set so high that it is impossible to achieve. A focus on KRA results may
also lead to the neglect of work–life balance considerations, although some
organisations now specify work–life balance itself as a mandatory KRA for
goal-setting purposes.

While the above problems are primarily matters of system design, and
therefore amenable to remedy, there are other problems of a more intractable
nature, including problems associated with time horizon, subjectivity and
suitability. A focus on short-term individual goals may give rise to a form
of strategic myopia, or endemic short-termism. Moreover, whatever the
promise of system objectivity, the fact is that the selection of KPIs, the
setting of specific KPI goals, the weighting of goals and the interpretation
of outcomes against those goals are still matters for human judgement and,
hence, subjectivity and possible error (Williams 2002: 88–90).

Perhaps most importantly, however, whatever its promise, goal-setting
will not be a suitable fit for all situations. Since goal-setting is a formula
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for continuous performance enhancement, it also opens the possibility of
employee stress and performance ‘burnout’, particularly where performance
potential has technological limits. After all, only so much extra output can
be extracted from a given mode of technology and mode of work organisa-
tion. In this respect, goal-setting may be inappropriate to narrow, routine
jobs of the type commonly found in organisations structured on mecha-
nistic lines. Here, it is likely that employees will be able to work only to a
technologically determined standard of performance proficiency and not
according to the dictates of ‘continuous improvement’. In such situations,
performance improvement targets may amount to ‘snap’ goals rather than
‘stretch’ goals. Further, goal-setting may be a poor fit in situations of contex-
tual uncertainty, since the goals set today may well be rendered redundant
tomorrow by changes that are beyond employees’ control (Latham & Pinder
2005: 497–8). At the very least, then, in such situations – including those that
are likely to prevail in high-risk/high-return contexts, such as those likely to
be sought by prospector firms – provision should be made for goals to be
altered or updated during the cycle if circumstances change.

The balanced scorecard

Like goal-setting theory, the concept of the balanced scorecard is also rela-
tively recent in origin; its authors, Robert Kaplan and David Norton, pub-
lished their initial formulation in the Harvard Business Review (Kaplan &
Norton 1992) soon after Locke and Latham released the first fully devel-
oped version of goal-setting theory. This close timing may not be entirely
coincidental since, as we shall see, multifactor and multilevel goal-setting is
a defining feature of the balanced scorecard model.

The balanced scorecard ideal

The balanced scorecard is a holistic formula for managing organisational
goals and results in an integrated and strategically aligned manner. It seeks to
do so by recognising multiple stakeholder interests in organisational success
and by systematically pursuing synergies between these stakeholder interests.
It also sees human resource managers as vital ‘strategic partners’ and human
resources as the key ingredient for business success.

Being results-focused, it subscribes to the assumption that ‘what you mea-
sure is what you get’, and it entails setting and communicating strategically
aligned goals and measuring and rewarding goal achievement. As a
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multi-measure, multi-stakeholder approach to organisation-wide perfor-
mance management, it recognises three key stakeholders – shareholders,
customers and employees – and for this reason the approach is frequently
confused with the so-called ‘triple bottom-line’ approach to defining and
evaluating organisational performance. Both approaches certainly acknowl-
edge that shareholder value creation is not the only legitimate organisational
objective and, as such, both challenge that defining corporate mantra of
the 1980s and 1990s, the doctrine of ‘shareholder value creation’. However,
rather than seeing shareholder, customer and employee interests as distinct
and unrelated, the balanced scorecard sees all three as being bound together
in the organisational ‘value creation’ process, or ‘value chain’ (Kaplan &
Norton 1992, 1996a & b; Mooraj, Oyon & Hostettler 1999).

Figure 5.3 summarises the four facets of value creation identified in the
balanced scorecard model, along with the associated stakeholder interests
and functional responsibility areas for each. The first is internal learn-
ing and growth, which covers employee commitment, capability, learning,
creativity and well-being. This, of course, is primarily a human resource
management responsibility and, as the developmental accent suggests, the
balanced scorecard is very much in line with the resource-based view of
the firm and the Harvard School model of ‘best practice’, which we con-
sidered in chapter 4. The second area of value creation is that of internal
business processes, which is predicated on employee learning and growth
but where the immediate emphasis falls on production line and supply
chain technical efficiency. In functional terms, this is the domain of engi-
neers and other systems management professionals. The third facet is the
realm of the external customer: the end user of the outcomes from these
internal processes and the source of market value creation. Here, func-
tional responsibility lies chiefly with sales and marketing professionals.
The final facet is that of value realisation for the organisation’s owners,
which, in the case of listed companies, are the external shareholders. This
could be said to be the functional realm of finance and accounting pro-
fessionals. Overall, then, the hypothesised value creation process brings
together not only employees, customers and shareholders but also profes-
sionals from all of the main functional fields. In this sense, it is a formula
for the integration of both stakeholder interests and functional expertise,
with human resource managers taking a lead role. The model is also said to
enable the systematic evaluation of the ‘downstream’ impact of particular
human resource development initiatives on process, customer and financial
outcomes.
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Balanced scorecard goals and results for year ended
(Note: weightings − financial + customer + process + people = 100%)

Financial perspective goals, weighting = _%
Key result area Measure/indicator Goal Weighting (%) Outcome (% of

goal achieved)
Sales revenue
Stock loss

Customer perspective goals, weighting = _%
Key result area Measure/indicator Goal Weighting (%) Outcome (% of

goal achieved)
Satisfaction
Product return

Process perspective goals, weighting = _%
Key result area Measure/indicator Goal Weighting (%) Outcome (% of

goal achieved)
Accounts
Restocking

People perspective goals, weighting = _%
Key result area Measure/indicator Goal Weighting (%) Outcome (% of

goal achieved)
Training
Suggestions

Overall results, weighting = 100%
Financial
Customer
Process
People
Aggregate: % Goal

achievement

Figure 5.4 Example of an individual goal-setting instrument for a retail sales role
based on the balanced scorecard

Kaplan and Norton propose that the model should be applied by means of
strategic indicators and goals for each of the four areas of value creation that
cascade through the organisation and seek to strike a balance, first, between
‘lag indicators’ (i.e. measures of past results achieved) and ‘lead indicators’
(i.e. KPI-related performance enhancement goals for future attainment)
and, second, between short-term financial goals and long-term develop-
mental goals. Goals that are transmitted from the apex to the base of the
organisational structure will thus serve to communicate strategic business
objectives throughout the whole organisation to the point where the goals of
individual business units and individual employees at all levels align with the
organisation’s overall strategic success factors. Figure 5.4 provides an exam-
ple of a personal scorecard applied to individual employees as part of the
organisation-wide goal-setting process. Note that the instrument requires
KRAs, indicators, goals and weightings to be set in each of the four generic
KRAs prescribed by the balanced scorecard model.
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The balanced scorecard: for and against

The balanced scorecard is undoubtedly one of the most comprehensive
and cohesive models of ‘best practice’ performance management to have
emerged in recent decades, and its attractions are numerous and substan-
tial. It is results-based, uses multiple measures, offers a means of thorough-
going strategic alignment, and provides employees with a direct line of
sight between the organisation’s goals and theirs. It addresses the problem
of functional boundaries and ‘silos’ typical of mechanistic organisational
structures by integrating most if not all key business functions in the perfor-
mance enhancement process while simultaneously having a practical focus
on the importance of human resource ‘deliverables’ in this process. It bal-
ances financial and non-financial considerations, short-term and long-term
goals, and past and planned results. It stands to facilitate customer focus
and customer satisfaction as well as employee goal clarity, development,
participation, satisfaction and well-being. Equally, it may encourage organ-
isational creativity, innovation, flexibility and change. Further, the emphasis
on performance metrics means that goal attainment can be readily linked
to employee rewards in the form of individual goal-based bonus plans (see
chapter 17) and/or collective goal-sharing (see chapter 18). Finally, although
it is generally seen as a ‘best practice’ prescription, the model is also capable
of being adapted to fit different organisational circumstances. Indeed, while
the original model was designed for private firms, it has since been modified
to better suit the strategic needs of public sector agencies.

For these reasons, the balanced scorecard and its numerous variants have
enjoyed support in the practitioner and prescriptive academic literature (e.g.
Huselid, Becker & Ulrich 2001; Manas 1999). In the United States the model
has also been adopted by some iconic firms, including Sears Roebuck, AT &
T, Motorola, BellSouth, Eastman Kodak, American Express, Mobil Oil,
CIGNA, Dow Chemicals, Taco Bell and Tetra Pak (Manas 1999; Marquardt
1997; Mooraj, Oyon & Hostettler 1999; Yeung & Berman 1997). It has also
been taken up by larger firms operating in a wide cross-section of industries
in smaller developed countries. In Australia, versions of the balanced score-
card have been applied in a range of financial services and service sector
firms. For instance, retail bank ANZ utilises an extended balanced scorecard
covering five generic KRAs:

� Perform: financial measures
� Customer first: customer and community
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� Well-managed: risk, productivity, constraints, operational quality
� Lead and inspire: people and leadership
� Breakout: innovation and transformation

Although these are organisation-wide criteria, each of the ANZ’s business
units is able to decide the weighting that it wishes to assign to each in
assessing its own employees (Callus 2005: 19–20).

Yet it can hardly be said that the balanced scorecard has taken the corpo-
rate world by storm. While we still lack reliable data on its incidence interna-
tionally, country-specific data suggests that only a minority of organisations
have thus far embraced the approach. In Australia, only a quarter of organi-
sations responding to a 2003 survey reported using the balanced scorecard as
the basis for their performance management systems (Nankervis & Comp-
ton 2006: 90). In the UK the incidence appears to be lower still, with only
3 per cent of organisations using the method as a means of linking team and
organisational objectives (CIPD 2005a: 4).

What lies behind this reluctance to embrace the promise of the balanced
scorecard? The short answer is that, like many a proffered holistic solu-
tion to the challenges of organisational performance enhancement, the bal-
anced scorecard has its practical limitations and conceptual shortcomings, as
well as a small but growing number of academic detractors (Andon, Baxter &
Mahama 2005; Atkinson, Waterhouse & Well 1997; Norreklit 2000).

On the practical side, its ambitious scope means that its implementa-
tion will necessarily take considerable time, resourcing and commitment.
Translating broad and long-term corporate objectives into accepted short-
term individual goals also poses many practical challenges. The emphasis
on strategic goal alignment means that it may easily come to be seen as
a top-down control device rather than a genuinely participative practice.
The model may also be too cumbersome to cope with sudden and unfore-
seen changes in the operating environment. The emphasis on internalities –
especially human resources and internal process improvement – may also
detract from a proper consideration of external developments. The fate of
photographic film producer Eastman Kodak and mail-order retailer Sears
Roebuck are classic cases in point. In the 1990s Eastman Kodak adopted
the balanced scorecard as a means of improving its cost competitiveness in
the face of growing global competition. However, its preoccupation with
process improvement in the manufacture of high-quality film blinded it to
the threat and the opportunity created by the rise of digital photographic
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technology. Similarly, Sears Roebuck was one of the first firms to take up the
balanced scorecard, and it did so chiefly as a turn-around strategy and as a
means of clawing back retail market share from aggressive low-cost super-
market stores like Wal-Mart (Wilson 1999: 155–61; Marquardt 1997: 20–1).
Again, however, the preoccupation with internal business process improve-
ment blinded the firm to the rise of internet advertising and shopping and,
after a brief recovery, its fortunes soured once again. In 2004 it was taken
over by a competitor, Kmart.

As to conceptual shortcomings, while Kaplan and Norton’s model is
commendably pluralist in its conception of stakeholder interests, there are at
least three significant omissions: external suppliers, the community at large
and the environment. Critics have also pointed to a number of logical flaws
in Kaplan and Norton’s value chain construct. First, the emphasis on the role
of human resource development in value creation and business success may
well be overstated, particularly in industries where capital:labour ratios are
high and in firms operating in volatile markets with high risk/high return
prospects. Second, the assumption of a linear causal relationship between
people, processes, customers and profits is open to question. It may be more
valid to assume that the relationship between these four facets of value
creation is one of mutual interdependence rather than linearity. For instance,
learning and development may contribute to financial results, but it is equally
credible to suggest that the latter will determine the scope for the former.
Finally, as Norreklit (2000) suggests, the Kaplan and Norton model entails a
questionable set of assumptions as to the temporal associations between the
four foci of value creation since the time horizons associated with each phase
or facet are clearly different. For example, whereas improvement in internal
processes and customer satisfaction may be accomplished within a matter
of months, enhancing staff learning and improving underlying financial
performance may take years. At the very least, these time differentials suggest
that value creation is subject to multifactorial longitudinal influences rather
than being determined in a unilinear fashion.

Chapter summary

In this chapter, the first of four chapters dedicated to approaches and
options for practising performance management, we have considered the
concepts and practices associated with defining, measuring and managing
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employee and organisational results. We began by discussing the nature and
importance of three concepts that are defining features of all results-based
approaches, namely key result areas (KRAs), key performance indicators
(KPIs) and goals. Next, taking up themes first raised in the Introduction, we
examined the basic requirements for validity and reliability in results-based
approaches in general. The later sections of the chapter were then devoted
to an examination of two of the most prominent techniques for managing
results, namely goal-setting for individuals and groups, and the balanced
scorecard model for the strategically aligned and integrated management of
results across four generic result areas: learning and development; internal
business processes; customers; and financial performance. As well as noting
the strengths of these approaches, in the interests of balance, we have also
acknowledged possible practical and conceptual limitations. The evidence
suggests that while goal-setting has enormous potential as a valid, reliable
and felt-fair method of performance management, only a minority of organ-
isations has as yet experimented with the balanced scorecard, perhaps with
good reason.

Clearly, a results-based approach will have greatest relevance and poten-
tial where individual, group and/or organisational outcomes can be accu-
rately specified, quantified and measured. Where this cannot be readily
accomplished, it may be preferable to look to one or other of the two other
horizontal dimensions of work performance – that is, to behaviour and com-
petencies – as the focus of performance measurement and management or,
as is more common, to an approach that balances results with behaviour
and/or competencies. We shall turn to these two alternative approaches in
chapters 6 and 7.

Discussion questions

1 Is money the only result that really counts?
2 ‘When it comes to performance, the ends are more important than the

means.’ Discuss.
3 ‘You can’t manage what you can’t measure.’ Right or wrong? Why?
4 ‘Goal-setting isn’t really “smart” thinking.’ Discuss.
5 What are the strengths and limitations of the balanced score card model?



Chapter Six

MANAGING BEHAVIOUR

In chapter 2 we examined the nature and possible determinants of three
major categories of work behaviour: membership behaviour, task behaviour
(or work effort) and organisational citizenship behaviour. In this chapter,
we examine the assessment processes and techniques associated with the
management of work behaviour, the strengths, weaknesses and common
problems of these behavioural assessment methods, and the situations in
which each may be most and least appropriate.

Behavioural assessment can be defined as an approach to performance
management that focuses primarily (although not necessarily exclusively)
on observing, recording and measuring, appraising or assessing the work
behaviour of individual employees over a designated period (typically annu-
ally, six-monthly or quarterly). Behavioural criteria are applied widely to
both managerial and non-managerial employees in both the public and the
private sectors. In Australia, for instance, 46 per cent of organisations use
behaviourally based measures as part of their approach to performance man-
agement (Nankervis & Compton 2006: 88). Historically, behavioural assess-
ment has been one of the hallmarks of individual ‘performance appraisal’,
particularly in service work, and while results and competencies are assum-
ing greater importance in performance management, behaviourally based
assessment maintains a strong presence in performance management prac-
tices across a wide range of industries, organisations and work roles.

Since work behaviour must be measured and managed by means of
human observation and judgement, behavioural assessment necessarily
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involves subjective judgement and, hence, is prone to human error and unre-
liability. You will recall from chapter 2 that, along with validity, felt-fairness
and cost-effectiveness, reliability is a key requirement for the effectiveness
of a performance management system. As we shall see, the subjective ele-
ment is both the approach’s greatest potential shortcoming and one of its
main potential advantages, particularly where the performance manage-
ment system is directed towards enhancing strategic communication, work
relationships and employee development.

In this chapter, then, we examine four aspects of behaviourally based per-
formance management: the alternative sources of behavioural information;
the sources of potential unreliability in behavioural assessment and how
these may be addressed; and the main behavioural assessment techniques
available for use in contemporary organisations.

Sources of behavioural information

Traditionally, the task of behavioural assessment fell largely to the employee’s
immediate supervisor. Today, however, it is becoming increasingly com-
mon for assessment to be undertaken by other stakeholders as well, includ-
ing peers (especially in teams), subordinates, the assessees themselves, and
external customers and clients. This is known generically as multisource
assessment and feedback. Where sources include peers, and the assessee
as well as the supervisor, the multisource method is known as 180-degree
assessment and feedback; where subordinates and/or customers are also
included, the method is commonly referred to as 360-degree assessment
and feedback. We shall return to the issue of multisource assessment below.

The use of each of these behavioural information sources varies consid-
erably from country to country. Tables 6.1 and 6.2 present recent data on
the incidence of these and related assessment sources and methods in the
UK and Australia.

Supervisory assessment

Assessment by supervisors is still very much the norm in most medium-
to large-scale organisations. Supervisors are assumed to have the greatest
knowledge of job requirements and the most opportunity to observe how
employees perform in these jobs. Supervisors also have a vested interest in
how well their employees perform.
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Table 6.1 Incidence and perceived effectiveness of performance assessment
methods in the UK, 2004: percentage of respondent organisations using each
method

Organisations using
method (%)

Organisations using
method and believing
it to be effective (%)

Peer appraisal 8 12
Team appraisal 6 10
Subordinate feedback 11 17
Self-appraisal 30 53
360-degree appraisal 14 20
Individual annual appraisal 65 83
Biannual appraisal 27 38
Rolling appraisal 10 21
Continuous assessment 14 20

Source: CIPD 2005a: 3–4.

Table 6.2 Incidence of performance assessment methods in Australia, 2003:
percentage of respondent organisations using each method

Organisations using method (%)

Behaviourally based measures 46
Behaviourally anchored rating scales 20
Competency criteria included 66
Ranking and rating 12
Team or workgroup input 12
Assessment by supervisor only 6
Self-assessment 33
Peer assessment 36
Assessment by subordinates 9
Multi-assessor feedback 14

Source: Nankervis & Compton 2006: 88–9, 92.

On the other hand, in terms of their own career advancement prospects,
supervisors have a vested interest in ‘talking up’ the performance of their sub-
ordinates. It is also common for personal bias to intrude into supervisory
appraisals. Favouritism is a frequent feature of hierarchical relationships.
Supervisory assessment also reinforces hierarchy itself and, while this may
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be desirable for organisations with mechanistic structures and traditional
management cultures, it may be a poor – or at least problematic – fit for
organically structured, high-involvement organisations. Such factors may
explain the decline in supervisor-only assessment in recent decades. In Aus-
tralia, for instance, single-source supervisory assessment is now used by just
6 per cent of organisations (see table 6.2).

Assessment by peers

Assessment by co-workers is particularly well suited to teamworking situa-
tions where it may furnish more reliable behavioural information than that
provided by supervisors and others further up the management hierarchy.
Who better to provide feedback on an employee’s performance than those
who work beside him or her on a daily basis? Peer assessment is particularly
well suited to teamworking contexts. Team co-workers are well placed to
identify behavioural strengths and weaknesses easily overlooked by other
information sources. This is particularly so of such behavioural criteria as
team cooperation, information sharing and peer communication. For the
same reason, peer input can be a useful source of information on the devel-
opment needs of individual team members.

By the same token, peer assessment has some significant weaknesses. It
has the potential for biased feedback, especially as a result of the operation
of peer friendship networks, the possibility of peer enmity and the fear
of peer retribution. Peer assessment may be quite dysfunctional in highly
competitive work situations. Peers may also be reluctant to provide negative
information when they know that the assessee’s pay or promotion prospects
may depend on what they report. For this reason, peer appraisal is probably
better for developmental purposes than evaluative ones. It is also likely
to be opposed by unions because of the anti-collectivist potential of peer
surveillance (Bettenhausen & Fedor 1997; Fox, Ben-Nahum & Yinon 1989;
Murphy & Cleveland 1995: 140–2; Peiperl 2001).

The incidence of peer assessment varies considerably from country to
country. In Australia, it is used by 36 per cent of organisations (see table 6.2).
By contrast, in the UK just 8 per cent of organisations use peer assessment, of
which only a small minority (12 per cent) believe that it is actually effective
(see table 6.1). The comparable figures for team-based appraisal in the UK
are also low, with only 6 per cent of organisations using this method, and
with a low approval rating (10 per cent) among those that do use it.
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Assessment by subordinates

Appraisal by subordinates – or ‘bottom-up’ assessment – focuses on elicit-
ing information on how effectively supervisors manage downwards. It also
supports employee involvement strategies. Feedback from subordinates can
support two-way communication and management development, as well as
being a potentially powerful means of reinforcing supervisors’ accountabil-
ity for their own judgements about subordinates (Bernardin 1986). As with
peer assessment, the use of bottom-up assessment varies greatly between
countries. Subordinates’ assessment is applied in 9 per cent of Australian
organisations (see table 6.2) and 11 per cent of UK organisations, although,
as with peer appraisal, only a small minority of British users (17 per cent)
believe that it is effective (see table 6.1).

Again, this may be because subordinates’ feedback also has some signifi-
cant shortcomings. While it can illuminate behavioural problems associated
with managing downwards, it will shed little light on how the supervisor
manages upwards, a set of behavioural dimensions about which subordi-
nates are likely to have little direct knowledge or opportunity to observe.
Subordinates may also be inclined to inflate assessments either to ingrati-
ate themselves with supervisors or to avoid possible retribution (Antonioni
1994; Redman & Mathews 1995). Upward appraisal can also place super-
visors themselves in difficult situations. For instance, it may inhibit them
from taking tough decisions for fear that this may alienate their subordinates
and make them uncooperative. For these reasons, it may be desirable that
bottom-up feedback be given anonymously and on a rotating basis involving
random assessor selection. Clearly this will be feasible only where the sub-
ordinate cohort is relatively large (Bettenhausen & Fedor 1997; Murphy &
Cleveland 1995: 136–7).

Self-assessment

The rise of self-appraisal is undoubtedly one of the most important devel-
opments in behavioural assessment techniques in recent times. In the UK,
it is used by 30 per cent of organisations, of whom more than half rate it
as being an effective performance management technique (see table 6.1). In
Australia, too, self-assessment is now used by 33 per cent of organisations
(see table 6.2), up from 25 per cent in 1990 (Nankervis & Compton 2006:
97).

Self-assessment is particularly valuable in identifying individual
behavioural deficits and associated training and development needs. As
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such, it is particularly appropriate for systems with a developmental pur-
pose. It is also compatible with a management culture that is high trust and
high involvement in nature.

By the same token, self-assessment is prone to unreliability driven by self-
serving bias. A meta-analysis by Harris and Schaubroeck (1988) found that
while peer and supervisory ratings were relatively highly correlated, the cor-
relations between self-supervisor and self-peer ratings were much weaker.
The tendency to self-serving bias means that self-assessment would be inap-
propriate for systems with a predominantly evaluative purpose, especially
where assessments are linked to pay. In such situations, self-assessments will
almost certainly be inflated. For this reason alone, it would be inadvisable
to use self-appraisal for pay determination purposes. Self-assessment can
also be dysfunctional where a highly competitive individual performance
pay system applies and there is low trust among peers. In sum, the method
would be best suited to high-trust, participative work cultures that place
a premium on staff learning and development. It is only in these circum-
stances that employees will be confident that their self-assessments will be
respected and acted upon in a constructive manner (Atwater 1998; Meyer
1980; Murphy & Cleveland 1995: 137–40).

External customers or clients

Behavioural feedback from external customers or clients has particular
appeal to organisations seeking to develop a customer-focused culture of
the type typical of quality defender and analyser competitive strategies.

Customer feedback typically takes the form of customer satisfaction sur-
veys, and the focus is usually on the performance of units and divisions rather
than individuals. Firms of all sizes now routinely use customer satisfaction
surveys as part of their overall performance monitoring and management
systems. However, where the work is service-based and individualised, as
in retailing, financial services, customer service, hospitality and call centre
operations, for example, customer feedback often focuses on the behaviour
of the individual employee. Overall, customer feedback is most appropriate
where employees are in regular contact with external customers, as in the
case of sales representatives, staff involved in field maintenance and servicing
work, and customer service staff.

Obviously, customer-based assessment cannot take all aspects of work
performance into account, since the customer has only a limited knowl-
edge of the person’s behaviour and results. Hence, the validity and relia-
bility of customer input is open to question. The reliability of customer
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responses is also open to doubt since customers have no accountability for
their input. It can also be expensive to administer, although many organisa-
tions have automated the process using computerised customer satisfaction
surveys.

One means of circumventing the cost and reliability problems associated
with customer surveys is the so-called ‘mystery customer’ technique, also
known in retailing as the ‘mystery shopper’ method. This approach, which
has grown significantly in popularity in recent years, especially in retail-
ing and call centres, involves a one-time observation and assessment of an
actual employee–customer interaction by an in-house or external partic-
ipant observer masquerading as an ordinary customer, client or shopper.
The employee may have been informed that such a procedure is being used
in the organisation, but she/he will be unaware of the assessor’s identity and
the time when the assessment occurs. Secretive assessment of this type may
elicit highly accurate behavioural information, and the observer may well be
more impartial than, say, a supervisor or peer. However, the method is also
open to question on several important grounds, not the least being those to
do with the ethically dubious and possibly illegal nature of secret surveil-
lance. The methods may also violate employees’ perceptions of procedural
and distributive fairness and, hence, both compromise trust and cause a
breach of the psychological contract. Indeed, while the technique remains
under-researched, there is some evidence (Brender-Ilan & Shultz 2005) that
the mystery customer method is viewed by service workers as being pro-
cedurally and distributively less fair than supervisory assessment, because
the assessment is based on just one encounter, because of the anonymity
of the judgement process itself and because the practice does not treat the
employee with dignity and respect. Additionally, where the assessment is
undertaken by an external agent, assessees may doubt the agent’s compe-
tence to undertake a valid and reliable assessment.

Multisource assessment

According to exponents, multisource rating has the potential to overcome
many of the problems inherent in traditional supervisory rating. Put simply,
the assumption is that the greater the number of knowledgeable assessors,
the more accurate the overall rating is likely to be.

Typically, multisource assessment involves each assessee being assessed by
the immediate supervisor, several peers and, where supervisory employees
themselves are being rated, by several subordinates. Where the employee
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has direct contact with customers or clients, assessment by customers may
also be included. Where the assessee is a line employee, between three and
five assessors are generally involved; where the assessee is a supervisor, the
number of assessors typically doubles. The aggregate assessment is typically a
weighted average of the individual assessments, with the composite feedback
being communicated by the direct supervisor.

Advocates (Antonioni 1996; Edwards & Ewen 1996a, 1996b) contend
that multisource assessment offers a more participative, inclusive, balanced,
development-oriented, valid, reliable and procedurally fair means of gauging
employees’ behaviour. Perhaps its greatest single attraction is its synergy with
a high-involvement management culture and a relational or balanced psy-
chological contract that emphasises staff development (Garavan, Morley &
Flynn 1997).

However, the multisource approach does have several potential short-
comings. It multiplies the amount of information management involved.
(One way to manage this additional information load is to use intranet-
based assessment, online tutorials for assessors, computerised collation of
appraisal results and computer-generated reports.) Moreover, one extreme
rating can still influence the overall score. While 360-degree rating has the
advantage of providing readings on each individual’s performance from
a range of different vantage points, assessor bias remains an ever-present
possibility, and the impact of one aberrant rating can still be quite dra-
matic. One solution would be to eliminate extreme ratings automatically
from the multiassessor collations. However, this overlooks the possibility
that outlier ratings may occasionally reflect an assessee’s performance quite
accurately from the assessor’s particular vantage point. Further, assessors,
especially subordinates, may withhold negative ratings for fear of retribu-
tion, although again this may be addressed by means of assessor anonymity
(Garavan, Morley & Flynn 1997). By the same token, peer and subordinate
assessors are not accountable for follow-through with feedback or correc-
tive advice and may therefore feel little accountability for ensuring that the
judgements they make are accurate (Wood et al. 2000). For these reasons,
multisource assessment may be better adapted to a developmental than to
an evaluative purpose.

It may be that multisource assessment, particularly 360-degree assess-
ment, is a technique whose time has passed. Enthusiasm for multisource
assessment peaked in the late 1990s, but by the mid-2000s its incidence
had become limited and fragmentary. In Australia, only 14 per cent of
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organisations report using multiassessor feedback, although a great many
more do make use of at least some forms of non-supervisory input (see
table 6.2). In the UK, 360-degree assessment is also used by just 14 per
cent of organisations, and of these only a fifth rate it as being effective (see
table 6.1). Indeed, there is little firm evidence that it does improve employee
performance.

There are those who suggest that the multiassessor model is little more
than an exercise in impression management. For example, British critical
sociologist Keith Grint (1995: 68–89) argues that 360-degree assessment
is concerned with creating a false impression of employee involvement and
empowerment and greater objectivity. It merely replaces single-assessor sub-
jectivity with multiassessor subjectivity. Moreover, at the end of the day, it
is still the managers who determine reward and punishment. Interestingly,
however, Grint concedes that upward appraisal does at least hold out the
promise that managers may become more empathetic towards their subor-
dinates and accountable for their well-being.

Managing unreliability in behavioural observation
and assessment

Of all of the problems associated with behavioural assessment, the most
widely acknowledged is undoubtedly that of assessment error or unrelia-
bility. This is because behavioural assessment is, by definition, a subjective
process – assessors are required to make judgements about the assessee’s
work behaviour. This means that the assessment process relies on consistent
behavioural observation, accurate recall of observed behavioural incidents,
and reliable summation and interpretation of these incidents. Each of these
requirements is subject to the possibility of error.

Assessment error may be either unintentional or intentional. Uninten-
tional errors arise from the limitations of human cognitive capacity, and
especially from the fallibility of unaided memory. Errors of this type fre-
quently happen because the information processing demands exceed the
limits of cognitive capacity (Bretz, Milkovich & Read 1992: 323–6; DeNisi &
Peters 1996; DeNisi & Williams 1988; Murphy & Cleveland 1995: 182–214).
By contrast, intentional errors (also known as classification errors) arise
from the conscious manipulation of assessment scores for the assessor’s
own personal or political reasons. Reliable assessment and classification
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may actually be the last consideration on the assessor’s mind. They may
be pursuing their own goals rather than those of the organisation. This is
because assessors are players in the game of organisational politics rather
than detached observers free of vested interest. Let us consider briefly some
of the specific types of error that may arise in each of these two categories.

Unintentional errors

Among the most widely acknowledged forms of unintentional inaccuracy
are:

� halo and horns errors
� first impression error
� recency error
� similarity error
� attribution error.

Halo and horns errors occur because the assessor bases the assessment on
just one positive or negative behavioural incident. If the assessor’s cognitive
processes allow one positive episode to overshadow all other behavioural
observations, including those of a negative nature, the assessment will be
distorted by what is known as a ‘halo effect’; that is, the assessee is perceived
in angelic terms – as being incapable of doing any wrong. If the assessor’s
cognitive processes permits one negative incident to colour the overall assess-
ment, irrespective of any positive behavioural episodes, the assessment will
be distorted by what is referred to as a ‘horns effect’; that is, the assessee’s
behaviour is seen as being diabolical, complete with metaphorical horns. In
effect, the assessor falls back on trait-like judgements of the person rather
than the performance, a habit that is all the more likely where the assessor
is required to process information relating to a large number of assessees.
Either way, the totality of the assessee’s behavioural performance is not reli-
ably factored into the final judgement (Murphy, Jako & Anhalt 1993).

As the term suggests, first impression error occurs when the assessor
develops an enduring negative or positive impression of the assessee at an
initial encounter and allows that impression to colour the assessment of
all subsequent performance. Clearly, first impression error bears a close
relationship to halo and horns error.

Recency error amounts to last impression error. Without a written record
of employee behaviour, the assessor may simply rate on the basis of the
most recent and clearly recalled behavioural observations. For the assessor,
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this may simply be a reflection of limited long-term memory capacity and
recall; to the assessee, however, it also presents an opportunity for conscious
manipulation of the assessment process by engaging in attention-seeking
behaviour immediately before the formal assessment round.

Similarity error occurs where the assessor habitually but unknowingly
gives more favourable assessments to individuals whom they see as being like
themselves in appearance, interests, behaviour and/or perceived personality,
and lower assessments to perceived opposites. Similarity error may be a
deeply embedded cause of unconscious discrimination on gender, ethnic,
racial and age-related grounds in some organisations. For instance, there is
some evidence that it has contributed to the persistence of the ‘glass ceiling’
and the continued under-representation of women in senior management
positions.

Attribution error occurs when the assessor makes unreliable judgements
regarding the causes of observed high or low work performance. One of the
major problems of traditional supervisory assessment is that supervisors
are far more likely to attribute the performance by their subordinates to
within-person factors rather than to contextual factors, such as the level of
resourcing or the quality of supervision itself. What supervisor would will-
ingly admit that the quality of their supervision may be substandard? Attri-
bution errors are immensely difficult to overcome. There is some evidence
(Dobbins et al. 1993) that assessors frequently fail to distinguish between
performance that is within the employee’s control and performance that is
not. In particular, assessors may fail to take into account situational factors
that inhibit or enhance employee performance. Individuals can perform
only within the opportunities and constraints set by the job context. For
instance, a performance-enhancing factor might be access to leading-edge
information technology or greater training in job relevant skills. Inhibiting
factors might include poor materials, tools or information, organisational
bottlenecks, unpleasant or dangerous work conditions, inadequate informa-
tion flow or poor management direction. These are sometimes referred to as
‘situational constraints’ (Bacharach & Bamberger 1995; Peters, O’Connor &
Eulberg 1985). Any assessment process that affords inadequate considera-
tion to situational enablers and constraints is likely to result in assessments
that are both invalid and unreliable.

Attribution error is also especially salient where self-assessment is
involved. Exponents of attribution theory (Heider 1958; Jones & Harris
1967) argue that self-assessment judgements have a high propensity for
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self-serving attribution or bias. In particular, self-assessors are inclined to
attribute high personal performance to factors within their control, or inter-
nal to ‘the self ’, while ascribing low personal performance to situational fac-
tors that are beyond their control or external to themselves. This, of course,
is one of the reasons why self-assessment is rarely applied as a stand-alone
source of behavioural information and judgement.

These, then, are some of the most common forms of unintentional error.
Such errors have the potential to erode system validity and reliability as well
as employee trust in system fairness. While it is most unlikely that such
errors could be eliminated entirely from the assessment process, there are
several means by which such errors may be minimised. One strategy is to
alert assessors to the possibility of such errors occurring by incorporat-
ing coverage of each error type in an appropriate prior training program.
Since such errors are unconscious rather than calculative, drawing atten-
tion to the possibility of their occurrence is likely to serve as a means of
error containment. A second strategy is to support observational recall by
requiring assessors and assessees to record significant behavioural incidents
as they occur using either a performance diary or what are known as ‘critical
incident’ forms. This documentation can then be reviewed by both parties
before undertaking a summative assessment (Greenberg 1987).

Intentional errors

Intentional errors arise because the assessors concerned – whether supervi-
sors, peers, subordinates or the self – see assessment as a tool for further-
ing their perceived personal interests within the organisation (Kozlowski,
Chao & Morrison 1998; Longenecker, Sims & Gioia 1987). You will recall
from the Introduction that conscious manipulation of this type appears to
have been a significant feature of performance management within the Aus-
tralian Public Service. These conscious attempts to manipulate assessment
can be reduced to three main forms of intentional error: leniency error,
harshness error and central tendency error.

Leniency error occurs when, to avoid interpersonal conflict or to attract
more resources to her unit, an assessor may give some or all assessees an
undeservedly high rating. To illustrate: if a supervisory assessor wishes to
impress her own superiors, she may be inclined to inflate the assessments
that she gives to her own subordinates because she perceives that truthful
assessments may reflect badly on her own managerial performance. She
may also be concerned that lower ratings will sour her relationship with
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subordinates or be tempted to give an overly generous assessment to some-
one she wants to see promoted out of her section. Leniency is one of the most
intractable of all assessment errors (Murphy & Cleveland 1995: 241–59).

Alternatively – although less commonly – the assessor may be unduly
harsh with some or all assessees, perhaps to assert power over them or to
drive them to enhance their real performance level further still. Harshness
error of this type is a hallmark of the ‘management by fear’ approach to staff
supervision. Harshness error may also occur where the assessor wishes to
be rid of a capable but troublesome subordinate or to see off a pretender to
their own supervisory position.

To avoid conflict either way, the assessor may be tempted to engage in
central tendency error; that is, failing to distinguish accurately between high
and low performers but locating all assessees at the midpoint of the assess-
ment range. Central tendency error may buy the assessor a modicum of
workplace harmony, but it may also have extremely negative consequences
for the organisation. In particular, it may demotivate high performers
while giving low performers no incentive or encouragement to change their
ways.

Intentional errors are potentially both more destructive and more diffi-
cult to eliminate than unintended errors. They are inevitable consequences
of organisational power inequality and interpersonal politics. The primary
means of controlling intentional error is to maximise assessor accountabil-
ity for the judgements they make, as well as their belief in the validity and
value of assessment outcomes (Marshall & Wood 2000; Murphy & Cleveland
1995: 259–66, 419–20). The use of subordinate assessors may be a useful
means of combating harshness and central tendency errors, although it may
also increase the probability of leniency error. Another potentially effective
means to this end is the process of assessment verification. Typically, this
involves the implementation of statistical cross-checking to ensure consis-
tency between assessors. Many organisations now use external consultants
and computer programs to collate, verify and standardise appraisal results.
Forced distribution is another widely used means of combating deliber-
ate distribution errors. Typically, this involves each assessor’s results being
ranked and then recalibrated to fit a bell curve, with preordained cut-off
points between adjacent performance grades. However, assessment ‘nor-
malising’ along these lines may give rise to problems of its own, particularly
perceptions of procedural unfairness. We shall revisit the issue of forced
distribution below.
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Behavioural assessment methods

In one respect, the history of behavioural assessment is best understood
as the history of an unending quest for ever more accurate (i.e. valid and
reliable) measurement methods. As the flaws in each approach have become
more evident, new instruments have been developed in a bid to overcome
these deficiencies. Yet the quest for the Holy Grail continues, and there is
ongoing debate about which of the available methods offers the best solution
to the general problems of validity, reliability and felt-fairness. The safest
approach to adopt here is that some methods will be a better fit for some
strategies, structures and cultures than for others, a point to which we shall
return later in the chapter.

The behavioural assessment techniques developed to date can be grouped
into two broad categories: comparative methods and rating methods. Com-
parative methods seek to develop a ranking of individuals within a given
work group on the basis of assessments of relative performance. The
comparison may involve either holistic person-by-person comparisons or
comparison on a criterion-by-criterion basis, which are then aggregated
into an overall ranking. Comparative techniques are perhaps most useful
where the main purpose is to differentiate between individual performers
in relatively small work groups. However, while they do allow the organ-
isation to track changes over time in each employee’s relative position in
the ranking, they provide no absolute benchmarks on change over time in
individual performance, generally lack specificity as to individual strengths
and weaknesses, and are incapable of providing focused feedback on what
individuals may need to do to improve their performance. Moreover, in the
simplest of these comparative methods, the behavioural assessment criteria
are generally unstated, which makes such methods particularly susceptible
to validity and reliability problems. Comparative methods include:

� straight ranking
� alternation ranking
� paired comparison
� forced ranking or distribution.

Rating methods, by contrast, attempt to define behaviour deemed neces-
sary to job effectiveness and to measure the extent to which each employee
exhibits such behaviour. They thus differ from ranking approaches in that
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they seek to rate performance against a set of standard behavioural criteria
and generally to determine an absolute numerical rating for each employee.
Depending upon the system’s purpose, these individual ratings may or may
not then be used to determine a rank order. There are numerous variants of
the rating approach, but the main types are:

� critical incident method
� Graphic Rating Scales (GRS) and Mixed Standards Scales (MSS)
� Behaviourally Anchored Rating Scales (BARS)
� Behavioural Observation Scales (BOS)
� weighted checklist
� forced choice.

Let us now examine each of these methods more closely so that we will be
better placed to choose between them in an informed way.

Straight ranking

With the straight ranking approach, all employees are ranked from ‘best’
to ‘worst’ on the basis of comparative overall performance. The primary
attraction of straight ranking is its simplicity. It requires a minimum of
bureaucracy and may be an acceptable solution for small enterprises with
just a few employees. Since it involves rank ordering, it necessarily combats
intentional assessment errors, particularly central tendency and leniency
errors.

However, the emphasis on whole-person judgements and the absence
of specific behavioural criteria mean that the assessment process is highly
subjective and prone to both construct or criterion invalidity and assess-
ment unreliability, especially via unintentional errors. The main source of
potential invalidity is that ranking may be driven by impressionistic views of
personality traits rather than by job-relevant behaviour. Nor does it permit
meaningful comparisons between different work groups that are ranked by
different assessors. Indeed, there is no way of knowing whether assessors
have actually adhered to a consistent set of assessment criteria. It can really
be applied with any degree of accuracy only to quite small work groups.
Straight ranking also provides no measure of the degree of difference in
performance, only relative position in performance ranking. This means
that it is generally a poor means of identifying and remedying specific
weaknesses in individual performance. The approach also assumes that no
two subordinates have equal performance. It may be relatively easy to rank
the top and bottom performers, but what of those who are middle-order
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Ranking scale for the behavioural
criterion:___________________________________________

Instructions:
1. For the behaviour being assessed, list all of the employees to be ranked.
2. Put the name of the employee who ranks highest for this criterion on line 1.
3. Put the lowest-ranking employee for this criterion on the last numbered line (e.g. line 20,

where there are 20 employees to be ranked).
4. Then list the next highest ranking employee on line 2, the next lowest ranking

employee on the next lowest line (e.g. line 19) etc.
5. Continue until all employees have been ranked for this criterion.

Highest-ranking employee

1. 11.

2. 12.

3. 13.

4. 14.

5. 15.

6. 16.

7. 17.

8. 18.

9. 19.

10. 20.

Lowest-ranking employee

Figure 6.1 Example of alternation ranking instrument

performers – typically the majority of the workforce? Since it does not pro-
vide an absolute rating, it is also difficult to link it to pay decisions.

Alternation ranking

Alternation ranking is similar to straight ranking, except that comparison is
criterion by criterion rather than whole of person. Figure 6.1 illustrates how
the method works in practice. For each behavioural criterion, the assessor
chooses the employee who has outperformed all others on this criterion and
inserts their name at the top of the criterion ranking. She then selects the
employee who has performed least well on this criterion than any other, and
inserts their name at the bottom of the criterion rank order. The employees
assessed as second highest and second lowest are then added to the ordering,
and so on until all employees have been ranked on each criterion. An overall
ranking is then determined, with the employee ranking highest most fre-
quently being ranked first overall, and so on down the rankings until the
employee achieving the greatest number of low rankings is accounted for.

Because alternation ranking does specify a set of desired types of
behaviour, it is likely to achieve higher validity than straight ranking.
Since it also involves standardised assessment criteria, it also affords greater
inter-assessor reliability, which means that the method is more amenable
to cross-group comparisons. For the same reason, it is also more capable of
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identifying specific behavioural deficits. However, there is still no measure of
absolute performance difference between individuals and, notwithstanding
the presence of behavioural standards, the method is still prone to uninten-
tional assessor error.

Paired comparison

Paired comparison is a more methodical variant of alternation rank-
ing. Examples of criterion-specific paired comparison instruments are
given in figure 6.2. Each employee is formally compared with every other
employee, one at a time, for each performance criterion. Each is then ranked
according to the number of criteria for which they were judged to be the
higher performer in each pairing.

Paired comparison has the appearance of thoroughness and is likely to
furnish more reliable rankings than either straight ranking or alternation
ranking. However, the fact that hundreds and possibly thousands of com-
parisons may be involved heightens the possibility of unintentional error.
Like simpler ranking methods, this method also fails to measure the degree
of absolute performance difference between individuals.

Forced ranking

Forced ranking (or forced distribution) is simply a variant of straight ranking
and is typically applied in large organisations as a means of rank-ordering
a large number of employees from best to worst, primarily for evaluative
purposes. This is sometimes referred to as the ‘totem pole’ approach. Some
major US firms, such as General Electric, have applied forced distribution
as a recurrent means of routinely culling the lowest performing 10 per cent
of their workforce. Under its previous CEO, Jack Welch, General Electric
literally ‘decimated’ its workforce each year with the aim of fostering a ‘true
meritocracy’, a practice that Welch (cited in Gerhart & Rynes 2003: 184)
justifies as follows: ‘A company that bets its future on its people must remove
the lower 10 per cent, and keep removing it every year – always raising the
bar of performance and increasing the quality of its leadership.’ At least
a quarter of the Fortune 500 firms in the United States – including Cisco
Systems, Hewlett-Packard, Microsoft, Lucent and Intel – have incorporated
forced distribution into their performance management systems (Scullen,
Bergey & Aiman-Smith 2005: 1), although anecdotal evidence indicates that
the method is now on the wane (Smith 2006).
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For behavioural criterion: team communication
Key: + means superior to; − means inferior to. For each chart, sum the number of
positives in each column to identify the highest-ranked employee on this criterion.

Compared
to:

Alan Kate Louise Ahmed Joy

Alan + + −                    −
Kate − −                    −
Louise − +                                      + −
Ahmed + + − +

Joy + + + −
Total
superior

2 4 2 1 1

For behavioural criterion: customer focus
Key: + means superior to; − means inferior to. For each chart, sum the number of
positives in each column to identify the highest-ranked employee on this criterion.

Compared
to:

Alan Kate Louise Ahmed Joy

Alan − − −                    −
Kate + − +                  +

Louise + + − +

Ahmed + − + −
Joy + − − +

Total
superior

4 1 1 2                        2

Kate ranks highest on
team communication
behaviour.

Alan ranks highest on
customer focus
behaviour. 

−

Figure 6.2 Example of a paired comparison instrument

With forced distribution, which is a more sophisticated variant of forced
ranking, predetermined percentages of employees are placed in performance
grades or categories so that the overall spread of performers conforms to
a normally distributed curve; that is, to a ‘bell curve’. Figure 6.3 illustrates
the logic of forced distribution. The method is often applied to straight
ranking as a way of establishing degrees of difference in performance for the
purpose of determining individual pay outcomes. The assessor is required
to assign ranked subordinates to different grades, with a specified maximum
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Performance grade Specified percentage of employees in grade

Top grade Top 2%
9th grade Next 4%
8th grade Next 7%
7th grade Next 17%
6th grade Next 20%
5th grade Next 20%
4th grade Next 17%
3rd grade Next 7%
2nd grade Next 4%
Bottom grade Bottom 2%

Forced distribution bell curve
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Figure 6.3 Forced distribution

proportion per grade. Forced distribution may be applied in conjunction
either with the above comparative techniques or with rating techniques
such as those discussed below. With the latter, the raw scores produced
by means of numerical rating techniques are ‘normalised’, with individuals
being assigned to categories on a graded bell curve.

Forced distribution definitely serves to eliminate central tendency,
leniency or harshness error since it forces assessors to differentiate between
assessees. Some commentators (Grote 2005) argue that forced ranking offers
a powerful means of differentiating between employees for the purposes of
staff retention, retrenchment and performance enhancement. There is also
some research evidence (Scullen, Bergey & Aiman-Smith 2005) that forced
ranking can lead to significant improvement in workforce performance, at
least in the initial year of application, with the performance improvement
reportedly being stronger the greater the percentage of workers fired and
the lower the level of voluntary staff turnover.
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However, both forced ranking and forced distribution have some major
shortcomings. Forced ranking assumes that the initial rankings are neces-
sarily valid and error-free. However, validity and reliability cannot be taken
as given, especially with the comparative methods we have considered so far.
When used as a termination device, the benefits of forced ranking are likely
to be short-lived. Over time, as with goal-setting, the constant raising of the
performance bar is likely to produce diminishing returns, particularly as it
becomes more difficult to recruit people who are able to outperform those
who have been terminated. One study found that while the practice resulted
in a 16 per cent productivity improvement in the first two years, by the third
and fourth years, improvement was down to just 6 per cent and declined
further thereafter (Smith 2006). Detractors such as Lawler (2002) contend
that forced ranking is punitive and inherently unfair and that it promotes
a form of ruthless, devil-take-the-hindmost individualism and a culture of
‘survival of the fittest’. Other critics (Landry 2005, cited in Smith 2006) have
characterised it as the so-called ‘rank-and-yank’ approach to performance
management.

Clearly, forced distribution is unlikely to support a culture of high trust
and high involvement and will have a high propensity to cause breach of
the psychological contract. With forced distribution, the assumption that
individual performance is normally distributed may itself be invalid, espe-
cially in high-performance workplaces and workgroups, where individual
differences are likely to be slight and therefore subject to measurement error.
With forced distribution, individual employees may meet all of the stated
criteria for an A grading, but since only a limited percentage can be awarded
an A, they may be forced down to a B. Naturally, this stands to undermine
system trust and a sense of distributive justice.

Critical incident technique

First developed as a social science research technique by John Flanagan in
1954, the critical incident method is the foundation of virtually all existing
behavioural rating approaches. The technique outlines procedures for col-
lecting direct observations of human behavioural incidents that are deemed
to be of special significance in terms of consequences. According to Flanagan,
for an incident to be critical ‘it must occur in a situation where the purpose
or intent of the act seems fairly clear to the observer and where its conse-
quences are sufficiently definite to leave little doubt concerning its effects’
(Flanagan 1954: 327).
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In practice, with critical incident technique the assessor observes and
records work behaviour that is deemed to be particularly effective or ineffec-
tive in achieving job requirements. The incident reports provide descriptions
of the assessee’s behaviour at its best and its worst and can be collated into
a formal performance record using a diary format or purpose-made critical
incident forms. Employees may also be required to undertake behavioural
self-assessment along these lines or to provide written responses to inci-
dents observed and reported by the supervisor. Critical incident method
strengthens construct validity because it focuses on work behaviour rather
than on, say, personality traits. Specific feedback can then be given on
behavioural strengths and weaknesses. The use of diaries or critical inci-
dent forms serves to minimise the possibility of recency error and, hence, to
strengthen assessment reliability. The method also identifies job-valid criti-
cal behaviour that can be used as criteria in more sophisticated behavioural
rating methods of the type considered below (Fenwick & De Cieri 1995).

Strictly speaking, critical incident technique is not itself a behavioural
rating method; rather it identifies performance criteria on which valid rat-
ings may be based. As such, it may be difficult to convert the recorded
incidents into an overall rating. Being non-quantitative, the method can-
not be used by itself to determine performance ratings. The technique also
presents a number of other problems. Most obviously, perhaps, the knowl-
edge that a supervisor is keeping a running record (a ‘little black book’) of
behavioural incidents can be intimidating. It is also time-consuming for the
supervisor. Moreover, the incidents themselves are not weighted in terms of
their relative importance to job performance. Unintentional error may still
occur because, for certain employees, the supervisor may unwittingly record
only positive behavioural incidents or, conversely, only behaviour of a neg-
ative type. Unless assessors have a clear awareness of the sort of behaviour
they are required to look for, their observations and assessments may be
idiosyncratic, inconsistent and, hence, unreliable. By the same token, the
method is also open to intentional manipulation via the selective reporting
of behavioural incidents.

Graphic Rating Scales and Mixed Standards Scales

Graphic Rating Scales (GRS) are among the most widely used quantitative
rating techniques. The behavioural categories deemed to be performance-
related are listed in a graphic rating matrix of the type illustrated in
figure 6.4. Each employee’s performance is then rated against each one of
these categories. The overall rating is typically against five or seven grades
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1
Unsatisfactory

2
Needs

improvement

3
Meets

expectations

4
Exceeds

expectations

5
Exceptional

Communication �
Judgement �
Planning �
Reliability �
Initiative �
Resilience and flexibility �
Problem-solving �
Supports company values �
Develops self �

Overall assessment �

Figure 6.4 Example of a simple graphic rating scale

of performance, from the most positive to the least so. For each behavioural
criterion, the assessor is required to select the most appropriate grade of per-
formance. The grades for each criterion are then aggregated arithmetically
or intuitively to determine an overall performance rating.

GRS are relatively easy to develop and have the appearance of scientific
objectivity. Because they enable all employees to be assessed against a com-
mon set of performance criteria, they stand to strengthen inter-assessor
consistency and reliability. Being quantitative, they also provide an absolute
measure of performance differences between employees rather than just a
relative ranking. For the same reason, they also permit direct comparison
of the ratings produced by different assessors. Since they require ratings
across multiple criteria, they stand to strengthen content validity as well as
to reduce the likelihood of halo and horns errors.

A minor variant of GRS are Mixed Standards Scales (MSS). With MSS,
the assessor is required to rate each employee’s performance on each stated
performance criterion against a proficiency standard specific to that cri-
terion; hence the term ‘mixed standards’. Typically, the criterion-specific
standard carries a simple one-word descriptor, such as ‘average’, ‘acceptable’
or ‘proficient’. For each scale, the assessor is required to indicate whether the
assessee’s performance on that criterion is below, at or above the standard.
Figure 6.5 illustrates a section of an MSS instrument.

Since they generally do not provide standard definitions for either the
behavioural criteria or each performance grade, GRS and MSS instru-
ments remain vulnerable to most forms of intentional and unintentional
assessor error. Because they typically provide only one- or two-word
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Inflexible Normal Highly adaptable

Flexibility

Low Average High

Initiative

Poor Proficient Strong

Communication

Substandard Acceptable Outstanding

Overall performance

Figure 6.5 Example of a section of a mixed standards scale

descriptions of each behavioural criterion and each performance grade,
there is still considerable scope for idiosyncratic interpretation and, hence,
inconsistency and unreliability in the way performance standards are
applied, both between different assessors and by any one assessor over time.
The problem of unreliability will be compounded where the behavioural
criteria specified encourage judgements based on personal traits rather than
performance. This would certainly apply to such criteria as ‘responsibility’,
‘loyalty’, ‘ethicality’, ‘trustworthiness’, ‘resilience’ and ‘independence’. In the
absence of detailed criterion definitions, different assessors will almost cer-
tainly interpret trait-like criteria in different ways. For instance, behaviour
that one assessor interprets as positive proxies for ‘loyalty’, another assessor
may view as signifying a lack of ‘independence’. Moreover, in the absence of
detailed grade descriptors, what one assessor interprets as ‘meeting expec-
tations’ or ‘satisfactory’ may be interpreted more positively or less so by
another assessor. As we shall see, more sophisticated GRS seek to minimise
these problems by providing standard descriptions of each behaviour and
each rating grade. With MSS, the use of varying grade descriptors increases
the possibility of inconsistent judgements being applied to different criteria
(Dickinson & Zellinger 1980; Saal & Landy 1977). Finally, simple rating
scales of these types are not particularly well suited to a developmental
purpose because they give no detailed indication of areas in which improve-
ments need to be made. To overcome this shortcoming, it is common for
rating scales to be combined with short essay-style appraisals or, at least,
with space for the inclusion of brief open-ended comments by the assessor
and, occasionally, by the assessee as well.
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1. Positive anchors only
Communication

• Persuasively communicates in a way that produces positive results
• Listens well and understands the needs of the customer and others
• Conveys confidence when communicating
• Expresses ideas clearly and directly

2. Positive and negative anchors
Communication

1. Persuasively communicates in a way that produces positive results
2. Listens well and understands the needs of the customer and others
3. Conveys confidence when communicating
4. Expresses ideas clearly and directly
5. Misunderstands customer needs
6. Fails to liaise with other team members regarding customer service issues
7. Provides insufficient or inaccurate information to customers and team members
8. Customers complain about communication style

Figure 6.6 Behavioural anchors

Behaviourally Anchored Rating Scales

Behaviourally Anchored Rating Scales (BARS) are so-called because they
provide specific examples – or ‘anchors’ – to illustrate and describe each
behavioural criterion. GRS aim to maximise inter-assessor reliability by
providing all assessors with a consistent set of behavioural definitions. The
method begins with a critical incidents approach, with job experts identi-
fying specific instances of effective and ineffective behaviour. These critical
incidents are then grouped into broad behavioural categories. The critical
incident descriptors for each behavioural criterion are then incorporated
into a graded rating scale similar to that used in Graphic Rating Scales. The
rating scale is typically a 1–5, 1–7 or 1–10 scale. Unlike simple Graphic Rat-
ing Scales, however, behaviourally anchored scales typically provide detailed
descriptions for each performance grade.

Both the anchors themselves and the rating scales that accompany them
can be configured in several different ways. As figure 6.6 suggests, anchors
may include positive behavioural examples only or a mix of positive and
negative behavioural examples. The intention behind including negative
anchors is to lessen the possibility of halo and central tendency errors. As
figure 6.7 indicates, in terms of the rating process itself, behavioural anchors
and rating grades may also be configured in two distinct ways. On the one
hand, anchors may be used to describe the rating grades themselves, as in
the first example. Here the assessor is required to choose the one anchor that
best describes the assessee’s behaviour in each performance category. In this
example, the assessor selects ‘4. Conveys confidence when communicating’
from the five possible most negative to most positive anchor choices. Clearly,
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this may be a difficult choice, especially where the assessor believes that
several anchors may be appropriate for the assessee concerned.

Alternatively, as in the second example in figure 6.7, the assessor may be
required to rate every anchor separately and then to produce a composite
rating for the general behaviour to which the anchors relate. In this case,
the anchors are assumed to be weighted equally, so the assessee calculates
the category score by averaging the ratings for the constituent anchors.
Requiring a rating for each anchor may enhance assessment precision, but
it also increases substantially the number of judgements that each assessor
is required to make, which in turn may actually compromise reliability by
increasing the probability of cognitive overload and, hence, unintentional
error.

By describing in detail both the behaviour itself and the grading scales by
which behaviour is rated, a BARS method seeks to overcome the reliability
problems inherent in a simple GRS. With BARS, all assessors work with stan-
dard definitions of each desired behaviour and each performance grade. A
related advantage of BARS is that it focuses solely on relevant job behaviour,
not personal impressions, so there is less likelihood of construct invalidity.
Since behavioural standards are clearly defined, behavioural problems can
be identified quite precisely for developmental purposes. Like GRS, BARS
also yields a total score that can be applied to performance pay decisions.

Conversely, because the number of anchors applied to each behavioural
criterion is necessarily selective – typically five to ten anchors per crite-
rion – it is possible that some relevant behaviour may be overlooked. Some
BARS require the assessor to select just one anchor that best describes the
employee’s behaviour on that dimension, when either none of the specified
anchors might be appropriate or perhaps two or more might be equally
applicable. Moreover, the selective use of anchors may actually induce con-
tent invalidity and unintentional error, since recall is likely to focus only on
those behavioural incidents that are reflected in anchors. Assessors may also
have difficulty in matching observed behaviour with the anchors used. As
Murphy and Constans (1987: 573) suggest: ‘. . . behavioral anchors present
a potential problem if they describe behaviors that are actually observed
by assessors but that are not representative of the assessee’s overall perfor-
mance levels. For example: a truly good performer will sometimes exhibit
ineffective behaviors. If behavioral anchors direct the assessor’s attention to
or facilitate the recall of those unrepresentative behaviors, ratings of that
person may be unfairly low.’
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Further, BARS takes no systematic account of the frequency with which
particular types of behaviour are manifested, thus increasing the risk of
assessor error. For instance, an assessor may make a judgement based on just
one observed incident rather than on the basis of the frequency with which
this and other behaviour is demonstrated. Moreover, by their very nature
behavioural anchors invite attribution error, since the assessor is encouraged
to hold assessees wholly accountable for their observed behaviour. Individ-
ualised attribution of this sort overlooks the point that employees should
be held responsible only for performance that is job valid and within their
control.

BARS is also costly since, if construct and content validity are to be
upheld, separate behavioural scales must be produced for each job or work
role. The cost aspect may explain why the use of BARS remains quite limited.
In Australia, for instance, only one in five organisations uses BARS as part
of their performance management system (see table 6.2).

Behavioural Observation Scales

Behavioural Observation Scales (BOS) are similar to BARS except in two
vital respects. First, whereas BARS focuses on a select number of behavioural
anchors, BOS seeks to assess specific behaviour necessary to effective job
performance using a uniform scale. This means assessment of every spe-
cific type of behaviour, including every behavioural anchor, which in turn
means that the assessor may now have to rate each employee on upwards
of a hundred behavioural criteria. Second, rather than asking the asses-
sor to choose between a diverse set of behavioural statements, as in BARS,
BOS requires the assessor to score each specified form of behaviour sepa-
rately in terms of a standard scale measuring frequency of occurrence. Since
a uniform scale is used, the behaviour-specific ratings can then be aver-
aged to obtain an overall performance score. Using the previous example,
figure 6.8 illustrates how a BARS instrument may be transformed into a BOS
instrument designed to assess behavioural frequency. Note how the rating
scale focuses on observed behavioural frequency.

BOS have the advantage of requiring each specific desired behaviour to be
rated separately against a standard scale, rather than requiring the assessor
to choose between behavioural examples or anchors, as in BARS. It is also
useful for providing detailed feedback, since the specific behavioural deficits
can be readily identified (Latham & Wexley 1977, 1994).
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Instructions
For each statement, circle the number of the grade that best identifies the frequency with 
which the behaviour described in that statement occurs.

8. Communication
Almost 
never

Rarely Sometimes Usually Almost 
always

Listens well and understands 
the needs of the customer 
and others

1 2 3 4 5

Expresses ideas clearly and 
directly

1 2 3 4 5

Conveys confidence when 
communicating

1 2 3 4 5

Persuasively communicates 
in a way that produces 
positive results 

1 2 3 4 5

Rating scale

1 = 0%–25% of the time
2 = 25%–44% of the time
3 = 45%–64% of the time
4 = 65%–94% of the time
5 = 95%–100% of the time

Figure 6.8 Example of a section of a behavioural observation scale

The major drawback of BOS is the time and cost involved in its devel-
opment, since a separate behavioural scale must be developed for each
performance-related behaviour in every job or each work role. For this
reason alone, the approach is used by only a small minority of organisa-
tions. The level of information required may be more than most asses-
sors can remember or process mentally. Some BOS instruments specify
upwards of a hundred forms of behaviour, and the manager is required
to remember how frequently each employee exhibited each one over the
entire rating period. This means that an assessor who is responsible for
appraising, say, thirty assessees is required to make a total of 3,000 spe-
cific behavioural judgements. Even with the aid of detailed critical incident
records, an information and decision-making load of this magnitude would
be apt to test the cognitive capacities of even the most conscientious assessor.
Ironically, because of its very complexity, BOS may be susceptible to inva-
lidity and unintentional error, since assessors may be tempted to generalise
behavioural frequencies from a global evaluation of the individual rather
than first determining the actual frequencies for each form of behaviour.
For this reason, some researchers (e.g. Murphy, Martin & Garcia 1982;
Murphy & Cleveland 1995: 437–8) conclude that BOS may actually be the
most error-prone of all behavioural rating approaches.
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Directions
Place a tick next to each statement that accurately describes the employee’s behaviour on
each criterion.

Behavioural criterion 8: communication (Weighting*)

Listens well and understands the needs of the
customer and others

(+2.5)

Provides insufficient or inaccurate information to
customers and team members

(  2.0)

Persuasively communicates in a way that produces
positive results

(+3.0)

Expresses ideas clearly and directly (+1.5)

Customers complain about communication style (  3.0)
Conveys confidence when communicating (+2.0)

(Category score) (+2.0)

* Weights are not normally disclosed to the assessor.

Figure 6.9 Example of a section of a weighted checklist

Weighted checklist

The weighted checklist method derives directly from the critical incident
technique, but overcomes one of the latter’s major drawbacks by providing
a numerical performance score that can then be used for performance com-
parison and pay calculation. It also makes use of selected behavioural state-
ments or anchors to prompt and direct judgements. First, job-valid positive
and negative behaviour is identified. Next, each is codified as a behavioural
statement, and these statements are then grouped into sets relating to key
behavioural criterion categories. Positive or negative numerical weightings
are then attached to each behavioural statement in terms of its significance to
the organisation, with the weightings typically being determined by internal
or external work study experts. An example of an extract from a weighted
checklist is provided in figure 6.9. For each criterion, the assessor is asked to
check those statements that best describe the assessee’s observed behaviour
in the relevant behavioural category. Note that while each of the behavioural
statements in the figure has a weighting attached to it, weightings would not
normally appear on the assessor’s copy of the form. Assessors merely check
off the statements that they believe best describe the employee’s behaviour,
and the weightings are applied later by the human resources department,
which also calculates the weighted total score for each employee.

Weighted checklists are therefore essentially instruments for rating crit-
ical behavioural incidents. The fact that the designated value of each
behaviour is concealed from the assessor reduces the possibility of ‘second
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guessing’ and intentional error. The absence of a rating scale also removes
one of the elements of unreliability that, as we have seen, is a common feature
of graphic rating instruments.

However, because assessors are unaware of the weighting attached to each
behaviour by the organisation, it is difficult for them to provide detailed feed-
back on behavioural strengths and weaknesses. Moreover, assessors’ sense of
accountability for system outcomes may be undermined by the fact that they
are denied access to ‘inside’ information on the relative importance of the
behaviour they are called on to assess. The instrument also provides asses-
sors with little guidance as to how they should assess behavioural frequency.
Moreover, weighted checklists are also still vulnerable to unintentional error
because the supervisor may recall only negative or positive behaviour, and it
is possible for assessors to manipulate ratings for their own purposes, albeit
at one step removed from the final rating process.

Forced choice

The forced choice method was developed to minimise the potential for
unintentional halo or horns error and to combat deliberate misclassification
(i.e. leniency, harshness or central tendency error) of the type common with
standard rating scales like GRS and BARS. The method forces the assessor
to choose one behavioural statement from two carefully paired statements
by identifying the statement that more accurately describes the assessee’s
behaviour. The statements in each pair are matched so as to be equal in
surface appeal or ‘desirability’. Some pairs will contain statements relating
to positive behaviour; others will carry statements relating to negative
behaviour. In technical terms, both statements in each pair will occupy
similar loci on a ‘desirability’ index; that is, they will both appear equally
desirable or both equally undesirable. However, one of the two paired
statements is seen by the organisation as having a stronger linkage to good
performance; that is, it is said to have a higher ‘discrimination’ index value,
since it distinguishes good performers more sharply from low or standard
performers. Again, the desirability pairings and the discrimination index
values are determined by experts, not by the assessor, who remains unaware
of the differential index values applied. An example of a section of a forced
choice instrument is given in figure 6.10. Note that while discrimination
index values are disclosed in this example, in practice these values remain
confidential.

Properly designed, a forced choice instrument has great potential to min-
imise assessor error and unreliable ratings. It stands to eliminate most
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Instructions
1. Review the critical incident records for the person you are assessing.
2. Assess the person’s behaviour one pair at a time.
3. Decide which of the two paired behavioural statements more accurately describes

the person’s observed behaviour, then tick the number of the statement that you
have selected.

4. If you believe that both statements in a pair somewhat describe the person’s
behaviour, you must still select just one statement from the pair. In doing so, you
should review your critical incident records for this person and consider the
totality of the person’s observed behaviour over the full rating period.

Check 
only one 
statement 
per pair:

(Performance 
discrimination 
index value*)

Pair E 1 
or 
2

�

1 
or 
2

�

1 
or 
2�

1. Conveys confidence when communicating (+2.0)

2. Persuasively communicates in a way that 
    produces positive results

(+3.0)

Pair F 1. Provides insufficient or inaccurate information  
    to customers and team members

(−2.0)

2.  Customers complain about communication 
     style

(−3.0)

Pair G 1. Listens well and understands the needs of the 
    customer and others.

(+3.0)

2. Expresses ideas clearly and directly. (+1.5)

(Partial score) (+1.5)

* Discrimination index values are not disclosed to the assessor.

Figure 6.10 Example of a section of a forced choice behavioural assessment
instrument

unintentional errors by forcing assessors to consider the full range of
behavioural possibilities, from the most desirable to the least so, then to
make fine choices between ostensibly similar behaviour. Since the impor-
tance attached to each behavioural statement by the organisation is unknown
to the assessor, the scope for intentional error is also significantly reduced.

However, because of its sheer complexity, it is one of the least used
assessment methods. Developing and implementing a forced choice instru-
ment demands considerable subject matter expertise and funding. The fine
behavioural distinctions required also make it imperative for assessors to
maintain detailed critical incident records. Moreover, notwithstanding its
apparent sophistication, the approach is not entirely foolproof. It is still pos-
sible that the system designers may overlook important behavioural dimen-
sions or under- or over-value specific types of behaviour. Assessors’ lack of
knowledge of relative behavioural importance makes it difficult for them not
only to defend their judgements but also to provide detailed performance
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feedback. Overall, forced choice is not an instrument for the faint-hearted
or the cost-conscious.

Some common flaws in behavioural rating instruments

By now it should be apparent that designing, implementing and maintaining
a system of behavioural rating is no simple matter: it is difficult to do well,
and extremely easy to do badly. While rating instruments have a legion of
possible design flaws, some are especially common. By way of illustration,
let us briefly consider examples of five such problems:

� conflation of behavioural criteria
� invalid behavioural statements or anchors
� inadequate differentiation between behavioural statements or anchors
� inadequate specification to behavioural frequency
� inadequate grade descriptors
� inadequate guidelines for determining an overall rating.

A common design flaw is the rolling of different behaviour into the one
generic criterion. Take this example: ‘Dependability: follows policy guide-
lines, is alert to problems, adapts well to change, and communicates well with
the supervisor.’ This composite statement really covers four quite distinct
forms of behaviour: policy compliance, alertness, adaptability and upward
communication. Since assessors will vary in their perceptions of the rela-
tive importance of these constituent forms of behaviour, rolling them into
one generic criterion is likely to compromise consistency of judgement and,
hence, rating reliability.

Behavioural statements or anchors may also be invalid for the criterion
involved. For instance, the negative anchor ‘Reluctant to accept change’ may
be valid for a criterion such as ‘Adaptability’ but not, say, for the criterion
‘Dependability’. Likewise, the anchor ‘Is willing to work outside ordinary
working hours’ may be valid for the criterion ‘Willingness to work’ but it
would be inappropriate for a criterion like ‘Punctuality’. Or again, the anchor
‘Contributes ideas and seeks clarification’ may be valid for a criterion like
‘Communication’ but would not be valid for a criterion like ‘Listening skills’
since verbalising is not necessarily a signifier of good listening; indeed, it may
well signify quite the opposite.

Another common flaw is the absence of clear differentiation between
anchors for adjacent grades. The degree of overlap between adjacent anchors
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Each grade is described in terms of Outstanding Performance (A) and Unsatisfactory
Performance (F). The four intermediate grades (B, C, D, E) represent behaviour
between the two extremes. The ratings of A or F should be given if it is believed that it
is a generally true statement that could be supported, if necessary, by specific
occurrences. A rating of B means that although A is not a generally accurate
description of behaviour, there are marked tendencies in that direction, and C means
some tendencies in that direction. A rating of E means that although F is not a
generally accurate description of that behaviour, there are marked tendencies in that
direction, and D means some tendencies in that direction.

A B C D E F

Problem-
solving

Gets straight to the
root of the problem

Seldom sees below 
the surface of a 
problem

Judgement Decisions are
consistently sound

Poor perception of
relative merits or
feasibility in most
solutions

Figure 6.11 Inadequate grade descriptors

may be such that assessors will find it impossible to distinguish between
them consistently and reliably. For instance, many assessors would have
considerable difficulty in distinguishing between the following two proximal
statements: ‘3. Consistently generates and shares ideas that are adopted by the
team’ and ‘4. Builds on others’ ideas; encourages and owns implementation
of ideas’. In other questions, the distinction between adjacent anchors is far
from self-evident. The same applies to these two anchors: ‘C. Does not waste
resources’ and ‘B. Is careful about how they use resources’.

Many rating instruments either overlook the issue of behavioural fre-
quency or address it in an inconsistent manner. For example, it is common
for some anchors for a given criterion to acknowledge the frequency dimen-
sion whereas others do not. For example, how is the assessor meant to dis-
tinguish reliably between these two adjacent anchors: ‘Inconsistently makes
decisions with the right balance between quality, speed and risk’ and ‘Makes
decisions with the right balance between quality, speed and risk’? Further,
frequency-related terms such as ‘regularly’, ‘consistently’, ‘often’, ‘generally’,
‘inconsistently’ and ‘rarely’ are not self-defining, and it cannot therefore be
assumed that all assessors will interpret such terms in the same manner.

Non-existent or imprecise grade descriptors are another frequent fail-
ing. Figure 6.11 exemplifies this problem. Note how the intermediate grade
specifications are vague and relative rather than absolute. Since these are
the very grades that will be most relevant to the majority of employees, the
absence of precision will almost certainly compromise rating reliability.

Finally, while behavioural rating instruments may require assessment
across more than twenty behavioural criteria, where the ratings are linked
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Using the behaviour assessment framework, assess the behaviour that has been
consistently observed in the workplace. On the basis of the assessment of each type
of behaviour, determine the overall behaviour assessment.

Core 

behaviour

Unsatisfactory Needs 

improvement

Meets 

expectations

Exceeds 

expectations

Examples of

behaviour

Clear and
decisive

�

Empowered
and
accountable

�

Learn and
grow

�

Trust and
team spirit

�

Discipline
and
excellence

�

Challenge
and
innovate

�

Overall behaviour assessment:

Figure 6.12 Inadequate guidelines for determining overall rating

to reward determination assessors are typically also required to indicate
a rating for overall behavioural performance or, more commonly still, a
summative assessment of combined behaviour and results. In many cases,
however, the relevant instrument is bereft of clear guidelines as to how
assessment on the specific behavioural criteria should be combined to arrive
at an overall rating. Should all criteria be weighted equally? Are some really
more important than others? In the absence of specific guidelines as to
how the summative assessment should be determined, the likelihood of
inter-assessor unreliability will be all the greater (Saul 1992). Figure 6.12
illustrates this problem. In this case, the assessee achieves an equal number
of ratings in each of the three adjacent grades: ‘Needs improvement’, ‘Meets
expectations’ and ‘Exceeds expectations’. But how should this be translated
into an overall rating? Should the assessor simply opt for the average grade
(assuming equal criterion weighing); that is, an overall rating of ‘Meets
expectations’? Or should she opt to accentuate the existence of behavioural
deficits and opt for ‘Needs improvement’? Conversely, should she accentuate
the strengths? Without proper guidelines here, the decisions of different
assessors are likely to be highly idiosyncratic. The potential for unreliability is
compounded where the summative judgement must also cover results-based
criteria.

The preceding discussion of possible shortcomings in rating instrument
design is by no means exhaustive, and the examples considered are merely
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illustrative of some of the more common problems. The case study included
at the end of part 2 allows you to try undertaking a constructively critical
assessment of a performance rating instrument. See how many of the above
problems you can identify, as well as any other aspects that you believe may
compromise validity, reliability and fairness. On the positive side, many of
these can be remedied by means of careful attention to instrument struc-
ture and wording, so also consider how you might set about amending the
instrument, particularly to improve validity and reliability.

Assessing behavioural assessment

In one sense, the history of behavioural assessment is that of an unending
quest for the Holy Grail of performance management practice: an assess-
ment instrument that has perfect job or role validity, eliminates unwitting
and intended assessor error, determines relative and absolute performance
differences in a consistently reliable manner, and does so in a cost-effective
way. However, as must by now be readily apparent, no such method currently
exists, nor is it ever likely to exist. As Landy and Farr (1983) have observed,
no one rating technique is consistently better than all others, although it
does not necessarily follow, as they and other commentators (Murphy &
Cleveland 1995: 433) have implied, that rating formats per se have only
limited capacity to enhance rating reliability.

As is evident from the above discussion, what is available to us is a range
of behavioural assessment methods, each of which has its own particu-
lar strengths and weaknesses. Figure 6.13 offers an overall assessment of the
strengths and weaknesses of each method in terms of cost-efficiency, validity
and reliability. Generally speaking, comparative methods rate highly in terms
of cost-efficiency and the control of intentional assessor error, moderately
well in upholding construct and content validity, but very poorly in control-
ling unintentional error. Conversely, most rating methods are more effective
in addressing validity and in countering unintentional errors, but also more
costly to design and maintain, while only the weighted checklist and forced
choice techniques are likely to match comparative methods in countering
deliberate assessor error. In short, there is no perfect solution, and choosing
between these behavioural assessment options therefore necessarily requires
well-informed trade-off and compromise. The safest recommendation here
is that comparative methods are a better fit for small, single-site workplaces
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Cost efficiency Validity Reliability

In countering 

unintentional 

errors

In countering 

intentional 

errors

Comparative methods

Straight ranking High Low Low High
Alternation ranking High Moderate Low High
Paired comparison Moderate Moderate Low High
Forced distribution High Moderate Low High

Rating methods

Critical incidents Moderate–high
Moderate–high

Moderate–high Low–moderate
Graphic rating scale Moderate Low–moderate Low–moderate
BARS Low Moderate-high Moderate Moderate
BOS Low High High Moderate

High
High

Weighted checklist Low Moderate–high High
Forced choice Low Very High Very high

Moderate–high

Figure 6.13 Assessing behavioural assessment methods

whereas role-specific rating methods are more appropriate for larger organ-
isations with multiple jobs, numerous employees and many assessors.

The larger ‘best fit’ question, of course, is whether behavioural assessment
should be used at all. Overall, behavioural approaches are best suited to two
distinct situations, with each requiring a different behavioural emphasis. The
first situation is where the work is prescribed, routine, closely supervised and
relatively stable, as would be the case in, say, a traditionally managed mecha-
nistic market defender firm, of the type described in chapter 4. In such situ-
ations, it is possible to specify a single set of desired task-specific behaviour,
and assessment would therefore focus primarily on eliciting membership
and task behaviour.

Equally, behavioural assessment would also be appropriate to situations
where the work itself is non-routine and highly discretionary, where there
is minimal supervision, and where there are numerous behavioural path-
ways to the same end result, as in the case of much knowledge-based
work in organisations with (or aspiring to achieve) organic structures,
high-involvement cultures and either analyser or prospector competitive
strategies. In such contexts, the emphasis will be primarily on citizenship
behaviour and demonstration of core corporate values rather than on mem-
bership and task behaviour. However, as we shall see in the next chapter, in
such situations the performance measurement approach is more likely to
involve performance criteria in the form of high-performance (or ‘differenti-
ating’) competencies that are measured by means of observable behavioural
proxies incorporated into BARS.
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Chapter summary

This chapter has examined the major sources of behavioural information
within work organisations, as well as the two main categories of assessment
methods associated with the management of work behaviour, namely com-
parative methods and rating methods. While acknowledging that no extant
method surpasses all others in terms of instrument validity, reliability and
cost-effectiveness, we have argued that each method has its own particular
strengths and weaknesses that may make it a better fit for some work con-
texts than for others. We have also pointed out some of the more common
design flaws in behavioural rating instruments. In general terms, compara-
tive methods are a better fit for small, single-site workplaces whereas rating
methods are more appropriate for larger organisations with multiple jobs,
numerous employees and many assessors. Finally, regarding best fit consider-
ations, we have suggested that behavioural appraisal may be appropriate for
two different organisational contexts: the first involving traditionally man-
aged and mechanistically structured organisations; and the second involving
organically structured high-involvement organisations. In each case, how-
ever, the behavioural emphasis will be different, with the former focusing
on task and membership behaviour and the latter on organisational citizen-
ship behaviour and core values. However, as we shall see in chapter 7, some
commentators suggest that a competency-based approach may have more
to offer in these latter respects.

Discussion questions

1 Why is behavioural assessment such a perennially troubled aspect of
HRM?

2 What are the requirements for ‘validity’ in performance assessment?
3 ‘The pursuit of ever-more reliable performance measurement

techniques is a self-defeating exercise.’ Discuss.
4 Is forced ranking a necessary evil?
5 How can something as subjective as behavioural assessment ever be

made fair?



Chapter Seven

MANAGING COMPETENCIES

Having examined the concepts, methods and processes associated with man-
aging employee results and behaviour, we can now turn our attention to the
last and, in many respects, most complex and controversial of the three hor-
izontal dimensions of work performance, namely those performance inputs
or capabilities that have come to be known generically as ‘competencies’. Like
the behavioural approach, with which it has a close affinity, the competencies
approach is necessarily individual in focus; indeed, the competencies con-
struct itself derives from studies of the psychology of individual difference.
The competencies concept also has a close association with the resources-
based view of human resource management, which we have argued (in
chapter 4) is best understood as an internally focused prescription for ‘best
fit’.

This chapter opens with a discussion of the competencies concept. This
is followed by an examination of the techniques and processes involved
in competency analysis and identification and in modelling competency-
based or competency-related performance management systems. Then we
turn our attention to the techniques involved in assessing the compe-
tency profiles of individual employees, and a final section of the chapter
assesses the strengths, weaknesses and ‘best fit’ aspects of the competencies
approach.

179
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The ‘competencies’ construct and competency-based
human resource management

As noted previously, at the level of the individual employee, performance
inputs consist of a combination of job knowledge, skills and abilities, or
‘KSAs’, to use the commonly applied acronym. While the competencies
approach acknowledges the importance of all three types of input, exponents
also draw a strong distinction between position-specific knowledge and
skill, on the one hand, and underlying performance abilities on the other.
Sometimes this distinction is cast in terms of the difference between ‘hard’
(learnable, technical) skills or competencies and ‘soft’ (underlying or innate)
skills or competencies.

Job knowledge and ‘hard’ motor and cognitive skills are seen as being
associated with the base-line technical requirements of work performance;
that is, with proficient task performance. Without these capabilities, the
employee would not be competent to undertake the job or role at all. For this
reason, these are sometimes described as ‘threshold’ competencies (O’Neill
& Doig 1997). In general, assuming a requisite level of general knowledge,
literacy and numeracy, and a willingness to learn, threshold competencies
may be acquired relatively quickly. Such performance capacities can also be
imparted through formal training programs.

However, exponents of the competencies approach (Dubois & Rothwell
2004; Lucia & Lepsinger 1999; Spencer & Spencer 1993) contend that the key
to effective performance management lies less with these threshold compe-
tencies than with the ‘soft’, embedded or underlying attributes that appear
to make the difference between performance proficiency and performance
excellence. Competencies that distinguish between acceptable and exem-
plary performance are known as ‘differentiating’ competencies (Tucker &
Cofsky 1994). Exponents of competency-based human resource manage-
ment suggest that while differentiating competencies may be less visible and
verifiable than ‘hard’ threshold competencies – and therefore more difficult
to measure – they nevertheless hold the key to high performance. Exponents
also suggest that while it is not possible to transform every employee into
an outstanding performer, differentiating competencies are not immutable
and are amenable to development and enhancement. According to Dubois
and Rothwell (2004: 22), even a modest improvement in an employee’s
competency profile can lead to a significant increase in performance
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outcomes. As such, competency-based formulations have come to cover
not only staff recruitment and selection functions but also development,
performance management and reward management. According to Risher
(2005: 22–3), another prominent advocate of the competencies approach,
defining and communicating desired competencies not only indicates to
every employee what it is that makes for outstanding performance but also
‘gives employees the framework they need to plan their personal develop-
ment and to enhance their performances’.

This conception of performance competencies was pioneered by psy-
chologists Robert White and David McClelland. White (1959) identified
a human trait that he labelled ‘competence’. It was McClelland, however,
who introduced and popularised the term ‘competency’. As noted in chap-
ter 3, McClelland, a professor of psychology at Harvard University, was also
responsible for the approach to motivation known as achievement motiva-
tion theory, and the concepts of competency and achievement orientation
are closely connected (Boyatzis 1982).

In the early 1970s, McClelland (1973) challenged the then widely held
belief that intelligence per se was the key to high performance and high
achievement. He argued that while intelligence may influence performance,
other personal attributes, such as the individual’s motivation and self-image,
were primarily responsible for differentiating successful from unsuccessful
performance (Dubois & Rothwell 2004: 17) and that, by extension, such
non-technical attributes were also what distinguished high achievers or per-
formers from ordinary performers. It was these achievement-oriented com-
petencies, McClelland suggested, that organisations should seek to identify,
encourage and reward. McClelland identified twenty competencies that he
suggested would most often predict superior performance in professional
and managerial jobs:

1 achievement orientation
2 concern for quality and order
3 initiative
4 interpersonal understanding
5 customer service orientation
6 impact and influence
7 organisational awareness
8 relationship building or networking
9 directiveness
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10 teamwork and cooperation
11 developing others
12 team leadership
13 technical expertise
14 information seeking
15 analytical thinking
16 conceptual thinking
17 self-control and stress resistance
18 self-confidence
19 organisational commitment
20 flexibility.

In the 1980s McClelland’s work was extended and refined by George
Klemp (1980), Richard Boyatzis (1982) and others. Klemp defined job com-
petency as ‘an underlying characteristic of a person which results in effective
and/or superior performance in a job’ (cited in Dubois & Rothwell 2004:
18). Boyatzis was sometime president of McBer & Co., the firm founded by
McClelland to disseminate the notion of performance-related management
competencies and which was subsequently absorbed by the Hay Group, now
one of the leading global consulting firms in the human resource manage-
ment field. Boyatzis (1982) suggested that any competency-based human
resource management system should include two crucial dimensions:
(1) type of competency and (2) the level or degree to which the individual
possessed each competency. Boyatzis identified twelve types of competencies
relating to superior performance (including, inter alia, self-confidence, con-
cern with impact, proactivity and efficiency orientation) and three levels of
competency: (1) ‘motives and traits’ at the unconscious level, (2) ‘self-image
and social role’ at a semi-conscious level and (3) ‘skills and knowledge’ at
the behavioural level.

Building on the framework created by Boyatzis, Spencer and Spencer
(1993) produced what has become the standard definition of performance
competencies, as well as developing the so-called ‘iceberg’ model of com-
petency levels. Spencer and Spencer (1993: 9) defined a competency as ‘an
underlying characteristic of an individual that is causally related to criterion-
referenced effective and/or superior performance in job or situation’. A
simplified version of the Spencer and Spencer iceberg model is presented in
figure 7.1. The point of the iceberg analogy is that the bulk of individual
performance capability is submerged, or ‘below the waterline’, whereas only
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Skill

Knowledge

Self-concept

Personality traits

Motives

‘Above the water-line’ 

(visible)

‘Below the water-line’ 

(hidden)

Social role and values

Figure 7.1 Performance competencies: the Spencer and Spencer ‘iceberg’ model
Source: adapted from Spencer & Spencer 1993.

the technical knowledge and skills – the tip of performance capability – are
visible and readily observable ‘above the waterline’. On this basis, the indi-
vidual’s submerged attributes – personality traits, deep motives, social values
and self-concept – are seen as the key predictors of high performance.

Extending McClelland’s earlier work on high-performance management
competencies, the Hay Group’s Daniel Goleman has also formulated a
model of leadership competency based on the notion of ‘emotional intel-
ligence’ (EI). According to Goleman (1995), ‘emotional intelligence’ corre-
lates strongly with superior performance at all levels – non-managerial as
well as managerial. As a driver of performance, emotional intelligence, he
suggests, has double the performance impact of job skills and intelligence
quotient (or ‘IQ’) combined. Goleman identifies five key components of
emotional intelligence. The first three are essentially to do with good ‘self-
management’, the last two with interpersonal and social skills. Goleman’s
five EI dimensions are:
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1 self-awareness: knowing one’s strengths and weaknesses, values, needs and
emotions; being self-confident but not self-deluding

2 self-regulation: being in control of one’s emotions, and therefore the situ-
ation; being reflective rather than impulsive

3 motivation: the drive to achieve (as per McClelland’s definition)
4 empathy: being able to see the world through one’s subordinates’ eyes so

as to better appreciate their perceptions, expectations and emotions
5 social skill: being able to take people into one’s confidence so as to build

rapport and networks of trust and support.

Like McClelland’s earlier formulations, Goleman’s EI dimensions have now
entered both the lexicon of the high-performance competencies construct
and the mainstream of competency-based human resource management
and development. While much of the research evidence underlying these
high-performance competency models derived from studies of manage-
ment attributes and behaviour, despite their complexity competency-based
systems are now relatively commonplace for both managerial and non-
managerial employees.

Competency-based or competency-related approaches are now com-
mon features of performance management practice throughout the Western
world. For instance, in the UK competency assessment is used by almost a
third of organisations (CIPD 2005a: 2). In Australia, two-thirds of organi-
sations make some use of competency criteria in performance assessment,
with 35 per cent now incorporating competency sets linked explicitly to
organisational values in the assessment methods applied to non-managerial
staff (Nankervis & Compton 2006: 88, 91). Here, as elsewhere, the adoption
of competency criteria for performance management purposes appears to
be a relatively recent development. Australian survey evidence from the mid-
1990s (O’Neill & Doig 1997) indicated that although more than 80 per cent of
Australian organisations were engaged in some initiative involving compe-
tencies, the main usages at that juncture were for training and development
(48 per cent) and recruitment and selection (47 per cent). At that time, most
of the competency initiatives were also directed at senior professional and
managerial staff rather than at non-managerial employees, and less than a
third had applied competencies throughout the whole organisation.

Although there is considerable variation in the content of competency-
based performance management systems, the dominance of the
McClelland–McBer–Hay formulation has also led to a degree of criterion
standardisation, at least in relation to the more abstract competencies. Many
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of these also reflect the Boyatzis–Spencer focus on traits, motives, social role
and self-concept. Table 7.1 (p. 186) lists some of the most frequently applied
competencies under each of these attribute categories.

In practice, it has also become common practice to distinguish
between ‘role’ competencies and ‘core’ competencies. Role competencies
are position-specific and include both hard or threshold competencies and
soft or high performance competencies for the particular job, role or func-
tion. They are intended to distinguish between superior performance and
standard performance in specific tasks and result areas. By definition, role
competencies will vary from position to position, since capabilities necessary
for high performance in one role may be different from those necessary in
another. For instance, effectiveness as a salesperson is likely to require such
qualities as communication ability, self-confidence, empathy, customer ori-
entation and composure, whereas effectiveness as a product designer is more
likely to require creativity, problem-solving and persistence. Equally, how-
ever, trait-based competencies like conscientiousness and openness to new
ideas and experiences will likely be valid criteria for both of these roles.

In contrast, core competencies are the essential organisation-wide com-
petencies that the organisation believes all of its employees need to possess to
make them effective contributors (Prahalad & Hamel 1990; Tucker & Cofsky
1994). These competencies are seen as setting the organisation apart in terms
of its competitive capacities. They also define and convey key aspects of the
organisation’s mission, cultural values and competitive strategy. As such,
they may serve to reinforce a common set of desired values, attitudes and
behaviour. For instance, a firm with a quality-defender competitive strategy
would certainly wish to include quality focus and customer focus among its
core competencies. Core competencies may also be used to direct and sup-
port organisational change. For instance, where a mechanistic organisational
structure is being replaced by an organic structure, it would be appropriate to
include team-orientation and flexibility among the new core competencies
applicable throughout the organisation. A firm making the transition from
an analyser to a prospector competitive strategy may wish to add creativity,
adaptability and results orientation to its list of core competencies.

Competency analysis, modelling and validation

In this section, we will consider the methods involved in identifying rel-
evant competencies and in developing and validating a framework for
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Table 7.1 Commonly applied performance competencies

Self-concept � Self-knowledge
� Self-confidence
� Developing self
� Time management

Social role or values � Communication ability
� Relationship-building
� Delegating and directing
� Empathy
� Integrity and trust
� Motivating others
� Team orientation
� Conflict management
� Political awareness

Motives � Achievement or results orientation
� Strategic or business focus
� Decisiveness or action orientation
� Customer focus
� Quality focus
� Leading and shaping

Traits � Conscientiousness
� Problem-solving
� Creativity
� Openness to new ideas and experiences
� Dealing with ambiguity
� Environmental alertness and awareness
� Flexibility and adaptability
� Composure
� Patience
� Perseverance
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competency-based assessment; or a ‘competency model’, to use the pre-
ferred practitioner term. A competency model is a written description of
the competencies required for fully effective or exemplary performance in a
particular job position or broad role category. A competency model should
incorporate competencies relating to each of three main categories:
(1) core competencies, (2) threshold role competencies and (3) differen-
tiating role competencies. Whereas core competencies must necessarily be
inferred deductively from the organisation’s espoused culture and strategy,
the identification of role competencies requires careful inductive analysis.
The identification of threshold competencies involves analysis of requisite
base-line position knowledge and skill using the traditional techniques of
job and skill analysis, or perhaps by means of generic skill dictionaries. With
differentiating competencies, the aim is to identify those role competencies
that set high performers apart within the relevant role. This may be under-
taken by means of a formal analysis of performance competencies associated
with the relevant jobs or roles. The main challenge in doing so is that, by
definition, these ‘below-the-waterline’ competencies cannot be observed or
measured directly, and it is necessary to infer their presence by means of
observable and measurable proxies.

Since competencies are demonstrated by means of performance
behaviour and/or tangible results, this typically means analysing compe-
tencies by means of attitudinal, behavioural and/or results-based indi-
cators. Similarly, once differentiating competencies have been identified
and validated, their incorporation into valid and reliable instruments for
assessing the competency profiles of individual employees also requires
the identification of valid behavioural descriptors or indicators for each
competency.

Identifying differentiating competencies and appropriate behavioural
indicators in this way requires considerable expertise and scrupulous adher-
ence to validity requirements, and in larger organisations these tasks are
typically undertaken by specialist external consultants with expertise in
organisational psychology and psychometric methods.

There are three main methods of data collection for competency mod-
elling purposes: (1) behaviour event interviewing (BEI), (2) expert panels
or focus groups and (3) competency menus. BEI is a refinement of critical
incident technique, which we considered in chapter 6. It is also the cen-
trepiece of the procedure developed by McClelland and others between the
1960s and 1980s to develop competency models, namely the job competence
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1 Define performance
effectiveness criteria and
indicators

• Measured results
• Observed behaviour
• Information sources: supervisors, job-holders,

subordinates, customers

↓
2 Identify two criterion-

referenced samples for
cohort comparison

• Proficient performers
• Exemplary performers

↓
3 Collect data on each

sample
• Behaviour event interviewing (BEI)
• Expert panels or focus groups

↓
4 Identify specific

differentiating role
competencies and
competency levels

• Attributes exclusive to those people who
perform at an exemplary level

• Define competency levels

↓
5 Validate competency

model (using further
criteria-referenced sample
cohorts)

• Test the model’s power to predict performance
outcomes using a new cohort selected on 
basis of high profile on differentiating 
competency model.

• Compare outcomes for this group with those
for a control cohort lacking high profile on
model.

↓
6 Application to human

resource management
practice

• Selection
• Training and development content and

program evaluation
• Performance assessment
• Performance feedback and development
• Succession planning
• Competency-related or competency-based pay

Figure 7.2 Analysing and modelling differentiating competencies using behaviour
event interviewing
Source: adapted from Spencer & Spencer 1993.

assessment method (Spencer & Spencer 1993). Figure 7.2 overviews the main
steps involved in BEI-based job or role competence analysis.

Identifying samples of proficient and exemplary performers means first
defining valid and measurable performance indicators for the job or role
concerned. Then an appropriate number of subjects must be selected for
analysis. For multiple incumbent jobs, the recommended minimum sample
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is six to ten high performers and six to ten average performers (Klein 1996).
In theory, this should provide a database sufficient to differentiate between
the two groups.

Next, data is collected on what it is that distinguishes superior performers
from average performers. Essentially, this means identifying those attitudi-
nal and behavioural characteristics that best predict outstanding perfor-
mance. Remember that ‘submerged competencies’ cannot be observed or
measured directly; they can only be gauged by means of presumed
behavioural proxies.

The interview process typically involves employees identified as proficient
or exemplary performers being asked ‘a series of detailed questions about
actions performed in the work setting that workers perceive to be successful
or unsuccessful and the thoughts, feelings, and outcomes that accompanied
them’ (Dubois & Rothwell 2004: 28). To illustrate: the interviewee may be
asked to respond to the following:

� ‘Tell me about a time when you were asked to do X. What did you do?
How did you handle it? Why did you do it this way?’

� ‘Here is a situation we found ourselves in recently. What would you have
done in a similar situation? Why?’

The responses from the interviewee sample cohorts may then be tran-
scribed, coded and tabulated using an appropriate qualitative data analytical
method, and subjected to detailed analysis. Three sets of attributes are then
identified:

1 those demonstrated only by superior performers, which are categorised
as differentiating competencies

2 those demonstrated by both proficient and superior performers, which
are taken as constituting threshold competencies

3 those shown only by proficient performers, which are discarded as being
unrelated to desired performance.

Among the advantages of the BEI method are that it produces data
that is valid, highly reliable and generally free of method-related bias,
provides a detailed understanding of the ways in which competencies are
manifested, and enables the identification of highly abstract competencies
that are unlikely to be identified by other means. The main disadvantages
are that interviewing requires considerable expertise – typically sourced
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externally – and interview responses are costly and time-consuming to pro-
cess. Moreover, since it relies on experiential data on past performance, the
method cannot be used to identify competencies that may be required in
new work roles (Dubois & Rothwell 2004: 29).

With the alternative data-gathering technique of expert panels or focus
groups, specially selected groups with knowledge of the organisation and
its people engage in ‘brainstorming’ sessions regarding the attributes that
distinguish high performers. Panels or focus groups may also be used to sup-
plement BEI-based data-gathering. In the US, 68 per cent of firms applying
the competencies approach use expert panels or focus groups to create com-
petency models, while 58 per cent use BEI and 8 per cent use competency
menus (Rahbar-Daniels, Erickson & Dalik 2001: 72). Although they are
easy to administer, focus groups may overlook less obvious competencies
and participants may lack objectivity.

With competency menus, respondents are asked to select from a generic
list of competencies those they believe are critical to high performance. To
obtain a balanced data set, input is usually sought from supervisors, peers
and subordinates.

Because of their cost-effectiveness and ease of administration, generic
competency menus are becoming an increasingly popular means of identi-
fying role competencies. However, because of their generic nature, menus
are incapable of identifying competencies that may be unique to the one
organisation. Moreover, menus do not identify the specific behavioural indi-
cators that signify each differentiating competency, a critical requirement for
the development of competency-based or competency-related assessment
instruments. Further, competency menus developed by external providers
may be deficient in relation to both validity and reliability.

Having obtained and analysed relevant data by one or other of the above
means, the next step is to use the findings to develop a preliminary com-
petency model. As well as identifying specific performance competencies,
the model should include a definition of each competency and behavioural
descriptors or examples by which the degree of competency possession
may be measured.

The preliminary model should then be validated to ensure that the cho-
sen competencies do in fact predict high performance. Ideally, this should
involve the selection of new comparator cohorts using the model crite-
ria, then comparing the two groups’ longitudinal performance outcomes to
gauge how accurately the model predicts observable differences in individual
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performance. Clearly, the larger the sample size, the more robust and reliable
the statistical significance of the predictor coefficients will be, so it may be
necessary to repeat the validation process several times to obtain sufficiently
large sample sizes. The measures of predictor strength and significance will
also allow the organisation to rank and weight the competency criteria in
terms of performance impact.

Competency assessment

Once validated, the competency model and behavioural indicators can then
be codified into a competency assessment instrument for measuring the
presence and degree of competency possession by individual employees. As
with straight behavioural assessment, competency assessment can be under-
taken by a number of different means: from focus groups, assessment cen-
tres and psychometric testing to behavioural observation and judgement by
either single or multiple assessors. Irrespective of the assessment technique
or techniques used, in order to maximise assessment reliability, all assessors
should be trained comprehensively in the details of the competency model
and associated behavioural indicators.

Assessment centres

Initial competency assessment is often undertaken in special assessment
centres operated either in-house or by outside experts, such as organisa-
tional psychology professionals. Activities typically involve six to twelve
people at a time and are usually conducted off-premises over periods of
one to three days, with information-gathering centring on behavioural
observation, interviewing and psychometric assessment. Programs usually
involve a mix of activities, including:

� structured individual or group simulation exercises designed to assess how
competent individuals are at handling particular role demands, such as
problem-solving or conflict management

� strategy games designed to assess strategic awareness and thinking abilities
� ‘in-basket exercises’ to assess threshold competencies and differentiating

attributes, such as stress tolerance
� ‘leaderless group discussion’ to assess communication and decision-

making abilities and interpersonal attributes
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� team sports and games
� individual presentations
� personality assessment
� motor skills, cognitive and aptitude tests
� behaviour event interviewing.

Assessment centres are particularly appropriate for new hires since such
employees as yet have no record on which assessment can be based. As we
shall see in chapter 12, this is a particularly useful way for organisations
with competency-based reward systems to determine an initial pay level for
new recruits. However, because centre-based assessment is labour-intensive,
expensive and time-consuming, and can accommodate only a small number
of assessees at a time, it is still targeted primarily at managers and profes-
sionals. For these reasons, assessment centres are not a viable means of
undertaking large-scale competency assessment.

Competency rating instruments

In most organisations that have adopted the competencies approach for the
bulk of their workforce, the preferred mode of competency assessment tends
to be behavioural observation and rating. As noted in chapter 6, there is a
range of behavioural rating techniques.

The simplest competency rating instruments are competency-based
Graphic Rating Scales. These are identical to the behavioural counterpart
except that the criteria being rated are core, threshold and differentiating
competencies rather than directly observable work behaviour. The assessor
is simply asked to rate the degree to which the employee possesses each
competency, typically on a 1–5 or 1–7 rating scale. The scores are then tal-
lied to give an overall competency rating. Input may also be sought from
multiple raters, including employees themselves where the system’s purpose
is primarily development. However, as noted in chapter 6, in the absence
of clear behavioural indicators for each competency criterion, and without
clearly defined grade descriptors, the reliability of ratings obtained by this
means must be open to doubt.

More reliable techniques in this regard are Behaviourally Anchored
Rating Scales (BARS) and Behavioural Observation Scales (BOS). More
sophisticated behavioural rating techniques, such as weighted checklist
and forced choice instruments, may also be adapted for use with compe-
tency criteria, although anecdotal evidence suggests that BARS remains the
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preferred method. The BARS approach utilises scaled behavioural descrip-
tors illustrating varying degrees of a given competency. Behavioural anchors
are rank-ordered descriptions of the behavioural manifestations of the
personal characteristics identified in the competency model. The use of
explicit behavioural anchors enhances consistency of assessment judge-
ments because assessors are all working from a common behavioural frame
of reference. For this reason, BARS is usually seen as a more reliable and
legally defensible approach than simple Graphic Rating Scales, which typi-
cally make little or no use of behavioural indicators or grade descriptors. As
with its straight behavioural counterpart, a competency-based BOS mea-
sures the frequencies with which behavioural indicators associated with each
competency are demonstrated.

With competency-based BARS and BOS instruments, it is usual for the
degree of criterion presence to be assessed in terms of competency ‘levels’,
with the rating scale configured accordingly. The instrument may identify
as few as three or as many as ten competency levels, but the behavioural
indictors or anchors that describe each level should be sufficiently distinct
to enable assessors to differentiate reliably between adjacent levels for any
given competency criterion.

Figure 7.3 provides an example of a rating scale for one competency
criterion in a BARS instrument. Note that three levels of competence are
identified, each with its own select behavioural indicators.

Assessing the competencies approach

Promise

Since differentiating competencies are held to be reliable predictors of future
superior performance, the major promise of the competencies approach is
that of guaranteed high performance. This, of course, has been an aspiration
of human resource management system designers since the beginning of the
modern era. For a time – in the mid-1990s – the competencies approach
loomed large in practitioner discourse as the centrepiece of ‘best practice’
human resource management: ‘. . . competencies are sets of skills, knowledge,
abilities, behavioural characteristics, and other attributes that, in the right
combination and for the right set of circumstances, predict superior per-
formance.’ The same authors also suggested that competencies ‘add value
and help predict success’ (Flannery, Hofrichter & Platten 1996: 93). Another
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enthusiast, management consultant O’Neal (1993), went so far as to describe
competencies as ‘the DNA of organizations’.

Competency-based performance management has also been seen as a
way of encouraging employees to behave less as job-holders and more as
valued contributors since the approach seeks to focus on those personal
attributes that are most likely to deliver high-performance behaviour and
results. Linking individual competencies to the organisation’s espoused val-
ues, goals and strategies also stands to enhance strategic focus and align-
ment. Competency models may also serve to sharpen role clarity by clearly
communicating desired role inputs (Rahbar-Daniels, Erickson & Dalik
2001).

As we have seen, the competencies model has its origins in McClelland’s
work on high performance at managerial level, and competency systems are
now commonplace for selecting, developing, assessing, rewarding and pro-
moting managers in a wide range of organisations. Despite this, the model’s
effectiveness in enhancing managerial performance has been subject only to
empirical testing in the field (as opposed to the experimental laboratory).
A field study by Levenson, Van der Stede and Cohen (2006) finds that com-
petencies are positively related to manager performance at the individual
level and that manager performance may be increased through competency
development. However, the same study finds that the link between com-
petencies and performance at business unit level is much weaker, which
suggests that outcomes from competency-based management development
programs are moderated by other organisational factors. In short, context
matters.

Exponents also argue that the concept of differentiating competencies
is applicable to employees at all level of the organisation. As competency
exponent Howard Risher (1997a: 146) puts it: ‘In contrast to the common
reference to predominantly manual jobs in discussions of skills, competence
is a concept applicable to every job and every employee.’ The approach is also
said to be especially compatible with the rise of service and knowledge-based
work. The argument here is that the decline of manual jobs and the rise of the
‘knowledge worker’ has given rise to the need to recognise the importance of
new, more diverse abilities than those associated with technical knowledge
and skill, particularly those abilities associated with professional knowledge
work, such as problem-solving and creative thinking.

Perhaps most importantly, however, the holistic nature of the compe-
tencies approach makes possible the development of a bundle of cohesive
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and tightly integrated human resource management practices. Compe-
tency assessment can be applied not only to performance management but
also to each of the other three main human resource processes: recruit-
ment and selection, development, and reward management. A fully inte-
grated competency-based human resource management system holds out
the promise of an organisation being able to nurture its own unique set
of human resource capabilities. As such, the approach is highly compatible
with the resource-based view of organisational ‘best practice’. An emphasis
on core competencies also stands to support the development a cohesive
corporate culture.

Possible pitfalls

Yet the competencies paradigm is not without its potential pitfalls and critics.
Two obvious drawbacks are the approach’s sheer costliness and complexity.
The exacting methodology associated with BEI-based competency iden-
tification and modelling means protracted development times and high
development costs, especially where external consultants are involved. As
erstwhile advocate David Hofrichter (Hofrichter & McGovern 2001: 35)
has conceded: ‘Competency models grew to be bigger and more complex
as well as more expensive and time-consuming to build than anyone had
anticipated.’ Further, the complexity of competency constructs increases the
probability that the purpose of adopting this approach, as opposed to one
that is, say, results-based, will not be clearly articulated to the stakeholders
involved. In turn, this gives rise to the possibility of system non-acceptance
and even distrust, particularly where employees themselves have little or no
involvement in system development.

A related shortcoming is the continued lack of clarity and agreement as
to what is and is not covered by the term ‘competencies’. The distinction
between threshold, differentiating and core competencies is itself apt to
cause confusion. Assessors and assessees may also be uncertain as to what
exactly is being assessed: behaviour, values, attitudes, personality traits or
other factors of a still more abstract nature.

The competencies construct has also been the subject of considerable
debate in the academic literature. Some critics have argued that the emphasis
on differentiating competencies as opposed to technical knowledge and skills
is both impractical and misleading. For instance, Lawler (1994a, 1996) has
argued that the distinction between ‘surface’ and ‘deep’ competencies is little
more than an exercise in ‘semantic obfuscation’. He contends that the only
meaningful competencies are those that are learnable and measurable. When
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Lawler speaks of ‘competencies’ he really means learnable technical skills.
Lawler argues that it is far better to concentrate on performance criteria that
are readily measurable (i.e. results), and on capacities able to be imparted
through training. He certainly acknowledges that organisations may have
a legitimate interest in recruiting and selecting employees on the basis of
personal traits, but adds that people should be rewarded for acquired skills
and knowledge and for proven performance, rather than for personality
traits and other highly abstract criteria.

Another problem is the potential to confuse competencies with perfor-
mance – a possible source of construct and criterion related invalidity in
system design. Competencies, of course, are performance inputs and, as
such, equate with neither results nor behaviour. Yet if it is necessary to mea-
sure competencies by means of behavioural observation, would it not be
simpler to opt for a more traditional behaviourally based approach? On this
basis, competency models begin to resemble an unnecessarily circuitous
means of recognising and developing desired work behaviour.

As with behavioural assessment, assessing individuals for the types and
degree of competencies that they possess is necessarily subjective. This may
cause competency-based pay systems to degenerate into systems for assessing
personality and rewarding personality traits. The challenge here is to ensure
that assessments are made in a consistently reliable manner using valid
criteria and indicators. In the absence of these requirements, assessors may
base their judgements on irrelevant traits and personal prejudice (Sparrow
1996). As we have seen, assessing employees on the basis of observable
performance is difficult enough; assessing them on the basis of phenomena
as abstract as core or differentiating competencies is likely to be all the more
problematic.

Finally, the claimed link with performance is far from proven. Spar-
row (1996) has suggested that the presumed link between competencies
and exemplary performance is largely an act of faith. Again, as exponent
Hofrichter (Hofrichter & McGovern 2001: 35) now concedes: ‘The most
difficult hurdle for competency advocates to overcome was that they offered
relatively few success stories – fewer, probably, than either strategy or quality
or culture could claim. To date, there are no known cases of a competency
model single-handedly saving a company – and that seems to be the min-
imum qualification for achieving “silver bullet” status.’ Despite the initial
enthusiasm for competency-based human resource management, there are
indications that many organisations remain sceptical about the claimed ben-
efits. In the UK, although competency assessment is used by almost a third of
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organisations, only 39 per cent of users rate the method as being effective
(CIPD 2005a: 2). Moreover, as we shall see in chapter 9, only a minority of
organisations have thus far adopted competencies as the centrepiece of their
reward management systems.

‘Best fit’ with competency-based performance management

In previous chapters, we have identified circumstances for which results-
based and behaviourally based performance management may be appro-
priate fits. To recap: a focus on results may be most appropriate where
the ends can be more accurately specified and measured than means, as in
work of a highly discretionary nature, such as management work and many
areas of professional knowledge work, and in work of a highly interdepen-
dent nature, such as teamwork. A focus on membership and task behaviour
would be appropriate in routine, closely supervised service and administra-
tive work, whereas an approach targeting citizenship behaviour would be
compatible with service work of a more discretionary nature, as well as with
most professional and managerial roles.

But with which work situations would the competencies approach be
a solid fit? An accent on competencies would be appropriate where work
has high knowledge content, as with, say, research and development roles.
It would also fit where underlying traits and other personal attributes are
seen as being just as important to high performance as are technical skills
and knowledge, routine behaviour or measurable results per se, as is the case
with much professional service work, emotional labour, such as teaching and
health care work, and management work, all of which require strong inter-
personal abilities. Competencies may also be a suitable choice where results
are difficult to quantify but where the work itself is not closely supervised, as
with teachers and other knowledge workers. A focus on role competencies
may also be appropriate where narrow, closely supervised jobs have been
replaced by more broadly defined work roles and where the organisation
wishes to recognise and reward personal qualities rather than job content,
a point to which we shall return in chapter 9.

In many cases, however, the best fit is likely to lie with a composite
approach, involving a combination of results, behavioural and competency
criteria. A composite approach will allow the organisation to manage all
three aspects of the performance process: input, work actions and work
outcomes. A mixed approach would be appropriate where inputs, means
and ends can all be specified and measured to some degree and where all are
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considered important to overall individual and collective performance. In
such cases, the main design challenge is to determine the relative weightings
to be attached to each of the three performance components, and this, in
turn, will be primarily a matter of relative importance in relation to the
organisation’s strategic and cultural priorities.

Chapter summary

In this chapter we have explored the concepts, methods and processes associ-
ated with the last of the three main approaches to performance management:
the competency-based approach. Competencies can be defined generically
as individual performance inputs that are related positively and causally to
desired work behaviour and results. The chapter identifies and discusses
three main types of competency: (1) threshold role competencies, (2) dif-
ferentiating role competencies and (3) core competencies.

A brief overview of the historical development of the differentiating com-
petencies construct is also provided. The chapter then examines in some
detail the main methods and processes associated with competency analysis
and the development of competency models and competency assessment
instruments, including competency-based behavioural rating instruments.
The next section considers the promise and pitfalls of the competencies
approach, noting in particular the potential problems arising from system
complexity and cost. Finally, some recommendations are made as to the
‘best fit’ possibilities of stand-alone competency-based systems and systems
incorporating a mix of competency, behavioural and results criteria.

Discussion questions

1 ‘The distinction between competencies and behaviour is more apparent
than real.’ Discuss.

2 Should an organisation place more weight on core competencies or on
role competencies?

3 What are the challenges involved in assessing individual competency
levels?

4 Is the promise of the competencies approach overstated?
5 ‘Competencies do not equal performance.’ Discuss.



Chapter Eight

PERFORMANCE REVIEW AND
DEVELOPMENT

Thus far, we have considered the three main approaches to defining, mon-
itoring and measuring work performance. However, as important as this
is, it is only one phase of the performance management cycle. As noted
in chapter 1, a rounded approach to individual performance management,
whether the system’s purpose is primarily evaluative or, alternatively, mainly
developmental, also involves:

� diagnosis of the primary causes of any assessed performance deficits
� the provision of formal feedback on each employee’s assessed strengths

and weaknesses regarding results, behaviour and/or competencies; that
is, a formal performance ‘review’

� formal dialogue and planning to remedy any assessed performance deficits
and to reinforce existing strengths; that is, an ‘action planning’ process

� application of appropriate performance development strategies and
practices, ranging from counselling for assessed underperformance to
mentoring for employees with high potential, and coaching to further
enhance the achievements of high-performing employees.

Without these vital steps, the full potential of performance management is
unlikely to be realised. Moreover, as with the processes of monitoring and
assessment, without due attention to validity, reliability and felt-fairness
requirements, it is most unlikely that feedback provision, action planning
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Figure 8.1 A basic diagnostic tool for analysing individual performance deficits

and development initiatives will deliver the outcomes desired by either the
organisation or the employee.

In this chapter, we examine the main options for completing the cycle of
performance management by these means, beginning with the diagnosis of
the likely reasons for assessed substandard performance.

Performance assessment diagnosis

Whether the assessment criteria are primarily results-based, behaviourally
based or competency-based, the assessment data will need to be subjected
to careful analysis so as to identify and remedy the main causes of measured
underperformance. This may be undertaken either by the supervisor alone
before the formal review meeting or jointly by the supervisor and the assessee
during the meeting. Proper diagnosis of the reasons for assessed underper-
formance requires that attention is paid to both the possible person-based
causes as well as possible contextual influences.

Figure 8.1 illustrates a basic diagnostic tool for identifying the sources of
underperfromance and for weighing up their relative influences. The central
premise is that individual performance (validly and reliably assessed) is the
multiplicand of three key variables:

1 motivation, including the direction, intensity and duration of willingness
to furnish task effort
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2 competencies relative to the job or role assigned, including job or role
knowledge and skills, abilities and attributes

3 resources provided, including technology, material inputs, informational
inputs, and support from supervisor and peers and, where appropriate,
from subordinates.

A non-positive value on any one of these variables will result in a negative
performance outcome, irrespective of the value of the other two. Thus, an
employee whose motivational drive is lacking, despite being competent and
well resourced, will demonstrate low performance. By the same token, an
employee who is highly motivated, but who lacks appropriate role compe-
tencies and/or relevant resources, will also show low performance. In short,
the primary cause of underperformance may or may not be low motiva-
tion; competency and/or resourcing deficits may be no less influential – and
the crucial point here is that the latter factors are attributable chiefly to the
organisational rather than individual factors (Bacharach & Bamberger 1995;
Neal & Griffin 1999). For instance, if the employee’s competency profile is a
poor fit for the position to which she has been assigned, this is essentially a
management responsibility rather than that of the individual, at least in the
short term. An inadequate competency profile may reflect inappropriate job
placement or inadequate provision of training and development opportuni-
ties – both of which are critical management functions. Likewise, inadequate
resourcing cannot be attributed to the employee, since this is a management
responsibility.

Equally, as figure 8.1 suggests, low motivation itself may have contextual
rather than personal causes. Again, the pivotal consideration here is the state
of the psychological contract. As noted in chapter 2, human resource prac-
tices themselves, including performance assessment, recognition and reward
itself, as well as employee selection, training and development, will be major
determinants of the state of the psychological contract. As such, low moti-
vation may reflect dysfunction in human resource practices themselves. It
cannot simply be assumed that low motivation is the ‘fault’ of the individual
employee. The wellsprings may well be individually based, but this can be
established only through careful interrogation and analysis of valid perfor-
mance evidence. It is likely that the primary causes of underperformance
will be clearly identified only through a searching process of information-
sharing, analysis and consensus-building between the supervisor and the
employee concerned. This is rightly one of the key functions of a formal
performance review meeting.
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Performance review meetings

The performance review meeting is the crucial bridge between valid and
reliable performance assessment, on the one hand, and focused, effective
performance remediation and enhancement, on the other. The review meet-
ing can be defined as a formal dialogue and exchange between individual
employees and their supervisor regarding the employee’s assessed perfor-
mance over the review period for the purpose of reaching agreement about
what had been achieved, what can be improved and how such improvements
can be achieved.

While other knowledgeable stakeholders, such as the supervisor’s imme-
diate superior, may also participate in the meeting, it is generally the super-
visor who is rightly assigned the task of reviewing, analysing, conveying and
discussing the assessment evidence and outcomes, since it is the supervisor
who should have the greatest understanding of the assessee’s strengths, weak-
nesses and development needs, albeit informed by assessment input from
additional sources, including peers and subordinates. In most cases, panel-
based review sessions are inadvisable, since the assessee may regard the
experience as inquisitorial rather than remedial and constructive.

Review meeting content and timing

As we shall see, the ‘style’ of the meeting may take a number of different
forms. However, in general terms, the meeting should ideally entail six main
steps:

1 communication and confirmation of the details of the employee’s assessed
performance, including both criterion-specific ratings and the summative
rating

2 provision of feedback on specific performance strengths and weaknesses
in relation to desired results, behaviour and/or competencies

3 provision of positive reinforcement regarding assessed strengths
4 consideration of, and agreement on, the underlying reasons for any

assessed performance weaknesses
5 exchange of views about what has been achieved and what needs to be

addressed
6 agreement about what needs to be done next and how this can be accom-

plished (adapted from Armstrong 2000: 80–1).
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While the content of the meeting will – and should – vary on a case-by-
case basis, at the most general level, the meeting should cover the following
matters of content:

� the employee’s past and present performance level
� what the employee has learnt or needs to learn
� what the employee believes she/he is capable of
� where the employee is faring in terms of performance and career goals
� how the employee is going to get there
� what guidance and support can be provided to help the employee get

there.

The frequency and timing of the formal review meeting must also be
given careful consideration. Traditionally, formal reviews were conducted
once per year. More recently, it has become increasingly common for such
reviews to be undertaken half-yearly or even quarterly, although a common
practice is to combine informal one-on-one quarterly meetings with an
annual formal feedback session.

Timing should also be given close consideration. The traditional
approach was to conduct all review meetings simultaneously, say, in the
final week of the financial year, primarily so as to harmonise with the organ-
isation’s annual staff planning process. While this has the advantage of com-
pressing the formalities into a narrow period for that time at least, it is
highly likely that the organisation will be distracted from its core business
activities. In all probability, this annual organisation-wide ritual will also
witness much of the manipulative behaviour identified in chapter 6 as giv-
ing rise to halo and horns or recency error. In many organisations, the art of
impression management attains its apogee at the time of the annual review
round!

The alternative is to stagger the assessment and review meetings so that the
formal review process is distributed more evenly throughout the year. One
common means to this end is to conduct the assessment and formal review
meeting around the anniversary of each employee’s appointment. This has
the advantage of distributing assessors’ workloads in a more manageable
way. However, it also means that some supervisors may be required to devote
several hours each week to arranging and conducting review sessions.

A related consideration here is the timing of the review meeting in rela-
tion to any associated reward reviews. Many organisations still make use
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of the review meeting as a means of communicating decisions relating to
annual base pay adjustment and/or performance pay levels. There is also
some evidence that combining performance feedback and reward discus-
sions may serve to reinforce the developmental messages, at least where low
performers are involved (Prince & Lawler 1986). Yet it is also possible that
simultaneity may have significant dysfunctional consequences. The prob-
lem here is that once reward outcomes are placed on the agenda, there is a
high probability that the employee’s attention will shift away from perfor-
mance assessment and the messages associated with it to a singular focus
on reward outcomes. Where this occurs, the process of performance plan-
ning may well be impaired. For this reason, many organisations now delay
reward announcements until one to three months after the performance
review meeting. A lag of this order allows ample time for assimilation of
and reflection on the content of the review meeting before any financial
consequences arise.

Review meeting styles

Undoubtedly the single most important determinant of the effectiveness of
any review meeting is the style and tenor with which it is conducted. The
extent to which employees’ experience in the review meeting accords with
how they expect to be treated will have a major influence on their perceptions
of justice, especially procedural and interactional justice cognitions and
emotions. In turn, as noted in chapter 2, an alteration in fairness perceptions
may influence the state of the employee psychological contract and therefore
pivotal work attitudes and behaviour.

That said, however, it must also be acknowledged that there is no one
best way to conduct a review meeting; no one feedback style that is right
for all possible circumstances. What we have at our disposal is a range
of approaches, some of which will be better suited to some management
cultures and associated organisational contexts than others. In essence, the
style should fit the espoused management culture, particularly regarding
the degree of employee involvement, empowerment and autonomy. Most
importantly, however, the review style must also accord with the expectations
and needs of the individual assessee; that is, a ‘best fit’ approach requires
that the review style should, wherever possible, be tailored so as to best
address and accord with each individual employee’s specific circumstances.
With this latter point in mind, it is becoming more common for organi-
sations to include simple taxonomies of general review styles in guideline
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documents prepared to assist reviewers in planning their approach to the
provision of feedback to different individuals. For instance, one such guide
to ‘interviewing technique’ (cited by Dessler, Griffiths & Lloyd-Walker 2004:
280–1) identifies three distinct styles of review meeting: (1) the ‘tell and sell’
style, (2) the ‘tell and listen’ style and (3) the ‘problem-solving’ style.

While there is as yet little reliable research evidence on this important
aspect of performance management practice, anecdotal evidence from Aus-
tralia indicates that the approach or approaches to the conduct of review
meetings most commonly recommended in review guidelines are generally
variants of one or more of these three styles. Indeed, in the practitioner
literature, the ‘problem-solving’ style appears to have been elevated to ‘best
practice’ status. As such, it is appropriate for us to examine each of these
styles, and the circumstances to which each may be most appropriate, a little
more closely.

The ‘tell and sell’ style is best suited to a mechanistically structured organ-
isation managed on traditional low-trust lines. Here, the reviewer assumes
the role of a sentencing judge with the aim of delivering the performance
judgement to the assessee, obtaining their acceptance of the judgement dis-
pensed, and persuading them to acquiesce in the reviewer’s plan for improv-
ing their performance. An underlying assumption is that the reviewer is a
superior able to undertake reliable performance assessment and diagno-
sis and with the ability to persuade and motivate. In turn, the assessee is
assumed to be motivated to improve their performance by being made aware
of their assessed weaknesses. Given the degree of power distance between
the two parties, in ‘tell and sell’ situations, an assessee may seek to suppress
defensive responses and to disguise hostility when presented with negative
performance feedback; that is, with evidence and judgements regarding the
nature and cause of performance weaknesses.

Such an approach may be time-efficient and cost-effective. It may also
suit situations in which a low-involvement, low-trust management culture
prevails and subordinates need and expect detailed and directive advice
from a superior. By the same token, the ‘tell and sell’ approach does little
to encourage employees to take greater responsibility for the management
of their performance, leaves little room for employees’ voice and contribu-
tion, and may lead to dysfunctional face-saving behaviour by either or both
parties, as well as to a potential erosion of employee loyalty. Overall, the
‘tell and sell’ approach fails to address many of the commonly prescribed
requirements for procedural justice.
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With a ‘tell and listen’ style, the reviewer still adopts the role of a judge,
although the approach is essentially that of an attentive judge prepared to
hear the assessee’s case. The reviewer advises the assessee of a tentative per-
formance judgement, then allows the assessee to respond, considers both
viewpoints, arrives at a conclusion and formulates a plan for improvement.
The logic here is that allowing the employee an opportunity to voice feel-
ings, especially those of a defensive nature, reduces the emotional barri-
ers and blockages to change. The reviewer is assumed to believe that the
employee’s feelings should be listened to and respected, although not nec-
essarily accepted, and should be able to listen attentively, be sufficiently
flexible to allow the employee to respond, possess high emotional intelli-
gence (as described in chapter 7), and be able to synthesise and summarise
multisource information clearly and concisely.

The obvious advantage of the ‘tell and listen’ style is that it provides a
safety valve for defensive reactions to be expressed and discussed. It also
permits a flexible dialogue between the parties, harnesses the employee’s
own informational input, allows the employee some influence over reme-
diation strategies, and may serve to elicit or reinforce a relationship of trust
between the reviewer and the subordinate. A potential disadvantage is that
the reviewer is required to defend his/her viewpoint, and this may lead to
discussion wandering from the central issues of performance diagnosis and
planning. There is also a strong possibility that one or both parties may
view the provision for employee input as merely a token concession. Finally,
the success of the ‘tell and listen’ approach will depend largely on the qual-
ity of the prior preparation undertaken by both parties, which in turn will
require a considerable investment of time by both. Overall, the ‘tell and lis-
ten’ approach is likely to be a suitable fit for organisations with a mechanistic
structure but which are undergoing transition from a traditional low-trust
management culture towards one that entails higher involvement and a
greater degree of trust.

The ‘problem-solving’ style represents a radical departure from the above
approaches. Here, the reviewer plays the role not of a judge but of a
counsellor, mentor and/or coach committed to a mutual and construc-
tive approach to identifying and correcting agreed performance problems.
The key aim is for both parties to discuss and analyse the performance evi-
dence jointly, to draw out the employee’s emotions and ideas, and to work
together to identify solutions to performance problems. At the same time, the
reviewer must seek to encourage and resource employee development and
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performance enhancement. Similarly, the employee must feel empowered,
responsible and accountable. Self-assessment is also a standard feature of
the problem-solving style. The underlying assumptions are, first, that per-
formance enhancement arises from a full and frank discussion of assessed
problems and, second, that open dialogue dissolves emotional barriers to
remediation. Such an approach requires an exacting degree of reviewer com-
petency: an ability to frame exploratory questions, to listen attentively, to
generate insightful ideas and solutions, to evaluate arguments and counter-
arguments in an open-minded and non-emotive manner, and to see matters
from the employee’s perspective, as well as to reconsider, refute, summarise
and negotiate in a wholly constructive way. In sum, the reviewer must be fully
informed, open-minded and intellectually agile, and have high emotional
intelligence.

On the positive side, the constructive tenor of the ‘problem-solving’ style
means that the probability of performance improvement is all the more
likely. The approach also allows greater freedom for novel ideas and views
to be aired without fear of judgement or retribution. It also stands to rein-
force trust, cooperation and open communication between all concerned.
In short, the probability of achieving a positive and genuine consensus is
much greater with this approach. Equally, by its very nature, the ‘problem-
solving’ approach is far better equipped to avoid attribution error and to
facilitate ‘double loop’ learning; that is problem-solving that not only learns
from past mistakes but also capitalises on them to identify and implement
more effective work practices (Armstrong & Baron 1998: 218–27).

Yet a ‘problem-solving’ style is not without shortcomings. In partic-
ular, having enough reviewers with the requisite competency profile will
require substantial investment in in-house competency development pro-
grams or rewards sufficient to attract and retain highly competent external
recruits. Moreover, the approach is by definition more exacting and time-
consuming than less inclusive approaches, and outcomes will also be less
controllable. Given the accent on self-assessment and candid disclosure,
a problem-solving approach also sits uneasily with an evaluative purpose.
In the short run, at least, the problem-solving formula, with its avowedly
developmental purpose, has little compatibility with performance-related
rewards. In sum, then, this approach has strong synergies with a high-trust,
high-involvement management culture, but its developmental focus and
emphasis on self-assessment may also conflict with the use of performance
pay and other forms of performance-contingent reward.
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Review meeting preparation

Irrespective of the style adopted, it is imperative that the reviewer is prepared
thoroughly for each meeting. Accordingly, well before the scheduled meeting
date, the reviewer should consider:

� all relevant performance information from all designated sources, includ-
ing their own observations, those of peers, the assessee and, where appro-
priate, subordinates and/or clients or customers

� the assessee’s existing position description and associated performance
standards

� how well the assessee has done in achieving performance standards and
objectives since the last review meeting

� the factors that have affected performance, both within and beyond the
assessee’s control

� the extent to which the assessee has implemented the personal develop-
ment plan agreed at the last review

� the specific feedback that will be provided and the evidence used to support
it

� points for discussion on possible actions by assessee and reviewer to
improve performance

� whether the assessee has been given sufficient guidance and what extra
guidance could be provided

� whether the best use is being made of the assessee’s skills and abilities and
any changes that could be made

� whether the assessee is ready for additional responsibilities in the current
job

� whether the assessee and the organisation would benefit from the assessee
being reassigned

� the direction that the assessee’s career could best take
� any additional development the assessee may need to further their career

in the organisation
� possible objectives for the next review period (adapted from Armstrong

2000: 80–3; Armstrong & Baron 1998: 330–1).

Where the purpose of performance assessment and review is primar-
ily developmental, and certainly where the review meeting style accords
with a ‘problem-solving’ approach, the assessee should also be required and
resourced to undertake either a formal or an informal self-assessment well
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before the meeting date. Typically, both the reviewer and the assessee will
be required to prepare preliminary assessments, which are then exchanged
several days before the meeting date so that there are no surprises on the
day of the meeting and both parties are informed and forewarned as to the
nature and degree of agreement and discrepancy in the assessment record.

In undertaking self-assessment, each employee should be encouraged to
consider:

� whether they have met performance standards and objectives
� examples of standards and objectives not being achieved and why
� problems that may have arisen and what could be done about them
� performance successes, with examples
� aspects of work where improvement is required
� progress in implementing the previous development plan
� any unmet development needs
� requirements for better support or guidance
� future work aspirations
� whether it is time to assume extra responsibilities
� whether it would be desirable to move to another role
� possible objectives for the next review period (adapted from Armstrong

2000: 82–3; Armstrong & Brown 1998: 331).

Whether the performance assessment is based chiefly on results,
behaviour, competencies or, as is more likely, on a combination of these
criteria, a requirement for formal self-assessment means that the employee
is actively involved in the process, is able to provide potentially crucial input
to the review process, and is less likely to behave defensively. Further, self-
assessment increases the probability that the review meeting will proceed as
a constructive and open dialogue rather than a judgement session. By the
same token, self-assessment requires that each employee has a clear under-
standing of the relevant performance standards and objectives, that there is a
climate of mutual trust between the parties, and that the employee does not
fear being penalised for providing an honest self-evaluation. In essence, this
means that employees as well as reviewers should undergo comprehensive
prior training in the system’s purpose, standards and processes.

Conducting a problem-solving review meeting

Clearly, the manner in which a review meeting is conducted and the atmo-
sphere in which it proceeds will depend primarily on the reviewer’s preferred
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style. Where, as is frequently the case, the style adopted – or, at least,
intended – is that of ‘problem-solving’, there are a number of critical require-
ments for review effectiveness.

Each employee should receive adequate notice of the meeting date and
time, and sufficient time should be set aside for the meeting itself, with one
hour generally being a reasonable benchmark in most cases. The review
should proceed according to a clear structure, preferably agreed in advance.
The meeting should also be conducted in private and in an atmosphere
conducive to uninterrupted dialogue. Ideally, the venue should be a meet-
ing room other than the supervisor’s own office or workspace, so that the
trappings and distractions of status are not present.

The reviewer should encourage the employee to do most of the talking
and should invite self-appraisal. To encourage open dialogue, the reviewer
should avoid aggressive interrogative questions that elicit only brief ‘yes’/‘no’
responses; instead ‘open’ questions that invite the employee to elaborate
perceptions, feelings and explanations should be used:

� ‘How well do you feel you have done?’
� ‘How do you feel about that?’
� ‘Why do you think that happened?’
� ‘What could you have done differently?’(adapted from Armstrong & Baron

1998: 334–5).

A problem-solving approach requires that the reviewer be an active lis-
tener and not interrupt the employee unnecessarily. The reviewer should
also show empathy and understanding, and allow scope for mutual reflec-
tion and analysis. The dialogue should focus on performance, not on the
person per se. There should be no surprises and no unexpected criticisms.
According to Ulrich and Beatty (2001: 296) feedback is most effective if it:

� is based on behaviour
� is specific rather than general
� offers suggestions for improvement as opposed to unconstructive criticism
� focuses on the future rather than the past
� encourages active reflection rather than passive acceptance.

To maximise review accuracy – that is, assessment validity and reliability,
and analytical precision – the parties should review the whole period, not
just a select number of critical incidents. Moreover, the discussion should
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recognise performance achievements and strengths and not dwell solely on
assessed deficits. Indeed, it is generally best to consider the positives before
any negatives.

Once all significant areas of weaknesses have been identified, agreed
and prioritised, the parties should jointly draw up an action plan to help
address problems and accentuate strengths. This typically takes the form
of a personal development plan incorporating both self-managed learning
and, where appropriate, other forms of remediation and support, such as
performance coaching.

Finally, the parties should review and revise the existing performance
standards and measures wherever necessary, and certainly where there have
been significant changes in job or role content. As noted in chapter 5, the
joint review of performance criteria and indicators is a defining feature of
the goal-setting process.

Providing negative feedback

Few supervisory tasks in the position descriptions of a line manager are
more emotionally and interpersonally fraught than that of having to pro-
vide negative feedback to subordinates. Providing negative feedback does
not involve simply criticising the recipient; rather it entails the communica-
tion of information and judgements regarding low or reduced achievement
against desired performance standards or expectations in a clear but con-
structive manner and with a view to facilitating appropriate remediation.

The barriers to the effective provision of negative feedback are often sub-
stantial. Most people do not like giving it. Most people do not like receiving
it, partly because of perceived loss of ‘face’, the avoidance of which is of
paramount importance in some non-European cultures. Negative feedback
is typically received and interpreted less accurately than positive feedback
because the emotional mechanisms aimed at protecting self-esteem serve to
distort the messages received.

It is also highly likely that negative judgements will trigger emotive
responses that may overwhelm the messages and the possibility of ratio-
nal dialogue and action planning. One central aim of the feedback review,
of course, is to persuade the recipient that a performance problem exists, that
remedial action is warranted and that remedying the problem is within their
power. The nature of the behavioural response is likely to be conditioned
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Figure 8.2 Possible behavioural responses to receipt of negative feedback

by a range of cognitions and affects, particularly the individual’s self-concept
and degree of self-esteem. As figure 8.2 suggests, it is common for recipients
of negative feedback to engage initially in acts of denial that reflect what is
referred to by exponents of attribution theory (see chapter 3) as ‘self-serving
bias’. This happens when undesirable outcomes are attributed unreflectively
to contextual factors rather than being accepted as falling within the control
of the individual.

What happens next is likely to depend partly on how the reviewer
responds to the act of denial but also on the level of the recipient’s underlying
level of self-esteem and the strength of their need for recognition and esteem.
Individuals with low self-esteem may feel threatened, undergo a process of
emotional withdrawal and end up in a downward spiral of depression and
further loss of self-confidence and self-respect, perhaps to the point where
self-blame overwhelms rationality and self-efficacy. However, as figure 8.2
suggests, high self-esteem may be just as problematic in this regard as is low
self-esteem, especially where it is so high as to induce self-delusion. Individu-
als with high self-esteem, especially those with a history of high performance
recognition, and perhaps over-exposure to praise, may move from a state of
denial to one of anger and then to a state of aggression in which both the
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message and the messenger come under verbal attack, leaving the reviewer
with no option but to close the meeting. Either way, these extreme emotional
outcomes will render the feedback session wholly counterproductive unless
the reviewer is sufficiently attuned to the emotional dynamics to anticipate
and deflect such problems before they overwhelm the exchange.

According to Audia and Locke (2003) acceptance of negative feedback,
and hence the recipient’s potential to benefit from the information conveyed,
will depend on three sets of cognitions. First, the recipient must believe that
the reviewer is genuine and well intentioned; that is, that the reviewer has
credibility, is trustworthy and is acting in good faith and with goodwill.
Second, the recipient must have high ‘elaboration’ proclivity; that is, they
must actively scrutinise the feedback information to verify its validity and
reliability. Third, the recipient must have high ‘self-efficacy’; that is, they
must not only accept what is communicated but also believe that they are
capable of doing something positive about it and that they are adequately
resourced to do so. In practical terms, the overall suggestion here is that
while these perceptions are specific to the feedback recipient, reviewers are
also able to bring influence to bear on each so as to maximise the likelihood
of acceptance and active remediation.

Remedying under-performance: counselling and
action planning

Within the review meeting context, performance remediation typically
involves two interconnected steps: (1) performance counselling and (2)
action planning. Performance counselling is simply the process of analysis
and advising that the reviewer undertakes with a view to assisting substan-
dard performers to improve their performance against valid criteria. The
four key steps in the counselling process are as follows:

1 understanding the perspective of the other person
2 recognising and agreeing the existence, nature and extent of the problem
3 reframing the perspective from negative to positive; discussing the issues

to help change perspectives and indicate possible solutions
4 empowering the employee to recognise the problem, propose solutions

and take action to implement the solution (adapted from Armstrong
2000: 93–9; Armstrong & Baron 1998: 239–48, 344–8).



Per formance rev iew and deve lopment 215

In this critical process, it is important that the reviewer is able to pro-
vide specific examples of negative behavioural incidents and/or results or
competency shortcomings, which the assessee should then be allowed the
opportunity to reflect on and respond to. The reviewer must also confine
the discussion to valid and agreed performance criteria and seek to offer
constructive suggestions and solutions. Equally, to minimise the possibility
of defensiveness or loss of self-esteem, the reviewer should avoid dealing
with more than one or two weaknesses at a time, avoid ‘playing the person’,
and ensure that the recipient is treated at all times with dignity and respect so
as not to elicit feelings of interactional injustice, even when firm refutation
or counter-argument is warranted.

Once there is agreement as to the nature and extent of the performance
deficits, attention should then turn to the process of planning remedial
action. Where ‘problem-solving’ is the preferred review style, the parties
jointly negotiate, formulate and agree on a suitable action plan, with the
recipient being invited to produce their own ideas as to the most appropri-
ate course of action. Where the style accords more with a ‘tell-and-sell’
approach, the reviewer formulates the plan, explains it to the recipient
and requests their agreement. Irrespective of the degree of employee input,
the reviewer must also ensure that the employee is adequately resourced
to implement the action plan. In many organisations, action planning is
systematised by means of personal development plan forms of the type
illustrated in figure 8.3. Note that this particular instrument presents the
parties with a range of possible performance development initiatives: from
on-the-job training, mentoring and coaching, to networking and assess-
ment centre activity. Action plans also typically incorporate goal-setting
techniques of the type present in this example. The use of personal devel-
opment or action plans is now a common feature of performance man-
agement practice throughout the Western world. In the UK, for instance,
almost two-thirds of organisations incorporate personal development plans
in their performance management systems, with more than 80 per cent of
users rating the feature as being effective (CIPD 2005a: 2–3).

Developing high performance: mentoring and coaching

While performance counselling is an intervention directed primarily at rem-
edying assessed underperformance, mentoring and coaching are practices
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Performance development plan for the year 200X
Employee’s name:………………………………
Position:…………………………………………
Signature:………………………………………
Date:……………………………………………

Supervisor:………………………………………
Signature:……………………………………….
Date:……………………………………………..

All performance development planning should be based on:
1. a thorough and agreed analysis of the nature and scope of assessed performance

weakness over the preceding year
2. agreement on the factors primarily responsible for these weaknesses and the main

needs arising from these weaknesses
3. agreement on the steps that should now be taken to address these weaknesses and

needs and the goals that should be applied to ensure that these needs are met in an
effective and timely way.

In determining the steps to be taken and goals to be set, consider which of the following
options may provide the most appropriate and realistic solutions.

On the job training Further education Formal training
Mentoring Committee or task

force participation
Self-learning
programs

Secondment Lateral transfer Special projects
Coaching Higher duties Assessment centre

activity
Job rotation � Online training Networking
Reading and discussion
of relevant publications

Conference/seminar
attendance

Teamworking
exercises

Performance development goals*
3–5 High-priority development needs for 200X: Specific goal and measure to address each need

1.
2.
3.
4.
5.

1–3 Longer-term career development needs or
aspirations

Goal and measure for addressing each
nominated long-term need or aspiration

1.
2.
3.

*Note that each goal must be:
� specific
� measurable
� achievable within the time-frame
� relevant to the job or role
� time-framed.

Figure 8.3 Example of an action planning and performance development
instrument

intended chiefly to enhance the effectiveness of high-potential and high-
performing employees, managers and executives. Both practices are widely
applied in Western work organisations. In the UK, 36 per cent of organ-
isations used coaching and/or mentoring, although, significantly, only
46 per cent of users currently rate these practices as being effective (CIPD
2005a: 3).

Mentoring

Mentoring involves a part-time or full-time relationship of support and
guidance between an experienced work colleague and a less experienced but
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high-potential colleague. The mentor provides support, advice, contacts and
feedback to the protégé – or ‘mentee’ – regarding the latter’s work role tasks,
duties, responsibilities, and competency requirements, their personal and
performance development, and their career planning (Ehrich & Hansford
1999). Mentoring relationships may last for just a few months, but it is more
usual for them to run for between six months and two years. While men-
toring may be applied at any level in the organisation, it is most commonly
applied to junior professional and manager roles and is a longstanding
practice in firms with partnership structures, particularly firms in account-
ing, the law and management consulting. In some cases the organisation
compulsorily assigns one or more mentees to each mentor; in others, the
organisation encourages and resources the formation of voluntary mentor-
ing relationships, and there is some evidence that voluntary and self-selecting
relationships are more enduring and effective than those involving mandated
and arbitrary assignment. In mechanistically structured and traditionally
managed organisations, the immediate supervisor may fill the role of men-
tor. However, in high-involvement organisations with more organic struc-
tures, it is equally likely that the mentor will be a more experienced peer
rather than a superordinate. Indeed, peer mentoring has recently emerged
as an area of significant experimentation and innovation in the service and
information sectors.

Within the relationship, the mentor generally fills one or more of four
main roles: (1) role model, (2) adviser, (3) broker and (4) advocate. As a role
model, the mentor, who has attained a significant level of experience in the
role or position concerned, passes on this experience to the mentee over the
course of the relationship. As an adviser, the mentor provides guidance to
the mentee on matters of organisational communication, protocol, persua-
sion and politics. In the broker role, the mentor provides the mentee with
useful contacts, networking opportunities and information. As a personal
advocate, the mentor champions the mentee’s cause, recommending them
for appropriate assignments and career advancement opportunities.

Mentoring stands to improve one-on-one communication within the
organisation, facilitates close monitoring of performance capability and
achievement, provides mentees with readily applicable ‘hands-on’ learning,
accelerates the rate of organisational learning, provides valuable rewards of a
developmental nature that will increase normative commitment and reduce
turnover of high-potential employees, and builds networks of knowledge-
sharing that can enhance organisational core competencies and competitive
resources. Gender-specific mentoring and associated networking practices
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are also potentially powerful ways of addressing the particular career devel-
opment and advancement challenges that still face many high-potential
female professionals and managers in today’s large organisations (Ehrich &
Hansford 1999; Murray & Owen 1991).

At the same time, mentoring may also have a dark side. The relationship
can easily fail because of unrealistic expectations by one or both parties. The
relationship may promote an overweening dependence by the mentee on
the one mentor. The relationship may be damaged by personality conflicts,
even where the association is wholly voluntary. As such, a careful and tact-
ful process of prior screening, selection and matching may be required to
reduce the possibility of relationship breakdown. Where the mentor is also
the mentee’s immediate supervisor, perceptions of power inequality may
inhibit open dialogue, and the supervisor’s role as performance assessor
may cause role confusion and misunderstanding. Cross-gender mentoring
in particular may also give rise to rumours of sexual liaison that may dam-
age the reputation of both parties. Co-workers may feel that the mentee is
the beneficiary of favouritism. The mentor’s peers may resent the presence
of a more junior employee in their deliberations. The mentor may have
extensive role knowledge and experience but lack the basic competencies in
leadership and teaching needed to facilitate the mentee’s trust and learning,
including those associated with emotional intelligence (J. Long 1997; Ehrich
& Hansford 1999). Finally, by definition, mentoring is not an appropriate
developmental practice at senior manager and executive level. At these levels,
the more appropriate intervention is coaching.

Coaching

Whereas mentoring is a decades-old practice, coaching is of more recent ori-
gin, having risen to prominence only since the mid- to late 1990s (Kilburg
1996; Kampa-Kokesch & Anderson 2001). In general terms coaching may
be defined as a solution- and results-based individual or small group learn-
ing facilitation process derived from behavioural theories of learning and
change that is intended to help high-performing employees further enhance
their performance focus, effectiveness and achievements. According to Skiff-
ington and Zeus (2003: 129): ‘Coaching, as opposed to managing, involves
focusing on an individual’s development and enabling him or her to become
more self-reliant and to solve problems and make decisions independently.
Coach managers promote reflection and insight and help individuals to
become more self-managing and self-generating.’
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As such, coaching may be viewed as a specialised method for develop-
ing those performance capacities defined in the competencies literature as
‘differentiating’ role competencies. In this respect, it is highly significant
that the rise of coaching as a field of organisational and quasi-professional
practice has been synchronous with that of competency-based performance
management, which is explored more fully in chapter 7. The purpose of
coaching is to examine areas for development and to assist the ‘coachee’ in
thinking through their self-concept and work-related challenges and prob-
lems and identifying, applying and evaluating actions to effect appropriate
changes in the coachee’s competencies, attitudes, behaviour and impact.

The coach is neither a role model nor a teacher – that is, the coach
does not assume a mentoring role – and, with the exception of business
coaching, does not necessarily need to possess a detailed knowledge of the
technical content of the coachee’s job or role. The coach is there to help
the coachee learn how to learn and self-develop. The coaching relationship
involves day-to-day discussion of personal attitudes, outlook, emotions,
work relationships, goals and personal development strategies. The coach
helps the coachee to frame an appropriate development plan incorporating
agreed development goals and attainment strategies and, if the relationship
continues, the coach can track accomplishments in carrying out the plan.
The role of the contemporary organisational coach includes the following
tasks and actions:

� increasing the coachee’s self-awareness
� managing self-esteem
� modelling desired behaviour
� teaching the coachee how to learn, how to be a better problem-solver, how

to set and keep to personal goals
� getting the issues on the table for honest discussion
� dealing with conflict, stress, emotions and interpersonal problems
� targeting behaviour to change
� obtaining feedback from other stakeholders
� giving feedback (positive and negative)
� ensuring behavioural practice and rehearsal
� encouraging the coachee to take responsibility for their assumptions and

actions
� keeping the coachee focused and on track
� helping to identify personal strategies that will work most effectively

(adapted from Kilburg 1996: 140–1).
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Coaching takes a wide variety of forms: from behavioural coaching,
results coaching, group coaching and organisational coaching, to leader-
ship coaching, executive coaching, business coaching and life coaching.
Leadership and executive coaching are now among the most widespread
and lucrative career management and leadership development activities in
work organisations in Australia and elsewhere. Around 40 per cent of large
Australian firms currently use coaching in some form, primarily for senior
managers and executives (Souter 2005). There is also no shortage of practi-
tioners in the field, particularly specialist external providers of one-on-one
coaching to executive clients.

Current coaching practice has its conceptual roots in adult learning the-
ory, psychodynamic theory (regarding self-awareness and defensiveness)
and several key theories of work motivation, including goal-setting theory,
social cognition theory and cognitive evaluation theory, as well as sports
psychology, from which the practice, of course, derives its name.

Since coaching practice is still in the early stages of development, there
is no one agreed or dominant model for the coaching process and coaching
practice. However, in the realm of organisational coaching, one of the most
widely disseminated approaches is the ‘behavioural coaching model’ for-
mulated and popularised by Skiffington and Zeus (Zeus & Skiffington 2000,
2002; Skiffington & Zeus 2003). According to Skiffington and Zeus (2003:
123), behavioural coaching ‘encapsulates personal development, beliefs,
values, emotions, motivation and social learning, as well as personal and
organisational dynamics and defenses’. Behavioural coaching, they add
(2003: 123), has the following general characteristics:

� targeting and focusing on specific behaviour
� analysing behaviour in relation to its antecedents and consequences
� applying valid and reliable methods of behavioural assessment, data col-

lection and data analysis
� goal development informed by goal-setting theory and research
� employing validated behavioural change techniques
� managing and maintaining behavioural change.

Skiffington and Zeus’s behavioural coaching model, which is summarised
in figure 8.4, identifies four stages of change, five distinct forms of coaching
and a linear seven-step coaching process. The model also rests on a number
of key assumptions, including the following:
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� Coaching is widely accepted as a powerful tool for personal and profes-
sional growth.

� Successful coaching programs focus on individual, team and organisa-
tional business objectives and goals.

� Change lies at the heart of any coaching program.
� Changing behaviour involves learning.
� Coaching outcomes are likely to be most successful when coachees are

voluntary, understand the basis of behavioural coaching and through
the coaching partnership become strongly committed to the change
process.

� The model can be effective only in a safe, open and trusting climate.
� Coaching outcomes should be measured against the stated objectives of

the individual, team or organisation.
� Scope must be allowed for differences in coaching styles and techniques,

and for individual differences among both coaches and coachees (Skiff-
ington & Zeus 2003: 125).

In the first stage of change – the reflective stage – both the coach and
the coachee are either unaware that there are problems to address or have

Stages of change Five forms of coaching Seven-step coaching process

1. Reflective 1. Coaching
education

1. Education

2. Data collection
3. Planning

(target, goals, action plans)
2. Skills coaching 4. Behavioural change

2. Preparation

3. Rehearsal
coaching

4. Performance
coaching

5. Measurement
3. Action

6. Evaluation

4. Maintenance 5. Self-coaching 7. Maintenance

Figure 8.4 The behavioural coaching model
Source: Skiffington & Zeus 2003: 125.
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this awareness and accept that changes have to be made but have yet to
commit to moving forward. Here the prospective coach applies coaching
education and assumes the role of teacher, alerting the prospective coachee
to the possible benefits of coaching, as well as the rights, responsibilities and
time requirements of each party. At this stage, the coach’s own behaviour is
critical, since the coach is ‘walking a tightrope’ between causing potential
disillusionment with coaching and persuading the prospective coachee of
the benefits it has to offer (Skiffington & Zeus 2003: 126, 127, 130).

In the second – or preparation – stage of change, the parties accept that
change is required but are unsure how to proceed and are not as yet fully
committed to a coaching intervention. At this stage the role of the coach
is to take the preparatory step of collecting data, conducting assessments,
targeting specific behaviour for change, setting goals and developing action
plans. At this preparatory juncture, the prospective coach enacts the sec-
ond and third steps in the coaching process, namely base-line data collec-
tion and action planning. Base-line data collecting techniques frequently
include self-reflection, personality and leadership inventories, psychomet-
ric assessment, physical assessment, behaviour event interviews (BEI), the
coach’s own critical incident observations, multisource or 360-degree feed-
back, targeted attitude surveys and focus groups (Skiffington & Zeus 2003:
126, 130–46). Once the preliminary data-gathering is complete and the par-
ties have agreed to establish a formal coaching relationship, the coach then
initiates action planning, including the setting of agreed development goals
and measures (Skiffington & Zeus 2003: 126, 146–51).

With the details of the action plan now finalised, the coaching process
progresses to the fourth and critical step: that of behavioural change. Here,
coaching initially takes the form of skills coaching, with the coachee learn-
ing new skills or competencies, such as those to do with planning, presen-
tation, assertiveness, communication, management of difficult colleagues,
networking and marketing. Coaching next takes the form of rehearsal coach-
ing, with the coachee rehearsing the newly acquired competencies through
simulation and role-play exercises in preparation for their application in the
workplace (Skiffington & Zeus 2003: 126, 151–2).

In the third stage of change – the action stage – the coachee applies the
learned competencies in the workplace. These are monitored, measured
and evaluated continuously by the coachee and peers, with the coachee self-
monitoring and the coach also shadowing the coachee as they apply the new
competencies. At the same time, the coach is required to help the coachee
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to manage performance fluctuations and any new internal or contextual
barriers to performance development (Skiffington & Zeus 2003: 126).

The data-gathering techniques applied at this point in the process – that is,
post-intervention evaluation – are much the same as those used to gather the
base-line or pre-coaching data. By means of formal measurement evaluation,
the coachee’s post-coaching behaviour can be compared with their pre-
coaching performance to gauge the nature and degree of improvement:

� How has their level of self-awareness, self-esteem, self-efficacy and job
satisfaction altered?

� Are they more in control of their emotions?
� How has their value orientation changed?
� Do they believe that their work–life balance has improved?
� Has their level of work stress declined?
� Has their level of physical wellness improved?
� Do peers and subordinates see them differently now?
� How has their level of business goal attainment improved?
� Has their time management improved?
� Have their communication and listening competencies improved?

In the fourth and final stage of change – the maintenance stage – the
emphasis is on consolidating and sustaining the behavioural changes and
ensuring that the coachee’s behaviour does not regress or revert. Here, coach-
ing takes the form of self-coaching. While the coach remains available to the
coachee, the overall aim is to develop the coachee’s performance compe-
tencies to the point where they are no longer reliant on the coach, have
high self-efficacy and are able to self-coach by learning to ‘recognize trig-
gers for both desired and undesired behaviors and ways to self-correct and
self-regulate’ (Skiffington & Zeus 2003: 129, 160–1).

Since coaching is a results-based intervention, pre- and post-intervention
measurement and evaluation is crucial to demonstrating coaching efficacy.
Evaluating coaching outcomes, however, is a complex process. In part, this
is because it is generally difficult to isolate the effects of coaching from
other organisational influences, even with longitudinal data (pre- and post-
coaching data), unless parallel control group data is also available. Moreover,
since multiple stakeholders are involved (the coachee, the coachee’s family,
peers, subordinates, clients, the organisation), outcomes are widely diffused
and therefore difficult to aggregate. Aggregation is problematic because
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outcomes are both tangible and intangible in nature. In fact, it is gener-
ally easier to gauge change in attitudes and associated intangible effects than
it is to measure the financial ‘return on investment’ (ROI) accruing to the
organisation.

Even so, it is financial ROI that is almost certainly going to be of greatest
interest to most organisations. Conducting an ROI evaluation involves the
comparison of coaching costs with estimated financial benefits. Costs may
include:

� direct costs of program implementation, including research and develop-
ment expenditure, search costs, sessional fees, travel and accommodation
expenses

� costs associated with program administration
� work time commitments
� costs of short-term productivity reductions while coachees are in session.

Possible direct financial benefits include:

� bottom-line productivity
� improved sales or revenue figures
� reduction in staff turnover and replacement costs arising from improved

staff retention
� greater cost efficiency
� improved product or service quality
� improved productivity.

While any organisation with an efficient human resource information
system will be able to estimate these accounting benefits quite readily, the
chief methodological challenge lies in estimating the financial value of intan-
gible outcomes, including improvements in:

� leadership competencies
� management competencies
� conflict resolution skills
� relationships with peers and subordinates
� job satisfaction
� time management
� coachee organisational commitment
� relations with customers/clients (Skiffington & Zeus 2003: 153–8).
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Whatever the promise of the coaching phenomenon, it must be conceded
that to date the belief that coaching does deliver a significant ROI to an
organisation remains more an article of faith than an empirically verified
fact (Kampa-Kokesch & Anderson 2001: 213–23).

Apart from the matter of solid empirical corroboration, coaching in gen-
eral, and executive coaching in particular, does have a number of practical
shortcomings. The coaching process is necessarily painstaking and time-
consuming while at the same time demanding high degrees of mutual
patience, honesty and trust. Consequently, there are formidable psycholog-
ical barriers to coaching effectiveness (Kilburg 1996: 142; Mone & London
2002: 100–2). The boundary between a ‘coaching’ problem and a ‘clinical’
psychological problem, such as depression, remains ill-defined, giving rise to
the possibility of harm arising from the coach playing amateur psychologist
or psychotherapist. Low barriers to entry and lack of effective accreditation
leave the field open to incompetent service providers (Sherman & Freas
2004). Privately hired coaches may be viewed by other managers as cor-
porate interlopers – as ‘court jesters’ or ‘Svengalis’; as purveyors of ‘simple
answers and quick results’ (Berglas 2002: 88–90) – providing advice that
may influence executive decision-making yet being unaccountable to the
organisation and having little understanding of strategic imperatives and
decision-making. Equally, unlike in-house mentors, external coaches may
lack adequate knowledge of the business and its strategy. Finally, sceptics
argue that coaching is just another management ‘fad’ whose fall from favour
will be no less spectacular than its meteoric rise. Yet it must be said that the
coaching phenomenon, which is now entering its second decade, shows no
sign of decline.

Chapter summary

This chapter has examined the critical final steps in the individual perfor-
mance management cycle: those of performance review and analysis, feed-
back and development planning. The chapter opened with a discussion of
the possible internal and contextual causes of assessed underperformance,
noting that low motivation may not be the only factor, or even the most
important factor, here. Attention then turned to the conduct and content
of formal performance review meetings, including a ‘best fit’ comparison
of three distinct ‘styles’ of review meeting: ‘tell and sell’, ‘tell and listen’ and
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‘problem-solving’. Next, we canvassed the challenges involved in providing
negative feedback to assessed underperformers, as well as recommendations
for maximising positive outcomes from this process. The penultimate sec-
tion then considered strategies for remedying underperformance, including
counselling and action planning. The chapter’s final section examined two
strategies for enhancing the performance of high-potential employees: the
more traditional method of mentoring, and the more recent practice of
performance coaching.

This chapter concludes our examination of the concepts, methods, tech-
niques and debates associated with the performance management process.
Equipped with this understanding of general performance management
theory and practice, we can now turn our attention to the second of the
two pivotal human resource processes with which this book deals, namely
reward management in general, and remuneration management in partic-
ular. While it is appropriate that our exploration of reward management
matters should commence with the issues of base pay and benefits (part 3),
the insights into performance management concepts and methods provided
in this and the accompanying part 2 chapters will be especially helpful in
allowing us to come to terms with the vexed matter of performance-related
rewards, which is the central theme of the five chapters in part 3.

Discussion questions

1 What factors other than low motivation may contribute to assessed low
performance?

2 What are the main challenges in providing negative feedback, and how
can these best be addressed?

3 What should a reviewer do to lessen the likelihood of a review meeting
becoming unduly emotional?

4 ‘Behavioural coaching’: what is it, how can its effectiveness be
maximised, and how should associated outcomes be defined and
measured?

5 What competencies should a good performance coach possess?
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DELIVERING FAIRNESS
Performance assessment at

Mercury Couriers

Mercury Couriers is a capital-city-based mid-sized firm that employs 600
people in its rapidly growing commercial parcel collection and distribu-
tion business, which it has operated successfully throughout Australia since
the firm’s establishment seven years ago. The firm has separate depart-
ments covering customer service, parcel collection and distribution, vehicle
maintenance, accounts, legal, marketing and human resources. Most of its
line employees and supervisors work in customer call centres, distribution
centres and vehicle maintenance facilities located strategically across the
country. The firm could best be described as having a cost-defender com-
petitive strategy, a mechanistic organisational structure and a traditional
management culture.

Don Cobb, Mercury’s human resources manager, is proud of his and the
firm’s achievements. When it comes to people management, Don’s approach
is down-to-earth and pragmatic. Previously a despatch driver himself, Don
has little time for managers who spend their time reading the latest man-
agement books, chasing university degrees or agonising about the options
for ‘best practice’ people management. Don also believes in ‘buying’ rather
than ‘building’ skilled staff. In-house training and development, he says, is
just a waste of everyone’s time – and of the firm’s money.

He is especially proud of the one-page form that he has designed for
use in the firm’s once-a-year performance assessment round. The form,
which is reproduced below, is applied to all of Mercury’s non-managerial
employees, including call centre staff, parcel despatch people, drivers, vehicle
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maintenance workers and administration staff. The form is straightforward
and can be completed in just a few minutes, so that supervisors are not tied
down in unproductive paperwork. The assessment outcomes are then used
to determine which employees will receive the $5,000 annual bonus that
the firm pays to its best performers and which employees will be dismissed.
Under Don’s system, the top 20 per cent of employees get the bonus and the
bottom 10 per cent are ‘let go’.

But this year’s performance assessment round did not go as smoothly as
Don might have hoped. This year, for the first time, three employees, all
known to each other and all recruited from the same competitor firm less
than eighteen months before, challenged the accuracy of their assessments,
wrote a letter of complaint to the managing director, and threatened legal
action unless changes were made to the way in which they and their fellow
employees are assessed.

To Don’s astonishment, the problem, they argued, lay in the form itself.
Don’s initial inclination was to dismiss the complaints as nothing more
than sour grapes, since none of the complainants has made it into the bonus
cut. Then, feeling that his integrity had been challenged, he decided to
commission a human resources consulting firm to confirm the worth of his
assessment form.

The firm he chooses is none other than the one for which you happen to
work and for which you are the resident expert on performance management
systems. So the task of providing an expert opinion on Don’s form falls
naturally to you. Specifically, you agree to provide brief (200–400 word)
written responses to each of the following four questions:

1. What are the specific type or types of performance management tech-
nique(s) present in the instrument?

2. What are the instrument’s main strengths?
3. Are there any features in the instrument that may compromise assessment

validity, reliability and felt-fairness?
4. Are there any ways in which the instrument, and the approach to perfor-

mance management that it reveals, might be improved?

Don is keen to receive your report. After all, his reputation as a ‘can-do’
manager has been called into question. So what do you report? Will your
analysis be to Don’s liking?
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MERCURY COURIERS

ANNUAL PERFORMANCE ASSESSMENT FORM

Name:

Position:

Branch & Division:

Instructions: Draw a circle around the applicable number for each question.
1. Quantity of work is the amount of work an individual does in a working day.

1 2 3 4 5
Does not meet
minimum
requirement

Does just
enough to get
by

Volume of
work is
satisfactory

Very
industrious;
does more
than required

Superior work
production
record

2. Accuracy is the correctness of work duties performed.

1 2 3 4 5
Makes frequent
errors

Careless;
makes
recurrent
errors

Usually accurate;
makes only
average number
of mistakes

Requires little
supervision; is
exact and
precise most
of the time

Requires
absolute
minimum of
supervision;
almost always
accurate

3. Alertness is the ability to grasp instructions, to meet changing conditions and
to resolve unexpected problems.

1 2 3 4 5
Slow to
catch on

Requires more
than average
instruction and
explanation

Grasps
instructions
with average
ability

Usually quick
to learn and
understand

Exceptionally
keen and alert

4. Respect and courtesy, the key to making his/her job opportunities.

1 2 3 4 5
Blunt,
discourteous,
antagonistic

Sometimes
tactless

Agreeable
and pleasant

Very polite
and willing to
help

Inspiring to
others in being
courteous and
pleasant
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5. How mentally flexible is this person in his/her thoughts and approach to any
presented task?.

1 2 3 4 5
Rigid Average Flexible

6. Dependability is the ability to do required jobs well with minimum of super-
vision.

1 2 3 4 5
Requires close
supervision; is
unreliable

Requires
prompting
sometimes

Usually takes care
of necessary tasks
with reasonable
promptness

Requires little
supervision.
Is reliable

Requires
absolute
minimum
supervision

7. How readily does this person offer to help out by doing that which is apart
from his/her own job?

1 2 3 4 5
Resists Normal Readily

8. What is your appraisal for this person’s overall performance in the past 12
months?

1 2 3 4 5
Poor Below

average
Average Above average Excellent

9. Attendance (state problems if any):

Rank order of this employee in this Rated by:

department: . . . . . . . . . . . . . . . . . . . . . . . . . Name: . . . . . . . . . . . . . . .

Total number of employees: . . . . . . . . . . . Signature: . . . . . . . . . . . .

Date: . . . . . . . . . . . . . . . .

Model responses to this case study challenge are provided in the book’s appendix.
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BASE PAY AND BENEFITS

Having considered the key psychological and strategic dimensions to under-
standing the employment relationship, as well as the three main approaches
to managing employee performance, we can now turn our attention to the
second of the two human resource management processes with which this
book is concerned, namely the management of employee reward and, in
particular, the management of employee pay or remuneration. As noted in
chapter 1, a remuneration system typically comprises three main elements:
base pay, benefits, and performance-related pay. In designing any remuner-
ation system careful attention should be paid to three key considerations:
first, the relative role that each of these three components will play in total
remuneration; second, the practices that will be drawn on to configure each
component; and third, the target level of total remuneration for each posi-
tion. The chapters in parts 3 and 4 offer guidance in addressing these key
design considerations.

The five chapters in part 3 cover base pay and benefits. Chapter 9 considers
the rationale for base pay, the main options for configuring base pay, the
general strengths and weaknesses of each approach, and the incidence of
each. Chapter 10 then details the pay structures associated with each option,
while chapters 11 and 12 discuss the evaluation methods and processes
associated with the development of pay systems based on each of these
approaches. Chapter 13 then examines the logic of employee benefit plans
and the main options for configuring such plans.

The case study exercise that follows chapter 13 – ‘Just rewards: Rethinking
base pay and benefits at Court, Case & McGowan, commercial law partners’ –
provides you with an opportunity to apply the knowledge that you have
acquired from the five chapters in part 3. Model responses are provided in
the book’s appendix.
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Chapter Nine

BASE PAY PURPOSE AND OPTIONS

We begin our coverage of remuneration practice by considering what, for
most employees, is the primary component of their total remuneration,
namely base pay. The chapter opens with a discussion of the general nature
and logic of base pay. We then consider the two broad alternative approaches
to configuring base pay – pay for the position (or ‘job-based’ base pay),
and pay for personal skills and personal competencies (or ‘person-based’
base pay) – and the general arguments for and against each. The chap-
ter also examines evidence on the comparative incidence of job-, skill-
and competency-based pay in various countries, noting that while the two
person-based approaches have assumed growing importance in base pay
practice since the 1980s, the take-up of person-based practices varies consid-
erably from country to country, sector to sector, organisation to organisation
and occupation to occupation.

‘Base pay’: what and why

Base pay is the foundational component of total remuneration, and it
can be defined as the part of an employee’s direct remuneration that
is not performance-contingent. It is commonly viewed as the ‘fixed’ or
‘guaranteed’ portion of pay in that it is chiefly time-based rather than
performance-based. For each quantum of time worked, the employee
receives a predetermined amount of pay. In broad terms, time-based pay
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can be delivered either as an hourly, daily or weekly wage, or in the form
of an annual salary. It is also typically the largest component of total pay
for non-executive employees. As the primary or foundational component of
cash reward, it serves as the benchmark for other cash components, includ-
ing benefits and incentive pay, which are frequently expressed as a percentage
of base pay. As such, the larger the amount of base pay, the greater the likely
levels of benefit and incentive payments.

Some organisations make little or no use of fixed remuneration, with
some paying workers purely on the basis of results achieved. For instance,
some real estate agencies, automotive retailers and courier firms pay staff
on a commission-only basis, while manufacturing plants sometimes place
employees on pure piece rate systems. In such cases it is a straightforward
matter to measure the results achieved by each individual, to put a price
on each unit of output, and to pay the worker accordingly. High effort and
high output delivers high earnings; no effort and no results produces zero
earnings. These individual results-based pay practices are examined more
closely in chapter 17.

From an organisational perspective, base pay does have some potential
drawbacks. It commits the employer to fixed payments irrespective of per-
formance contributed. By itself, it is unlikely to motivate task behaviour.
Unlike performance-related pay, it is unlikely to discourage underperform-
ers from remaining with the organisation; indeed, it may have the opposite
effect.

Yet, whether by necessity or choice, paying base pay remains the rule
rather than the exception. To counter the potential for exploitation in sit-
uations of labour oversupply, legislators in many countries require that
employees be paid at or above a statutory minimum time rate; in other
words, legislators have mandated payment of a guaranteed minimum level
of base pay to each employee. However, there are also some solid economic
reasons why organisations may choose to do so voluntarily. This is particu-
larly the case in situations where qualified labour is in short supply. In such
circumstances, base pay has a major role to play in attracting and retaining
desired staff. Significantly, even where their use is permitted by law, results-
only payment systems tend to be applied only in situations where competent
labour is in abundant supply. So in many market contexts offering base pay
makes sound economic sense.

Base pay also has profound psychological implications. A guaranteed
amount of pay addresses employees’ basic needs by providing a guaranteed
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minimum level of income security throughout their term of employment.
In Maslovian terms (see chapter 3), meeting employees’ security and safety
needs is essential for sustained task motivation. Providing each employee
with a guaranteed base pay also demonstrates the employer’s commitment
to the employee, which in turn means that the employee is more likely to
reciprocate by demonstrating both membership behaviour and organisa-
tional citizenship behaviour. As such, base pay is both an important means
of eliciting membership behaviour and a key foundation for the mainte-
nance of a relational (i.e. long-term) psychological contract. Base pay also
allows organisations to recognise work requirements that may be just as
important as results, such as skill and competency development. Finally,
base pay is not incompatible with performance pay, although, as we shall
see, the relationship between the two does require careful thought, plan-
ning and management. For all of these reasons, base pay warrants our close
attention.

Pay for the position versus pay for personal
skills or competencies

The traditional practice has been to fix base pay according to the job or
position occupied. This amounts to paying for the job rather than for the
person who happens to hold the job. A job can be defined as a group of
related tasks, duties and responsibilities that are necessary to the effective
operation of the organisation and which can be meaningfully combined and
assigned to individual employees within the organisation. In the job-based
approach, positions of larger ‘size’ – that is, with a greater content of tasks,
duties and responsibilities – attract higher levels of base pay, and employees
can increase their base pay chiefly by being promoted up a job hierarchy
arranged by job ‘size’.

More recently, however, the trend has been to develop base pay around
the productive ‘capacities’ of the person in the job rather than the ‘size’ of the
job itself. Personal ‘capacity’ can be defined in terms of traditional person-
characteristics such as experience and seniority. Increasingly, however, it is
being defined in terms of personal ‘skills’, ‘knowledge’ and ‘abilities’. The
premise here is that employees should be paid according to the work capac-
ities that they possess, regardless of the particular job or role to which they
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happen to be assigned at any point in time. Some commentators (Klaas
2002; Risher 1997b, 2003) have gone so far as to suggest that traditional jobs
are anachronistic; that effective human resource management now requires
a focus on personal capacities and performance rather than on managing
positions. The job, it is argued, is redundant; we live in the age of the ‘job-
less’ or ‘de-jobbed’ organisation. Lawler (1991: 148), an outspoken critic of
job-based pay argues: ‘It is people that have market value, not jobs. Jobs
are simply a bureaucratic structure that can be used to estimate the market
value of an individual. The key compensation issue from a human resource
management perspective concerns what an individual is worth: not what a
job is worth.’

The two main options for pay for personal capacity are skill-based pay
and competency-based or competency-related pay. Both of these person-
based approaches seek to establish a stronger link between the amount of
base pay and the degree of employee ‘capability’ or ‘capacity’.

Skills and competencies

At this point, it is helpful to pause to consider several important definitional
distinctions: specifically, the difference between job skills and personal skills,
and between the latter and personal competencies.

To carry out the tasks, duties and responsibilities associated with a job,
a job-holder will need to possess certain skills. A skill is a learned capac-
ity to perform a certain task in an accurate and timely manner. So skills
are a constituent part of jobs. If this is so, however, what is so different
about the ‘job’ and ‘skill’ approach to base pay? The critical distinction is
between skills in the job (i.e. skills as job content factors) and skills in the
person (i.e. skills as attributes of the individual employee). The job-based
model seeks to identify and measure the type, and degree of presence in each
job, of those skills that are essential to job execution. By contrast, the skill-
based formulation is concerned with rewarding ‘value-adding’ skills pos-
sessed by each employee. This distinction between positional and personal
skills is critical to understanding the rationale behind both the skill-based
and the competency-based or related approaches to base pay. According to
exponents of the person-based option, whereas the traditional positional
approach focuses on job content per se, the newer person-focused models
emphasise employee learning and the enhancement of the individual’s
‘human capital’.
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Of course, pay for personal skill is nothing new. It underpinned tradi-
tional margins for skill paid to craft workers who had served a formal trade
apprenticeship. Craft workers expected to be paid for their personal skills
even when they were engaged on tasks that actually required little real skill.
As craft work became more mechanised and subdivided, employers found
that they were paying for skills that their workers were no longer required to
exercise. This is what distinguishes new from old pay-for-skill systems. The
new approach recognises and rewards only those personal skills that the
organisation actually needs or may need in the foreseeable future. Even
though the employee might not use all of these skills in every task performed,
the portfolio of skills will reflect the range of task skills that employees may
be called on to exercise over time.

There is a further definitional distinction that we need to reiterate here.
This is the difference between ‘skills’ and ‘competencies’. Some commenta-
tors (Lawler & Ledford 1985; Lawler 1996) contend that there is no differ-
ence at all here; that the two terms are interchangeable. Those who adopt
this view tend to see personal capacity as an inseparable combination of
work knowledge, skills and abilities – or ‘KSAs’. The emphasis here is on
recognising and rewarding bundles of knowledge, skills and abilities that
are capable of being measured, built into training programs and learned.
However, as noted in chapter 7, there is another school of thought that
draws a very strong distinction between ‘skills’ and ‘competencies’. To recap
briefly: ‘skills’, it is said, are associated with technical capacities requiring
relatively short learning times; ‘competencies’ are personal attributes that
require development over a longer time period and which are tied to career
advancement. Sometimes this distinction is cast in terms of the difference
between ‘hard’ technical skills, which can be readily learned, and ‘soft’ abili-
ties, which are more difficult to acquire but which, it is argued, are associated
with high performance. As we have seen, these deep abilities – or submerged
‘competencies’ – include such attributes as self-confidence, achievement
orientation, interpersonal empathy, persistence, problem-solving ability
and the like. Base pay systems based on competency seek to recognise
and reward individuals in possession of these and other abilities. In this
chapter, and those that follow, skill-based pay systems are defined as
those that seek to assess and reward ‘hard’ technical proficiencies, whereas
competency pay is taken to mean pay systems that focus chiefly on assess-
ing and rewarding ‘soft’ or ‘submerged’ abilities (Hofrichter & Spencer
1996).
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Options Structures
Evaluation
techniques

Modes of pay
progression

Position-based 

systems

• Job- or 

position-based 

pay

1. Pay ladders

2. Narrow grades

Market surveys 
and/or job 
evaluation

Seniority and/or 
‘merit’-based 
increments and 
promotion

Person-based 

systems

• Skill-based 

pay

Broad grades or 
job families

Skill assessment Skill sets

• Competency-
based pay

Broad bands Competency 
assessment

Competency 
zones or levels

Figure 9.1 Options for base pay

As well as making quite different assumptions about what base pay
can contribute to an organisation, and how it can do so, the above three
alternative approaches involve distinct pay structures, evaluation (i.e. pric-
ing) methods and processes, and modes of pay progression. Figure 9.1 pro-
vides an overview of the main base pay options, including the structures,
evaluation techniques and progression modes associated with each, which
will be explored in detail in subsequent chapters.

Pay for jobs, skills or competencies?

Let us now turn to consider the general advantages and disadvantages of each
of these three broad options for base pay configuration. At this juncture,
we are interested chiefly in comparing the broad potential and limitations
of each approach. In subsequent chapters, we shall explore the structures,
evaluation techniques and development processes associated with each.

Paying for the job or position has a number of possible advantages. It can
provide the foundation for a stable pay structure and is a convenient way
for large, complex organisations to build a coherent, integrated and com-
petitive pay structure based on consistent criteria. In essence, the job-based
approach is a formula for achieving distributive justice on the basis of the
equality norm. It operationalises the norm of equality in the determination
of pay structures by prescribing ‘equal pay for equal jobs’ and ‘unequal but
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proportional pay for unequal jobs’. This may help to minimise dissatisfaction
between employees over comparative pay levels, which, as equity theory sug-
gests (see chapter 2), can impair motivation and effort. For similar reasons,
job-based pay is generally preferred by unions because it permits the main-
tenance of common pay standards both within and between organisations,
irrespective of differences in the profitability of firms. It also provides role
clarity because each job position is usually accompanied by a detailed job
description specifying exactly what the job entails and how it relates to other
jobs in the organisation. Likewise, the promotion prospects and promise
of long-tenure employment associated with an internal job hierarchy can
elicit higher levels of employee commitment and citizenship behaviour. Per-
haps most importantly for the organisation, however, job-based pay allows
a ready assessment of the firm’s competitive position in relevant external
labour markets. This is because, for the most part, external labour markets
themselves still revolve around price signals for whole jobs. For the same
reason, the job-base approach offers organisations considerable certainty as
to future labour costs because the actual costs per job are known in advance.
This can reduce the uncertainty associated with payroll budgeting and for-
ward planning.

However, critics, such as Lawler (1994a), contend that job-based pay has
some serious shortcomings. Because pay is based on position rather than
job-holder performance, there is little short-term incentive to improve per-
formance. If you pay someone a fixed wage for each hour, day or week they
perform a designated job, but they have no monetary incentive to perform
beyond the customary effort level for the job. To be sure, promotion to a
more important job will deliver a significant pay increase, but this also stands
to reinforce organisational hierarchy. Employees are encouraged to increase
their pay by securing promotion up the job hierarchy, which stands to make
the organisation ‘top-heavy’ and to saddle it with a costly management
structure. Paying the job rather than the person also provides employees
themselves with little incentive to acquire skills and competencies that the
organisation may need now or in the future. Pay for narrow job assignments
is also incompatible with the multiskilling requirements of teamworking.
Pay-for-the-job may also be too slow and inflexible to accommodate rapid
changes in technology, work processes and product or service type require-
ments, such as those characteristic of prospector firms.

As noted above, in position-based systems, within-job and between-job
pay progression is generally based on either seniority or ‘merit’, both of
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which entail person-based assessment of the job-holder. However, in both
cases, person-based pay adjustment still occurs within the structural control
points and limits set by the job-based approach. Moreover, both seniority-
and merit-based pay progression have shortcomings of their own. Merit-
based adjustment to base pay is considered in detail in chapter 15. Regarding
seniority, while it certainly underwrites relational psychological contracts
(see chapter 2) and rewards sustained membership behaviour and commit-
ment, it can also exacerbate some of the general shortcomings of the job-
based approach. In particular, it rewards time service rather than knowledge,
skill or performance. It encourages top-heaviness, traditional hierarchies
and even gerontocracy while simultaneously discouraging younger high
performers. By emphasising internal age-related progression over external
recruitment, it stands to deny the organisation access to new staff with
fresh ideas. By the same token, depending on the dictates of the prevailing
employment law regime, it may give rise to unlawful age-related discrimina-
tion in staff selection and progression, as well as to various forms of indirect
discrimination, particularly against female employees.

Given these shortcomings, could it be that the skill-based approach is a
superior means of structuring base pay? Again, it recognises and rewards
individuals for the type, range and depth of skills that they have acquired
and can use effectively, and which the organisation needs them to have. As
such, the approach offers a number of advantages to both organisations and
their employees.

For the organisation, skill-based pay encourages employees to develop
personal skills in line with the organisation’s changing needs. It allows organ-
isations to ensure that employees have the appropriate type and level of skills
before they are assigned to a position and receive a pay rise. The employee
must demonstrate proficiency at the skills before receiving higher base pay.
Pay-for-skill facilitates functional flexibility through multiskilling and team-
working. Multiskilling allows employees to be redeployed quickly without
retraining delays and minimises ‘downtime’ arising from the absence of
required skills. By facilitating a breakdown of rigid job demarcations, it
enables a more flexible utilisation of the workforce as employees acquire a
breadth and depth of relevant skills. It is especially relevant to teamwork-
ing or where maximum plant utilisation and speed of response are criti-
cal. By encouraging the acquisition of new knowledge and skills, skill pay
allows organisations to respond rapidly to new skill needs arising from tech-
nological and product market changes. Skill pay also facilitates systematic
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organisational learning and continuous improvement by rewarding employ-
ees for developing their ‘human capital’. The traditional practice of ‘front-
end’ technical training for life in the form of adolescent apprenticeship is
now largely anachronistic. In its place has come the concept of lifelong learn-
ing, to which skill-based pay is well suited. Skill-based pay also encourages
a participative work culture by allowing for the devolution of decision-
making tasks to line employees as they acquire the knowledge and skills
to become more self-managing (Lawler 1990: 160–6; Murray & Gerhart
2000).

Well-managed skill-based plans can undoubtedly deliver positive out-
comes for their organisations. A survey of management attitudes regarding
outcomes from ninety-seven skill-based pay plans in seventy different US
companies (Jenkins et al. 1992) indicated that, in a majority of cases, the
plans were ‘very successful’ in achieving greater workforce flexibility and
improved employee awareness and satisfaction, and ‘somewhat successful’
in delivering improved labour productivity, reduced absenteeism and vol-
untary labour turnover and lower labour costs. Significantly, more than
two-thirds of the respondents indicated that pay rates had increased as a
result of using skill-based pay. Even though it tends to increase payroll costs
automatically as employees learn new skills, users saw this as being more
than compensated for by improvements in labour flexibility and productiv-
ity, reduced absenteeism and greater workplace harmony.

For employees themselves, skill-based pay offers the prospect of more
challenging, varied and enriched work, and the opportunity to enhance
their ‘human capital’ and, hence, marketability. The approach also rein-
forces the use of developmental rewards by offering employees systematic
opportunities to enhance skills and pursue skill-based career paths and pay
increases within the organisation without the pressure to gain promotion
to supervisory or managerial positions.

What of the negatives? From an organisational perspective, skill-based
pay has a number of potential disadvantages. Equipping an employee with
needed skills does not guarantee that the employee will apply them effec-
tively. This is because skill-based pay rewards skill acquisition rather than
skill application (Gerhart & Milkovich 1992: 505). Skill-based plans involve
complex procedures for skill training, assessment and accreditation; admin-
istrative procedures that can be very costly. A related problem is that of esca-
lating training and assessment costs. When skill acquisition becomes the
key to pay and career progression, the demand for training will inevitably
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increase. If used as a stand-alone reward system it can create a work-
force of perennial students, and training time is necessarily ‘downtime’
performance-wise. Since skills assessment is continuous individuals may
need to be reassessed several times a year, which itself can be disruptive.
Training ‘bottlenecks’ may be another problem, particularly in the initial
stages, where there may be a short-term rush on available training facili-
ties. The approach will also increase the pressure on supervisors, particularly
regarding decisions about the allocation and scheduling of access to training
programs (Dewey 1994; Greene 1993; Lawler 1990: 166–70). Finally, given its
focus on hard, technical capabilities, skill-based pay will have limited appli-
cation outside production line, maintenance and routine administrative
work.

Skill-based pay also carries some possible negatives for employees them-
selves. One of these is ‘topping out’. Once employees have acquired all the
skills they are required to learn, their pay will plateau, and they may lose
task motivation and organisational commitment unless additional rewards,
such as performance incentives, are made available. Then there is the prob-
lem of skill obsolescence. Since pay increases are based on the repertoire of
skills that each employee accumulates rather than those that they actually
use, any mismatch between learning content and actual requirements will
undermine the system’s efficacy. In the absence of opportunity to retrain,
employees whose skills are no longer needed, say because of changes to
product range or technology, may be exposed to pay reduction or even
redundancy. Thus, as Murray and Gerhart (2000) observe, the efficacy of a
skill-based system will depend largely on employees’ trust in the system, the
strength of their desire to enhance their human capital, their expections of
training and reward outcomes and, hence, the strength of their motivation
to seek skills.

Turning now to the third main approach to base pay configuration,
the competency-based or competency-related approach, our consideration
need only be brief, since we have already explored the general advantages
and disadvantages of the competencies model at length in chapter 7.

As with competency-related performance management, the appeal of
competency pay lies chiefly in its focus on those personal attributes that
are seen to be the most important and reliable drivers of high-performance
behaviour and results. As such, the suggestion that competency assessment
should apply not only to performance management and development but
also to employee reward has intuitive appeal (Armstrong & Brown 1998;
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Brown & Armstrong 1999; Cira & Benjamin 1998; O’Neal 1995; Risher
1997a). Likewise, the competencies model appears to be applicable to staff
at all levels of the organisation, not just to skilled manual workers.

Yet, as we have seen in chapter 7, the competencies approach also has
its critics, as well as a range of drawbacks. One general shortcoming worth
reiterating here is that, whatever the claimed link between the two, com-
petencies, like skills, are still simply performance inputs, not outcomes.
Indeed, while there is now widespread acceptance of the application of the
high-performance competencies model to employee selection, performance
management and development, its extension to reward practice has encoun-
tered considerable resistance (Zingheim & Schuster 2003). This may be due
in part to the problem of pricing competencies. Even if it were possible to
accurately identify, select and assess deep competencies, there is no agreed
or reliable way to price them. If pricing learnable skill sets on the basis of
pay survey data is fraught with difficulty, then putting a price on a specific
submerged competency becomes little more than an exercise in educated
guesswork. Competencies of this sort are commodities that have yet to be
recognised in external labour markets. The problem becomes all the greater
where the competency in question is specific to an organisation.

The incidence of job-based, skill-based and
competency-based pay

Payment according to the job or position held remains the dominant mode of
remuneration in most developed countries. For instance, in Australia, stan-
dard time-based rates of pay for specific job classifications were enshrined
in the plethora of occupational and industry awards developed under the
system of compulsory arbitration. While the award-based system is now
in decline, its legacy runs deep in Australian remuneration practice and is
one of the main reasons why job-based pay remains the norm in Australian
workplaces.

Yet in Australia, as elsewhere, person-based base pay undoubtedly
assumed considerable importance in base pay practice during the 1990s,
although the degree of adoption also varied considerably from country to
country. A study of base pay practices in Canadian and Australian private
sector firms at the end of the 1990s (Long & Shields 2005a) reported that
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in Australia 59 per cent of firms applied skill or competency pay to at least
some of their non-managerial workers, whereas in Canada the comparable
figure was 25 per cent, perhaps because of that country’s strong legislative
requirement for adherence to job-based ‘equal pay’ practices and principles.
While this study did not distinguish between the two person-based options,
in the Australian case, the higher take-up of person-based pay would seem
to be attributable chiefly to the encouragement given to skill-based pay sys-
tems during the era of ‘award restructuring’ in the late 1980s and early 1990s
(Probert 1992; O’Neill & Lander 1993–94).

In the USA, the use of skill-based pay has historically been most pro-
nounced in manufacturing firms, particularly those in paper-making, auto-
mobiles, electronics and food processing. However, it has also been taken
up in service industries such as banking and insurance (Gupta et al. 1992).
Whereas skill-based pay originally applied only to factory workers and tech-
nicians, it has been extended to employees in retailing, distribution, hos-
pitality and other service sector industries. Most firms that have taken up
skill-based pay in the USA have also been large organisations, firms like John-
son & Johnson, General Electric, General Motors, Motorola, Honeywell,
Digital and Northern Telecom’s US subsidiary. US experience also suggests
a positive relationship between skill-based pay and a high-involvement man-
agement culture (Gupta et al. 1992; Lawler, Ledford & Chang 1993).

The competencies approach was also taken up with considerable enthu-
siasm in the United States – its place of origin – in the 1990s. A 1996 survey
showed that just a quarter of US companies using or developing competency-
based or related human resource management systems had linked com-
petencies to pay or were developing competency-based or related pay
(American Compensation Association Competencies Research Team 1996:
17–20). Between 1996 and 2000, the proportion of US organisations using
competency-based pay rose from 8 per cent to 16 per cent (Rahbar-Daniels,
Erickson & Dalik 2001: 73). During this period, hundreds of large US cor-
porations introduced competency pay plans for some of their employees;
the range of industries involved – from fast food and hospitality to man-
ufacturing and finance – being indicative of the initial appeal of the com-
petencies model. Prominent North American users of competency-related
pay include Burger King, Campbell’s Soups, Chase Manhattan Bank, Dow
Chemical, General Electric, Holiday Inn Motel chain, IBM and Marriott
(Ashton 1996; Sibson & Company 1997; Risher 2002). While some of these
firms apply competency pay across the entire workforce, in many North
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American organisations it is focused chiefly on professional knowledge-
workers: managers, consultants, lawyers, actuaries, teachers and the like.

In the UK, too, competency-related pay was initially welcomed as the way
forward in base pay practice, especially as a solution to the manifest problems
of merit pay (see chapter 15). British firms followed the US lead, and by the
mid-1990s 12 per cent of British firms had reportedly adopted competency-
related pay, with 78 per cent of these users rating it as ‘very effective’ (Creel-
man 1995: 7). By 1996, 45 per cent of UK firms were reportedly considering
linking rewards to competency assessment (Sparrow 1996). The take-up
was especially marked in pharmaceutical firms such as GlaxoSmithKline,
beverage manufacturers such as Guinness Brewing, and service sector and
financial services firms such as the Bank of Scotland and National Westmin-
ster Bank (Armstrong & Brown 1998; Brown & Armstrong 1999: 104).

Yet the enthusiasm initially associated with person-based pay has, in
recent years, been replaced by a healthy degree of caution. While Australian
organisations are undoubtedly making greater use of competency-related
human resource management, the chief applications to date appear to be
in the areas of staff selection and performance development rather than
pay determination. A 1997 survey of 146 Australian firms and public sector
organisations (O’Neill & Doig 1997) found that although most were making
some use of the competencies model, the main usages were for training and
development (48 per cent) and recruitment and selection (47 per cent), and
only 18 per cent used competencies for remuneration purposes.

As the survey data in table 9.1 indicates, only around 5 per cent of UK
organisations now apply competency pay in its pure form, while just 6 per
cent use skill-based pay progression in its pure form. The incidence of wholly
skill-based progression is highest in manufacturing (11 per cent of firms) and
clerical/manual roles (4 per cent) and lowest in managerial roles (2 per cent).
Wholly competency-based progression is marginally more pronounced in
the private sector than in the public service (6 per cent compared to 4 per
cent), but the low overall incidence is common to all occupational groupings.
This contrasts markedly with the incidence of competency-based assessment
in the UK, which, as noted in chapter 7, runs at more than 30 per cent.

Caution has also become the watchword in US organisations. According
to two prominent US remuneration commentators (Zingheim & Schuster
2002: 51): ‘Skill-based pay and pay for competencies are struggling at best.
Practicality and reasonable simplicity are not strong suits for existing pay
solutions that profess to pay for relevant new skills and capabilities that add
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to the worth of the company. The concept of paying for skills rather than
the job makes incredible sense. But we have had too many failures caused by
complexity, overdesign, haste and poor communications to simply return
to these solutions without study and consideration.’ Similarly, Heneman
and LeBlanc (2003: 8) observe: ‘The reason that competency-based pay has
not taken off is the cost/benefit uncertainty.’ The practical difficulties and
uncertainties involved in administering skill and competency pay will be
explored in more detail in chapter 12.

However, this certainly does not mean that organisations have abandoned
all interest in person-based options. As table 9.1 shows, rather than adopt-
ing either person-based approach in pure form, most UK organisations
(63 per cent) prefer a hybrid approach to person-based base pay progres-
sion in which skill and/or competency criteria are combined with individual
performance; an approach that Brown and Armstrong (1999) have termed
‘pay for contribution’. Significantly, the proportion of organisations using
this approach is much higher than the proportion that use individual per-
formance (i.e. ‘merit’ increments) as the sole means of base pay progression
(27 per cent). Interestingly, seniority-based progression also remains impor-
tant in the UK, where length of service or seniority is used by 20 per cent of
organisations overall; usage being particularly high (58 per cent) in public
sector organisations.

In sum, the available evidence indicates that notwithstanding the initial
enthusiasm for linking pay to competencies, the general approach outside
the USA has been one of circumspection. While the competencies model fig-
ures centrally in staff recruitment, selection, development and performance
management processes (Risher 2003: 16), it is clear that only a minority of
firms have adopted wholly skill- or competency-based modes of base pay
progression. Indeed, recent contributions to the US practitioner literature
by erstwhile exponents (e.g. Hofrichter & McGovern 2001) acknowledge
that the promise of competency pay may well have been overstated.

Chapter summary

This chapter opened with a discussion of the general nature and logic of base
pay. Next, we explored the two broad alternative approaches to configuring
base pay – pay for the position (or ‘job-based’ base pay), and pay for per-
sonal skills and personal competencies (or ‘person-based’ base pay) – and the
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general arguments for and against each. We also examined available research
evidence on the comparative incidence of job-, skill- and competency-
based pay in various countries, noting that while the two person-based
approaches have assumed greater importance in base pay practice through-
out the Western world since the 1980s, the take-up of person-based practices
varies considerably from country to country, sector to sector, organisation
to organisation and occupation to occupation. Notwithstanding the initial
enthusiasm for linking pay to competencies, the general approach is now
one of caution.

Discussion questions

1 Why should employees receive any base pay at all?
2 Is the notion of the ‘rate for the job’ outdated?
3 The ‘jobless organisation’ – fact or fiction?
4 Pay for the person is not a low-cost option. Why?
5 Why might organisations be reluctant to link competency assessment to

pay?



Chapter Ten

BASE PAY STRUCTURES

Having considered the general differences between position-based and
person-based options, we can now turn to the more technical aspects of
managing base pay systems. In this chapter we investigate options for struc-
turing base pay. As we shall see, approaches based on the job, skills or
competencies each have their own distinct structures and modes of pay pro-
gression. As well as coming to terms with these ways of structuring base pay,
following the tenets of a ‘best fit’ approach to system design, we also seek to
identify those organisational settings and management strategies for which
each of these alternative structures might be most (and least) appropriate.
Chapters 11 and 12 will then examine the steps involved in developing,
implementing and maintaining position- and person-based systems.

Two considerations are crucial to the design of any base pay system. First,
what will be the system’s overall form or ‘structure’? Second, within this
structure, what will be the ‘rules’ that determine how and by how much each
employee’s base pay changes or progresses over time? Since the question of
progression is necessarily subordinate to that of structure, it is appropriate
that we begin by discussing the latter.

What, exactly, is a base pay structure? In essence, it is the ‘architecture’
of the base pay system. A base pay structure has three main purposes. First,
it specifies categories or classifications to which particular jobs and job-
holders are assigned. Second, it specifies either the exact pay rate applicable
to each position or a pay range (i.e. the minimum and maximum pay rates)
for each category. Third, it establishes the criteria and mechanisms for pay
progression either from rate-to-rate or within and between pay ranges.

249
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While there are many possible permutations of base pay structure, most
of these will approximate to one or other of four main types:

1 pay scales (or pay spines)
2 narrow grades (or job grades)
3 broad grades (or job families)
4 broad bands (or career bands).

Pay scales and narrow grades are both traditional means of structuring base
pay, and both are associated with the position-based approach to base pay.
However, broad grades and broad bands are more recent in origin, having
risen to prominence during the 1980s and 1990s. Broad grades tend to be
applied as the structural basis for skill-based pay whereas broad bands are
associated most closely with competency-based or competency-related base
pay positioning and progression. As we shall see, as a reward practice, broad-
banding is no less controversial than the concept of competency pay itself.

Pay scales

Pay scales (or pay spines) are the simplest position-based structures, as well
as being among the oldest. As the example in figure 10.1 illustrates, pay scales
typically consist of a hierarchy of position-specific pay levels, each consist-
ing of a sequence of flat pay rates, steps or points. Movement from level
to level involves merit-related promotion. Traditionally, however, step-wise
pay increments within each level were based on seniority or service, with
the increase occurring automatically after each year of service. In the past,
service-based increments of this type were a defining feature of public sector
salary structures in many countries. With increments for service and senior-
ity, the base pay rate is typically incremented annually in recognition of an
additional year’s experience in the job and to reward continued loyal service
in the job or role. Until the 1990s, this was the norm in most large organ-
isations, both Western and non-Western. Seniority scales are still relatively
common in large Western work organisations. However, seniority-based
progression does have some substantial drawbacks, especially in relation
to the non-recognition of short-term performance, but also regarding the
possibility of unlawful age-based discrimination. For such reasons, in recent
decades many organisations in both the public and the private sectors have
adopted the practice of making within-level increments dependent on indi-
vidual performance assessment; that is, the practice of ‘merit increments’.
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Step
(increment for 

seniority, service 
and/or ‘merit’) 

Level
(promotion)

5
4 �
3 �
2 �
1 �

E

5
4 �
3 �
2 �
1 �

D

5
4 �
3 �
2 �
1 �

C

5
4 �
3 �
2 �
1 �

B

5
4 �
3 �
2 �
1 �

A

Figure 10.1 Simple pay scale or spine

So pay for performance is assuming greater significance even in this most
traditional of position-based structures. Even so, when coupled with a pay
scale structure, merit increments are a blunt instrument for recognising
short-term performance, since there is no scope to reward job-holders for
differing degrees of performance. It is a matter of the job-holder’s base rate
either being increased fully to the next pay rate or not increased at all.

Despite the existence of more sophisticated structures that do allow for
greater short-term differentiation between individuals, pay scales retain
much of their importance, especially in public sector organisations. For
instance, as the data in table 10.1 (p. 253) indicates, pay spines are still
used by 20 per cent of organisations across all sectors in the UK, as well
as by 58 per cent of public service organisations. In the public sector, at
least, pay scales remain popular because they are a simple, transparent and
convenient way for an organisation to manage the remuneration of large
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numbers of job-holders in particular work roles, such as clerical and
administrative work. When rates need to be adjusted for inflation or
to accommodate new across-the-board collective bargaining outcomes,
the entire structure can be adjusted upwards by the relevant percentage
amount.

Narrow grades

A narrow grade (also known as a ‘job grade’) is a receptacle housing a
group of jobs of similar value to the organisation and specifying a pay
range for these jobs rather than a scale or spot rate. Each grade will cover
a group of jobs regarded as being of similar value to the organisation and
therefore worthy of roughly the same range of base pay. Each grade will
allow for some variance in pay, but the range over which pay can vary is
usually quite narrow. Each grade has a pay range that defines the minimum
and maximum rates of pay for all jobs in the grade, with the pay range
for each grade typically being around 20 per cent. Each grade also has a
range midpoint that usually serves as an internal ‘control point’ intended to
regulate pay increases. As figure 10.2 (p. 254) indicates, the grade midpoint
typically defines the pay rate for acceptable proficiency in the job, and the
range is then split into two subranges. Pay progression below the midpoint
is linked to job learning and/or experience in the job. The longer it takes
to achieve job proficiency and the more the organisation wishes to reward
job performance via base pay increases rather than via promotion or stand-
alone performance pay, the greater the range spread should be. In general,
the range spread is likely to increase the further up the position hierarchy
we go.

You will notice, too, that there is a degree of overlap between adjacent
grades, and it is this that marks an important difference between grades
and scales. The degree of overlap is often 20 to 50 per cent, but it can vary
considerably both between organisations and within an organisation’s pay
structure. The degree of overlap carries implications for the organisation’s
overall management strategy, its structure and culture. The greater the over-
lap, the flatter the pay structure, the lower the degree of difference in value
between jobs in adjacent grades and the less the emphasis on job promo-
tion as a means of pay progression. In other words, the greater the overlap
between adjacent grades, the greater the scope to award a high-performing
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‘Job size’

Range overlap

20%

Range maximum

Range minimum

Payment for performance or experience above the
mid-point standard

Midpoint (= market-related pay level for proficient
job performance)

Developing job competence and performance
proficiency

    

 
  

  
  

   
  

   
    

   
  

   
  

   
  
 

  

$ 

 

 

 

 

←

 

 
 

A

B

C

D

E

F

G

Figure 10.2 Narrow grades

job-holder currently holding a job in the lower of two adjacent grades a level
of base pay above that of an individual holding a job located in the higher of
the two grades. Alternatively, the smaller the overlap, the greater the differ-
ence in adjacent job grade values, the steeper the pay structure, the greater
the emphasis on promotion, and the more closely the graded structure
resembles a traditional perpendicular pay scale. Too much overlap can cause
problems, as can too little overlap. Normally, when an employee is promoted
one grade, she will be located below the midpoint of the new grade (because
she will not yet be fully proficient in the new job). However, if the range
overlap is excessive, and the promoted employee was previously at the top
of her old grade, grade promotion may well mean taking a cut in base pay,
at least in the short term. To avoid this situation, the maximum of any
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given grade should generally be lower than the midpoint of the next highest
grade.

But why use grades at all? Why not simply have a spot rate of pay for each
and every job and job-holder? The reason is that when an organisation has a
large number of distinct jobs or positions, it is not practical to specify precise
rates for each job. Rather, with grades, jobs of similar ‘value’ or ‘size’ are
grouped together for the purpose of base pay management. Having a system
with unique rates for each job would be difficult to administer. Grouping
jobs into grades also means that employees can move sideways between
jobs in the same pay grade without having to go through a promotion
process. Moreover, if a job changes, providing the change is relatively limited,
the job-holder can be compensated without the need for promotion. Most
importantly, however, the pay ranges that are a defining feature of a graded
structure allow the organisation some scope, first, to recognise and reward
performance development (via progression up to the grade midpoint) and,
second, to reward sustained high performance (via progression above the
midpoint). The application of merit pay in grades systems is considered in
detail in chapter 15.

These are some of the reasons why narrow grades remain one of the
most common building blocks for position-based base pay systems in many
countries. As table 10.1 shows, in the UK more than one in four organisations
make use of narrow graded structures, with the highest incidence being in
manufacturing and production (39 per cent) and the voluntary sector (43
per cent), and the lowest usage being in private sector services (24 per cent).
The same data also shows that narrow grades are most widely applied in
clerical and manual positions and least applied at senior management level.

Narrow grades do pose a number of management problems. One chal-
lenge is getting the cut-off points between adjacent grades right in terms
of relative job size and ‘felt-fairness’. No matter where you draw the line,
some jobs will always be on the margins of their grade, and the job-holders
concerned will naturally be keen to have their job upgraded. The most
significant drawback with narrow grades, however, is the still quite limited
scope they provide to recognise and reward short-term performance differ-
ences between individual job-holders. A grade pay range of 20 per cent offers
little scope to award significant base pay increases to high-performing staff,
short of their applying for promotion to a position in the next highest grade.
A related problem is the generally narrow content of each job assignment
itself, which leaves little leeway for significant job enrichment and personal
skill development and diversification.
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Broad grades

The broad grades approach (also known as the ‘job families’ model) involves
combining a number of traditional job grades into a smaller number of
grades, each with wider pay ranges. This may simply involve reallocating
related jobs to a new wider grade in which relevant position holders are able
to undertake a greater variety of tasks and to master a greater range of skills.
Broad grades tend to have a pay range of up to 75 per cent, compared to up
to 20 per cent in narrow grades. Typically, the minimum pay range value
for each new broad grade represents the minimum pay level for the lowest
narrow grade whose jobs have been placed in the new grade, while the
maximum range value equates to the maximum pay level paid in the highest
narrow grade whose positions have also been assigned to the same broad
grade. The band minimum then becomes the competitive entry-level rate,
and the band maximum is reserved for outstanding performers with wide
competency in the job family.

Broad grades tend to retain many of the ‘cost-control’ features of tra-
ditional grades including midpoints, grade quartiles and internal steps or
levels. Within a broad grade, person-based pay progression assumes primary
importance, albeit within a specific job-family context. Where production
line and routine administrative jobs are reconstituted into broad grades,
pay progression is typically governed by the formal acquisition of addi-
tional knowledge and skills, so that broad-grading provides the structure
for skill-based pay progression and, hence, the basis for multiskilling and
career paths for manual, technical and administrative workers.

Figure 10.3 illustrates part of a broad-graded (or job family) structure.
Note the way in which related narrow grades housing positions from the
same family of jobs (in this case production line machining jobs) and their
respective pay ranges are reconstituted into one broad grade covering the
whole job family. The extremities of the old grade ranges now become the
minima and maxima for the new broad grade. The same process would be
repeated for other job families within the organisation (such as clerical or
administrative job groupings) to build up a structure composed of multiple
broad grades and arranged semi-hierarchically.

The broad grades approach has been widely implemented in Western
work organisations since the late 1980s. In essence, it represents a compro-
mise between traditional narrow grades and broad bands; between position-
based pay and pay that is primarily (if not wholly) person-based. The more
radical option of broad-banding has assumed particular importance in the
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←
Advanced competency
in job family

Machine
maintenance

←75th percentile

↑$
Machine
setter

Production
operations
job family

← Midpoint or median

Machine
operator

←25th percentile

Entry-level pay
←

Figure 10.3 From narrow grades to broad grades

United States, yet in other countries more interest has also been shown in
the broad grades alternative. In the UK, for instance, ‘job families’ are used
by 14 per cent of organisations to structure base pay, while 12 per cent use
‘career grades’. (For details, see table 10.1.) As Armstrong and Brown (2005:
47–9) note, some British organisations have a preference for ‘fat-graded’
structures of this type because they represent a more cautious and evolu-
tionary alternative to broad-banding. As Brown (1996: 46) has observed,
a gradual approach to organisational change may well be more effective
over the longer term: ‘Moving towards an empowered, open and trusting
company culture happens gradually, and it takes time to build the level of
confidence needed to operate fully flexible pay management within broad
pay bands. HR staff have to learn to trust line managers: and employees need
to trust their own managers.’

Broad bands

Broad bands do indeed represent a radical break from traditional job-based
pay practice. Broad-banding involves doing away with a large number of nar-
row jobs arranged in a steep hierarchy in favour of a much smaller number of
job bands. Pay ranges are substantially wider and the mode of pay progres-
sion is radically different. With broad bands, base pay progression is based
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not on job position, but on individual competency and/or performance. The
critical difference is the abandonment of job grade assignment in favour of
an emphasis on broad work roles and career development in those roles. As
exponents Risher and Butler (1993: 56) put it, the emphasis shifts from job
value to individual value: ‘Instead of emphasising who has the most points
for their jobs, the new emphasis will be placed on who provided the most
value for their organisations.’ Because broad-banding emphasises horizon-
tal as opposed to vertical career development, and because an individual may
spend their entire tenure with an organisation in one band, broad-banding
is sometimes referred to as ‘career banding’.

A typical broad-banded structure will have between five and ten bands.
The pay range for each band is significantly wider than for traditional job
grades, perhaps 100 to 300 per cent compared to 20 per cent for narrow
grades and 50 to 75 per cent for broad grades (Gilbert & Abosch 1996;
Abosch & Hand 1994a & b). Typically there is also more range overlap with
broad-banding. The greater the overlap, the less the emphasis on hierarchy.
It would be quite possible for an employee in a ‘lower’ band to be earning at
least as much as many of those in a ‘higher’ band. The internal architecture
of a broad band also tends to be very different from that of grade-based
structures. Unlike broad grades, broad bands tend to have few if any internal
‘control points’, such as midpoints or quartiles. The objective is unimpeded
pay progression based on personal worth to the organisation.

In the simple example given in figure 10.4 there are five bands, each cov-
ering distinct occupational roles: customer service, administrative support,
engineering, strategic management and executive. Note the wide pay ranges
and the high level of band overlap. This means, for example, that a com-
mitted production engineer can remain in this role and still receive base pay
substantially above that received by other professionals who are positioned
in the strategic management band or even in the executive band.

How many bands should there be? This will depend on the organisation
and the work roles within it. On average, however, the number of bands tends
to be about a third of the number of old job grades. Research conducted
in the 1990s found that, on average, broad-banding by US firms resulted
in thirty job grades being converted into between seven and eleven bands
(Abosch & Hand 1994a & b, 1998; Enos & Limoges 2000; Tucker 1995).
According to exponents, the appropriate number of bands is best ascertained
by determining the number of distinct levels of employee ‘contribution’ in
the organisation that ‘add value’ to the organisation. Value-adding tiers are
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clusters of roles that have common responsibilities and accountabilities.
The original job hierarchy is recast so as to group together positions seen
as having a similar influence on the organisation’s success. In this way the
new structure is made to reflect desired contribution rather than job size
(Gilbert & Abosch 1996).

How can this be achieved in practice? Banding might be based on the
number of distinct levels that exist in the organisation. It might be based on
natural job clusters or work roles: for example, one band for technical staff,
another for administrative support staff. It might be based on key areas of
accountability or competency. As Hofrichter (1993: 56) notes: ‘Whatever the
number, each band must include a group of individuals who are contributing
value added at a certain level. Otherwise, employees will view the entire
approach simply as an attempt to wipe out pay-grade boundaries.’ The
aim here is to de-emphasise hierarchy and accentuate ability and personal
development without promotion. As exponents Flannery, Hofrichter and
Platten (1996: 100) put it: ‘By de-emphasising titles, grades, job descriptions,
and ever-upward movement, broad-banding helps organisations advance
the values of group or team performance along with that of the individual.
Frequently, for example, both supervisors and their subordinates will be
placed in the same band. And, as their duties and roles change, they can very
naturally move slightly “back and forth” within the band, without the need
for an attention-grabbing promotion or the stigma of demotion.’

Another common feature of broad-banding is that much of the respon-
sibility for day-to-day reward management is devolved to line managers.
Typically, line managers are given discretion to manage their subordinates’
pay adjustments within limits set by budget allocation and broad pay pol-
icy guidelines. In this sense, broad-banding underscores the wider trend
in HRM practice towards the devolution of human resource management
decision-making and responsibility.

The aim, then, is to reorient the remuneration system from a vertical
emphasis on rewarding frequent job promotion to a horizontal empha-
sis on rewarding individual ability and encouraging career development.
According to exponent Ken Abosch:

Broadbanding . . . collapses many salary grades into a few wide bands for

purposes of improving organisational effectiveness . . . With fewer levels

of bands: the compensation system is better positioned to respond to the

needs of today’s flatter organizations. Properly designed, broadbanding cre-

ates the framework for a remuneration system that de-emphasizes structure
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and control and places greater importance on judgment and flexible decision-

making. It promises to add value by supporting employees’ efforts to improve

their competencies and skills – which ultimately helps the organization to shift

business direction quickly. (Abosch 1995: 54)

Exponents such as Abosch (1995, 1998a), Brown (1996), Gilbert (1994),
Hofrichter (1993), Risher (1995, 1997c, 1999b), Tucker (1995) and Rosen
and Turetsky (2002) contend that broad-banding has many advantages
over traditional graded structures. By flattening job hierarchies, it can redi-
rect employees’ attention away from competition for jobs and promotion
and towards individual and group contribution to organisational success.
Uncoupling promotion from individual career development and base pay
progression redefines career ‘success’ from a vertical to a horizontal trajec-
tory. This means that individuals no longer have to aspire to a managerial
role in order to further their careers and base pay. Further, by promoting the
self-management of personal capacity and contribution, broad-banding is
said to empower employees. At the same time, because it devolves much of
the day-to-day decision-making about base pay determination, this added
responsibility for pay decisions is said to empower line managers.

By linking career development and pay progression to individual perfor-
mance capability and achievement, broad-banding also supports a more
strategic approach to reward management. The wider pay possibilities
that it makes available also allow greater scope to reward employees for
contributions that go beyond their standard role descriptions; that is, to
reward organisational citizenship behaviour. Finally, broad-banding is said
to emphasise external labour market competitiveness over internal pay
equity considerations. This is because the focus is on using external market
data to determine pay ranges that maintain overall competitiveness rather
than on upholding equitable internal pay relativities between specific jobs:
‘When organizations move to bands, they make the statement that internal
equity is less important than it was under the traditional approach. Without
salary grades and midpoints, internal equity simply is harder to define and,
as a result, over time receives less emphasis . . . With their lack of definition,
bands help people experience an internal culture that more closely mirrors
the external, competitive environment and, as a result, makes it easier for
employees to reorientate themselves to the marketplace.’ (Gilbert 1994: 50.)

Although broad-banding was pioneered in the US public sector in the
early 1980s (Schay 1996), it was only after its adoption by two major North
American corporations, General Electric in 1989 and Northern Telecom in
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1991, that it rose to prominence. Northern Telecom reduced the number of
pay levels from fifty-four to thirteen. Under former CEO Jack Welsh, Gen-
eral Electric collapsed its old fourteen-level job graded structure for non-
executive salaried employees into just four overlapping broad bands: ‘asso-
ciate professional’, ‘professional’, ‘lead professional’ and ‘senior professional’.
The four bands had an average pay range of 130 per cent. The aim was to
transform the entire organisation from a bureaucracy into a ‘boundaryless’
organisation in which employees were challenged and encouraged to ‘take
control of their own destinies’ (Gilbert 1994; Hofrichter 1993; Tucker 1995).

The practice was also linked directly to the defining management pre-
cept of the mid-1990s, namely ‘business process reengineering’ (Hammer &
Champy 1993; O’Neal 1996) and, as such, came to be seen as a change man-
agement device (Haslett 1995). US studies undertaken in the 1990s revealed
that firms that had introduced broad-banding had done so primarily as a
means of supporting organisational change and, in particular, with a view
to achieving greater functional flexibility, a flatter organisational structure,
and a greater emphasis on external labour market competitiveness (Enos
& Limoges, 2000; Reissman 1995: 82). A 1996 study by consulting firm
Towers Perrin found that 19 per cent of US companies were using broad-
banding and 27 per cent were planning to introduce or extend it (Brown
1996). Between 1993 and 1998 the use of broad bands by US companies
rose by more than 200 per cent (Abosch & Hmurovic 1998), and it is now
widespread in large US public and private organisations.

The practice is now also widely applied in other Western countries. In
the UK, it is used in stand-alone form by 36 per cent of organisations across
all sectors, with the highest usage being in service firms (38 per cent) and
the lowest in the public service (25 per cent) (see table 10.1 for details).
For instance, the firm-wide structure introduced by the UK retail chain
Tesco saw twenty-two grades replaced by just six ‘work levels’ (Armstrong
& Brown 2005: 48). Survey research undertaken in 2000–01 indicates that
broad-banding was used by 29 per cent of medium-sized to large firms
in Canada for non-managerial employees, and by 44 per cent of firms in
Australia for this purpose (Long & Shields 2005a: 72).

Yet it would be incorrect to conclude that broad-banding has taken
the world by storm. Outside the USA, organisations evidently still prefer
the ‘evolutionary path to broad-banding’ – via broad grades. According
to Abosch and Hmurovic (1998: 44), the global preference for the broad
grades approach arises from ‘the need to accommodate country-specific
cultural and socio-economic issues’. Organisation-wide broad-banding is
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still the exception rather than the rule, with its application frequently being
limited both horizontally (to select divisions or units) and vertically (typ-
ically confined to salaried managerial or professional employees only). As
table 10.1, indicates, in the UK, 19 per cent of organisations prefer to com-
bine broad-banding with job families. Here, firms that have experimented
with broad-banding, including pharmaceutical firm GlaxoSmithKline, have
gradually reintroduced internal control points and zones to contain costs
(Armstrong & Brown 2005: 48). Moreover, in many developing countries,
the practice has long been regarded as too radical a departure from tradi-
tional pay practice (Abosch & Hmurovic 1998: 44–5).

Has broad-banding lived up to its initial promise? The limited evidence
that we have on the success of broad-banding initiatives is positive, although
the record is hardly unqualified. By far the most comprehensive studies of
outcomes from broad-banding to date were those undertaken in the 1990s
by consulting firm Hewitt Associates in conjunction with the American
Compensation Association. The first of these studies was undertaken in
1994; a second follow-up study was undertaken in 1998. The 1994 study
examined outcomes from broad-banding in 116 US organisations. The
results indicated that broad-banding was rated as effective by 78 per cent of
the firms surveyed. The respondents indicated that broad-banding was par-
ticularly successful in delivering greater flexibility, promoting lateral devel-
opment, supporting business goals, developing skills and competencies,
encouraging a team focus, and focusing employees’ attention away from
vertical promotion. The 1994 research also provided revealing insights on
stakeholder perceptions of broad-banding’s impact: 71 per cent of executives
and 68 per cent of employees felt that boadbanding was effective, while 91
per cent of executives and 75 per cent of employees felt that broad-banding
should be maintained or expanded in their organisations (Abosch & Hand
1994b). The 1998 study covered seventy-three US firms (including thirty-
three participants in the 1994 survey). According to the researchers (Abosch
1998a; Abosch & Hand 1998), the results of the later study indicate that
broad-banding continued to live up to its promise. Between the first survey
and the second, the percentage of firms reporting a cost-neutral impact rose
from 76 per cent to 90 per cent. While the change of job titles that accom-
panied broad-banding caused considerable initial dissatisfaction, only
12 per cent of employees remained negative about the loss of job title.

Yet the same survey results also indicated some significant shortcomings
in the way in which broad-banding had been implemented. Few firms had
installed mechanisms for monitoring the effectiveness of broad-banding.
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The proportion of firms with no formal approach to career development
fell only slightly between the two surveys – from 45 per cent to 41 per cent.
Of those firms that had introduced broad-banding in conjunction with an
extensive communication program, 73 per cent had provided very little
formal communication following the launch. Moreover, only 27 per cent of
employees indicated that they understand broad-banding (Abosch 1998a).

Even its strongest supporters concede that broad-banding is anything but
problem-free. Exponents (Hofrichter 1993; Risher & Butler 1993; Abosch &
Hand 1994a; Armstrong 1996) point to a number of potential pitfalls. From
the organisation’s perspective, far from simplifying payroll administration,
broad-banding stands to make it more complex and challenging, and requir-
ing considerably greater levels of remuneration expertise (Stoskopf 2002:
32). As we shall see in chapter 12, evaluating individual capacity in order
to determine band position and progression is every bit as complicated as
evaluating jobs. Moreover, moving to bands does not obviate the need to
evaluate markets. Indeed, it makes it all the more important. The devolution
of base pay decisions to line managers may actually threaten cost compet-
itiveness and inflate payroll costs, particularly where there are no control
points for managing in-band position and progression. Line managers may
be unwilling or inadequately trained to assume responsibility for pay admin-
istration and may be too generous. In the absence of clearly defined limits
and guidelines for pay progression, there is a danger of runaway payroll
inflation. Another problem is that of inappropriate or unduly hasty imple-
mentation, since banding necessarily requires careful preparation and prior
communication. Restructuring forty or fifty narrow grades into just five
to ten broad bands necessarily takes time – perhaps two to three years to
accomplish fully. Indeed, in the first flush of enthusiasm for the practice in
the early to mid-1990s, critics (e.g. Neubauer 1995: 52) repeatedly urged
caution: ‘ . . . too many executives are willing to grasp at every new idea,
without thoroughly analysing the problem, hence, the broadbanding “fad”.
Like any fad, broadbanding is a concept that seems right for the time but
whose long-term worth remains unproven.’

The radical nature of broad-banding also has considerable poten-
tial to damage employee psychological contracts and justice perceptions.
Extremely wide pay ranges can create unrealistic expectations of pay rise
opportunities, and this too can cause breach of trust and feelings of distribu-
tive injustice, especially if these expectations remain unfulfilled. One critic
(Armitage 1997: 25) suggests that recruitment advertisements for banded
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positions may specify ‘a decent top salary to tempt as many applicants as
possible, but with no intention of paying more than the bottom figure . . .
Once inside the company, one discovers than nobody within the organisa-
tion doing that job is paid more than the median figure. The top figure is
revealed as nothing more than a cynical “come on”: a number plucked from
the air.’ Similarly, Armstrong and Brown (2005: 48) report that in the UK
the practice ‘created impressions for progression that could not be met in
an environment of low inflation’ and that in one public sector organisation
it was calculated that it would take a high performer fifty years to reach the
top of their band.

The removal of promotional opportunities may also rupture trust, while,
according to Budman (1998: 25), stripping away promotion-related pay
increases can lead to a significant long-term reduction in employee earnings.
Armitage (1997: 25) contends that the reclassification that accompanies a
move to broad-banding may also lead to disguised pay cutting: ‘Pay banding
is increasingly being used as part of a modern vogue for flatter management
structures. In theory, it allows substantial salary increases without having
to recreate junior or middle management layers. In practice, it often allows
unscrupulous employers to do away with annual pay increases of any kind.’
Overall, then, while broad-banding does hold considerable promise as a
means of structuring person-based pay, its very complexity requires that it
be handled with care, caution and, not least, patience.

‘Best fit’ considerations

Returning to the tenets of our ‘best fit’ model, and bearing the points made in
this chapter and chapter 9 in mind, it is possible to identify certain synergies
between each of the three main approaches to base pay determination, the
four main base pay structures and the key dimensions of organisational
structure, culture and strategy detailed in chapter 4. These are summarised
in table 10.2.

Given their accent on service and seniority, traditional pay scales will
have greatest appeal to those organisations that place a high premium on
employee loyalty and workforce stability. As such they will have particular
relevance to traditionally managed organisations structured on mechanistic
lines, with large numbers of narrow, routine job assignments, operating
with hierarchical internal labour markets (i.e. based on promoting within



266 Base pay and benef i t s

Table 10.2 ‘Best fit’ with base pay structures

Pay scales and narrow grades
Strategy Cost defender
Structure Mechanistic
Culture Traditional; unionised
Roles Line- and middle-level positions

Broad grades
Strategy Quality defender
Structure Semi-organic
Culture Semi-high involvement; some unionisation
Roles Process; technical; maintenance; administrative

Broadbands
Strategy Prospector
Structure Organic
Culture High involvement; non-union
Roles Service work; knowledge work; managerial roles

the organisation), and seeking to foster long-term relational psychological
contracts with their employees. In such contexts, pay scales would be an
appropriate choice for all line employees and line managers, as well as middle
managers. Firms with cost-focused defender strategies will also be attracted
to the tight control that scaled structures allow over payroll costs, as well
as to the assumption of long-term stability in technology and job content.
By the same token, the simplicity and transparency of pay scales, as well
as the ease of across-the-board rate adjustment, also means that pay scales
will generally be compatible with a strong union presence and collective
bargaining. In general, the same observations also apply to narrow grades
structures. For the same reasons, however, pay scales and narrow grades will
hold little appeal to organisations with organic structures, teamworking
and either analyser or prospector competitive strategies. The emphasis on
hierarchy would certainly be incompatible with a high-involvement culture.

As we have seen, broad grades offer the base pay flexibility required for
more diverse and highly skilled task assignments, multiskilling, greater self-
management and teamworking. As such it is well adapted to organisations
with semi-organic structures involving interdependent work assignments
and teamworking. Given the emphasis on skill development and process
improvement, broad grades will be particularly well suited to a quality
defender strategy. The scope to facilitate skill diversification means that
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broad grades and skill pay are also well suited to an analyser competitive
strategy. Equally, broad grades and skill pay would be a poor fit for mecha-
nistic organisational structures, in which tasks are narrowly specialised, low-
skilled and individualised, as well as for cost defender strategies, since pay for
skill is necessarily a high-cost option. Moreover, broad grades and skill pay
would have only limited application to a prospector business strategy since
in such organisations product cycles may well be too short to accommodate
internal training and retraining. Such organisations are more likely to ‘buy’
rather than ‘build’ the skills they require.

Broad grades and skill pay are also likely to be compatible with a union
presence, although, as Ledford has argued (1991a: 14), the emphasis on
training, multiskilling and teamworking also points to compatibility with
a degree of employee involvement. Skill-based approaches also lend them-
selves to employee involvement in pay system design and administration.
However, a fully developed high-involvement culture arguably requires a
greater degree of employee autonomy and empowerment than a skill-based
system by itself is capable of providing.

The combination of broad grades and skill-based pay will be especially
appropriate for roles with significant technical knowledge and skill require-
ments, such as process work, technical or quasi-professional roles, main-
tenance work and administration. In such roles, skills are relatively easy to
identify, impart, assess and price. Ledford (1991a) suggests that skill pay
suits continuous process technology, such as that present in chemical and
steel plants and petroleum refineries, because it provides employees with
incentives to learn about the entire production flow. This enables them to
respond quickly and effectively to disruptions in the process, regardless of
where in the production flow they may be working at the time. Clearly, skill
pay is also well suited to teamworking (Bergel 1994: 35). By the same token,
broad grades will be less appropriate to higher-level professional knowledge
work and managerial roles, since the chief performance capabilities here are
‘soft’ competencies rather than formal task-specific technical skills.

Broad-banding is certainly not suitable for every organisation. The
emphasis on wide role assignments and devolution of decision-making make
it incompatible with mechanistic organisational structures, traditional man-
agement styles and a unionised workforce; indeed, it has been represented
as the antidote to such ‘rigid’ and ‘antiquated’ phenomena. Conversely,
where employee empowerment, adaptability, risk-taking and timeliness are
required – as would be the case in high-involvement organic prospector
firms – organisation-wide broad-banding and competency-based or
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competency-related pay would seem to hold particular relevance. As sug-
gested in chapter 7, the competencies model is especially applicable in
service, knowledge work and managerial roles. Such competencies as time-
liness, creativity, lateral thinking and problem-solving are also particularly
pertinent to organisations with prospector business strategies. Moreover,
the emphasis on self-management and individual accountability under
the competencies model is directly relevant to devolved, high-involvement
organisations. In short, competency-based or -related broad-banding is of
special relevance to organisations of the high-involvement prospector type
in which speed and risk-taking are of the essence. As its origins indicate, the
competencies approach is also particularly well suited to managerial and
knowledge worker roles.

Chapter summary

This chapter has examined the options for structuring base pay, noting that
the job-, skill- and competency-based or -related approaches each have their
own distinct structures and modes of pay progression. The following struc-
tures were considered: pay scales, narrow grades, broad grades and broad
bands. As well as coming to terms with the specifics of each of these ways of
structuring base bay, following the tenets of the ‘best fit’ approach to system
design, we also identified those organisational settings and management
strategies to which each of these structural alternatives might be best and
least suited.

Discussion questions

1 Why does base pay need to be ‘structured’ at all?
2 Why might an organisation prefer to use job grades rather than pay

scales or spines?
3 From an employee perspective, what are the attractions and drawbacks

of skill-based pay progression within a broad-graded structure?
4 Is broad-banding just a pay fad whose time has now passed?
5 Why would broad-banding be a poor fit for a firm with a mechanistic

structure?



Chapter Eleven

DEVELOPING POSITION-BASED
BASE PAY SYSTEMS

In chapter 10, we examined the two main alternatives for structuring
position-based base pay (pay scales and narrow grades), as well as the two
chief options for structuring person-based base pay systems (broad grades,
with skill-based progression, and broad bands with competency-based
or -related progression). In this chapter, we consider the main evalua-
tion techniques associated with position-based pay, as well as the key steps
in developing and implementing position-based systems, with particular
emphasis on the design of narrow grades structures, since these are the
more common of the two position-based structures. We begin with an exam-
ination of the two main techniques associated with pricing job positions,
namely market pricing and job evaluation. As we shall see, the key differ-
ence between these two methods is that market surveys focus on maintain-
ing an organisation’s competitiveness prevailing in external labour markets
whereas job evaluation methods are concerned primarily with establishing
‘internal equity’; that is, with determining felt-fair job rates and rate differ-
ences within an organisation. Once we have a solid understanding of these
evaluation techniques, we can proceed to consider how they may be applied
to develop a position-based pay structure. Then, in chapter 12, we canvass
the techniques and processes involved in developing person-based systems.

Market surveys

Market surveys involve setting pay rates for particular jobs and positions
according to what other employers are paying for the same or similar jobs in
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external labour markets. This typically entails some form of multi-employer
survey to ascertain the ‘going rate’ for each job type. The organisation ascer-
tains what other employers are paying for jobs similar to its own, then makes
a strategic choice about whether it will pay the median rate, a lower rate or
a higher rate. Regular market surveys also allow organisations to moni-
tor changes in market rates and adjust their own pay rates accordingly. An
organisation can either conduct its own market surveys or purchase survey
data generated by an external provider, such as a remuneration consultancy
firm or an industry or professional association.

If an organisation wishes to conduct its own survey, there are six main
steps that should be followed:

1 deciding which jobs to survey
2 determining which outside organisations to survey
3 determining the method of data collection
4 determining what information to collect on each position
5 processing and analysing the raw survey data
6 deciding a policy on pay level relative to external market rates.

1. Deciding which jobs to survey
It is rarely necessary to include all of the organisation’s jobs in every survey.
Typically, each survey will cover a representative sample of 10 to 20 per cent
of the organisation’s jobs. This should be enough to calibrate the whole
system for external pay movements. The sample would be changed each
year so that all jobs will eventually be surveyed in their own right. It is also
crucial that like is compared with like, and this requires going beyond mere
position titles; it requires the use of current, concise job descriptions to
ensure comparability of positions between firms, and this, in turn, requires
proper job analysis beforehand.

2. Determining which outside organisations to survey
Defining the relevant external labour markets, and hence the relevant organ-
isational competitors, is not as straightforward as it might seem. Competi-
tors will be of two broad types: those in the same product or service market,
and those in the same labour markets. In some cases firms in quite different
industries will compete for the same type of labour. In general, the surveying
organisation will need to identify the occupational groups for which it will
collect data, the geographic extent of each group and the industry scope of
each. It would also be advisable to focus on organisations of comparable size
since firm size is an important determinant of pay mix, pay levels and labour
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cost ratios. Large firms tend to pay more for the same job than smaller ones;
firms in some localities will have to pay more for the same job than those in
other localities where the supply of labour is more plentiful.

3. Determining the method of data collection
There are three main means of collecting survey data: personal interviews,
questionnaires and telephone interviews. Personal interviews are probably
the best means of data collection since the interviewee can keep a running
check on job match and data quality. However, it is also a costly and time-
consuming method. Questionnaires are generally far cheaper to administer.
The main problem with questionnaires is that they are not a particularly
reliable means of data-gathering since there is no control over who completes
the form. Telephone interviews probably deliver the best of all possible
outcomes: they are relatively cheap, yet enable instant monitoring of job
match and data accuracy.

4. Determining what information to collect on each position
Data on wage and salary levels should include the average level of base pay
paid in each job and the pay range (i.e. minimum and maximum paid)
for each job. But this alone will not be enough. For a proper comparison,
it is important to ascertain not only the level of base pay by scale step
or year of service but also the level of performance pay, the amount of
employer superannuation contributions and other types of remuneration,
particularly benefits, and the total amount of remuneration involved. This
is because a low (or high) level of base pay does not necessarily translate into
a low (or high) level of total pay, and in making decisions about external
competitiveness it is important to know how other organisations configure
the mix of total remuneration.

5. Processing and analysing the raw survey data
The chief complication here is that all employers sampled are most unlikely
to be paying the same level of pay for any given position; it is far more likely
that there will be a diversity of pay rates, so the raw survey data will require
additional statistical analysis to enable an accurate overview of market rates
and trends. Essentially, this means aggregating the firm-specific data using
descriptive statistical procedures to identify the data sample range (minima
and maxima), range distribution and range median for each recognised
position. The range median is simply the rate that occupies the middle
position (fiftieth percentile) in the range when the position data from each
survey respondent is ranked from lowest to highest. Distribution can then
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25th percentile 50th percentile 
(market median)

75th percentile

Lower 25% Second 25% Third 25% Upper 25%

Figure 11.1 Salary survey data presentation: range percentiles and quartiles

be summarised in terms of the mean (average) rate for particular segments
of the ranked range, such as percentile, decile or quartile means. Quartile
means allows us to identify, for example, what the average amount of base
salary paid by the highest paying 25 per cent of respondents (the upper
quartile mean) and the lowest paying 25 per cent (the lower quartile).

Figure 11.1 illustrates the aggregation of survey data into range quartiles,
and figure 11.2 offers an example of how summative data of this type can
be presented. In this example, the data relates to the position of generalist
human resources manager. Note that selected percentile values are presented
for all main remuneration components (not just base salary) as well as for
total employment cost. In addition, means are provided by firm size (‘annual
revenue’), location and industry.

6. Deciding a policy on pay level relative to external market rates
The summative data is really only a guide to establishing and maintaining
pay competitiveness; it will not tell the organisation what amount it should
pay for each position. This is a matter of strategic choice. A decision must be
made as to how high or low the organisation’s pay levels should be positioned,
and this will be a matter of weighing up the projected costs and benefits. If,
say, it decides to pay at the 75th percentile, it will need to be sure that the
additional payroll costs will be more than offset by positive outcomes such
as lower staff turnover, improved recruitment and retention, and stronger
membership, task and citizenship behaviour. Conversely, if it decides to set
base pay below the 50th percentile, there needs to be some assurance that
the cost savings will not be eroded by negative attitudes and behaviour.

Market surveys are among the most widely utilised remuneration man-
agement techniques. In the UK, 75 per cent of organisations in all sectors
of the economy link base pay levels to market rates, and 44 per cent link
pay progression directly to market rates, with the highest usage being in
private sector firms (CIPD 2005b: 5). In Canada, 74 per cent of such firms
use market survey data for non-managerial employees, as do 66 per cent of
Australian firms (Long & Shields 2005a: 72).
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Position Title:   Senior Human Resources Officer
Position Code:   4175
Career Level:   3
Sample Size:   256
No. of Organisations:   76

Percentiles

Remuneration Component % Rec Average % of TFR 25th 50th 62.5th 75th

TAXABLE BASE SALARY (TBS) 70674 88% 100% 59715 70250 74117 79270

Salary Sacrifice Superannuation 4563 6% 16% 1500 2850 3614 4800

NOMINAL BASE SALARY (NBS) 71404 89% 100% 60327 70600 74500 80000

Annual Leave Loading 876 1% 54% 784 881 881 951

Other Cash 5930 7% 5% 2007 3283 3386 5245

TOTAL FIXED CASH 72151 90% 100% 61293 71885 75069 80294

Company Superannuation 6930 9% 100% 5779 6759 7358 7800

Car Allowance 18300 23% 2% 18000 18500 18500

Other Non FBT-able Benefits 464 1% 7% 368 414 470 500

Company Car/Novated Lease 12215 15% 4% 8258 13080 15387 16181

Health Insurance 1553 2% 2% 1500

Other FBT-able Benefits 987 1% 4% 327 349 420 1110

TOTAL PACKAGE 80014 100% 100% 67368 79516 83723 90032

FBT Car 6075 8% 4% 2815 6236 7726 9424

FBT Other 1076 1% 5% 352 448 758 1764

TOTAL FIXED REMUNERATION (TFR) 80306 100% 100% 67368 79516 83828 90128

Total Variable Pay 5358 7% 70% 1500 4855 6812 7324

TOTAL REMUNERATION COST (TRC) 84053 105% 100% 69602 83630 88790 94530

Overtime 1909 2% 2% 1810

Shift/Standby/On-call Allowance

TOTAL EMPLOYMENT COST (TEC) 84082 105% 100% 69602 83630 88790 94530

Average Data

Industry Sample Size NBS TFR TRC

Transport & Shipping 5 64806 78951 80229

Computer & High Technology 86 71166 79462 83076

Manufacturing 5 78695 105992 106332

Banking & Finance 121 72090 80688 84373

Agriculture & Energy 7 80777 91600 102400

Other 32 67294 74856 78567

Organisation Size Sample Size NBS TFR TRC

Less than $25 million Annual Revenue 3 72957 82826 82826

$25 – $100 Million Annu al Revenue 22 72722 82126 85144

$101 – $250 Million Annual Revenue 29 60973 69218 71107

$251 – $500 Million Annual Revenue 24 70460 83273 87261

$501 Million – $1 Billion Annual Revenue 35 68496 75675 82045

Over $1 Billion Annual Revenue 143 74155 82857 86488

State Sample Size NBS TFR TRC

New South Wales 115 69439 77838 81891

Victoria 109 73438 82669 86214

Queensland 12 68760 77728 80140

South Australia 13 78489 88868 93367

Western Australia 5 63726 70697 73088

Figure 11.2 Example of salary survey data presentation format: ‘senior human
resources officer’ position
Source: CSi – The Remuneration Specialists, Australian General Industry Remuner-
ation Report, June 2005. Reproduced with permission.
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Valuing positions by means of market surveys has several clear advantages.
It is usually neither costly nor administratively complex. Surveys provide
an automatic means of keeping job rates in line with market conditions,
thus allowing the organisation to remain competitive in both its labour
and its product markets. Most importantly, market surveys support a focus
on competitive external recruitment. This is crucial for organisations that
accentuate a transactional rather than a relational psychological contract
and recruitment from outside the organisation.

However, market pricing also has its shortcomings. Surveys are necessar-
ily selective, and the data is only as valid and reliable as the survey method-
ology that produces it. Surveys are subject to sampling errors. Surveys do
not capture the full range of rewards offered by organisations, including
those of a non-financial nature, and this may give a false reading of com-
petitors’ strategies. Moreover, rates for similar jobs will also vary according
to firm size, industry and region. Different organisations will define their
jobs in different ways. Even where the same job title is used, the job content
may be different (Cook 1994). The organisation needs to be sure that, as
far as is possible, it is comparing like with like. The problem of job match-
ing will be especially difficult where the organisation has many jobs that
are unique in terms of content. This relates to the problem of ‘compensa-
tion averaging’: merely taking the average rate paid externally for seemingly
comparable jobs as the pay-setting benchmark may either under- or over-
value the tasks, duties and responsibilities that are included in some or all
of the organisation’s jobs. Market rates are rarely a pure reflection of job
worth. They usually reflect both job value and job-holder characteristics
and contribution. As such, the rates that organisations indicate they pay for
a particular job often includes both base pay for the job and performance-
rated pay for job-holder contribution, and special care needs to be taken
to separate the two elements. Further, pricing to market implies a loss of
organisational autonomy and control. In effect, it allows competitors to
determine an organisation’s internal pay structure, which means that the
employer sacrifices autonomy over pay structure.

Moreover, external markets do not always value jobs rationally and equi-
tably. Going rates are frequently contaminated by dominant social norms
and value judgements about the worth of the person holding the job.
The classic instance of this is the undervaluation of traditionally female-
dominated occupations, such as nursing, teaching and childcare work.
Labour markets have tended to ascribe lower economic value to the ‘soft’ (but
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arguably socially more important) interpersonal competencies required in
such roles than to the ‘hard’ technical skills associated with positions histor-
ically dominated by men. This is one of the main reasons why governments
in various countries have introduced pay equity legislation – to mitigate
historical market inequities of this type.

Finally, a purely market-focused job pricing strategy will not address the
issue of internal fairness. It rules out the possibility of building a base pay sys-
tem that prices jobs according to their specific value to the organisation. Jobs
that are more important to the firm in practice may have to be paid less than
jobs of lesser importance simply because that is what external markets dic-
tate. The thrust of the main alternative to market pricing – that is, job evalua-
tion – is the maintenance of a base-pay structure that achieves internal equity.

Job evaluation: purpose and methods

Job evaluation involves determining position pay rates according to the
content or ‘size’ of each position within the organisation with a view to
rewarding each job according to its ‘value’ or importance to the organisation.
How? By analysing the descriptions for each job in the organisation and
measuring the relative ‘size’ or importance of each job to the organisation
by some systematic means. The end result of job evaluation is a hierarchy
of jobs in which all jobs of similar ‘size’, no matter how different they might
be in other respects, are placed at the same scale or grade in the job-based
pay hierarchy.

The ostensible purpose of job evaluation is to provide a rational and
fair basis for the determination and management of internal pay relativities
between jobs. The aim is to price jobs ‘fairly’ according to their relative
importance in adding value to the organisation.

In the UK, 51 per cent of organisations use job evaluation in determining
base levels; usage is most pronounced in the public sector (CIPD 2005b: 5,
25). Usage is similar in Australia, where more than half of private firms apply
it to non-managerial positions. In Canada, however, where provincial legis-
lation mandates formal adherence to pay equity principles and practice, job
evaluation is used by 75 per cent of private firms (Long & Shields 2005a: 72).

Generally, job evaluation involves four main steps:

1 undertaking a job analysis, which provides data on the content of specific
jobs
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2 producing job descriptions, which summarise the core tasks, duties and
responsibilities of each job

3 selecting and applying the most appropriate job evaluation method, then
using job descriptions to evaluate the relative worth of each job to the
organisation

4 creating pay scales or grades based on job evaluation scores.

Job evaluation methods themselves come in two generic forms: qualitative
methods and quantitative methods. Qualitative methods generally involve
non-analytical and whole-job comparisons and tend to rely on impression-
istic and quite subjective judgements about comparative job value. They
are usually applied unilaterally by management without any consultation
with employees. The two main qualitative methods are job ranking and job
grading or classification, both of which are discussed below.

Job ranking

Job ranking compares whole jobs only. It does not attempt to disaggregate
jobs into component parts (or job ‘factors’). Whole jobs are ranked in a
hierarchy according to the perceived overall value of each. There are two
main ways of doing this:

1 alternation ranking, which takes the jobs considered most valuable and
least valuable and ranks them first and last, then moves to the next most
and least valuable, and so on; and

2 paired comparison, which compares every job with every other job, then
those with the highest number of favourable comparisons are ranked on
top.

Ranking is quick and simple and well suited to small organisations with
just a few job classifications. However, it has some distinct drawbacks. There
is no defined standard or formal rationale to defend rank ordering; hence it is
difficult to justify pay decisions. Ranking may be based on incomplete infor-
mation. Rankings are just as likely to be based on the person doing the work,
or on prevailing pay rates for the job, than on actual job content. Ranking
assumes that the person doing the ranking has valid, accurate and up-to-date
knowledge of all jobs being ranked, an impossible requirement in all but the
smallest organisations. Moreover, since there is no formal standard for com-
paring jobs, inconsistencies are likely to arise where ranking is undertaken
by more than one evaluator. Finally, ranking itself gives no indication of the
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degree of difference between jobs, and it is difficult to slot new positions
into the right order once the ranking is done (Long 2006: 253–4).

For these reasons, ranking is generally used only in small organisations
with simple job structures and well-accepted pay differentials. It is not prac-
tical in large organisations with many different jobs in many different work-
places and where job content itself is subject to frequent change.

Job grading or classification

Job grading (also known as ‘job classification’) applies the reverse procedure
to quantitative methods in that job grades and pay ranges are created at the
commencement of the evaluation process rather than at the conclusion. For
instance, a manufacturing organisation might identify a series of grades for
production-line positions, say ‘G1 – machine operation’, ‘G2 – machine set-
up’, ‘G3 – machine maintenance’ and ‘G4 – line management’. Then a series
of general content descriptions are created that cover the range of tasks,
duties and responsibilities most closely associated with each grade. The
descriptions for specific jobs are compared with the grade descriptions to
identify the best match within the relevant job class. Jobs are slotted into the
relevant grade, and all jobs in that grade are assigned to the same pay range.

With job grading, grade pay ranges are determined by identifying market
rates for ‘benchmark’ jobs in each grade. This involves identifying the job
that best typifies a grade. A benchmark job must have several essential
characteristics. Its contents must be well known and relatively stable. It
must not be unique to the organisation concerned but common to other
organisations and have a widely recognised price in the external labour
market. It must be representative of all jobs in the class.

Job grading is a convenient and inexpensive way of slotting new jobs into
an existing pay structure. It is often used by organisations that have separate
pay classifications for managerial, professional, clerical and manual jobs.
Since the basis of the grading is spelt out it is easier to defend than simple
ranking.

However, the grading approach also has its problems. It is difficult to
produce generic grade descriptions applicable to a wide range of jobs. In
the absence of systematic quantitative job analysis, grade definition may
be little more than educated guess work. It cannot accommodate complex,
multifaceted and non-routine jobs like those of many knowledge workers,
which might be so wide-ranging that it is next to impossible to slot them into
just one job classification. It is also inflexible since it takes the job grades
as given and is insensitive to changes in the content of jobs within each
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grade. Like other non-quantitative methods, it does not measure degrees of
difference between individual jobs (only differences between grades) (Long
2006: 254–6).

Quantitative methods, by contrast, seek to break jobs down into common
denominators – or job ‘factors’ – that can be used to measure and compare
jobs in terms of how much of each factor each possesses. There are many
different quantitative evaluation techniques, including many proprietary
methods marketed by specialist remuneration consulting firms. Here we
focus on two generic quantitative methods – factor comparison and the
points-factor technique – and on one of the most widely applied proprietary
points-factor methods, the Hay guide chart profile method.

Factor comparison

The simplest quantitative method is known as factor comparison. A ‘factor’
can be any attribute of a job that is considered to be of value to the organisa-
tion. Factor comparison is really a refinement of job ranking. The difference
is that rather than whole jobs being compared, comparison focuses on dif-
ferences in specific factor presence between jobs. Factor comparison focuses
on building up a whole job price using monetary values for individual job
factors. To do this, it identifies a number of major job factors against which
all jobs can be assessed. It then takes a number of ‘benchmark’ jobs that have
these factors and for which the current rate of base pay is considered appro-
priate, estimates the relative importance of each factor in these benchmark
jobs, and ascribes a monetary value to each factor.

To illustrate, assume that the benchmark job is that of an electrician, for
which the organisation pays base pay of $40 an hour. Using factor analysis, it
is estimated that $15 is for technical knowledge, $5 for manual skill, $10 for
responsibility, $5 for task planning and $5 for adverse working conditions.
The job is then placed on a ‘factor comparison chart’, with a separate entry
for each factor. Other benchmark jobs are then placed in the chart in the
same way. Once all of the benchmark jobs are included, other jobs can then
be compared with these jobs and located at the appropriate place on each
factor pay scale. The factor pay rates for each job can then be tallied to
provide the overall base pay for the job (Long 2006: 256).

One advantage of factor comparison is that it can easily be tailored to
each organisation. It also allows explicit factor-by-factor justification for
differences in job rates. However, it also rests on the questionable assumption
that benchmark jobs are already appropriately remunerated. The process of
determining factor presence in each job is also subjective. Unless the process
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is assisted by complex statistical software and computer technology, there is
also a cognitive limit to the number of supposedly generic factors that factor
comparison can handle.

Points-factor job evaluation

The ‘points-factor’ approach works not by seeking to assign a monetary
value directly to each factor but, rather, by assigning points based on degrees
of factor presence. The method seeks to disaggregate jobs into relevant job
factors, such as skill and knowledge requirements, decision-making, report-
ing and supervision responsibilities, and the like, by means of detailed job
analysis. Points are assigned to each job according to the degree to which
each designated job factor is present in the job, then the points scores are
tallied to give an overall numerical score for each job. This provides not
only an absolute ranking of jobs by score size but also precise measures of
relative difference in job size or value. Point factor methods are also widely
believed to be more acceptable to employees, since they are more transpar-
ent and generally more open to employee participation in the evaluation
process. Points factor systems are typically administered by means of joint
management–employee committees, sometimes with the assistance of out-
side job evaluation experts.

Points-factor instruments come in two main forms: (1) tailor-made (or
‘policy-capturing’) instruments developed by or for one organisation, and
(2) off-the-shelf or proprietary instruments, of which one of the oldest and
most widely applied is the Hay guide chart profile method.

An example of a simple policy-capturing instrument is given in table 11.1.
The policy-capturing approach is so-named because it allows an organisa-
tion to weight factors according to their perceived relative contribution to
meeting the organisation’s own strategic objectives. There are three main
steps involved in developing a policy-capturing points-factor approach:

1 identifying ‘compensable factors’
2 developing rating scales for these factors based on degrees of factor pres-

ence, and
3 weighting the factors.

Compensable factors typically cover four broad facets of job content:

� job inputs (such as skill, knowledge, education, training, experience)
� job requirements (such as mental effort, physical effort, decision-making

and supervision)
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Table 11.1 A simple ‘policy capturing’ points-factor job evaluation instrument

Factor
weights
(total
points)

Degrees

Factors A B C D E

Skill
Work experience 40 80 120 160 200
Qualifications 20 40 60 80 100
Education 8 16 24 32 40 400
Initiative 12 24 36 48 60

Work content
Difficulty of work 10 20 30 40 50
Complexity 20 40 60 80 100
Physical demand 14 28 42 56 70
Mental demands 10 20 30 40 50 300
Hours 6 12 18 24 30

Responsibility
Supervision of others 16 32 48 64 80
Care of materials and 4 8 12 16 20

equipment
Decision-making 12 24 36 48 60
Record keeping 4 8 12 16 20 200
Security 4 8 12 16 20

Working conditions
Work environment 10 20 30 40 50
Hazards or risks 5 10 15 20 25 100
Interpersonal relations 5 10 15 20 25

200 400 600 800 1,000 1,000

Source: Clark 1992: 295.

� job outputs (such as product accuracy, consequences of error, responsi-
bility for cash and assets)

� job conditions (work environment, hazards and so on).

These are usually broken down into more specific subfactors. A typical
scheme will identify four factors, each with three or four subfactors.
Commonly used factors include skill, effort, responsibility and working
conditions.
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The second step involves developing rating scales for each factor. The
degree to which each factor is present in each job is measured by means of
a rating scale. Typically a scale will recognise up to seven degrees of factor
or subfactor presence. The larger the number of degrees of judgement
required, the greater the cognitive challenge involved in discerning
differences between adjacent degrees. Likewise, reliable judgements require
the provision of factor, subfactor and degree descriptors so that assessors
can make judgements against a set of valid and clear generic job content
standards. The incremental progression in the degree scoring scale may be
either arithmetic or geometric; the latter having the advantage of ampli-
fying the scores attached to the factors considered to be strategically most
valuable.

The third step involves weighting each factor according to its relative
importance to the organisation. This is a critical step in the design process
and is central to the ‘policy-capturing’ aspect of the evaluation process.
Should all factors be weighted equally, or should they be weighted differently?
The weight attached to each factor must reflect the organisation’s strategic
objectives; that is, the perceived relative importance of each job factor to
organisational effectiveness. For instance, a firm with a quality defender
strategy is likely to weight skill more highly than would a cost defender,
whereas a high-involvement prospector will place high weight on factors
such as decision-making and problem-solving.

In the example given in table 11.1, there are four job factors, all weighted
unequally. Each factor is broken into various subfactors. For each factor
and subfactor, there are five degrees; each degree representing an arithmetic
multiple (× 2, × 3, × 4, × 5) of the points awarded for the lowest degree.
Note that the maximum points that may be awarded to any position is 1,000.
In an organisation structured on mechanistic lines, the highest scoring jobs
should logically be the most senior executive positions.

Hay guide chart profile method

With ‘off the shelf ’ points-factor instruments, factors and factor weights
are determined externally by the instrument designers on the basis of their
judgement as to which factors are deemed to add the most value in any
organisational context. By far the most widely used generic point-factor
methods is the Hay guide chart profile method, which was first developed
by the US-based consulting firm the Hay Group in the 1950s (Armstrong &
Murlis 2004: 634–43; Holmes 1980–81; Patten 1988: 192–201; Skenes &
Kleiner 2003).
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With the Hay method, jobs are evaluated by means of special guide charts.
These provide for the evaluation of jobs according to three generic job
factors, namely ‘know how’, ‘problem-solving’ and ‘accountability’. These
are claimed to be components of all jobs. More recently, a fourth factor –
‘working conditions’ – has been added to the instrument criteria.

‘Know-how’ is defined as the total sum of every kind of knowledge and
skill, ‘problem-solving’ is defined as the amount and nature of thinking
required in a job, and ‘accountability’ is defined as being answerable for
action and consequences. These three key factors are assumed to be sequen-
tially related in the work process, such that ‘know-how’ is the major work
input, ‘problem-solving’ is the principal work process, and ‘accountability’
is the major work contribution or outcome. The fourth factor, ‘working
conditions’, scores the physical and psychological environment in which the
work process occurs.

Each of the four factors is divided into several subfactors, as follows:

1 know-how:
(a) cognitive know-how: practical procedures and knowledge, specialised

techniques, and learned skills
(b) managerial know-how: real or conceptual planning, coordinating,

directing and controlling of activities and resources associated with
an organisational unit or function

(c) human relations know-how: active, practising, person-to-person
skills in the area of human relationships

2 problem-solving:
(a) thinking environment
(b) thinking challenge

3 accountability:
(a) freedom to act
(b) magnitude of decisions, measured in monetary terms
(c) impact of decisions

4 working conditions:
(a) physical effort
(b) physical environment
(c) sensory attention: the intensity, duration and frequency of required

job concentration using one or more of the five senses
(d) mental stress: degree of tension or anxiety inherent in the work process

or environment.
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The presence of each subfactor is defined in terms of ‘levels’, to which partic-
ular scores are attached. For example, for cognitive know-how, eight levels
are identified:

(A) primary
(B) elementary vocational
(C) vocational
(D) advanced vocational
(E) specialised or professional
(F) seasoned professional
(G) professional mastery
(H) unique authority.

For managerial know-how, there are five levels:

I task (i.e. wholly task-based)
II activity

III related
IV diverse
V broad.

And for human relations know-how, there are three defined levels: (1) basic,
(2) important and (3) critical. The presence of each subfactor is assessed by
means of special job profile ‘guide charts’, one for each factor, with scores
being given for each subfactor level.

An extract from a Hay guide chart for evaluating the ‘know-how’ factor
is provided in figure 11.3. Know-how points are calculated by identifying
the best match for the job across the three subfactors: cognitive (‘technical’)
know-how, managerial know-how and human relations know-how. Note
that the three-way subfactor matrix is broken down into levels: eight for
cognitive know-how, five for managerial know-how and three for human
relations know-how. The points scores in the levels are based on a geometric
scale, with the score values increasing in increments of around 15 per cent
going down and across the matrix. The 15 per cent increments are said to
represent ‘just noticeable’ differences in the degree of a subfactor’s presence.

To illustrate: in this example, a cognitive know-how scoring of ‘F’ (‘sea-
soned professional’), combined with a management know-how scoring of
‘III’ (‘diverse’); and human relations know-how of ‘3’ (‘critical’) – or an inte-
grated know-how score of ‘FIII3’ – translates to numerical score in the range
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460–608 points. Taking into account the precise degree of cognitive know-
how involved, the evaluators must then select between the three prescribed
scores: 460, 528 or 608. For illustrative purposes, let us assume that the
evaluators choose the middle option and score the position at 528 for know-
how.

Once a score has been determined for know-how, the evaluators then
turn to the second factor set, to do with problem-solving. An example of
the guide chart for problem-solving is given in figure 11.4. Here, each of the
two subfactors is broken down into levels as follows:

1 thinking environment:
(a) strict routine
(b) routine
(c) semi-routine
(d) standardised
(e) clearly defined
(f) broadly defined
(g) generally defined
(h) abstractly defined

2 thinking challenge:
(a) repetitive
(b) patterned
(c) variable
(d) adaptive
(e) uncharted.

Again, the evaluators are required to identify the level combination that
best describes the job on these dimensions. Continuing with the above exam-
ple, the position being evaluated might be assessed as involving a ‘broadly
defined’ thinking environment (F) and an ‘adaptive’ level of thinking chal-
lenge; that is, an integrated problem-solving score of ‘F4’. Here you will
notice that the numerical values are expressed quite differently from those
given in the know-how chart; that is, they are expressed as percentage val-
ues rather than as absolutes. In our example, a problem-solving score of F4
translates to a percentage score in the range 50 to 57 per cent. This means
that evaluators still have to determine a specific score in this range, so let us
say that they choose a score of 55 per cent. Why, however, is the scoring here
given in percentage terms, and how can it be combined with the score for
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know-how? The logic is that the relationship between knowledge level and
required degree of problem-solving is multiplicative rather than additive.
That is to say, the level of position knowledge is value-adding only to the
extent that the position requires the application of that knowledge to solve
problems, while problem-solving is necessarily limited by the level of know-
how required in the job. Hence, in our example, the scores for know-how
(528) and problem-solving (55 per cent) are multiplied to give a combined
score of 290 for these two factors.

The numerical scores calculated using the guide charts for accountabil-
ity and working conditions (not illustrated here) are then added to give an
aggregate score for the position. By these means, the Hay guide charts allow
the evaluators to develop points scores that allow comparison between indi-
vidual positions in both absolute and relative terms as well as to determine
‘size’-related base pay differentials for all positions evaluated.

Points-factor evaluation: for and against

As a means of valuing jobs and developing position-based pay structures,
the points-factor approach has much to commend it. It can introduce order,
rationality, strategic focus and consistency into potentially arbitrary pay
structures by using transparent and clearly defined measures of job size, by
allowing measurement of the degree of difference between jobs, by permit-
ting evaluation against a range of strategically relevant factors, by allowing
each organisation to ascertain the relative importance of its own specific
jobs using those criteria most relevant to its strategic purpose, by helping
to identify and eliminate inequities in the existing pay structure, and by
providing a rational basis for setting pay rates for new or changed jobs.
Quantitative evaluation also lends itself particularly well to the application
of human resource information systems technology. Equally, points-factor
methods have the appearance of objectivity and may help to establish job pay
relativities that employees perceive as being fair and equitable. For Arthurs
(1996): ‘job evaluation . . . continues to provide the best legitimation of pay
differences. In the process it usually can be expected to minimise discontent
about pay.’ Points-factor methods can also provide employers with a solid
defence against claims of pay discrimination. The approach also lends itself
to employee involvement in system design and the evaluation process itself.

However, the points-factor approach also has some weaknesses and
drawbacks (Lawler 1988; Long 2006: 289–96). In focusing on internal
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relativities and generic job content factors, it may downplay or even ignore
critical market-related strategic success factors, a point actually conceded by
commentators who assert its continuing relevance to contemporary reward
practice (Heneman & LeBlanc 2002). Where an evaluation exercise leaves
some jobs underpaid or downgraded relative to prevailing external market
rates, the organisation’s ability to attract and retain individuals to fill the
positions may be affected. Points-factor evaluation can also be expensive,
time-consuming and laborious. Further, it may be too inflexible to cope
with rapid changes in technology and job content, since a change to tech-
nology and product or service type will necessitate re-evaluation, which in
turn means that it may be unsuitable for organisations other than those with
defender competitive strategies.

According to Lawler (1988; 1990: 135–52), points-factor methods
privilege job size over job-holder contribution, emphasise internal equity
over external competitiveness, and reinforce bureaucracy and hierarchy.
Similarly, Emerson (1991) contends that the Hay method has an inbuilt
tendency to reinforce managerial hierarchy and traditional bureaucracy.
How? By assigning large point scores to managerial ‘know-how’ as opposed
to line-employee ‘know-how’; by allocating large scores to jobs that directly
affect financial results; and by awarding high points for supervising large
numbers of people. According to Emerson (1991: 46–7): ‘When positions
are rewarded for having subordinates and spending funds, an organisation’s
most energetic employees will embrace subordinates and budgets.’ Gupta
and Jenkins (1991: 137) make a similar point, noting that the scoring process
‘raises the suspicion that job evaluations are used for “window-dressing”
to provide a facade of credibility and objectivity to otherwise self-serving
decisions’. They add that, whatever the claim to scientific objectivity,
invalid and unreliable judgements remain distinct possibilities, especially in
instrument design: in factor selection, in enumerating the degrees of factor
presence, in establishing weightings between factors, and in interpretation
of job descriptions in relation to factors and factor levels.

Poststructuralist critics, such as Quaid (1993) and Townley (1994), sug-
gest that such methods may be little more than sophisticated but self-
serving management control devices in which quasi-scientific analytical
procedures and technical discourse create false impressions of pay struc-
ture objectivity, justice and equity. Townley sees points factor job evalua-
tion in terms of its role in reinforcing and legitimating power inequalities
within organisations. According to Townley, quantitative job evaluation is
a management technique more concerned with controlling employees than
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with establishing objectively fair pay structures; a ‘disciplinary technique’
that uses classification (‘taxonomia’) and quantification (‘mathesis’) to cre-
ate divisions and hierarchy within a workforce. Townley argues that those
critics who merely attack job evaluation for its apparent technical short-
comings or its illusory promise of pay equity miss a vital point about its
raison d’être, which is that it is essentially a ‘disciplinary practice’ meant to
compartmentalise job-holders and keep them in their place.

According to Quaid (1993), the elaborate terminology, techniques and
rituals associated with an expert-driven job evaluation process like that of
the Hay method are directed primarily to reconstructing employees’ collec-
tive perception of organisational reality to make them internalise the belief
that both the procedures and the outcomes are scientific, objective and fair.
In this sense, suggests Quaid, the Hay method amounts to a ‘rationalized
institutional myth’. Drawing on her own experiences of the use of the Hay
guide profile method in a Canadian provincial government organisation in
the mid-1980s, Quaid contends that points scoring is shrouded in mystery
and complexity that only the external ‘expert’ is capable of comprehend-
ing and that employee involvement programs and evaluation committee
meetings are merely elaborate ‘resocialisation’ rituals. This cognitive con-
version, she contends, is a three-stage process involving ‘externalisation’
(ritualised involvement), ‘objectification’ (acceptance of the accuracy of sys-
tematic quantification) and ‘internalisation’ (acceptance of the outcomes as
a better and fairer ‘reality’).

Still other critics have raised the question of the method’s role in work
intensification and job enlargement (as opposed to enrichment), partic-
ularly where supervisory, quality control and decision-making tasks pre-
viously performed by middle managers have been devolved to teams but
without proper sizing of the new responsibilities for factors like ‘problem-
solving’ and ‘job knowledge’. According to Kates and Tuttle (1996), scores for
these job factors have been diluted as the factors themselves have devolved
down the job hierarchy, leading to a combination of work intensification
and job devaluation.

Job evaluation and gender-related pay discrimination

We argued earlier that job rates in external labour markets reflect longstand-
ing evaluative biases against the tasks, skills and responsibilities typically
found in female-dominated occupations. Yet commentators are divided on
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whether formal job evaluation is more a help or a hindrance in addressing
gender pay inequity. In theory at least, the method offers a means of redress-
ing pre-existing gender pay inequities. Indeed, since the 1960s, the approach
has been the centrepiece of the campaigns by feminists and the union move-
ment for genuine pay equity between the sexes. Such advocates as England
and Kilbourne (1991) argue that, providing proper care is taken to avoid
gender bias intruding into the technique, quantitative job evaluation does
have the potential to deliver pay equity between the sexes. Conversely, in
practice evaluation has occasionally served to perpetuate gender-related
pay disparities.

There are a number of ways in which gender discrimination and bias may
intrude into the evaluation process, in both instrument design and admin-
istration. First, existing bias may be perpetuated by male-dominated and
female-dominated jobs being evaluated separately and by means of distinct
sets of compensable factors rather than on the basis of a common factor set.
Second, factor identification may ignore skills found in female-dominated
jobs. The classic example is the exclusion of ‘soft’ social and interpersonal
skills as opposed to ‘hard’ technical skills. Third, job factors may be valued
on gender stereotypical lines. For example, certain job skills may be under-
valued because they are seen as inherently and innately ‘female’. Fourth,
degree statements and scores may exaggerate the value-adding importance
of factors found in male-held positions while understating those in female-
held jobs (Gupta & Jenkins 1991; Long 2006: 292–5; Lander & O’Neill 1991;
Walker & Bowey 1989; Weiner 1991: 127–31). As such, it is possible that
gender bias may compromise both the validity (i.e. job relevance and com-
prehensiveness) of a points-factor instrument and/or the reliability of points
score determination.

Perhaps the most appropriate conclusion here is that while points factor
job evaluation can never provide a totally objective or absolutely accurate
way of valuing jobs, and while a poorly conceived and executed system
of job evaluation can impair both internal equity and external compet-
itiveness, carefully designed and properly administered and maintained,
points-factor job evaluation still has much to offer, certainly in comparison
with relying solely on market rates or impressionistic job ranking. As we
shall see shortly, however, in practice a well-managed system of job-based
pay requires simultaneous attention to both internal equity and external
competitiveness considerations (Sibbald 1993). And of course, this is all
predicated on the assumption that a position-based base pay structure is the
most appropriate choice for the organisation concerned.
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Figure 11.5 Developing job grades using points-factor scores: (1) Plotting point
scores and existing pay practice line
Source: Adapted from Armstrong & Murlis 1998: 223–33.

Developing a narrow-graded base pay structure

Having now weighed up the main evaluation techniques, we can proceed to
consider how they may be applied to develop a position-based pay structure.
Here we shall focus on working with points factor evaluation scores to
develop a new narrow-graded structure. How do we get from numerical
point scores indicating the relative ‘size’ of each job in the organisation to
a job-based pay structure? There are six basic steps, and these can be best
explained by means of the hypothetical examples in figures 11.5, 11.6 and
11.7.

As indicated in figure 11.5, the first step is to plot the evaluation scores
against current rates of pay for each job using a scattergram. This gives an
overview of the relationship between job size and what the organisation
currently pays for each job. In this example, jobs have been scored on a
points-factor scale ranging up to a maximum of 1,000 points.

The second step is to identify the current pay practice line. A trend line
is drawn through the scattergram to produce a line indicating current pay
practice. This can be done either by line of sight or, where a large number
of job scores are involved, by means of linear regression analysis. The pay
practice line may be straight or curved, depending on the nature of the
correlation. Typically, the line is an upward sweeping curve. This is because
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Figure 11.6 Developing job grades using points-factor scores: (2) Developing a
new pay policy line
Source: adapted from Armstrong & Murlis 1998: 223–33.

pay rates for the most important jobs tend to be exponentially higher than for
jobs of smaller size. In this example, however, the pay practice line is straight.

Step 3 (figure 11.6) involves deciding on a pay policy line. Using market
survey data, a line indicating the median market rate for comparable jobs is
superimposed on the pay practice line. The market pay line (or curve) sum-
marises the market rates for the various jobs in question. The organisation
then has to decide whether it is going to pay ‘over’ market, ‘under’ market
or ‘at’ the market median – and a pay policy line is added on the basis of this
decision. If the organisation decides to pay at the market median, the market
rate line becomes the pay policy line. In this example, the organisation has
been paying well above the market median for small-sized jobs but well
below the market median for large jobs. Now, it takes the decision to pay
10 per cent above the market median for all jobs. Alternatively, the organ-
isation could have decided to pay well over market for the most important
jobs and well under for the least important ones. In that case, the pay policy
line would intersect the market line and have a steeper slope.

The fourth step (figure 11.7) is determining the number of grades in the
new structure and the boundaries between adjacent grades. In some cases,
grade boundaries are set quite arbitrarily. For example, the organisation in
our example might decide to have four evenly spaced grades. Given that the
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Figure11.7 Developing job grades using points-factor scores: (3) Establishing grade
boundaries and pay ranges
Source: Adapted from Armstrong & Murlis 1998: 223–33.

range of scores is 1,000 less 200, or 800, this would mean that each grade
would have a points range of 200, and the grade boundaries would be set
accordingly. The width of each grade is measured in terms of a job points
score range, in this case 200. The lowest grade would cover jobs with point
scores between 200 and 400, the next jobs with point scores between 400
and 600, and so on. The problem with this approach is that it might well
end up separating jobs of similar size into different grades.

A more acceptable approach is to identify natural clusters of jobs of the
sort revealed by the point score scattergram in our example. This can be
undertaken either by simple observation or by means of formal statistical
analysis. In this example, six grades are established on the basis of natural
clustering. Of course, if no clustering is evident, then determining grade
numbers and boundaries will necessarily have to be arbitrary.

The fifth step is determining the pay range for each grade (figure 11.7).
This involves establishing range midpoints and range spreads (minima and
maxima). The range midpoint – the reference point for each range – is
normally the point at which the score range for each grade intersects with
the pay policy line. As we saw in the previous chapter, the midpoint usu-
ally corresponds to the rate of pay appropriate for a competent employee



294 Base pay and benef i t s

performing the job at a satisfactory level. Once the basic grade structure
is finalised, the organisation needs to establish mechanisms for regulating
progression through each grade. As noted in the previous chapter, many
organisations use the ‘split-range’ approach, with the midpoint serving as
the cut-over point between pay progression based on job learning and fur-
ther progression based on performance-related merit raises or increments,
which are considered further in chapter 15.

The sixth and final step involves managing anomalies in grade placement
(figure 11.7). In this example, a number of jobs (now symbolised by crosses)
fall outside the new grade boundaries. In essence, these are the jobs that, on
the basis of the organisation’s new pay policy, are not equitably remuner-
ated – precisely the positions that job evaluation is intended to identify. As
such, the organisation must decide how these jobs can be best incorporated
into the new structure. As a general rule, those positions that are currently
under-remunerated compared to other jobs in the same size range should
have their base pay rate increased to the relevant grade range minimum. In
this example, this would entail upward adjustment in the base pay for a total
of thirty-three jobs: three to the grade B minimum, five to the grade C mini-
mum rate, seven to the grade D minimum, ten to the grade E minimum, and
eight to the grade E minimum. Those jobs that are over-remunerated rela-
tive to size pose rather more of a dilemma. One option would be to require
the job-holders concerned to take a cut in base pay but, as equity theory
predicts, such a move may prove counter-productive. A more circumspect
option, especially where there is some buffer in the payroll budget, is to
‘red circle’ these positions, which means holding pay at the current level
until they are absorbed into the relevant grade through general upward
movement of the grade structure arising from, say, inflation adjustment,
recalibration with external market rate shifts or across-the-board collec-
tive bargaining increases. In the example given, the jobs affected are chiefly
those that need to be managed over time into grade A, the lowest grade.
Of course, the reasons for any pay freeze must be justified in full to the
job-holders concerned.

Chapter summary

We began this chapter with a comparison of the market survey and job
evaluation approaches to pricing jobs – two approaches that are frequently
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represented as antithetical means of determining base pay levels. It is appro-
priate that we conclude this chapter, however, by reiterating an important
message conveyed in the above example, and this is that, far from being
opposing approaches, market surveys and job evaluation in practice should
and must work in tandem in the building of position-based pay structures
that are simultaneously externally competitive and internally equitable. This
appears to be what Heneman and LeBlanc (2003), Bowers (2003) and others
have in mind in arguing for what they term a ‘work valuation’ approach,
which, as Heneman and LeBlanc (2003: 9) put it, ‘involves placing a value
on jobs based on both internal and external considerations’: ‘Job evaluation
and market pricing can actually complement one another. The right job
evaluation system will identify those roles that are worth more to the enter-
prise. Once this is done, market pricing can be effectively used to peg the
job higher or lower than the competition, reflecting performance challenges
and other relevant factors.’

Notwithstanding their respective shortcomings, and despite the appeal of
the person-based alternative to base pay configuration, both job evaluation
and market surveys remain central features of remuneration practice in most
developed countries. Moreover, despite the chorus of criticism and recurrent
suggestions of its imminent demise, systematic job evaluation does indeed
appear to be ‘here to stay’ (Hilling 2003).

Discussion questions

1 What are the dangers in ‘pricing jobs to market’?
2 What is more important in setting pay levels, internal equity or external

competitiveness? Why?
3 ‘Points-factor job evaluation is just a pseudo-scientific means of

legitimising pay inequality.’ Discuss.
4 When it comes to gender-based pay equity, is it more accurate to say that

job evaluation is part of the solution or part of the problem?
5 Is job evaluation an outdated reward practice? If not, why? If so, what

should take its place?



Chapter Twelve

DEVELOPING PERSON-BASED
BASE PAY SYSTEMS

As we have seen, configuring base pay structures and pay progression accord-
ing to the capabilities of the person holding the position rather than on the
basis of the attributes of the position held represents a very different way
of managing employees’ base pay. Having considered the main tenets of the
person-based approach, and the general characteristics, advantages and dis-
advantages of the two person-based options, namely skill- and competency-
based or -related pay, in this chapter we examine the steps and design
challenges associated with the development, implementation and admin-
istration, first, of skill-based systems and, second, of competency-based or
-related systems. Since the processes of competency analysis and assessment
have already been addressed in detail in chapter 7, in the present chapter our
treatment of these aspects of competency-based and competency-related pay
systems is necessarily brief.

Developing a skill-based pay system

As noted in chapter 10, a skill-based pay system is one in which the base
pay structure generally takes the form of broad grades, with in-grade pay
level and progression being linked to the acquisition of desired ‘hard’ tech-
nical knowledge and manual skills and the formal assessment of individ-
ual employees’ knowledge and skill learning and proficiency. Skill-based
pay progression in broad grades is analogous to development-based pay

296
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increments up to grade midpoint in narrow-graded systems (discussed in
chapter 11), except that skill learning covers the full range of skills covered by
the job family rather than just one job, and the range of development-related
pay is substantially greater.

Establishing a skill-based base pay system typically involves five main
steps:

1 determining which employees are to be covered
2 conducting a skills analysis of the jobs or roles selected for coverage
3 configuring the skills identified into learning modules known as ‘skill sets’

and providing training in module content
4 pricing specific skills and skill sets, and
5 assessing, accrediting and rewarding individuals for the skills they have

acquired.

1 Determining coverage
As we have seen, skill-based pay is particularly well suited to multiskilled
teamwork and continuous process operations where there is high task inter-
dependence. It is unlikely, however, that an organisation with these char-
acteristics will want to extend skill-based pay to all employees. The most
common roles likely to be considered for coverage are production line work-
ers, skilled tradespersons and administrative or clerical workers. For man-
agerial and professional employees, the competencies approach is likely to
be a more appropriate choice for a person-based system.

2 Conducting a skills analysis of jobs
Skills analysis is concerned with identifying distinct skills embedded in whole
jobs and regrouping these skills into meaningful, logical constellations of
skills that can be packaged into distinct skill sets. Skills analysis is really a
person-focused adaptation of job analysis and involves similar analytical
techniques. Typically, information on skill needs is obtained by questioning
employees and their supervisors about what specific skills are required to
perform their work. As with job analysis and job evaluation, what has to
be established is the nature of the technical requirements of the work – or,
more accurately in this case, the desired technical capabilities of the worker –
that are considered ‘value-adding’ for the organisation. As with job analysis,
employees selected to participate in skills analysis are sometimes known as
‘subject matter experts’.
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Breadth skills

Client reception
file management
inquiry processing
word processing
memos, letters and forms
invoicing
minute-taking
equipment purchase

Depth skills

Office finance and
accounting
electronic records
management
spreadsheet software

Vertical skills

Office management

task scheduling

team leadership

Figure 12.1 Skills analysis: skill dimensions for an administrative support role
Source: adapted from O’Neill & Lander 1993–94: 20.

In undertaking skills analysis, it is important to remember that skill and
skill development is a multidimensional phenomenon. Learnable skills may
be thought of as having three dimensions: (1) breadth skills, (2) depth skills
and (3) vertical skills (Jenkins et al. 1992: 22–4; Martocchio 2006: 175;
O’Neill & Lander 1993–94: 18). Multiskilling involves the acquisition of
additional skills on one or more of these three dimensions, and a skill-based
pay structure will naturally emphasise one or more of these three learning
dimensions. Figure 12.1 illustrates the nature of the relationship between
breadth, depth and vertical skills that may be required in an administrative
support role.

Breadth skills are task-specific skills associated with the one broad posi-
tion or role. For instance, an administrative support employee might be
trained to perform a range of communication, account-keeping, document
production and record-keeping tasks: directing external inquiries; client
reception; directing incoming correspondence, phone calls and emails;
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advising staff on forms, procedures and information sources; issuing
invoices, maintaining petty cash and paying small monthly accounts; word-
processing; minute-taking; maintaining office equipment inventories, daily
attendance and leave records, and the like. An administration support
worker might extend her breadth skills by learning minute-taking. This is
skill extension within the one broad role. It is the developmental dimension
to which the term ‘multiskilling’ is most commonly applied, although the
addition of extra breadth skills alone is perhaps more accurately described
as ‘multitasking’.

Depth skills are associated with the degree of skilled expertise that each
employee brings to his or her particular position. It is also known as special-
ist skill. For instance, our administrative support worker might undertake
formal training in accounting or computerised records management.

Vertical skills are those traditionally associated with supervisory and line
management functions, work scheduling, coordination, control, decision-
making and the like. This dimension is emphasised in self-managed team-
working, since team members need to learn how to be self-managing and
to be problem-solvers. To illustrate: our administrative support person
may embark on training programs in advanced office management, work
scheduling or team leadership.

3 Configuring skill sets and providing training in skill set content
Once the main breadth, depth and vertical skills in eligible work roles have
been identified, these can be packaged into bundles of related knowledge
and manual skill elements that, in turn, may be learned as distinct skill sets.
A skill set (sometimes termed skill ‘blocks’ or ‘units’) consists of a bundle
of related tasks and activities – or ‘skill elements’ – the mastery of which
constitutes a finite and verifiable unit of learning on which training content
can be developed and delivered (O’Neill & Lander 1993–94). Each skill set
becomes a training module that must be completed successfully to warrant
a further increase in the amount of base pay.

How many skill sets should there be? A typical US skill-pay plan of the
early 1990s involved ten skill sets, each with an average learning time of
twenty weeks and a combined learning time of around three years (Jenkins
et al. 1992). The aim is to make the elements in each set challenging enough
for employees not to progress too quickly through the sets and ‘top out’. By
the same token, the skill sets should not be so demanding that few workers



300 Base pay and benef i t s

get past first base. In the USA in the early 1990s, the average employee
mastered about two-thirds of the available skill sets and did so in about
two years (Jenkins et al. 1992: 25), which suggests that most participating
employees at that time were either limiting their skill development relative
to training opportunity or were limited in some way in pursuing further
training.

Skill set systems come in a range of shapes and sizes; some are simple,
others are complex. In some systems, the learning content and process are
fully prescribed or ‘sequenced’. In these sequential systems, skill sets are con-
figured in cumulative and increasingly challenging learning steps, and each
successive set builds on the previous one. Lower skill sets are prerequisites
for those higher in the sequence; the former typically focusing on develop-
ing breadth skills and the latter on depth and vertical skills. For this reason,
such models are sometimes referred to as ‘stair-step’ systems.

In the example of a sequential structure provided in figure 12.2, the three
skill sets for the administrative support role are cumulative, with set 1 – the
entry set – comprising basic breadth skills, set 2 comprising a combination
breadth and depth skills relating to team-based office management, and set 3
consisting of quasi-managerial vertical skills. As each skill set is mastered, the
employee’s position in the administrative support broad grade also increases
in a step-wise way: in the example, from an entry point level of $30,000 to
$35,000 when set 1 is completed, to $41,000 when set 2 is completed, and to
$48,000 when set 3, the most challenging set, is mastered. Failure to complete
any step in the sequence means that further skill-based pay progression is
suspended until certification in the relevant skill set is achieved. Stair-step
models of this type generally apply to specific job families, so the organisation
using skill pay would normally have a separate stair-step model for each of
its job families.

The North American communications and information technology firm
Nortel (previously Northern Telecom) introduced a system similar to this
for its US field service technicians in the 1980s (before taking up broad-
banding). This involved four skill sets arranged in a hierarchy of difficulty,
from associate field technician through field test technician and field system
technician to field system specialist. An employee could move from one set
to the next, receiving an increase in base pay for each set accomplished.
Within each set, skills were designated as either ‘mandatory’ or ‘elective’,
and certification required that all mandatory skills and a certain number
of elective skills had to be acquired before the employee advanced to the
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next set. Completion of each set brought an increase in base pay. The higher
the set, the higher the pay increment. Completion of the highest set yielded
a potential base pay increase 40 per cent greater than that applicable to the
lowest set.

Nortel used a slightly different approach for technical support engi-
neers. For this role, skills were arranged into four sequential sets, with
each set covering progressively deeper levels of skill across seven key job
dimensions: hardware, software, customer database, documentation, net-
work interface, written communication and interpersonal interaction. Each
set corresponded to a level or title in the technical support engineering job
family. The lowest set included only the simplest skills for each dimension
and corresponded to the lowest-level technical support engineering job, and
the second set included somewhat more complex skills, while the highest
set covered the most complex of the seven skill sets and corresponded to the
highest-level engineering job (LeBlanc 1991).

In other systems, skill learning is non-sequential, and employees can
choose the order and extent of their learning. Non-sequential structures of
this type tend to be simpler than sequential structures and to focus mainly
on the addition of breadth skills to the employee’s skill repertoire. A non-
sequential skill set structure would be used where the emphasis is on task-
widening and breadth skill accumulation in a manner and to a degree that
is mutually suitable to the employee and the organisation.

Figure 12.3 provides an example of a non-sequential skill set configura-
tion for administrative support workers. In this case there are four possible
skill sets, each covering one set of breadth skills: office communication, doc-
ument production, office finance and record-keeping. Note that the skills
involved do not necessarily build on each other, and progression does not
have to be sequential. Hence an employee may choose to learn just one set or
more than one. It is for this reason that non-sequential structures typically
emphasise breadth skills and perhaps a select number of depth skills, rather
than ‘higher-order’ vertical skills. In this example, the employee enters the
broad grade at the minimum rate, $30,000, and may take any combination of
sets in any sequence, with base pay being increased for each set mastered, in
this instance, by $2,500 for each set. More sophisticated systems may involve
payment of increments for levels of skill achievement within a given skill
set, although this will depend on the range of tasks and activities covered by
each set.

An example of a simple non-sequential skill sets system is that introduced
by US food and beverage manufacturer General Mills at one of its fruit juice
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plants in 1988. A skill set was configured for each of the four main steps
in the plant’s production process, namely ‘materials’, ‘mixing’, ‘filling’ and
‘packaging’. Within each set there were three recognised skill levels: level 1
covered limited ability; level 2, partial proficiency; and level 3 full proficiency
in the area. Employees received a base pay increase for each level completed,
and all levels were considered of equal value in both training time and pay. A
new employee could be assigned to any skill set and either complete all three
levels in that set or move to another set after mastering two levels within the
original set, although only when an opening became available in the new
area. Employees unable to achieve at least level 2 in each set were subject to
dismissal (Ledford & Bergel 1991).

A variation on the non-sequential approach is the skill points accrual
model. This allows employees to move beyond the one job family: to move
between roles within the organisation and to accrue skill points for each new
skill mastered. In such schemes, the skill modules are less job-specific and
tend to be defined in terms of strategic goals. So, for instance, there might
be a skill module for ‘customer relations’ with a range of possible points
being assigned to it according to its relative strategic importance and the
depth of skill acquired and utilised. The more points the employee accrues,
the higher the level of strategic skills and, hence, pay will be (Martocchio
2006: 185–6).

No system of skill-based pay will function effectively in the absence of
appropriate and accessible training opportunities, and these are typically
made available to employees either in-house or through a suitably qual-
ified external training and development provider. As noted in chapter 9,
where skill-based pay is introduced in the absence of adequate and acces-
sible training, the consequences for the organisation and the employees
concerned may be disastrous. The choice of training methods should reflect
the learning content. Training methods are generally of three main types:
presentational methods, hands-on methods and group learning methods.
Many training regimens combine all three approaches.

Whatever the method or methods used, it is critical to ensure that eligible
employees are motivated to participate in training and adequately prepared
and resourced to do so. For instance, training exposure will have little posi-
tive impact on employees lacking basic literacy and cognitive skills. Equally,
whatever the monetary incentive to succeed in training, effective learning
requires the existence of a positive learning environment; one in which learn-
ing objectives are made clear, where training content is directly meaningful
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to participants and their current work, where participants receive frequent
feedback on learning and where they have ample opportunity to put their
learning into practice. A vital requirement for any viable skill-base pay sys-
tem, then, is an effective training program. This necessarily requires careful
design, implementation and maintenance, which in turn requires consider-
able investment of time and money. Skill-based pay is not a low-cost option.

The evidence also suggests a strong link between employee involvement in
system design and administration, including skill analysis and certification,
and overall satisfaction with the system itself. For example, in the case of the
General Mills systems, staff attitude surveys indicated substantial employee
approval of and satisfaction with the system. In both of the plants involved,
employees undertook most of the design work themselves, receiving only
general guidance from management and outside consultants. According
to Ledford and Bergel (1991: 38), ‘There is no doubt that the high level of
support for PFS [Pay For Skill] at these facilities results partly from employee
involvement. Employees see it as their plan to a large degree.’

4 Pricing skills and skill sets
How should personal skills be priced? This is potentially problematic because
it is not possible to obtain accurate market prices for disembodied skills.
External market rates provide only an approximate guide to pricing since
they generally relate to whole jobs rather than specific skills (Schuster &
Zingheim 1996: 100–4). Comparing external market rates may also be mis-
leading, especially where skills are firm-specific.

For these reasons, it is generally the overall pay structure, rather than
each particular skill or skill set, that is priced on the basis of external market
rates. The simplest approach here is known as the ‘high–low’ method. This
involves taking the market rate for the ‘entry-level’ job family position and
the market rate for the most complex job and using the dollar difference
between the two to set the overall pay range for the job family broad grade.
In-grade pay increments can then be assigned to each skill set according to
the number of sets involved and the degree of learning challenge associated
with each set. This, of course, is hardly an exact science, but care should be
taken to ensure that difficult-to-learn sets are not undervalued relative to
more easily mastered sets.

Another method of skill pricing is to set the base pay increment for each
skill set according to the learning time required, with a dollar value being
attached to each hour or day of necessary learning time.



306 Base pay and benef i t s

A more ‘scientific’ approach would be to pool market and skill content
data on a large number of relevant positions, then use statistical analysis
(such as factor analysis) to identify the monetary contribution that each
skill element makes to the going rate for whole jobs. The values relating to
the skill elements present in each skill set would then be summed to give an
overall value for the set. However, analysis of this type will require a large
number of job price observations as well as comprehensive and accurate
detail on the skill content of each job in the data pool, and a database of this
magnitude will be beyond the reach of most organisations.

So how is skill pricing undertaken in practice? In the USA in the early
1990s, around half of plans used ‘relative worth’ or skill set ‘size’ as the
pricing criteria, while about 20 per cent used learning time. However, only
13 per cent used market value as the main skill pricing criterion (Jenkins et al.
1992: 29). This means that typical skill plans of that time tended to emphasise
internal rather than external pricing criteria. While an internal focus may
result in more positive distributive justice and pay equity perceptions, it also
creates the danger of a firm positioning its skill pay ranges far above or far
below the market medians for comparable jobs, with all of the attendant
hiring and cost consequences that this may bring.

5 Skill assessment, accreditation and reward
An effective skill-based system, of course, also requires the implementation
and maintenance of a valid and reliable program for assessing and accrediting
individual learners for skills acquired. This means introducing assessment
and accreditation for all employees covered by the system. This may be
undertaken either ‘on demand’ or at regular intervals. In some schemes all
employees must be reaccredited annually.

The mode of assessment and accreditation will vary according to the
nature of the skills involved. In the case of breadth skills, assessment might
take the form of work observation, work samples and other practical tests
involving detailed task proficiency checklists. In the case of depth skills, it
may be necessary to ascertain the depth of expertise attained by using written
or oral examinations. In some skill-based systems, assessment is continu-
ous, with employees’ learning being subject to regular, on-going review. For
vertical (quasi-managerial) skills, testing may involve written examinations,
simulation exercises, assessment centre exercises and perhaps attitudinal and
psychometric assessment. Depending on how the skill sets are configured
and on the frequency of task rotation, it may be necessary to retest employees
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for proficiency in some or all skills. Annual or biannual performance assess-
ment also represents a systematic means of both measuring and monitor-
ing performance outcomes from training and development programs and
of identifying knowledge and skill deficits requiring rectification (see
chapter 8).

Who should do the assessing? One option is to use internal assessors
from the organisation’s human resources department; another would be to
employ external training consultants. However, skills assessment also offers
much scope for employee involvement, since peers will have considerable
knowledge of task proficiency requirements and standards. In the skill-
based pay system implemented in a US munitions manufacturing plant run
by Honeywell in the late 1980s, annual accreditation was based on input
from the team supervisor, a technical expert such as a production engineer,
the team leader and peers (Ledford 1991a: 18; Ledford, Tyler & Dixey 1991:
68–70). However, it is important that peer assessors are not left open to the
possibility of ostracism by fellow workers.

Of course, peer assessment raises the possibility that assessors may be
overly lenient towards one another. US manufacturer General Mills came
up with a novel solution to this problem. Where employees were found
to be unable to perform tasks for which they had been peer accred-
ited, both the assessee and the assessor were required to forfeit their
next pay increase (Ledford & Bergel 1991: 31). The typical compromise
approach is to appoint a joint management–employee accreditation com-
mittee. Such bodies may also be empowered to adjudicate appeals over with-
held accreditation. Whatever assessment mode is used, it is also necessary
to audit assessment outcomes to safeguard against unreliable assessment
decisions.

As noted in chapter 9, a major administrative challenge with skill-based
systems is the need to assess the skill profiles of all eligible employees at
the outset. Unless proper planning is in place, the assessment system may
simply be overwhelmed. To avoid such problems, it may be necessary to
stagger the system’s introduction or conduct initial assessments before the
system’s roll-out.

What happens if the initial assessment reveals that employees are over-
paid or underpaid relative to their assessed skill levels? The challenge with
overpayment is to find a means of aligning pay with skills in a way that does
not demotivate. If pay is reduced, employees may be dissuaded from learn-
ing new skills, but they may also feel unfairly treated. It may be preferable
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to maintain the pre-existing level of pay and absorb any over-payment until
upgrading of skills occurs.

Developing competency-based and competency-related
base pay systems

Whereas skill-based systems are typically configured on the basis of broad
grades, in competency-based systems the defining structure is the broad
band. As we have seen, broad bands commonly involve pay ranges several
times wider than that of a typical broad grade, while in-band pay progression
may be based on competency assessment alone or, alternatively, on a com-
bination of assessed personal competencies and individual performance.
Although progression of the former type is ‘competency-based’, the latter is
best described as ‘competency-related’. Either way, the challenges of compe-
tency analysis, definition, pricing and assessment are no less exacting – and
arguably more demanding – than are the comparable system development
challenges in position- and skill-based systems.

Developing a competency-based or related pay system involves four main
steps:

1 competency analysis
2 configuring competency broad bands and pricing competency zones
3 assessing the competency profiles of each eligible employee on a regular

basis.
4 determining each employee’s zone position and pay progression.

1 Competency analysis
Even more so than with skill-pay, an organisation contemplating a move to
competency pay and broad-banding must undertake the necessary ground-
work before initiating system change. As noted in chapter 10, broad-
banding represents a radical shift in reward principles and practice, as does
competency-based performance management and reward. Accordingly, all
relevant stakeholders, but particularly those likely to be most affected (line
managers, professional employees and line employees) should be fully con-
sulted beforehand as to the purpose and nature of system change – and
the process of competency analysis affords ample scope for this. Like job
evaluation and skills analysis, competency analysis provides considerable
scope for employee involvement, both as ‘subject matter experts’ and as
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co-designers. The techniques associated with competency analysis, such
as behaviour event interviewing, necessarily require detailed input from
employees. Moreover, a shift to broad-banding will certainly increase the
need for consultation with, training of and communication with employees.
Competency-related broad-banding is likely to function effectively only in
a culture of high trust and open communication. In short, competencies
and broad-banding are not suitable options for organisations that persist in
seeking to manage staff along traditional low-involvement lines – and there
is some evidence that this was a contributing factor to the negative outcomes
from some of the initial experiments with banding in the 1990s.

As discussed in chapter 7, competency analysis involves ascertaining
which personal attributes and attitudes set superior performers apart from
average performers, then incorporating these criteria in competency assess-
ment and development programs. The techniques and processes involved
in competency analysis are covered in depth in chapter 7. You will recall
that the two chief competency categories identified in chapter 7 were ‘core’
competencies and ‘role’ competencies. To reiterate: core competencies are
the essential organisation-wide competencies that the organisation believes
all of its employees should possess in order to make them effective and
committed performers. Differentiating role competencies are those personal
attributes that are most closely associated with high task performance in any
given position or role. Competency-based or related pay systems typically
recognise both core competencies and differentiating role competencies.

2 Configuring competency broad bands and pricing competency zones
Competency zones are to broad-banded pay structures what skill sets are
to broad grades; they constitute both the stepping stones and the control
points of base pay progression. Competency zones thus provide the internal
architecture for competency-based and competency-related broad bands.

As noted in chapter 7, competency-based assessment instruments com-
monly recognise between three and five levels of competency development
in any given role. The descriptors attached to these levels typically seek
to capture the essence of each particular level. For example, the descrip-
tor sequence applied in a five-level system might be ‘minimal’, ‘develop-
ing’, ‘proficient’, ‘advanced’ and ‘shaping’; and the descriptor sequence for
a three-level system might be ‘developing’, ‘applying’ and ‘shaping’. These
level criteria constitute the standard for assessing competency levels on each
core and role competency included in the assessment instrument. They
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also provide the categories for an overall assessment across all competency
dimensions. Where competency assessment is linked to competency-based
or -related pay, the competency levels are commonly transposed directly on
to each broad band, so determining automatically both the number of zones
within the broad band and the zone descriptors. Each competency zone then
becomes the target placement position for employees consistently assessed
as having that overall level of competency (Tucker & Cofsky 1994). So, for
instance, an individual whose summative assessments consistently put her
at the ‘applying’ level in overall terms would be placed in the ‘applying’ zone
of her role broad band rather than in a higher or lower zone.

Determining a pay range for each broad band, and for each of its con-
stituent competency zones, is even more challenging than the pricing of skill
sets since personal competencies are still further removed from the job-based
rates that prevail in external labour markets. As with skill-based pay, the sim-
plest pricing method is the ‘high/low’ approach. Again, this involves using
market rates (or pre-existing internal rates) for benchmark jobs and roles
covered by the relevant competency band to establish maxima and minima
for each band. The band is then segmented into the requisite number of
‘zones’, each with its own pay range. Although evidence on organisational
practice in this regard is limited, the ‘high/low’ method appears to be among
the most commonly used competency evaluation methods.

Returning to the theme of employee communication and involvement,
the nature and logic of band configuration must be communicated to eligible
employees well in advance of system implementation. In particular, the
reasons for allocating positions and position-holders to one band rather than
another must be fully disclosed. The basis of the band structure, particularly
the nature of zones and zone pay ranges, should be communicated fully
and openly to all employees to minimise any uncertainty surrounding the
change. To lessen the possibility of damage to the psychological contract, and
especially of erosion of distributive justice perceptions, employees should
be fully informed in advance as to how their pay will be determined in
the new structure and, most importantly, how their base pay will progress
(Hofrichter 1993).

3 Competency assessment
Again, since the process of competency assessment has been covered in detail
in chapter 7, it is not necessary for us to revisit this matter in any depth here.
However, given the subjective nature of this process, it is appropriate to
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reiterate the need to maximise reliability and felt-fairness in the assessment
process. In essence, this requires an assessment instrument that minimises
error and unreliability, comprehensive prior training in assessment criteria
and procedures, and application and review procedures that are accepted
and well understood by assessors and assessees alike (Klein 1996).

Where the organisation has a pre-existing competency-based perfor-
mance management system, the information required for initial band and
zone placement should be already available, at least for existing employ-
ees. However, where competency assessment and broad-banding are being
introduced simultaneously, it will be necessarily to conduct initial compe-
tency profiling for all eligible employees. Since each employee’s financial
fate and attitude to the new system hinges on the outcomes from this first
round of profiling, it is crucial that the process is well resourced and not
undertaken in haste.

4 Positioning each employee in a band and zone
Existing employees are assessed against the competencies applicable to their
work role, assigned to the appropriate role broad band, and placed in the
band zone most applicable to their overall competency level. Positioning
new recruits poses an additional challenge, since the organisation will not
yet have competency or performance data consistent with that used to place
other employees. One solution here would be to conduct psychometric
core competency assessments of all new hires, the results of which are then
used to determine an initial zone placement. This would then be subject to
formal review after new staff members undertake their first full competency
assessment.

With competency banding, pay increments are not automatic and pro-
gression to the upper zones is not guaranteed. In fact, both in-zone and
between-zone progression becomes increasingly difficult as competency
requirements become more demanding. Where each employee is initially
positioned within a zone pay range and how their pay subsequently pro-
gresses within and between zones will, of course, depend on the specifics
of the banded structure. The key distinction here is between a system that
is competency-based and one that is competency-related. The operational
differences between these two approaches are best indicated by means of
examples.

Figure 12.4 illustrates the workings of a purely competency-based plan.
In this case, the employee’s band and zone position is determined by a
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1.  Core competency assessment (40% of total assessment)

Learning zone Applying zone Shaping zone

1 2 3 4 5 6 7

Average for all 5 raters = 4.5

4.5 × 40% weighting = 1. 8

2. Role competency assessment (60% of total assessment)

Learning zone Applying zone Shaping zone

1 2 3 4 5 6 7

Average for all 5 raters = 2.8

2.8 × 60% weighting = 1. 7

Overall competency
assessment = 3.5

Broadband position  Guideline band position = $55,000

$30K $50K $70K $100K
Learning zone Applying zone Shaping zone

1 2 3  4 5 6 7

Figure 12.4 Competency-based pay progression in a broad-banded structure
Source: adapted from Rahbar-Daniels 2002: 79.

combination of core and role competency multisource assessments on a
seven-point rating scale, with the two competency categories weighted at
40 per cent and 60 per cent respectively. The broad band itself has a pay
range of $30,000 to $100,000 and is segmented into three zones: learn-
ing ($30,000–$49,999), applying ($50,000–$69,999) and shaping ($70,000–
$100,000). The weighted total score determines both the zone placement
and the specific base pay amount. A total score of from 1 to 3 equates to a
learning competency profile; a score of from 3 to 5 to an applying profile;
and a score of 5 to 7 to the shaping profile. In this example, the multisource
competency assessment involves five assessors – the supervisor, two peers
and, for managers, two subordinates – with the assessor scores being aver-
aged to give composite scores for each of the two competency categories. In
this case, the average score for core competencies is 4.5, which translates to
a weighted score of 1.8. Similarly the average score for role competencies is
2.8, which converts to a weighted score of 1.7. These two scores sum to a
total score of 3.5, a score in the lower range of the applying profile. This in
turn translates to placement in the median (applying) zone and to a specific
pay level of $55,000, a quarter of the way along the relevant zone pay range
(i.e. a zone penetration of 25 per cent and a band penetration of 36 per cent).
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This example of a purely competency-based pay plan has two other note-
worthy design features. Most importantly, it is not only the periodic adjust-
ment to base pay amount that is determined by competency assessment but
also the individual’s absolute base pay level. Hence, any decline in the overall
competency profile score will result in a reduction in total base pay. System
efficacy and felt-fairness is thus crucially dependent on the maintenance
of a valid and reliable regimen of regular competency profiling. Second,
the broad bands in such a system have few if any internal cost control
points, which means that the system is vulnerable to payroll cost blow-out
in the event that competency assessments are contaminated by, say, leniency
error.

A further example of a competency-based plan is that introduced by
British pharmaceutical firm Glaxo Wellcome (now GlaxoSmithKline) in the
1990s. Figure 12.5 provides a diagrammatic representation of the original
system. There were five overlapping broad bands (A and B for executives, C
for directors and managers, D for professional and technical staff, and E for
administrative staff), with individual roles being slotted into the appropriate
band by comparing the competency profile with the profiles for the bands.
Competency assessment was configured around twenty core competencies
in five major categories:

1 personal qualities
2 planning to achieve
3 business and customer focus
4 supportive leadership
5 working with others.

Not all of the twenty core competencies were used for remuneration
purposes. Those that were not – called ‘unidimensional competencies’ –
were monitored solely for developmental purposes. These include all six
competencies in the personal qualities category and the competencies for
teamworking and giving feedback. The remainder, however, were used for
pay purposes, with each having between three and five ‘dimensions’ or levels
(Stredwick 1997). Much was made of this firm’s innovative approach when
it was first introduced. Yet several of the system’s main design features,
including the absence of internal control points, proved problematic, and
the firm’s successor, GlaxoSmithKline, has subsequently introduced more
structure into the system, including increasing the numbers of zones and
incorporating grades into the band and zone architecture. For example, in
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the administrative band (band E) there are five zones and a total of thirty-
nine grades (Armstrong & Brown 2005: 48).

As we have seen, another potential shortcoming of competencies models
generally is the assumption that competencies equal performance. Clearly,
this is a dangerous premise on which to operate. Recognising this, many
organisations that do see merit in applying the competencies construct to
pay practice have opted for base pay systems that are competency-related
rather than wholly competency-based.

Figure 12.6 details a simple competency-related system in which overall
competency assessment determines which of the three band zones (learning,
applying, shaping) an employee is assigned to, but where in-zone position
and in-zone pay progression are determined by a combination of compe-
tency assessment and results-based performance grading (each on a 1–5
scoring scale). In this case, the criteria for scoring competencies in any given
zone are adapted to the overall competency standard for that zone and
will thus vary from zone to zone. Once scores are determined for compe-
tency profile and performance outcomes, these are then combined using
the pay progression matrix for the zone to which the employee is currently
assigned to give an annual pay adjustment figure, which is then added to the
employee’s pre-existing base pay figure. For instance, an employee in zone 1
who achieves a learning zone competency score of 4 and a performance score
of 3 receives a base pay increase of $1,000, whereas an employee receiving
scores of 5 and 5 receives $3,000.

Note, too, that in this example neither a high performance score nor a high
competency score will by itself deliver a substantial increase. What is impor-
tant here is, first, how well employees have developed their competency
profile relative to the standards for the zone, and, second, how effectively
they have applied the competencies they have at their disposal to produce
desired outcomes. Logically, if the organisation finds that many employees
are scoring high on performance but low on competency levels, it should
check the validity and reliability of both sets of measurement criteria.

This example also serves to highlight another major design consideration
common to all of the base pay options that we have now explored, namely
what should be the nature of the relationship between base pay and pay for
performance. In competency-related systems of the type just described, the
traditional distinction between these two key components of total remuner-
ation is essentially removed. By itself, this is not necessarily an undesirable
outcome. However, by conflating the two, there is a risk that the distinct
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‘messages’ customarily associated with each component will be confused
or lost. Such a possibility should be an abiding concern of total reward
management, irrespective of which component happens to the main focus
of attention in the short term.

Chapter summary

In this chapter, which completes our coverage of options for building
base pay, we have detailed the steps and design challenges associated with
the development, implementation and administration, first, of skill-based
systems and, second, of competency-based or related systems. As we have
seen, each of these two person-based approaches has promise and poten-
tial pitfalls. Broad-graded skill pay offers line employees multiskilling and
skill-based career progression, but it is resource intensive, expensive and
vulnerable to ‘topping out’ and to skill redundancy. Broad-banded compe-
tency pay promises high reward for high capability irrespective of seniority
or status, but it is also expensive and poses particular problems in terms of
managing pay progression, upholding internal equity and establishing exter-
nal competitiveness. Overall, as suggested in chapter 10, each approach is
better suited to some circumstances than others. In general, person-based
options are better suited to high-involvement cultures, with skill pay being
particularly suitable for quality defender and analyser competitive strategies
and competency pay being a better fit for organisations with a prospector
strategy.

Discussion questions

1 Why is skill-based pay such a good option for firms with a
high-involvement culture?

2 Why is skill pay such an expensive reward option?
3 What should a firm do if it no longer needs the skills that it has been

rewarding its employees for acquiring?
4 How should an organisation determine the number of bands that it

should have in its broad-banded pay structure?
5 What are the dangers of determining pay progression by means of a

combination of competency assessment and performance results?



Chapter Thir teen

EMPLOYEE BENEFITS

The rise of the concept of ‘total reward management’, which was canvassed
in chapter 1, owes a great deal to the growing importance of benefit plans
in reward practice. Benefits are among the most variegated, complex and
rapidly changing aspects of contemporary reward management practice.
Because of their constantly evolving nature, benefits almost defy defini-
tion (Lengnick-Hall & Bereman 1994). Known originally as ‘fringe ben-
efits’, today the term ‘employee benefits’ covers both ‘indirect pay’ – that
is, financial rewards that do not take the form of direct cash payments,
such as employer superannuation and health care fund contributions – and
non-financial rewards, ranging from special unpaid leave provisions to the
provision of wellness programs and advisory services. Rewards in the form
of company shares also fall partly within the scope of benefits programs. As
such, benefits are a remarkably heterogeneous phenomenon. Their nature
and significance varies considerably from country to country, organisation
to organisation, role to role and person to person.

Benefits were once the least glamorous of all aspects of reward manage-
ment – and were literally referred to as ‘fringe’ reward practices – yet many
organisations now consider them to be an important means of gaining a
competitive advantage in labour markets where key ‘talent’ is in short sup-
ply. As the workforce becomes more diverse and as the level of employee
education and reward expectation rises, financial and non-financial benefits
are likely to assume an increasingly critical role in the reward management
system’s ability to attract, retain and motivate high-potential and high-
performing employees.

318
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In many developed countries, benefits now comprise a growing propor-
tion of total remuneration costs. In the USA, benefit costs rose from 10 per
cent to almost 30 per cent of total remuneration costs between the mid-1960s
and the mid-1990s. In large Canadian firms, benefits comprised around 20
per cent of total remuneration costs in 2004 (Long 2006: 443). In Aus-
tralia, benefit programs now typically absorb more than 30 per cent of total
payroll expenditure (Stone 2005: 517), with benefits comprising between
10 and 20 per cent of the typical employee’s total pre-tax remuneration,
including a compulsory 9 per cent employer superannuation contribution.
So the importance of benefits to cost-effective human resource management
is undeniable.

At the same time, however, benefit plans pose a major strategic dilemma
for many organisations. In part, this is because such plans occupy an
uneasy middle ground between the two different types of the management-
espoused psychological contract described in chapter 2, namely the ‘rela-
tional’ and ‘transactional’ forms; that is, between the priorities of traditional
needs- and service-based people management over the long term, and the
more recent imperative for strategically aligned human resource manage-
ment with a short-term focus. Benefits, then, can be a strategic minefield.
They may either support the strategic intent of other reward practices or
fundamentally compromise the objectives of staff attraction, retention and
motivation. For instance, benefits packages that privilege a person’s length
of service over their performance potential and contribution may inhibit
organisational dynamism and competitive success.

Benefits may also be a double-edged sword when it comes to equal
employment opportunity, anti-discrimination and associated principles.
Benefits may uphold the objectives of diversity management, equal oppor-
tunity and affirmative action, or they may lead the organisation quite unwit-
tingly into the dangerous waters of direct or indirect discrimination. This
is because eligibility for certain benefits is frequently determined, albeit by
default, by age, marital status, carer status, gender, state of health and the
like. Moreover, packages with eligibility provisions configured according to
a person’s family responsibilities may not only be seen as discriminating
against those without such responsibilities but may also make the organisa-
tion unattractive to younger employees.

Benefit plans, then, warrant our close consideration. Towards this end,
this chapter opens with a brief examination of the general rationale of benefit
plans and the factors that have served to elevate their importance in reward
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strategy and practice. Next we investigate the main benefit plan types, begin-
ning with retirement or superannuation benefits, followed by health care
and other forms of personal insurance, leave and carer benefits, miscel-
laneous financial benefits and other non-financial benefits, including the
fast-growing areas of flexible work time, wellness programs and employee
assistance programs. Finally, we consider the differences between fixed and
flexible benefit plans and the factors that must be taken into consideration
in choosing between the two.

Benefit plans: purpose and drivers

Like other elements of the reward system, benefits can serve a variety of
purposes. You will recall from chapter 1 that the three primary aims of
any reward management system are: (1) to attract the right people at the
right time for the right positions or roles; (2) to retain the best people by
recognising and rewarding their contribution; and (3) to motivate employees
to contribute to the best of their capability. Organisations generally provide
benefit plans to employees with one or more of these objectives in mind.

As supplements to base pay, financial benefits may enhance the organ-
isation’s ability to attract and retain high-value employees. Such benefits
may also have particular taxation advantages over straight cash payments.
Provision of particular non-financial benefits also allows organisations to
address specific employee needs in a more targeted manner. This, in turn,
may reinforce membership behaviour (i.e. attraction, retention and atten-
dance), enhance employee well-being, work–life balance, job satisfaction
and organisational commitment, and, albeit indirectly, improve work moti-
vation and performance (Williams & MacDermid 1994). The provision of
targeted non-financial benefits, such as childcare facilities, may also support
diversity management and equal opportunity. Finally, the provision of some
benefits is a matter of legal compliance. For instance, in Australia, employers
are obliged to provide superannuation contributions equivalent to at least
9 per cent of the employee’s regular wage or salary, long-service leave and
workers compensation coverage to all full-time and part-time permanent
employees, as well as casual employees who are employed on a regular basis.
Until recently, permanents were also entitled to four weeks paid annual
leave with a special leave loading, parental leave and personal or carer’s
leave (Stone 2005: 51), although most paid leave entitlements can now be
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cashed out or otherwise bargained away. In Canada, mandatory benefits for
permanent employees include paid annual leave, rest breaks, employment
insurance and workers compensation (Long 2006: 425).

For all their rising importance, employee benefit plans are among the least
well-researched aspects of contemporary reward practice. Today there is still
only a handful of academic studies on employers’ motives for offering more
comprehensive benefit plans and on employees’ attitudinal and behavioural
outcomes (Barber, Dunham & Formisano 1992; Rabin 1994; Tremblay, Sire
& Pelchat 1998; Williams 1995; Williams & MacDermid 1994). Nevertheless
it is possible to identify a number of factors that have contributed to the
growth in benefits in many Western countries.

Obviously, the growth in mandatory benefits is attributable to new
or additional legislative requirements. In Australia, this certainly explains
the extension of employer superannuation contributions to all permanent
employees since the 1980s. Changes in taxation law have also been influ-
ential here. High marginal tax rates on regular cash remuneration have
placed pressure on employers to allow employees to ‘sacrifice’ cash for a
range of benefits: from subsidised health and dental care, school fees, per-
sonal education expenses, subsidised holiday travel and accommodation
and gym fees, to additional employer superannuation contributions, con-
cessional personal and housing loans, ‘company cars’, mobile phones and
notebook computers. The introduction of ‘fringe benefits tax’ provisions in
many Western countries in the 1980s and 1990s certainly reduced the tax
advantages of such cash-substitution practices, at least for employers. For
instance, under the fringe benefits tax that has applied in Australia since
1986, while the employee receives the benefit, the tax liability is levied on
the employer at the top marginal rate of income tax. The employer is also
prohibited from claiming the cost of fringe benefits as a deductible expense.
The upshot is that the full value of any fringe benefit is routinely deducted
from the employee’s notional total remuneration. Under the Australian sys-
tem, the only significant benefits that are exempt from fringe benefits tax are
employee amenities, employee share plans, superannuation contributions,
workers compensation, accident-related medical care and income protec-
tion, and occupational health and counselling (Stone 2005: 518).

A further factor underlying the growth in benefits has been pressure from
trade unions. For instance, in recent decades, Australian unions have suc-
cessfully sought improved benefit entitlements in the following areas: annual
leave, sick leave, unpaid and paid maternity, long-service leave, annual leave
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loadings, payment of union fees, provision of uniforms and safety clothing,
and non-contributory superannuation benefits (Stone 2005: 518).

Perhaps the more important factors behind the growth in benefits, how-
ever, are demographic and workplace changes. The decline of extended
family networks and the rise of a regionally and globally mobile workforce
have created pressures for employers to support employees’ child- and elder
care responsibilities. The same is true of rising workforce participation by
women, which has also added to the pressure for unpaid and paid maternity
leave. Workforce ageing, at least in Western countries and Japan, has focused
far greater attention on retirement savings and support, while growing skill
shortages have impelled organisations to adopt innovative benefit programs
designed to delay retirement and retain older, more experienced workers for
longer. In knowledge work, the imperative to acquire graduate and post-
graduate qualifications has increased expectations of employer support for
further personal education. Longer hours of work, greater work pressure
and higher levels of work stress have increased interest in special illness pre-
vention, wellbeing and work–life balance programs. In many countries, the
dismantling of the welfare state and the tightening of eligibility for social
security benefits have added to the pressure for employers to provide health
and unemployment insurance and greater retirement savings support.

Retirement or superannuation plans

In developed countries, employer-funded retirement or superannuation
plans are the single most important form of benefit provision for employ-
ees as well as one of the largest additional costs to employers on top of
wages and salaries. It is therefore appropriate that consideration of such
plans should head our discussion of the major forms of financial and non-
financial employee benefits.

The last half century has also witnessed a slow but inexorable change in the
nature and importance of retirement savings planning and provision. Tra-
ditionally, superannuation took the form of a gratuity paid to select staff in
recognition of their long and loyal service and with the objective of retaining
key staff, particularly managers and other male white-collar professionals.
For other employees, post-employment security rested on support made
available by the welfare state via aged pension programs. Since the mid-
twentieth century, however, superannuation has increasingly assumed the
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form of deferred income for the purpose of long-term retirement planning,
with both the employer and the employee contributing to the employee’s
personal fund, which is generally held in a trust until retirement.

In most developed countries, all but a small minority of employees are
covered by superannuation provided by their current employer. However,
coverage still varies considerably by employee category. For instance, in
Australia in 2004, while 90 per cent of employees were covered by employer-
provided superannuation, coverage was significantly higher for full-time
employees than for part-timers (96 per cent and 77 per cent respectively).
Employees in the public sector also had a higher rate of coverage than those
in the private sector (97 per cent and 89 per cent, respectively) (ABS 2004).

Access to accumulated contributions is generally restricted by vesting
requirements that limit entitlements until a certain period of service or age
is attained. Employees who leave before this time are generally entitled only
to the contributions that they themselves have made. Vesting provisions vary
from fund to fund, with some being fully vested, others unvested or partly
vested. In Australia, the minimum vesting age is typically set at 55 years,
and until recently employees had little freedom of choice in selecting a fund.
However, since 2005 Australian employees have had the right of portability,
which allows them to transfer their entitlements between funds. Such a
change is a belated recognition of the decline of long-term employment
with one employer and the rising importance of shorter job tenures and
greater employee mobility, especially in service and knowledge work. With
the population ageing in most developed countries, and with aged pension
eligibility in these countries becoming more restricted, this trend is certain
to continue.

However, there is also considerable variation between countries in
the nature of superannuation plans. In North America, ‘pension funds’
are almost always employer-specific. By contrast, in Australia the largest
contributory superannuation funds are industry-based and have been
promoted vigorously by trade unions. Such funds have generally performed
extremely well and now cover more than a third of the Australian workforce
(Stone 2005: 529). They also have the advantage of protecting employees
from loss of entitlements through the mismanagement of trust funds by
individual employers.

From the employer perspective, generous superannuation plans have
solid potential to enhance recruitment effectiveness, reduce turnover and
strengthen membership behaviour. They may also allow the organisation
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to retain valued employees for longer periods. Of particular importance
here is the discouragement to separation arising from restrictive vesting
arrangements – a form of ‘golden handcuff ’.

Superannuation plans are of three main types: defined benefit plans,
defined contribution plans and hybrid plans. Each may be contributory or
non-contributory, or both. In recent decades, defined contribution plans
and hybrid plans have begun to replace defined benefit plans as the domi-
nant mode of retirement planning in many developed countries. Of course,
such changes are necessarily long term in nature, meaning that defined ben-
efit plans still retain considerable importance. For instance, in the UK, 56
per cent of organisations operate defined benefit plans for existing staff,
but only 39 per cent do so for new staff. For defined contribution plans,
the comparable figures are 24 per cent and 26 per cent respectively (CIPD
2005b: 7). By contrast, in Australia, 80 per cent of firms offer defined con-
tribution plans (Stone 2005: 528). Non-contributory plans – that is, plans
that are fully funded by the employer – are also becoming far less common.
These changes are attributable to a range of factors, including longer life
expectancy, inflation, ballooning fund liabilities, especially in the USA, and
the desire to redirect risk from the employer to the employee.

Defined benefit plans

Defined benefit plans provide a predetermined amount of retirement
income either as a lump sum or as a regular pension for the remainder
of the person’s life. Such an approach provides certainty as to the amount
of entitlement at the point of retirement. Because such arrangements are
not fully funded by contributions, it is necessary for the organisation to
use actuarial calculations to ascertain the level of funding necessary to meet
promised benefits.

The annual pension amount is typically based on:

1 the employee’s average earnings over a set number of years retirement,
commonly either the last three years of paid employment or the highest
income years

2 the number of years of employment with the organisation, and
3 an actuarially determined percentage factor, typically in the range 1.25 to

1.5 per cent, based primarily on predicted life expectancy.

Thus, if an employee retires at age 65 after thirty years of service and he has
received total eligible remuneration averaging $70,000 over the last three



Employee benef i t s 325

years of service, and if the actuarial factor applied is 1.5 per cent, then his
annual pension will be $32,500; that is, $70,000 × 30 ×1.5 per cent. In this
case, where the estimated life expectancy is, say, ten years, the amount that
may be taken as a once-only lump sum at the point of retirement would be
$325,000; that is, $32,500 × 10.

Clearly, defined benefit plans pose particular challenges for employers,
especially in times of rapid change. Where remuneration levels are rising
rapidly as a consequence of inflationary pressures, under a defined benefit
plan, the employer’s liability will be all that much greater at the point at which
the employee retires. Rising life expectancies will have a similar effect. In
such countries as the USA, these factors have given rise to a large number
of chronically underfunded plans. These are some of the main reasons why
employers have turned away from such plans in recent decades and towards
defined contribution plans.

Defined contribution plans

Defined contribution plans, also known as accumulation plans, spec-
ify the amount of employer and/or employee contributions but not the
actual retirement benefit. Contributions are expressed as percentage of
the employee’s annual remuneration, and employee contributions typically
range between 5 and 10 per cent, with the employer often contributing an
equal or greater amount. The benefit may be paid either as a lump sum
or as a pension where the employee uses the accumulated fund to pur-
chase an annuity. The entitlement is calculated on the basis of accumulated
contributions plus fund earnings over the period of contribution, with the
latter determined largely by the changing state of returns on shares, real
estate and other investments and, of course, the investment decisions made
by the relevant fund managers. As such, employees have no guarantee of
what their entitlement will be, so under such plans the employee assumes
most of the risk.

Hybrid plans

A widely applied compromise approach is the ‘hybrid’ pension plan. To
illustrate: an organisation may operate a defined benefit plan while also
making it possible for employees to contribute to a defined contribution
plan. The employer may also match these contributions up to a predefined
maximum. Employees are typically allowed to deduct their contributions
from taxable income, while tax on plan earnings is deferred. In Canada,
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more than half of defined contribution plans operate in tandem with defined
benefit plans (Long 2005: 429).

Health care and other forms of personal insurance

Notwithstanding the continued importance of state-provided health and
income security provisions in many developed countries, benefits that
provide financial support to employees and/or their dependants during
times of ill-health and high medical expenses, as well as in the event of
accident, disability or premature death, are among the most highly valued
types of financial benefits. Such benefits may include health care insurance,
workers compensation insurance, and disability and group life insurance.

Health care insurance

These plans either supplement the basic health and medical protection pro-
vided by the state, as is the case in most European Union countries, Canada
and Australia, or provide for basic and additional benefits where provision
by the state is minimal or non-existent, as is the case in many developing
countries, as well as in the USA, where it is customary for employers to
bear the cost of medical insurance. Such plans include additional medical
and hospital benefits, plus full or part reimbursement for dental, optical,
chiropractic and other specialised personal care services, as well as paramedi-
cal services. Generally, such plans cover both employees and their nominated
dependants or immediate family members.

In many cases, the provision of supplementary health and medical ben-
efits is by way of salary sacrifice; that is, the provision is expensed against
total potential cash remuneration. However, depending on the prevailing
provisions for income and fringe benefits tax and tax deductibility, it may
still be more advantageous for the employee to obtain extra health coverage
by means of salary trade-off than by taking the benefit in cash, which would
be fully taxable, then purchasing their own additional coverage and claiming
the cost as a tax deduction, which at most would only return a fraction of
the total cost.

Workers compensation, disability and life insurance

In many developed countries it is mandatory for employees to be insured
against injury, disability and death arising from work-related causes. Such
plans generally provide a specified proportion of the employee’s current total
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remuneration until the employee is able to return to work or retires. Where
the injury results in the employee’s death, the benefits usually flow to the
legally recognised partner and/or dependent children. Workers compensa-
tion premiums constitute a significant component of employment on-costs.
In Australia, such costs comprise 3 per cent of total labour costs (Stone 2005:
520).

Some organisations also provide additional insurance to cover total and
permanent disability or death arising from non-work-related causes, includ-
ing vehicle accidents. Others provide life insurance benefits to provide finan-
cial protection for dependants on the employee’s death. It is also common
for special disability and death benefits to be included in superannuation
packages.

Leave and carer benefits

As working hours have increased, benefits relating to paid and unpaid
leave, and to the recognition of employees’ family and carer responsibilities,
have assumed increasing importance in organisations’ reward management
practices. Some such benefits are required by law; others are wholly volun-
tary. In Australia, the chief mandatory benefits of this type are paid annual
leave, long-service leave, sick leave and unpaid parental leave. Most such
benefits fall into the category of benefits known (somewhat awkwardly) as
‘payment for time not worked’.

Payment for time not worked

Benefits involving payment for time not worked include annual leave, long-
service leave, sick leave, paid maternity and paternity leave, bereavement
leave, compassionate leave, public holidays, paid study leave, jury duty, vol-
unteer emergency services work and the like.

The extent to which leave-related benefits are legally mandated varies
considerably from country to country. Take the example of annual leave.
In the USA, full-time employees are entitled to two weeks of paid annual
leave. In Australia, the minimum is four weeks, although it is now possible
for employees to bargain away some or all of this entitlement for a cash
commutation. Provision for paid long-service leave also varies greatly from
country to country. In Australia, permanent full-time employees are entitled
to take three months of leave on full pay after ten years of service and a further
three months after fifteen years of service. Casual employees are now also
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eligible for long-service leave in Australia. In many other countries, there is
no provision for long-service leave.

Compulsory paid maternity leave is another benefit about which there
has been considerable debate in recent years (Baird 2006: 39–59). Although a
steadily rising number of Australian firms now voluntarily offer their female
employees between one and three months of paid maternity leave, Australian
legislators have thus far baulked at mandating paid parental leave. The only
compulsory parental leave provisions for Australian employees are of an
unpaid nature.

Table 13.1 details the proportion of Australian employees covered by paid
leave and other financial benefits. As the table data shows, just under 71 per
cent of Australian workers are eligible for paid holiday leave, 71 per cent are
eligible for paid sick leave and 63 per cent for paid long-service leave, while
27 per cent are eligible for paid parental leave. This data also highlights the
continuing gap between part-time and full-time employees in these respects.
In all cases, the proportion of full-timers covered by these benefits is more
than double the proportion of part-timers covered. With the exception of
paid parental leave, the proportion of male employees covered is also higher
than that of female workers. A third of female workers are eligible for paid
parental leave compared to a fifth of male employees.

An increasing number of organisations are recognising the potential ben-
efits of offering paid parental leave. Survey data compiled by Australia’s
Equal Opportunity for Women in the Workplace Agency (EOWA 2006)
reveals that, in 2005, 46 per cent of Australian organisations provided some
degree of paid maternity leave and 32 per cent offered paid paternity leave.
For 2001 the comparable proportions were 23 per cent and 15 per cent,
respectively. However, the duration of such leave remains relatively brief. Of
those organisations offering any paid maternity leave in 2005, only 6.6 per
cent offered fourteen weeks or more, with 40 per cent offering six weeks and
just under 20 per cent offering twelve weeks.

Childcare and elder care

As more and more women enter paid employment, and as the populations
of developed countries age, working parents are being ‘sandwiched’ between
work commitments, the need to care for young children and the need to
care for elderly parents. To help their employees here, a small but growing
number of organisations now offer employer-provided childcare facilities,
assistance with childcare fees and/or special elder care programs.
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Table 13.1 Employee benefits: percentage of employees covered, Australia,
2004

Persons Full-time Part-time Male Female

Employer-provided
superannuation

90.1 95.7 76.7 90.4 89.6

Paid leave benefits:
Holiday leave 70.9 84.9 37.4 74.0 67.4
Sick leave 71.2 84.9 38.3 74.0 67.9
Long service leave 63.3 75.3 34.8 64.9 61.5
Maternity or paternity

leave
26.6 31.1 15.7 20.2 33.8

Other financial benefits:
Goods or services 18.0 17.7 18.8 17.1 19.1
Transport 13.3 17.2 4.1 19.6 6.2
Telephone 9.1 11.5 3.4 13.0 4.7
Shares 5.9 7.0 3.4 6.9 4.8
Study leave 4.2 3.6 5.7 n.a. n.a.
Holiday expenses 3.8 4.7 1.5 n.a. n.a.
Medical 2.1 2.6 0.9 n.a. n.a.
Housing 1.9 2.4 0.7 n.a. n.a.
Low-interest finance 1.5 1.9 0.6 n.a. n.a.
Union or professional

association dues
3.0 3.9 0.9 n.a. n.a.

Electricity 2.0 2.3 1.2 n.a. n.a.
Entertainment 1.7 2.3 0.3 n.a. n.a.
Club fees 1.9 2.4 0.7 n.a. n.a.
Child care or

education expenses
0.6 0.6 0.5 n.a. n.a.

Source: ABS 2004.

In Australia, a small number of organisations either offer in-house child-
care or meet employee childcare expenses in some other way. Despite the
high establishment and running costs, exacting accreditation standards and
difficulty of making such facilities available to employees in multisite organi-
sations, in-house facilities have the advantage of reducing parents’ commut-
ing time and increasing their access to children during the working day. In
Australia, one of the first companies to offer in-house childcare was the
Sydney-based property and financial services firm Lend Lease, which has a
longstanding high-involvement culture. Lend Lease provides on-site child-
care at its Sydney head office; in other capital cities, it assists staff to find
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suitable off-site childcare and then pays a rebate equal to the benefit avail-
able to its Sydney staff (Russell 2004a). Yet the provision of free childcare
remains uncommon. As table 13.1 indicates, less than 1 per cent of Australian
employees receive the benefit of employer-funded childcare.

For many employees, care of elderly parents is an equally demanding fam-
ily responsibility; a responsibility for which the time demands may be both
considerable and quite unpredictable. According to one Australian study, an
employee with elder-care responsibilities loses on average three full work-
ing days per year, and a further four days are significantly disrupted (Stone
2005: 521). With a view to reducing the affect on attendance, performance
and morale, some organisations have introduced special elder-care leave
arrangements or have made provision for such leave in more general leave
arrangements.

Other ‘fringe’ financial benefits

There is also a wide range of miscellaneous financial benefits that employers
may provide. Although some such benefits are mandatory in certain coun-
tries, the vast majority are ‘fringe benefits’ provided on a wholly voluntary
basis.

Severance pay

In many developed countries, including Australia, it is mandatory either to
provide the employee with a specified period of notice of redundancy-related
termination or to pay a predetermined quantum of severance pay to employ-
ees in lieu of such notice. Such payments are additional to accumulated
superannuation entitlements. Severance pay entitlements are generally set
on the basis of the employee’s length of service with the organisation; for
example, an extra one to four weeks pay for each year of full-time service,
with set minima (typically one to four months) and maxima (typically one
to two years, depending on the position held). Age may also be taken into
account in determining the mandatory payout amount.

Termination payment arrangements may also be voluntary in nature, as
is generally the case with salaried executives. As we shall see in chapter 21, in
recent years designated termination payments made by company boards to
departing senior executives in such countries as Australia have generally been
equivalent to one to two years of base salary, and in some cases considerably
more. The apparent generosity of these so-called ‘golden parachutes’ has
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attracted considerable criticism in the media and from large institutional
investors, including major superannuation and life insurance funds.

Other financial benefits

Other ‘fringe benefits’ that employers may choose to incorporate in a benefits
package include:

� free grants of company shares, or share purchase plans involving low-
interest or no-interest company loans. Such plans frequently supplement
or substitute for employer superannuation contributions and have similar
tax advantages. Employee share plans, which are both a fringe benefit and
a form of ‘long term incentive’, are explored in detail in chapter 20

� discount loans
� housing or mortgage subsidies
� discount travel and accommodation
� product or service discounts
� free clothing
� subsidised canteens
� company cars and/or free parking
� club and gym membership
� self-education expenses
� school fees for dependent children
� notebook computers
� mobile phones.

Most such benefits are liable to taxation as a fringe benefit where such taxes
exist. As figure 14.1 reveals, in Australia, the most common of these financial
benefits are the provision of free or discount goods and services (covering
18 per cent of employees), provision of free or subsidised transport (13 per
cent coverage), telephones (9 per cent coverage), company shares (7 per cent
coverage), paid study leave (4 per cent coverage) and holiday expenses (just
under 4 per cent).

Other non-financial benefits

In addition to monetary benefits, many organisations now offer employees
a range of non-financial benefits. In essence, these are intended to make
the organisation a more appealing place to work as well as to increase
employee morale, job satisfaction, membership behaviour, organisational
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commitment and task motivation. In recent years, longer-working hours
and rising levels of workforce stress have prompted growing recognition
of the importance of work–life balance and spurred some organisations to
introduce non-financial benefits carefully targeted at enhancing employees’
wellbeing. These benefits include, inter alia, flexible work-time arrange-
ments, wellness programs and employee assistance programs. In part, these
non-monetary plans are also targeted at reducing costs associated with com-
pulsory financial benefits, including statutory sick leave and stress leave
entitlements.

Flexible work-time and work–life balance programs

Flexible work hours and schedules allow the organisation to respond more
effectively to variable production and service provision requirements while
also promising employees greater choice regarding the hours that they work.
Such arrangements may be of special benefit to working parents, dual-career
families and employees with study or community commitments.

Flexible work-time arrangements are virtually limitless in their variety.
With variable day arrangements, employees are able to vary the number of
hours worked on any given day, providing they work the required number
of standard hours per week and are at work each day during designated
‘core hours’. Similarly, with a variable week arrangement, employees may
work a long week or a short week, provided that they complete a standard
number of hours each fortnight or month. Another variant is the rostered
day off. A further option is flexible start and finish times, whereby employees
nominate a daily start time and adhere to it for an agreed period. Job-sharing
and permanent part-time work also increase the degree of time flexibility
available to each employee, as, of course, do telecommuting and other work-
from-home arrangements, which also give employees greater scope to better
integrate family and work responsibilities both spatially and temporally.
Unpaid parental and carer leave arrangements also fall into this category.

However, flexible work schedules may also operate to employees’ disad-
vantage. Flexible shift arrangements may be especially disadvantageous to
working parents, since they stand to diminish predictability and regular-
ity, so making it more difficult to plan family commitments and childcare
arrangements. For instance, a combination of extended shift arrangements
and frequent non-participative work rescheduling may make it impossible
for working parents to make adequate childcare arrangements.
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Thus temporal flexibility alone may actually have dysfunctional outcomes
both for the organisation and for employees, and ‘best practice’ prescrip-
tions highlight the need to ensure that variable hours arrangements are fully
informed by work–life balance considerations – and the available evidence
does indicate that the business case for flexible work-time arrangements
configured along such lines is reasonably strong. A 2005 study of 377 Aus-
tralian organisations showed that those applying ‘best practice’ work–life
balance initiatives had enjoyed considerable returns on investment, includ-
ing an average 3.6 per cent reduction in staff turnover, a 3.8 per cent decline
in absenteeism, a 21 per cent improvement in the rate of return from parental
leave, and a 13 per cent improvement in the level of employee satisfaction
(Brown 2005).

In the highly competitive legal profession, such flexible work time and
work–life balance programs are emerging as an important means of attract-
ing and retaining high-potential female lawyers. In the past, women’s ability
to progress to partnership in law firms has been hindered by a masculin-
ist work culture, a narrow focus on results in the form of ‘billable hours’,
and the view that any career break for parenting purposes is literally career-
breaking. One organisation that has consciously set out to counter these
obstacles to women’s career progression is the mid-sized Sydney law firm,
Henry Davis York. Its benefits program includes flexible hours, part-time
hours, job share, work from home and twelve weeks paid maternity leave
for women who have been with the firm for more than two years. Several
of the firm’s female partners work part-time. Its employees are also able to
participate in a wellness program that includes classes in yoga and Pilates
(Brown 2005).

Wellness programs

Also known as preventive health programs, employee wellness programs
are designed to promote employees’ physical and mental health and fitness.
Examples include free medical check-ups, in-house gyms or subsidised gym
membership, personal trainers, aerobics, yoga, Pilates and tai chi classes, in-
office massages, stress reduction and relaxation sessions, ergonomic consul-
tations, meditation rooms, staff health food canteens, nutrition seminars,
weight control programs and quit smoking programs. As well as being inher-
ently beneficial to employees themselves, health and fitness initiatives such
as these can make a significant contribution to reducing absenteeism and
raising productivity (Wells 2004).
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Health and fitness programs may be run internally by specialist staff, as
is the case in many large US firms, or outsourced, as is typically the case in
Australian firms (Wells 2004: 42). In Australia, eligibility for such programs
still tends to be selective, with access typically being confined to managers,
professionals and other white-collar employees. However, some Australian
firms have rolled out health and fitness programs for their entire workforce.
One such firm is the large Australian building resources materials company
Boral Ltd, which employs 10,000 people Australia-wide in production and
logistics. Boral’s workforce is predominantly male and blue collar and has
an average age of 45. In 2004 the firm introduced free confidential health
assessments for all employees, primarily with the aim of reducing illness-
related absenteeism and sick leave costs, as well as fatigue-related accident
and workers compensation costs. In 2005 this was followed by free health
seminars on such topics as nutrition, men’s health, exercise and sleep. The
Boral Health Resources Centre also provides information to staff and their
families on a wide range of topics: from asthma, diabetes and back care to
drug and alcohol abuse, financial health, relationships and sleep manage-
ment for shift workers. Known as ‘Bwell’, the program is one of the most
ambitious employee health promotion programs to date in Australia. The
business case for such programs appears to be quite solid; studies of similar
programs run by comparable businesses in the United States showing an
average return on investment of almost 300 per cent (Russell 2006).

Employee assistance programs

The purpose of employee assistance programs is to help employees to cope
with and remedy personal problems that are interfering with their perfor-
mance. Participation in an assistance program may be one of the items
included in an action plan designed to remedy under-performance arising
from a major personal problem.

Assistance may involve counselling on such matters as drug or alco-
hol abuse, marital or other family relationship problems, financial prob-
lems and advice, time management problems, depression or other mental
health problems, bereavement, stress management or work-related trauma.
Trauma counselling is commonly offered in industries where employees are
at high risk of experiencing violence, armed robbery or accidents, including
banking, liquor stores, transport, mining, construction, police and emer-
gency services.

Drug and alcohol abuse is a growing problem throughout the devel-
oped world, and organisations that do not have well-maintained programs
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for detecting and remedying substance abuse run the dual risks of increased
workplace accident and injury and crippling litigation costs. In many indus-
tries, particularly road, rail and air transport, random drug and alcohol
testing programs are now mandatory. Likewise, employers who do not take
active steps to curb smoking on their premises run the risk of legal liability
for injury caused by passive smoking.

Data on employee assistance referrals to one of Australia’s leading
employee assistance providers, Davidson Trahair Corpsych, reveals both
the great diversity of problems for which professional assistance is sought
and the high incidence of problems originating outside the workplace
itself. Of 11,000 new counselling referrals to the firm from individuals
from more than 300 organisations over a twelve-month period, 71 per cent
presented with personal problems, of which 53 per cent involved family and
relationship problems, including separation and divorce, and 40 per cent
involved emotional wellbeing problems, including anxiety, depression, grief
and loss of self-esteem. Of the total number of referrals, only 29 per cent
related directly to work problems (Russell 2003). The key point is that all of
these referrals related to problems that were affecting work wellbeing and
performance.

Fixed plans, flexible plans and plan design

Benefits packages are of two main types. They may have a standard content,
with the composition being determined by legal requirement and employer
choice. Alternatively, they may be flexible in content, with employees having
a degree of choice in how best to configure their package within a range
of options made available voluntarily by the employer. The latter are also
known as ‘flexible’ or ‘cafeteria’ benefits plans.

Fixed benefits

The traditional approach of offering one standard benefits package to all
eligible employees has numerous advantages. The ‘one size fits all’ approach
is simple, delivers economies of scale, is easy to communicate to employees,
and has relatively low administrative costs.

Conversely, the approach assumes workforce homogeneity in an era when
workforce diversity and the tenets of diversity management are in the ascen-
dant. By definition, fixed benefits plans are incapable of adequately accom-
modating significant changes in employee needs and expectations. For the
latter reason, some organisations now offer semi-flexible plans, involving



336 Base pay and benef i t s

a fixed core of, say, compulsory benefits, and a limited range of additional
benefits from which employees may choose.

In general, fixed plans are likely to be better suited to organisations with
stable workforce profiles, for whom problems of staff attraction and reten-
tion are not of major importance, and which place a high priority on cost
minimisation. On this basis, fixed schemes will be particularly well suited to
traditionally managed mechanistic organisations with cost-defender com-
petitive strategies and which espouse a relational psychological contract.
Such plans may also be preferred by firms with a traditional culture and a
quality defender strategy. The administrative ease of standard plans is also
likely to have particular appeal to small- to medium-sized firms.

Flexible benefits

With fully flexible benefits plans, employees are allocated a sum – or ben-
efits credit – that can be used to ‘purchase’ benefits from a ‘menu’ made
available by the organisation. Such packages have increased in popularity
since the 1980s, particularly in professional and other white-collar employ-
ment, although, as we shall see, in some developed countries they are still
the exception rather than the rule.

The logic of flexible packages is that one size does not fit all. Differences in
age, family responsibilities, financial circumstances and lifestyle preferences
mean that different employees will have different benefit needs, and the
needs of any one employee will change considerably over time. For instance,
employees in their twenties may prefer to load their benefits in favour of study
support, a company car and leisure or travel benefits while downplaying the
superannuation option. However, a 30-something employee with young
children may wish to skew benefits in favour of a concessional housing loan,
supplementary health benefits and childcare support, and a 50-something
employee may well be happy to forgo the preceding benefits in favour of
salary sacrificing for higher superannuation contributions.

Overall, flexible schemes are likely to have greatest appeal to organisations
with large, highly diverse workforces, for which staff attraction and reten-
tion concerns are of paramount importance, which place a strong emphasis
on flexibility, and which espouse a transactional or balanced psychological
contract. As such, cafeteria plans will be particularly appropriate to organ-
isations with high-involvement cultures (Long 2006: 446) and competitive
strategies of the analyser or prospector type.

For instance, under the flexible benefits plan offered by Australian prop-
erty and financial services company Lend Lease, an analyser firm with a
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well-established high-involvement culture, employees receive their packages
either wholly as cash or as cash plus benefits. Benefits include car leasing, in-
house childcare, laptops, salary sacrifice superannuation payments, access
to financial planning services and an employee share acquisition plan. As
the firm’s Asia-Pacific human resources manager explains (cited in Russell
2004a): ‘their benefits package has to be flexible, so that people can choose
benefits that are meaningful to them at certain stages of their lives.’

Still, flexible benefits packages have some significant drawbacks for both
parties. For the employer, cafeteria plans have high administrative costs
simply because of the wider range of options that have to be made avail-
able, the sheer technical complexity of multiplan schemes and the need
to micro-manage each employee’s package and frequent changes in their
preferences. For the employee, the array of choice available may be daunt-
ing and confusing. Poor or ill-advised choices may also result in employees
having inadequate health care coverage or insufficient retirement savings
and so on. Clearly, a poorly communicated cafeteria scheme may jeopar-
dise the financial wellbeing of employees and their dependants. Canadian
research (Tremblay, Sire & Pelchat 1998) indicates that procedural justice
considerations, including transparent and consistent communication, have
a stronger influence on employee satisfaction with flexible benefits plans
than do employee perceptions of the distributive fairness of plan outcomes.
Employees and trade unions may also be opposed to flexible schemes out of
a fear that flexibility may just be a smokescreen for reducing entitlements
and shifting cost and risk to employees themselves.

For these reasons, in global terms, flexible plans are still relatively uncom-
mon, although the incidence varies considerably from country to country.
They are most popular in North America, where they originated in the
1960s. In the USA, where flexible benefits are tax-favoured, 85 per cent of
large firms had flexible schemes by the mid-1990s. In Canada, where tax
treatment is less favourable, flexible schemes were being used by 29 per cent
of firms in 2004 (Long 2006: 443). Elsewhere, adoption has been slower. For
instance, in the UK the approach is offered by just 8 per cent of organisa-
tions, with the highest incidence being in private sector service firms (12
per cent) and the lowest in the public and not-for-profit sectors (both 3 per
cent). An organisation’s size, however, is the key determinant, with flexi-
ble plans being used by almost a quarter of organisations with more than
5,000 employees (CIPD 2005a: 27–8). Again, the higher usage rate in large
firms would seem to be due to the high administrative costs associated with
complex and comprehensive benefits menus.
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Plan design

Designing an effective benefits plan is undoubtedly one of the most challeng-
ing of all reward management tasks. Plan design requires that close attention
be paid to the following ten questions:

1 Which of the compulsory benefits must be made available to perma-
nent full-time employees, to permanent part-timers, to casuals and to
employees on short-term contracts?

2 What proportion of total remuneration should benefits comprise, and
how should the proportion vary from role to role?

3 What specific financial and non-financial benefits do employees want
the organisation to provide voluntarily?

4 Which of these voluntary benefits best align with the organisation’s
strategic needs and objectives, and which benefits are to target which
strategic priorities?

5 Which employees (and dependants) should be eligible for these strate-
gically aligned benefits, and what eligibility criteria will apply?

6 What is the estimated net benefit of providing these strategically aligned
benefits to eligible employees?

7 Which benefits will be provided on a non-contributory basis, on a fully
contributory basis (as with salary sacrificing), and by means of partial
contribution or cost-sharing?

8 Should the benefits scheme for individual employees be fixed, semi-
flexible or fully flexible (beyond what is mandatory)?

9 What role will internal and external experts and employees play in
scheme design?

10 How will the overall benefits system be communicated, implemented,
administered and evaluated over time so that it remains current and
relevant?

Chapter summary

This chapter began with a brief examination of the general rationale of
employee benefits plans and the reasons for their growing importance to
reward strategy and practice in developed countries, particularly the decline
of extended family networks, increasing workforce diversification and rising
education levels and expectations, workforce ageing, longer working hours
and greater job mobility. Attention then turned to the main benefit plan
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types, beginning with retirement or superannuation benefits, followed by
health care and other forms of personal insurance, leave and carer benefits,
and other financial and non-financial benefits. Special attention was paid to
the distinction between defined benefit and defined contribution superan-
nuation plans and to the reason for the global trend from the former to the
latter. Attention then turned to non-financial benefits in the form of flex-
ible work-time arrangements, wellness programs and employee assistance
programs, since these are now at the leading edge of innovation in benefits
practice. Finally, we considered the differences between fixed and flexible
benefit plans, the factors that must be taken into consideration in choosing
between the two, and the factors to be considered in designing an effective
and strategically aligned benefits system.

This chapter concludes our coverage of base pay and benefits plans, the
foundational elements of any total reward management system. Recalling
the discussion of generic reward system objectives in chapter 2 and our
overview of ‘needs’ or ‘content’ motivation theories in chapter 4, we can
generalise that in most organisations base pay and benefits programs are
directed primarily (although not exclusively) to attracting and retaining
the desired number of high-potential employees by providing rewards
addressed chiefly at meeting ‘lower-order’ needs for security and safety
and, to a lesser extent, for social affiliation.

In the chapters that follow in part 4, we turn our attention to those
reward practices that are explicitly contingent on performance; practices
the primary purpose of which is less to attract and retain per se than to
motivate higher levels of desired work behavour and results.

Discussion questions

1 Why are employee benefits becoming an increasingly important
component of employee reward practice?

2 What is the difference between defined benefit and defined contribution
superannuation plans, and why are plans of the latter type becoming
more popular?

3 What sort of organisation is likely to gain most from offering employees
flexible or ‘cafeteria’ benefits schemes?

4 What are the advantages of non-financial benefits?
5 What are the pros and cons of ‘flexible’ benefits plans?
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JUST REWARDS
Rethinking base pay and benefits at Court,

Case & McGowan, commercial
law partners

You could have cut the conference room air with a knife. James Court, chief
national partner of Sydney commercial law firm Court, Case & McGowan,
had just delivered an address to the firm’s 600 Sydney-based solicitors
informing them that the previous financial year had been one of the firm’s
best profit-making years ever. For all of Court’s upbeat assessment, his
announcements showed remarkably poor judgement and timing. Just two
weeks earlier, the firm had completed its annual pay reviews, which had
resulted in increases lower than for any of the previous five years. As the
caterers rolled out the post-address refreshments, many of the solicitors
present muttered darkly to each other that the time and effort that they had
put into achieving this outstanding financial result had not been adequately
recognised or rewarded. Several 20-something high achievers who had put
in long hours on difficult legal cases grumbled about leaving the firm (and
possibly the legal profession altogether) to work for an organisation where
their contribution would be far better rewarded. One of the firm’s most
successful female corporate tax lawyers spoke of going to work for a mer-
chant bank renowned for the five-figure bonuses it paid to its commercial
litigation team.

Such utterances do not bode well for Fiona Fenton, the firm’s new direc-
tor of human resources. Court had invited Fiona along to his address to
introduce her to the firm’s core workforce. However, the conversations she
overheard had left her feeling quite unnerved – and she had every reason to

340



Jus t rewards 341

suspect that unless she did something to address this undercurrent of reward
dissatisfaction her recent career move would end in disaster. With five years
experience as a senior HR administrator in a large non-profit organisation –
a job that she greatly enjoyed – Fiona had taken a gamble by making a career
move into a mainstream corporate HR position. Whatever her initial expec-
tations of her new job, however, she was now under no illusions as to the
magnitude of the challenge that awaited her.

The firm’s strategy and structure

Court, Case & McGowan is one of the country’s largest national commercial
law firms, employing more than 800 people in its Sydney office alone. It also
has offices in most other Australian capital cities. Its mission is to be ‘the
provider of choice of commercial legal services to Australian corporations’,
and its chief goals are to double its business in the highly profitable fields
of corporate mergers and acquisitions, insurance litigation and tax law over
the next triennium.

Like most other large legal firms, Court, Case & McGowan has a hierar-
chical structure based on seniority. Being a partnership, the firm is not listed
on the stock exchange, and responsibility for its governance resides with its
twenty-five partners, all highly experienced and respected members of the
legal profession. The firm’s 1,200 solicitors nationwide are categorised into
the following four position grades:

� graduate at law, currently numbering 200
� junior solicitor (one to three years of experience), currently numbering

400
� senior solicitor, currently numbering 500
� senior associate, currently numbering 100.

This legal pecking order is also heavily gendered. Although women com-
prise 50 per cent of the firm’s first-year graduates and junior solicitors, they
make up only 35 per cent of the senior solicitors, and just 25 per cent of
senior associates, and only five of the firm’s twenty-five partners are women.
In addition to qualified solicitors, the firm employs a large number of legal
support staff, including administrative and secretarial staff, librarians and
human resource practitioners, more than 80 per cent of whom are female.
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While these workers make a major contribution to the firm’s success, they
are left in no doubt as to their lowly status in the firm’s packing order. As a
woman, Fiona, too, has quickly come to realise that she faces an uphill battle
to invest HR with ‘voice’ and influence in such a male-dominated authority
structure.

Pay for position; promotion for performance

At present, remuneration for Court, Case & McGowan’s solicitors consists
solely of a base salary, which is subject to annual review. To date, these
reviews have been overseen by the ‘staff partner’, Simon Goodchap QC,
with only limited input from the HR section, which has hitherto mainly
handled routine recruitment and payroll administration matters. No one
else in the firm apart from Goodchap and his fellow partners seems to
know just how these annual base pay decisions are arrived at. Employees
are simply informed that ‘a variety of factors will be taken into account’
in determining their annual pay rise. Similarly, while pay levels for each
of the four non-partner grades are obviously geared to some combination
of seniority, experience and competence, just how pay relativities between
grades are fixed remains something of a mystery, with the partners evidently
assuming that solicitors learn as they go, adapting and improving their legal
knowledge and skills over time.

Solicitors in any given grade receive ‘more or less’ the same base salary,
irrespective of whether their performance is exceptional or just acceptable,
with promotion to a higher grade being the firm’s preferred way of reward-
ing consistently high performance. In the absence of any formal system of
performance appraisal and review, a solicitor’s performance is defined and
measured in terms of ‘billable hours’ worked. As is the norm in the legal
profession, to ensure that the firm obtains value for money from these base
salary payouts, each solicitor is expected to meet a minimum budgetary
requirement for the number of hours billed to clients each day. The mini-
mum budgetary requirement is set at an average of 7.5 hours per day, with
charge-out rates ranging from $150 per hour for a new graduate to $500
for a senior associate. No additional rewards are in place for those solicitors
who exceed their annual billable hours budget. Budget underperformers are
simply ‘managed out’.
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What Simon says

Wishing to discover more about the firm’s remuneration practices, Fiona
arranges an interview with Simon Goodchap, who informs her that the solic-
itors’ base salaries are determined ‘by a variety of things such as the market
rate in other major law firms, level of seniority and certain extraordinary
qualities a solicitor may possess’. When pressed, Goodchap volunteers that
the ‘market’ information used to set pay levels for each grade is actually lim-
ited to one Melbourne-based law firm with a similar grade structure but also
with a reputation for doing insurance litigation ‘on the cheap’. Somewhat
sheepishly, Goodchap also revealed to Fiona that until last year he had shared
information on pay ranges with his counterparts in two Sydney-based com-
mercial law firms but that cooperation had now come to an acrimonious
end. To Goodchap’s dismay, despite having reached a gentlemen’s agreement
to set the same pay levels for the ensuing financial year, the two other firms
held off announcing their annual pay reviews until after Court, Case &
McGowan had done so, then they introduced base pay levels 30 per cent
above those offered by Goodchap’s firm. As a result, the two competitor
firms were able to poach some of Court, Case & McGowan’s best high-flyers
in the highly lucrative areas of mergers and acquisitions and taxation law,
and it has also encountered increasing difficulty in attracting any of the latest
batch of top-notch law graduates.

Goodchap also confides to Fiona that while the existing pay system does
incorporate grade-specific pay ranges for the purpose of recognising solic-
itors with ‘extraordinary skills and talent’, the range is never more than 10
per cent. Goodchap explained that this was because the firm wished to avoid
internal conflict over pay inequality and because having a uniform rate of
pay encouraged teamwork, a common feature of much of the firm’s litigation
work. Ironically, the fact that the firm encourages secrecy in pay administra-
tion actually serves to amplify the negative effect of the small pay disparity
within each grade. The outcomes of the annual pay reviews are communi-
cated to solicitors in sealed envelopes marked ‘private and confidential’ and,
as a consequence, there is a great deal of rumour (much of it ill-founded)
about disparity in pay for solicitors in the same grade.

Finally, Goodchap admits to Fiona that the absence of systematic per-
formance appraisal makes it all the more difficult to justify pay differences
between individuals in any given grade. He remains convinced, however,
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that individual performance appraisal is ‘more trouble that it is worth and
a totally unproductive exercise, especially when it comes to billable hours’.

Fiona’s challenge: a new reward approach

The more she hears, the more she wonders whether she has made the right
career move; but Fiona is not faint-hearted and she also knows that she has
much to do and little time to lose. It is clear that the firm’s existing approach
to reward management has serious shortcomings. The firm is failing to
attract top talent and is losing some of its star performers to competitors and
other industries. There is growing dissatisfaction in its core workforce with
existing base pay levels and employee benefits, as well as with the absence of
adequate rewards for high performance. No one really understands or can
justify the annual pay review outcomes, and pay secrecy simply exacerbates
the distrust. Promotion alone cannot motivate solicitors adequately. The
limited number of senior associate and partner positions means that the
firm cannot reward all high performers with promotion to the top – unless,
that is, it wishes to become a ‘top-heavy’ organisation, which, in any case,
would simply devalue the prestige of senior positions.

Fiona’s meeting with Goodchap has had one important positive outcome:
he has agreed to give her a free hand to implement change to the firm’s per-
formance and reward management systems and to guarantee support for her
change program at partner level. So what exactly should she propose? Should
she recommend a ‘scorched earth’ approach involving radical change to base
pay? Should she concentrate on changing the firm’s position-based approach
to base pay – but, if so, should she simply adjust pay levels for each grade,
or should change be more thoroughgoing, entailing, say, a move to broad-
banding and base pay progression based not on seniority but on personal
contribution? Alternatively, should Fiona focus on specially targeted ben-
efits plans? Should she propose the introduction of performance-related
incentives – but of what type, and using what performance measures? And
what should she do first? Finally, how can she ensure that whatever changes
she opts for constitute a cohesive approach capable of assisting Court, Case
& McGowan to achieve its mission and strategic goals?

Source: adapted from Shields 2005. Reproduced with permission.

Model responses to this case study are provided in the appendix.
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REWARDING EMPLOYEE
PERFORMANCE

Having considered the main options and processes associated with base pay
and benefits, we can now turn to consider the remaining major area of reward
practice, namely performance-related rewards. Also known as ‘incentive
plans’, these are rewards that are contingent or ‘at risk’ in some way, rather
than being ‘fixed’ or ‘guaranteed’, as is the case with more traditional forms
of base pay. For this reason, such rewards are also commonly referred to as
‘contingent’ or ‘variable’ pay plans. Moreover, while many such rewards are
financial in nature (i.e. performance pay or cash incentives), performance
related-rewards may also take a non-financial form.

The seven chapters in part 4 offer a detailed coverage of the main types
of individual and collective performance-related rewards and of key themes
and debates associated with such rewards. Chapter 14 outlines the main types
of performance-related reward, considers some of the general motives for
adopting performance-contingent rewards, and overviews the main argu-
ments and supporting evidence for and against such plans. Chapters 15 to 19
examine specific types of performance-related reward plans that are com-
monly applied to line employees and managers, with particular emphasis on
plan usage, strengths and weaknesses. Plans covered include individual merit
pay (chapter 15); recognition awards (chapter 16); results-based individual
incentives (chapter 17); collective short-term incentives (chapter 18); and
collective long-term incentive plans in the form of broadly based employee
share plans (chapter 19).

While these chapters focus chiefly on ways of recognising and reward-
ing the performance of those who comprise the majority of a typical
organisation’s workforce, namely line employees, supervisors and line
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managers, middle managers and professionals, the final chapter in part 4
(chapter 20) considers the special case of incentive plans for executive-level
employees. By virtue of the positions they occupy, senior executives exer-
cise considerable individual influence over an organisation’s performance.
Hence executive rewards typically apply organisation-wide performance
criteria as proxies for the performance of the individual executive. As we
shall see, the processes and practices associated with executive incentives
are among the most complex and controversial of all reward management
issues.

The case study accompanying these chapters – ‘Beyond the hard sell:
Redesigning performance-related rewards at Southbank’ – invites you to
apply your new-found knowledge of individual and collective incentive
plans to remedy some fundamental shortcomings in an existing employee
incentive system. Model responses to this case are provided in the book’s
appendix.
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OVERVIEW OF
PERFORMANCE-RELATED

REWARDS

As we have seen, there is considerable debate about the link between money
and other types of extrinsic reward on the one hand and employee satis-
faction, motivation, work effort and performance on the other. By way of
introduction to part 4, this chapter identifies the main categories and types
of performance-related reward, and considers some of the general motives
for adopting performance-contingent rewards, as well as examining the evi-
dence on the incidence of the main types of performance-related reward
plans, particularly cash incentives or performance-related pay. The chapter
also overviews the main arguments and supporting evidence for and against
such plans, taking into account both effectiveness and felt-fairness.

What is performance-related pay?

All forms of paid employment, including those where remuneration consists
entirely of base pay, have performance standards or expectations of some
sort attached to them. As Behrend (1957, 1961) and others have suggested,
every form of paid employment involves an effort bargain as well as a pay bar-
gain. In some cases, this will involve a set of implicit mutual expectations –
à la a psychological contract – between employee and employer about a
pay–effort deal – about the basis of ‘a fair day’s pay for a fair day’s work’. In
other cases, it might entail the imposition of specific task quotas for each
unit of hiring time. This is the case with the practice known as ‘measured
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day work’, whereby employees receive a fixed daily wage but are required to
work to a standard output quota. In most time-based pay systems, however,
including waged and salaried employment, the link between pay and perfor-
mance is neither direct nor explicit. Effort levels are frequently set according
to custom and practice. Typically, performance standards are implicit and
therefore open to contestation, misunderstanding and perceived breach of
the psychological contract.

Pay for performance plans seek to reduce the sphere of uncertainty asso-
ciated with the nature of the employment exchange by specifying the basis
of the transaction in more explicit terms. Performance pay can therefore be
defined as any remuneration practice in which part or all of remuneration is
based directly and explicitly on employees’ assessed work behaviour and/or
measured results. As noted in chapter 2, performance-related reward plans
are thus one of the defining characteristics of a transactional psychological
contract. Equally, on the basis of the above definition, it is inappropriate to
classify plans that focus on assessing and rewarding personal skills and com-
petencies as performance-related reward plans since they focus on rewarding
employees’ productive ‘inputs’ rather than work behaviour or outputs. As
indicated in part 3, such plans are best thought of as forms of base pay.

Types of performance-related reward

While performance-related reward plans can themselves be classified in
many different ways, the four crucial considerations, we suggest, are:

1 What is being measured: behaviour, results or both?
2 Whose performance is being measured: individuals, large work groups

(business units, plants, divisions), small work groups (teams) or the whole
organisation?

3 Over what time frame is performance being measured and rewarded: over
a short term (twelve months or less) or a longer term (more than twelve
months)?

4 What form does the contingent reward take: cash, company equity,
non-monetary?

Importantly, as well as incorporating the ‘horizontal’ and ‘vertical’ dimen-
sions of employee performance discussed in chapter 1, this taxonomy also
takes account of the temporal dimension of performance definition and
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measurement, and the form taken by the reward itself. Using these dimen-
sions, we can identify three main categories of performance-related reward:

1 Individual performance-related rewards. These are based either on the
individual employee’s assessed work behaviour or results or on a combi-
nation of the two. These typically have a time-frame of no more than one
year and as such may also be described as a form of ‘short-term incentive’
(STI). They may also be of a cash or non-cash nature, or both.

2 Performance-related rewards based on the measured results of large or
small work groups internal to the organisation as a whole. These may
also be described as STIs, since the performance time-frame is typically
between one month and one year. While rewards for group performance
are generally monetary in nature, recognition for group performance may
also be of a non-cash nature.

3 Collective performance-related rewards based on results achieved by the
organisation as a whole. Where an organisation’s results are defined in
terms of financial accounting criteria (such as annual net operating profit)
and the resulting payment is cash-based, the organisational performance
plan would amount to a short-term incentive. However, where organ-
isational performance is defined in terms of share market criteria (i.e.
movements in ordinary share prices and/or dividend payments to share-
holders over a number of years) and the reward takes the form of actual
or potential company equity, the plan equates to a ‘long-term incentive’
(LTI).

Essentially, then, these are the three main performance-contingent reward
options available to reward system designers. Figure 14.1 identifies the main
methods associated with each category. Each of these plan types is considered
in detail in subsequent chapters.

The use of performance-related rewards

Performance pay has for many years been a defining feature of reward prac-
tice in many developed countries. A survey of 770 North American organ-
isations, conducted in 2000, indicated that more than two-thirds operated
variable pay plans of some sort (Lowery et al. 2002: 100). Performance pay
is now a global phenomenon, and there is evidence of a substantial increase
in the use of performance-related rewards in developed and developing
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Who (= performance entity or unit)
and when (= time frame for payout)?

How? (= behaviour) How much? ( = results)

Merit raises or increments
Merit bonuses

Piece rates
Sales commissions
Goal-based bonuses

Individual

Discretionary bonuses
Individual non-cash recognition awards

Large group short-term
incentives (STIs)

Profitsharing
Gainsharing
Goalsharing

Small group STIs Team incentives
Team non-cash recognition awards

Organisation-wide long-term
incentives (LTIs)

Share bonus plans
Share purchase plans
Share option plans
Share appreciation and other rights plans

Figure 14.1 Performance-related reward options

countries since the 1980s, and in both private sector firms and public sector
organisations. Equally, the pattern of plan adoption has also varied consid-
erably from country to country, and there has been considerable debate as
to whether global business imperatives are causing a convergence in human
resource practices, including performance pay practices, throughout indus-
trialised countries.

A number of studies have compared the incidence of performance
pay practices across national borders (Cin, Han & Smith 2003; Brown &
Heywood 2002; Lowe et al. 2002; Poutsma, de Nijs & Poole 2003; Long &
Shields 2005b; Pendleton et al. 2001; Tremblay & Chenevert 2004) and,
although these studies have produced mixed findings regarding the extent of
convergence in pay practices, they do nevertheless confirm that performance
pay plans of various types now constitute a major element of overall reward
practice in many countries. On the basis of eight country-specific studies,
Brown and Heywood (2002: 272) conclude that ‘the country studies demon-
strate the importance of specific historical, cultural, and institutional factors
in understanding the form and incidence of performance pay schemes across
countries’. It is clear that national cultural factors exert some influence on
pay plan choice, yet institutional, industry- and organisationally specific fac-
tors appear to be no less important. Legal compulsion and local custom and
practice are also significant factors. For instance, profitsharing, the oldest
of the collective incentive plans, has been compulsory in medium- to large-
sized firms in France since 1967 (Fakhfakh & Perotin 2002: 96–100), while
Brazilian employees have customary and constitutional rights to participate
in profitsharing or gainsharing (Zylberstajn 2002: 241–6).
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A comparison of the incidence of performance pay plans in Canadian
and Australian private sector firms (Long & Shields 2005b) found that at the
beginning of this decade the great majority of firms in Canada (94 per cent)
and Australia (87 per cent) utilised at least one performance pay plan for
their non-managerial employees. The median number of performance pay
plans utilised in both Canada and Australia was three. As table 14.1 shows,
plans geared to individual performance were by far the most commonly used
category of performance pay in both countries, being used by about 88 per
cent of Canadian firms and 81 per cent of Australian firms. The majority of
firms had one or two individual performance pay plans. Group performance
pay plans were used much less frequently than individual performance pay
plans, as only 36 per cent of Canadian firms and 37 per cent of Australian
firms used any type of group pay. Divergence between the two countries was
most marked in relation to organisational performance pay. In Canada, just
over half of firms (52 per cent) used some form of pay geared to organisa-
tional performance, whereas only 40 per cent of Australian firms did so.

As the annual surveys of reward practice in the UK by the Chartered
Institute of Personnel and Development illustrate, there are also major
variations in plan incidence within particular countries. Table 14.2 sum-
marises the main findings regarding the use of performance pay from the
institute’s 2005 survey (conducted in 2004). The UK data reveals strong
variations in plan incidence between economic sectors. Note, in particular,
the higher incidence of performance pay in general in service sector firms
(69 per cent), especially schemes driven by business results (71 per cent).
Note too the relatively high emphasis in the public sector on both stand-
alone, individually based plans (59 per cent – primarily merit pay) and team-
based plans (25 per cent). These marked sectoral variations in plan incidence
provide circumstantial support for the proposition that organisations’ pay
plan choices are informed primarily by ‘best fit’ considerations rather than
by ‘best practice’ prescriptions.

General objectives of performance-related
reward plans

Why do organisations choose to use performance-related rewards at all? In
general terms, such rewards can be seen as being directed at achieving one
or both of two main objectives:
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Table 14.1 Incidence of performance pay plans in Canadian and Australian
firms, c. 2000: percentage of sample firms using each plan type for
non-managerial employees

Canada Australia

Using one or more performance pay plans 94 87
Individual performance pay plans

Any individual plan 88 81
Merit raises 72 64
Merit bonuses 37 32
Piece rates 11 6
Sales commissions 27 28
Special incentives 29 29

Group performance pay plans
Any group plan 36 37
Gainsharing 14 17
Goalsharing 18 20
Other group plans 16 14

Organisational performance pay plans
Any organisational performance pay plan 52 40
Profitsharing 32 11
Share bonus plans 4 6
Share purchase plans 21 21
Share option plans 10 3
Other organisational plans 5 4

Source: Long & Shields 2005b: 1798.

1 the economic objective of increasing employee task motivation and work
effort and, hence, of increasing desired performance outcomes

2 the cultural objective of transforming employee values, attitudes and
behaviour so as to elicit higher levels of organisational commitment,
membership behaviour and/or organisational citizenship behaviour.

Economic objectives can be broken down into three more specific pur-
poses:

1 Increasing task motivation. This involves using performance-linked
rewards to motivate or ‘incent’ greater work effort per unit of time worked,
which should translate into increased labour productivity and reduced
labour costs.
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Table 14.2 Incidence of performance pay plans in the UK, by sector, 2004:
percentage of respondent organisations using each plan type

Sector

Manufacturing Private
All
sectors

and
production

sector
services

Voluntary
sector

Public
services

Any cash-based
bonus or
incentive plan

52 62 69 23 22

Scheme driven
by business
results

65 65 71 46 41

Individual-based 44 37 45 27 59
Combination

individual and
collective

38 37 40 55 22

Team-based 16 12 16 9 25
Ad hoc or project

based
14 8 16 27 16

Profitshare 14 15 14 – 13
Gainshare 2 4 1 – –
Employee share

scheme
– 39 40 – –

Source: CIPD 2005b: 6, 39–40.

2 Altering performance standards. This entails using a combination of for-
mal performance measurement and performance-contingent rewards to
renegotiate pre-existing performance criteria or standards.

3 Increasing labour cost flexibility. Also known as ‘financial flexibility’, this
involves using performance-contingent pay to vary pay levels and aggre-
gate labour costs in line with changes over time in the organisation’s
‘capacity to pay’.

The assumptions underlying the motivation objective are those that
inform the main process theories of work motivation discussed in detail
in chapter 3. To reiterate, these theories, which include reinforcement the-
ory, expectancy theory and goal-setting theory, all emphasise the centrality
of employee cognitive processes to understanding and managing the rela-
tionship between rewards and task motivation. For instance, reinforcement
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theory posits that a timely reward for a given desired action will moti-
vate employees to repeat the rewarded action. Expectancy theory holds that
a valued performance-related reward will motivate improved performance
because performance is seen as being instrumental to achieving that reward.
Goal-setting theory suggests that employees will be motivated more strongly
by goals that are agreed and challenging and by feedback that is timely and
precise. Agency theory (a model much favoured by economic theorists and
considered in more detail in chapter 20) posits that if an organisation’s own-
ers are to overcome the propensity of their hired ‘agents’ (i.e. managerial and
non-managerial employees) to pursue their own interests rather than those
of the owners, or ‘principals’, then the rewards that agents receive should be
contingent on delivering behaviour and results that align directly with the
owners’ material interests.

In addition to incenting greater motivation to perform to current per-
formance standards, performance rewards may also be used to engineer a
change in performance standards themselves. For instance, drawing on evi-
dence on the introduction of individual performance pay throughout the
British public sector during the 1990s, Marsden (2004) notes that although
many employees found performance pay dissatisfying and divisive, labour
productivity nevertheless rose. According to Marsden, this was because
management was able to use a combination of individual performance
assessment (especially via goal-setting) and performance pay to renegotiate
performance standards and the ‘effort bargain’.

In addition to direct economic motives, organisations often have another
and, in many ways, more subtle objective in mind: that of using performance-
related rewards to influence employee attitudes, values and behaviour and,
hence, to shape or reshape the organisation’s culture. Performance-related
pay has been used symbolically to assist in developing a market-oriented,
entrepreneurial and individualistic work culture, particularly by reinforc-
ing a change in the espoused psychological contract. According to Kessler
(1994), such change strategies may also have a number of corollary aims. In
particular, they may aim to:

� weaken trade union influence
� undermine collective bargaining as the main means of pay determination
� revitalise and strengthen the role of the line manager by devolving reward

decision-making from the human resources department to line managers
themselves

� enhance employee commitment to the organisation by encouraging
employees to ‘buy in’ to the organisation’s success.
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Brough (1994) goes further still, arguing that the organisational change
objective explains the growth in employer interest in applying performance-
related pay to manual workers in the UK since the 1980s. Performance-
related rewards are seen as a potentially powerful means of articulating
and achieving a new managerial culture and a new psychological ‘deal’. For
instance, the introduction of performance-related pay to privatised instru-
mentalities like British Rail and British Telecom was seen as a device for
driving change in organisational culture and deunionisation (Kessler 1994;
Kessler & Purcell 1995; also Heery 1997a & b). As noted in the Intro-
duction to this book, the introduction of individual performance pay to
the Australian Public Service was also informed by an explicitly cultural
intent.

On this basis, in assessing outcomes from performance-related pay, it is
important to distinguish between plan effectiveness in meeting short-term
economic objectives, such as productivity and labour cost improvement, and
success in facilitating attitudinal and cultural change over the longer term.
Economic considerations may not be the only reason – or even the main
reason – why organisations use performance-related rewards Management
may be quite prepared to accept mediocre or even negative outcomes on the
economic front, at least in the short run, provided that performance-related
pay delivers greater success on the cultural front.

Economic effectiveness of
performance-related rewards

The belief that incentives have a powerful effect on work effort and results
has been with us since ancient times (Peach & Wren 1992). Performance
pay has certainly been on the rise in Western work organisations since
the 1980s, and many senior managers from all sectors embrace incentive
pay and its claimed benefits almost as an article of faith (Beer & Katz
2003).

As Gerhart (2000) and others have pointed out, a considerable body of
research evidence points to a positive association between financial incen-
tives and employee performance, at least in the North American context.
A meta-analysis of studies of pay-for-performance plans indicated that two
out of three such plans deliver performance improvements of some sort
(Heneman, Ledford & Gresham 2000). Other US research suggests that
the average monetary return on investment in performance pay plans is
134 per cent, while a 1998 survey of 500 US companies indicated that those
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actively using such plans achieved double the shareholder returns of those
companies that were not active users (Beer & Cannon 2004). Earlier stud-
ies of US plans by Lawler (1971), Blinder (1990) and others suggest that
performance-related pay schemes can increase productivity by as much as
15 to 35 per cent. US researchers Gerhart and Milkovich (1990) examined
outcomes from managerial incentives in 200 companies and found that for
every 10 per cent increase in the size of managers’ rewards, the firm’s return
on assets rose by 1.5 per cent. Put slightly differently, every dollar spent on
performance pay returned $2.34 in an organisation’s earnings. Gerhart and
Milkovich also found that the variable component of the managers’ pay had
a greater influence on both individual and organisational performance than
did the size of the managers’ base pay.

Overall, the evidence of a positive incentive effect is stronger for
results-based plans than for plans based on behavioural assessment. Citing
US examples, Gerhart and Rynes (2003: 170–1, 175) note that there are ‘com-
pelling examples of the effectiveness of results-oriented plans’ and there is
‘ample evidence that results-based incentive plans can greatly increase per-
formance’. Further, they suggest (2003: 195) that strong individual results-
based incentives not only have a positive incentive effect but also a potentially
powerful ‘job sorting’ effect, whereby poor performers are actively ‘managed
out’ while high-performing individuals will actively seek positions that offer
high reward for high effort; in other words, individual incentive plans that
are strongly pay-performance sensitive will attract those individuals who
are favourably disposed towards a transactional psychological contract and
repel those who are not.

There are also some celebrated cases of long-term success with results-
based incentive plans, and although we shall consider the evidence relating
to specific plans in subsequent chapters, it is instructive to pause here to
detail one of the most widely cited success stories: that of the results-based
incentive system operated by the US-based multinational electric weld-
ing equipment firm Lincoln Electric for its production employees in the
USA and further afield for many decades now. This firm is wholly non-
union, relies largely on existing employees and family networks to fill job
vacancies, has a paternalistic work culture and operates a limited form of
employee participation in the form of an employee advisory board. Lin-
coln Electric’s incentive system is the cornerstone of its approach to human
resource management. The main features of the Lincoln Electric system
are:
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� a piece rate system, with payment made only for goods that meet quality
standards

� the absence of any guaranteed base pay (i.e. no hourly wage)
� an end-of-year individual merit bonus, involving twice-yearly perfor-

mance ratings on four criteria: dependability, work quality, quantity of
output, and workplace cooperation and contribution of ideas

� a profit-share bonus pool determined by the level of cash reserves remain-
ing after the distribution of dividends to shareholders

� a restricted share purchase plan for employees with two or more years of
service

� a strict policy of internal promotion
� job security for workers with at least two years service.

In effect, then, Lincoln Electric’s espoused psychological contract is a
hybrid of the relational and transactional contractual forms. According to
company representatives, the firm has been successful for decades in meeting
its economic objectives and being able to pay high bonuses without going
into debt. The results are indeed impressive. Historically, bonuses have con-
stituted more than 50 per cent of the total pay of the firm’s US employees,
and down to the 1990s the firm never failed to pay bonuses. In 1985 the
average productivity was 2.5 to 3 times higher than that of workers in sim-
ilar manufacturing plants. At the same time, average employee wages and
bonuses were nearly 3 times the average pay for US manufacturing employees
(Handlin 1992; Chilton 1993; Hastings 1999; Hodgetts 1997). The system
also encourages strong membership behaviour; absenteeism and turnover
rates being no higher than 2 to 4 per cent (Hastings 1999: 170).

In part, the Lincoln Electric approach works because it addresses three
of the main problems traditionally associated with individual payment-by-
results schemes: namely, fear of job loss, poor quality and constant rerating.
The scheme guarantees that higher productivity will not result in job loss,
rewards only work that meets quality standards, and has performance stan-
dards that have changed very little over time. Lincoln also has a low ratio of
supervisors to line workers – 1:100 compared to a ratio of 1:25 in a typical US
factory (Hastings 1999: 170). Company officials suggest that this is because
piecework makes line employees more self-managing. In turn, the savings
on supervision means that the company has more to spend on bonuses. (As
we shall see below, however, the very success of the Lincoln Electric inventive
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system almost brought about the firm’s undoing during the recession of the
early 1990s.)

Not all mainstream management writers are enamoured of incentive
pay. On the basis of survey responses from 200 senior executives from
thirty countries, Beer and Katz (2003: 31–4) even suggest that execu-
tives’ belief in incentive efficacy is a ‘socially constructed myth’; a myth
chiefly of US origin. Further, while advocating ‘high pay contingent on
organisational performance’, best practice advocate Jeffrey Pfeffer (1998b;
see also chapter 4) is highly critical of individual performance pay plans,
arguing that they are antithetical to teamworking and cooperative work
relationships.

Undoubtedly the most outspoken and influential critic of performance-
related rewards in general in recent times, however, is the US social psy-
chologist Alfie Kohn. His argument, in essence, is that all incentive schemes
are necessarily dysfunctional because they are based on supposedly invalid
psychological assumptions. His chief target (Davis 1995: 13) is Skinnerian
behaviourism, with its mechanistic conception of reinforcement-driven
motivation: ‘We’ve turned American industry into a giant Skinner box with
a parking lot.’ In line with Deci and Ryan’s cognitive evaluation theory
of work motivation (1985; see chapter 3), Kohn contends that extrinsic
performance-related rewards are antithetical to intrinsic motivation.

Kohn (1993a & b; Davis, 1995) makes six main points against incentive
plans in general:

1 Incentives undermine intrinsic interest in the job. Employees may see finan-
cial incentives as a ‘bribe’ and therefore suspect that ‘If they have to bribe
me to do it, it must be something I wouldn’t want to do’. According to
Kohn, workers not receiving any special reward may outperform those
who do. Following Deci and Ryan, Herzberg, and others, Kohn argues
that the only genuine motivators are intrinsic; that is, interest in the job
itself and enjoyment and satisfaction from a job well done. Pay bribes may
actually cause people to lose intrinsic interest in what they do and reduce
the quality of their work.

2 Rewards motivate people to pursue one thing above all else: the reward.
Employees will demonstrate only the type of behaviour that attracts a
reward. All unrewarded behaviour, including desired behaviour, is likely
to be ignored. The resulting behaviour may well be wholly rational from
the employees’ perspective, but wholly dysfunctional for the organisation.
The unintended consequence may be to encourage misbehaviour.
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3 Rewards punish. No one likes to be manipulated, and rewards, like pun-
ishments, are essentially instruments for manipulating behaviour.

4 Rewards rupture cooperative work relationships. By rewarding individuals
and fostering individual competitiveness, merit pay may serve to under-
mine cooperation and teamwork.

5 Rewards ignore underlying reasons for work problems. Incentive pay
addresses symptoms rather than underlying causes. Managers fall into
the trap of relying on incentive pay as a substitute for effective manage-
ment strategies, such as appropriate job design, providing meaningful
performance feedback, providing adequate opportunity to develop skills
and competencies, and giving employees more discretion and autonomy
to be creative: ‘If you want people motivated to do a good job, give them
a good job to do.’

6 Rewards discourage risk-taking. Incentives reduce risk-taking and creativ-
ity and reinforce a narrow focus on expected behaviour – on compliance
rather than creativity and initiative.

It is important to note here that Kohn is not arguing that pay per se is
unimportant. In line with Hertzberg’s conception of pay as a ‘hygiene factor’
(chapter 3), Kohn argues that, when it comes to total pay, people should be
paid well and paid fairly in base pay terms, but that the aim should then be to
‘do everything possible to take money off people’s minds’ (Kohn 1998: 35).
What Kohn is attacking is performance-contingent rewards, not generous
base pay.

Kohn’s arguments have themselves been challenged on both theoretical
and empirical grounds. The proposition that incentive plans cannot be used
to motivate desired performance is certainly contestable. Research shows
that, under certain conditions (such as those prescribed by expectancy the-
ory), incentives can exert a positive influence on behaviour. Challenging
Kohn’s logic, Gupta and Shaw (1998: 28) contend that money has motiva-
tional potential because of its ‘economic and symbolic meanings’: ‘Money
motivates because it can get us things – better houses, clothes, cars . . . Money
[also] signals our status in and worth to society.’ Invoking reinforcement the-
ory, they contend that ‘money motivates by rewarding certain behaviours;
it also motivates by showing people what is valued in the organisation – it
provides a cognitive map of the path people must take to succeed: i.e. to
make more money’ (1998: 28).

The assumption that extrinsic and intrinsic factors are dichotomous
rather than complementary is also open to challenge. Kohn’s claim that
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incentives displace intrinsic rewards draws mainly on research by Deci and
Ryan (1985) that focused not on financial incentives for adult employees but
on the behavioural responses of children in play situations. This research
revealed that children who had been given intrinsically rewarding and enjoy-
able tasks but who were then offered extrinsic rewards in the form of money
stopped doing these things for the fun of it and continued to perform only
when monetary rewards were forthcoming. To extrapolate these findings
to adult employees in work settings is, to say the least, questionable. Other
research suggests that extrinsic and intrinsic rewards can make a joint con-
tribution to job satisfaction. So it does appear that incentives can work
directly to increase both job satisfaction and task motivation (O’Neill 1995;
Evans et al. 1995; Gupta & Shaw 1998; Barton & Locke 2000; Rynes, Ger-
hart & Parks 2005). Canadian psychologists Cameron and Pierce (1997)
use a meta-analysis of a hundred studies of reward–performance effects to
argue that intrinsic and extrinsic motivation combine in an additive way to
produce overall motivational force. They find that people generally enjoy
performing a task more rather than less when they receive an extrinsic verbal
or tangible reward. In particular, Cameron and Pierce find that praise leads
to greater task interest and performance. The negative effects of extrinsic
rewards, they suggest, are limited and easily prevented.

Kohn also assumes that all jobs are intrinsically rewarding when, in reality,
this is not always so. For better or worse, many manufacturing and service
organisations succeed quite effectively with job assignments that have lim-
ited skill content, narrow task range and low autonomy. This would certainly
apply to organisations having what we have characterised in chapter 4 as a
mechanistic structure.

A further criticism of Kohn’s case is that he underplays the distinc-
tion between individual and collective incentives (Cumming 1994; Bennett
Stewart 1993; Evans et al. 1995). His argument, if only by implication, is that
the case against extrinsic incentives applies as much to collective schemes,
such as team incentives and gainsharing, as it does to individual plans. Yet
collective schemes rate only a passing mention in his argument. In asserting
that rewards disrupt work relationships, Kohn points out that such plans are
permeated with one of the most insidious forms of work pressure, namely
peer pressure, and that group incentives are among the most ‘transparently
manipulative strategies used by people in power’ (Kohn 1993a: 56). What
we have here, however, is a grudging acknowledgment that such schemes
may well be effective in achieving economic objectives. Moreover, Kohn
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overlooks the fact that group incentives are consciously directed towards
encouraging the very attitudinal, behavioural and cultural characteristics
that Kohn himself appears to endorse: teamwork, cooperation, shared effort
and employee participation. Again, there is some evidence that appropri-
ately designed group incentives can work. The available evidence points to a
positive link, with the only question being the magnitude of the relationship.

Gupta and Mitra have attempted to discredit Kohn’s arguments empiri-
cally by drawing on the results of a meta-analysis of thirty-nine published
case studies of forty-seven distinct financial incentive–performance rela-
tionships; results which they suggest shows that ‘the salutary effects of
financial incentives are quite robust’ (1998: 65). The results, they argue,
also belie Kohn’s claim that incentives erode intrinsic motivation: ‘financial
incentives are just as potent in inherently interesting and challenging jobs
as they are in more boring and mundane jobs’ (1998: 62). Indeed, Gupta
and Mitra contend that their findings systematically debunk Kohn’s ‘myths’
about incentive plans.

Yet even the findings of studies of apparently effective performance pay
initiatives lend only qualified support to the case for such practices. For
instance, while Gupta and Mitra’s meta-analysis suggests a strong posi-
tive correlation between incentives and performance quantity, they concede
(1998: 61) that the link to performance quality is far less robust: ‘This infor-
mation implies that financial incentives have a strong effect on how much
an employee produces, but may not affect how well an employee does the
job.’ This is hardly what an organisation priding itself on customer focus
and product quality would want to hear!

Overall, then, the evidence on the economic efficacy of performance-
related pay is inconclusive. If Kohn is unduly pessimistic, then his opponents
seem, at times, to be overly optimistic. Perhaps the safest conclusion to
be drawn is that while performance rewards do have strong motivational
potential, the key consideration is not whether they are applied but rather
when, where and how they can be applied to best economic effect.

Performance-related rewards and the
management of culture

When it comes to the impact of performance-related rewards in the cul-
tural sphere, the evidence is much clearer. Incentive pay can indeed be a
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powerful means of transforming employees’ attitudes and beliefs. However,
as illustrated in the Introduction, cultural change does not always unfold in
the manner intended! As Hewlett-Packard discovered to its cost, organ-
isational change strategies that use performance pay as a change-driver
have their own design and implementation challenges. As such, should
performance-related pay be used to drive cultural change, or should it be
used only to reinforce such change? The conventional wisdom is that it is
inadvisable to use pay to drive organisational and cultural change; rather
it should be used to support and reinforce change (Flannery, Hofrichter &
Platten 1996).

Are performance-related rewards more supportive of some desired cul-
tural forms than others? Following the typology of managerial cultural ori-
entations identified in chapter 4, can we say that performance pay is more
likely to support a traditional low-trust approach or, alternatively, a high-
involvement approach? On the one hand, it may be that performance pay –
with its underlying logic of extrinsic control, reward and punishment – is
most compatible with a traditional management culture; on the other, it is
possible that, by encouraging employees to identify more closely with the
organisation’s financial success, as well as the chance to participate in that
success, some performance pay plans may be conducive to high-involvement
management.

As we have seen in chapter 4, Pfeffer and many other advocates of high-
involvement ‘best practice’ propose that high pay linked to group or organ-
isational performance is a key part of the best practice bundle (Becker &
Gerhart 1996: 784–5; Huselid 1995; MacDuffie 1995). Group or organi-
sational pay is deemed essential to foster the teamwork, cooperation and
employee commitment necessary to make high-involvement management
successful (Huselid 1995). In fact, Lawler (1986: 42) argues that the use of
participative practices ‘without rewards for organisational performance are
dangerous because nothing will ensure that people will exercise their power
in ways that will contribute to organisational effectiveness’.

However, the situation may be quite different when it comes to individual
incentives. A major concern is that pay based on individual performance
may encourage employees to place their personal interests ahead of those
of the organisation. Another concern is that individual performance pay –
particularly such forms as piece rates or sales commissions – may focus
employees’ attention narrowly on just one or two result areas, discourage
employees from taking a broader view, and detract from the teamwork and
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interdependence essential to high-involvement management. Further, as
Kohn argues, attempting to single out and reward individuals, in a context of
high interdependence, may cause perceptions of inequity and create discord
between employees.

The available empirical evidence on the relationship between manage-
ment culture and particular types of performance pay – with the exception
of profitsharing and share plans – is both relatively sparse and inconclusive.
In his study of pay practices and ‘high-commitment’ management in British
manufacturing firms, Wood (1996) found that while individual bonus plans
were negatively related to high-commitment management, there was no
significant relationship with the use of group or organisational incentives,
including profitsharing. In contrast, a study comparing predictors of pay
practice in Canadian and Australian firms (Long & Shields 2005b) found
that high-involvement management was significantly related to profitshar-
ing and other organisational performance plans and that high-involvement
firms were neither more nor less likely than were more traditionally managed
firms to use plans geared to individual or work-group performance; these
results being common to both countries. As such, it may well be that the
potential for individual and group incentives to support high-involvement
management depends on the precise type of plan chosen.

Overall, the most consistent evidence is that relating to the syn-
ergy between high-involvement and organisation-wide incentives. Studies
undertaken in North America, Europe and Australia (Drago & Heywood
1995; Freeman, Kleiner & Ostroff 2000; Heywood, Hubler & Jirjahn 1998;
Long 1989, 1994, 1997; Osterman 1994; Wagar & Long 1995) point to
a positive association between high-involvement management and prof-
itsharing. Studies undertaken in the UK (Guest & Peccei 2001) and the
United States (Blinder 1990) also suggest a positive relationship between
high-involvement practices and employee share plans.

However, there is a further aspect of cultural fit that must be considered
here: that of compatibility with national cultural values. Although other
countries have certainly followed the trend, until recently incentive pay
schemes were widely regarded as a Western phenomenon. Hofstede’s classic
research findings on cross-cultural differences (Hofstede 1984) indicates that
US culture places a high value on individualism and tolerance of uncertainty
(or acceptance of risk), both factors that are highly compatible with ‘at risk’
performance-related rewards. Yet, as others have suggested, performance-
related rewards may not be compatible with the cultural values prevailing in
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other countries. As Beer and Katz (2003: 33) note: ‘Compensation practices
that abide by US logic may have unpredictable or undesirable effects when
transplanted to other nations’ soil.’

Lincoln Electric is one US multinational that had to learn this cross-
cultural lesson the hard way. In the late 1980s, Lincoln Electric’s management
decided to respond to a loss of its US and global market share by engaging in a
wholesale acquisition of competitor firms in Germany, Norway, the UK, the
Netherlands, Spain and Mexico, as well as building ‘greenfield’ sites in Japan,
Venezuela and Brazil. Having previously transplanted its traditional man-
agement culture and individually focused incentive system to plants in other
Anglophone countries, including Canada and Australia, the firm’s execu-
tives simply assumed that these tried-and-true practices would work equally
well in these new sites and allow the company to quickly amortise its acqui-
sition debts. That assumption, coupled with the overly ambitious expansion
program, pushed the company to the brink of financial collapse during the
recession of the early 1990s. Lincoln Electric’s mistake was to assume that it
could translate its individualistic management culture and reward practices
to non-Anglophone workplaces with little if any alteration (Chilton 1993,
1994; Hastings 1999). As the firm’s CEO at the time, Donald Hastings (1999:
178), subsequently observed: ‘We had long boasted that our unique culture
and incentive system . . . were the main source of Lincoln’s competitive
advantage. We had assumed that the incentive system and culture could be
transferred abroad and the workforce could be quickly replicated.’

So Lincoln learnt about the importance of cultural fit the hard way. In
1993 it scaled down its operations in Europe and closed its plants in Brazil,
Venezuela and Japan. The only new plant to which the incentive system was
successfully transplanted was that in Mexico. This is all the more remarkable
because piece work runs against the collectivist nature of Mexican culture,
and the plant, which was acquired in 1990, had been highly unionised. What
was different here? In a word, the pace of change. Individual incentives were
introduced slowly to the Mexican plant: ‘It took about two years: but the
entire operation eventually adopted piece work. If it is done slowly and
properly, the system can be introduced into some existing organisations or
cultures where it might not seem to fit.’ (Hastings 1999: 178.) The key lesson
to be drawn from such experiences is that performance incentives can be
used to support and reinforce cultural change but that the introduction
of such systems itself requires cultural groundwork and preparation and,
perhaps most importantly, patience and persistence.
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Just rewards?

So far we have considered the arguments and evidence relating to the
effectiveness of performance-related rewards in delivering the results and
behaviour desired by the organisation; that is, as to whether such plans can
and do ‘work’. From the employees’ perspective, however, an equally impor-
tant – if not more important – consideration, as outlined in chapter 2, is
whether such plans meet the tests of perceived procedural and distributive
justice.

One of the most common rationales for performance-related pay is that it
operationalises the ‘equity’ norm of distributive justice. To reiterate: equity
theory proposes, in part, that reward satisfaction stems from establishing
congruence between employee inputs and outcomes. This is a common
normative justification for performance-related pay. Here, for instance, is
the rationale offered by Armstrong and Murlis (1994: 249): ‘ . . . perhaps one
of the most powerful arguments for performance pay is that it is right and
proper for people to be rewarded in accordance with their contribution.
It is equitable to differentiate rewards between employees performing at
different levels in the same job. Employees should not be paid simply for
being there: irrespective of how well they do.’ Elsewhere, Armstrong (1996:
246) contends: ‘It is right and proper for pay to be related to the contribution
individuals make to achieving organisational objectives. High performers
should be paid more than low performers.’

Reward relative to contribution; what could possibly be fairer? Yet there
are those who argue that performance-related rewards stand to violate both
distributive and procedural justice requirements. For instance, Heery (1996)
argues that performance-related pay poses a threat to employee well-being
because it contradicts employees’ need for a stable and secure income; a need
that is both economic and psychological. Without some level of guaranteed
income, workers are likely to overwork and experience work-related stress
and anxiety. This may lead to mental and physical health problems, which
are bad not only for the individual but also for the organisation and society
in general.

Heery also suggests that performance-related pay exposes employees’ pay
to disproportionate risk. Writing before the surge in executive reward levels
in the late 1990s (see chapter 20), Heery (1996: 60) remarked that employee
pay was being put more and more at risk at a time when executive rewards had
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risen to unprecedented heights: ‘Despite the rhetoric of partnership which
flows through the new pay literature, it is possible to discern a fairly hard-
edged set of proposals for transferring the risks inherent in economic activity
from those who are powerful to those who are less able to bear them.’ To
Heery, then, with such plans, there is a fundamental imbalance between the
distribution of risk and the distribution of rewards. A performance-related
pay scheme that is distributively just, Heery proposes, would be one that aims
for a situation of ‘acceptable risk’; one in which the interests of the employer
in making pay contingent upon contribution is balanced against the interests
of the employee in having a reasonably stable and predictable income.

Critics suggest that performance pay may also be procedurally unjust.
According to Heery, such plans typically leave little scope for the independent
representation of employee interests, or ‘voice’. The assumption of shared
interests means that performance pay leaves little scope for trade unions
or collective bargaining (Heery 1996: 61): ‘ . . . employees have separate
and opposing interests regarding remuneration to those of employers and
therefore require a representative channel to secure the expression of those
interests. This is not to say that shared interests also exist or that the new
pay cannot foster complementary interests, but that the overlap between
employer and employee will never be complete.’ Procedural injustice may
arise if pay is linked to performance measures that are either invalid or only
partly within employees’ control. Equally, procedural injustice may result
from the use of performance criteria that, while being position valid, are not
reliably applied. As noted in chapter 6, behaviourally based performance
assessment is especially prone to unreliability.

Performance pay has also been questioned on the grounds that it may be
especially disadvantageous to female employees. For instance, Rubery (1995)
argues that women are likely to be worse off under performance-related pay,
particularly where it takes the form of individual merit pay (see chapter 15).
In the context of the greater discretion available to line managers, the sub-
jectivity inherent in behavioural assessment is likely to disadvantage women
relative to men, especially in service work, where supervisory positions tend
to be male-dominated. Further, where individual incentives apply, the indi-
vidualisation of the employment relationship stands to weaken women’s
bargaining power further still. At least with job-based pay and job evalua-
tion, the prospects for reducing the gender pay and earnings gap are some-
what greater, partly because the process of pay determination is relatively
open, transparent and amenable to employee ‘voice’ (Rubery 1995).
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Weighing up the arguments and evidence

Perhaps the most meaningful conclusion to draw from these debates on the
efficacy and fairness of performance-related pay is that pay for performance
may have the potential to elicit higher levels of desired behaviour and results
from participating employees but that the effectiveness and felt-fairness of
any such plan will be contingent on the mode of application, particularly
the way the pay–performance linkage is configured, how effectively this
linkage is communicated and accepted, and how appropriate it is for the
organisational context involved.

On this basis, it is possible and meaningful to nominate a number of
essential requirements for success with performance-related pay:

� The plan or plans used must be an appropriate ‘fit’ for the type of work,
the espoused management culture, the expectations and values of the
employees themselves, and the wider cultural context.

� The nature and purpose of each plan, and the performance criteria
involved, should be communicated to employees well in advance of
implementation.

� The performance criteria should be both valid (job relevant) and reliably
(consistently and accurately) applied.

� Employees should believe that they have control over their performance as
measured and, ideally, also have a sense of ownership over the performance
criteria.

� The rewards should be commensurate with validly and reliably measured
individual and/or group performance, and linked to such measures in a
clear and transparent fashion.

� The plan must be administered in a procedurally fair manner.
� The rewards on offer should be of value to the employees covered.
� Promised rewards should be delivered in a consistent and timely manner.

Chapter summary

This chapter has outlined the main types of performance-related reward,
considered the general motives for adopting performance-contingent
rewards, and overviewed the main arguments and supporting evidence for
and against such plans, taking into consideration both plan effectiveness and



368 Reward ing employee per formance

felt-fairness. The chapter has also explored evidence on the general incidence
of performance-related reward plans in a range of developed countries. The
evidence overall indicates that there is certainly potential for a positive incen-
tive effect but that the magnitude of the link varies significantly by plan type,
plan context and plan administration, including the clarity and achievabil-
ity of collective performance expectations, how much control employees
have over performance measures, the degree of employee participation in
system design and management, and the like. Whether the desired aim is
performance enhancement or cultural change, performance-related reward
plans are difficult to get right and extremely easy to get wrong. Incentive
plans may not always backfire in the manner suggested by Kohn and other
critics, but they can certainly create their own problems in relation to effi-
cacy and fairness. As we work our way through each of the main types of
performance-related reward in the chapters that follow, it is most important
that we keep this caveat firmly in mind.

Discussion questions

1 Should performance pay be used to drive change to an organisation’s
culture?

2 Is Kohn right or wrong about incentive plans?
3 Is Heery right in arguing that the pay of ordinary employees should not

be put at risk?
4 Why do incentive plans so often fail?
5 Why might an organisation choose to use both individual and group

incentives?



Chapter Fifteen

MERIT PAY FOR INDIVIDUAL
PERFORMANCE

Merit pay is the most widely applied of the individual performance pay plans,
and it takes two main forms: merit increments and merit bonuses. With merit
increments – also known as merit raises – each employee typically receives an
increase in base pay based on their annual performance assessment ranking
or rating. These payments are referred to as merit raises or merit increments
because they take the form of a permanent addition to base pay. By contrast,
merit bonuses take the form of stand-alone payments that do not flow
into the individual’s base pay and must be re-earned each performance
round. In this chapter, we examine each of these two variants of merit pay,
beginning with merit increment plans, which are the more traditional of the
two.

Merit increments

In a typical traditional merit pay system, merit payments are delivered in
the form of cumulative annual increments to the individual’s base pay. The
practice rewards employees for performance in a previous time period –
typically one year – and, once given, each merit increment is ‘folded’ into
base pay. In the USA and many other Western countries, annual merit incre-
ments still constitute the main form of regular base pay adjustment.

There are two distinct approaches to linking assessed performance to
merit increments: (1) straight increments and (2) the merit grid approach.

369
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Straight increments

The straight increments option involves paying all employees who fall
within the same performance grade an equal increment. You will recall that,
where the system has an evaluative purpose, the aim of a typical behavioural
assessment technique is to assign each employee to one of a predetermined
number of performance grades, typically between five and seven grades.
Those assigned to a particular performance grade then receive the same
merit increment or raise. However, the increment may be expressed either
as an equal dollar amount or as an equal percentage increase to base pay.
Where a percentage increment is used, people who are in the same perfor-
mance grade may well receive different dollar amounts because they may
be on quite different levels of base pay. So even with straight increments,
the organisation still has to decide whether the principle of equal reward
for equal performance will be adhered to absolutely or only nominally. Why
express the increment as a proportion of base pay rather than as a flat money
amount? The assumption is that perceptions of the value of the merit incre-
ment will depend partly on how large it is in relation to base pay. Remember,
the increment actually flows into base pay.

In the example in table 15.1, the five performance levels are: mini-
mal, developing, proficient, outstanding and exceptional. Those rated as
exceptional receive a 10 per cent increment; those rated as outstanding
receive a 6 per cent increment; those rated as proficient receive 4 per cent;
those rated as minimal receive no increment. The percentage increments
for each performance grade will depend on the total merit pay budget,
the number of employees in each performance level and their current
level of base pay. All of these factors will need to be taken into account
if the merit payout is not to overrun the budget allocation. For instance,
if the total merit budget is 4 per cent of payroll, it would be problem-
atic to have too many employees receiving increases of 6 or 8 per cent.
Typically, an organisation will begin by allocating a quantum of the total
merit budget to each performance grade; for example 20 per cent of the
total amount available might go to the top grade, 40 per cent to the next
highest grade (to cover the larger number of individuals involved), 60 per
cent to the middle grade rating, and so on. The amount of funding allo-
cated to each level is then divided by the number of employees in that grade
to determine an average dollar payout. This average is then compared to
the average base pay of employees in the relevant level to give an average
percentage payout for the level.
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Table 15.1 Straight merit increments

Performance grade
Base pay
increment (%)

Exceptional 10
Outstanding 6
Proficient 4
Developing 2
Minimal 0

The main problem with the equal percentage approach is that, in absolute
dollar terms, it actually penalises those employees who, while assessed, say,
as outstanding performers, may currently be on a lower amount of base pay
amount simply because they are relative newcomers to the organisation or
the position. They may well receive a lower dollar increment than those who
are rated as proficient performers but who have been with the organisation
for a longer period and therefore have a higher base pay. By default, then,
straight increments privilege length of service or seniority. This may lead
to dissatisfaction and demotivation among the organisation’s rising high
performers – a serious problem, indeed.

The merit grid approach

The merit grid approach seeks to overcome the shortcomings of the straight
increment option. The merit grid (or merit ‘matrix’ or merit ‘guide chart’,
as it is also known) specifies the precise link between the assessed per-
formance grade, the employee’s current position in the base pay range
and the percentage performance increment. In essence, the merit grid is
a ‘ready reckoner’ for awarding merit increases based, first, on assessed
performance and, second, on current position in the pay range. The chief
aim, then, is to facilitate ‘felt-fairness’ in merit pay outcomes by specifying
a precise link between performance level, existing base pay level and the
merit increment. Merit grids are also designed to ensure that pay increases
are applied consistently by supervisors throughout the whole organisa-
tion. Another important purpose is to communicate to managers and
employees alike a clear linkage between assessed performance and merit pay
outcomes.
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There are three main steps involved in developing a merit grid:

1 constructing what is referred to as a compa-ratio index
2 drawing up a performance index and compa-ratio targets for particular

levels of performance
3 constructing the merit grid itself.

Constructing a compa-ratio index involves plotting where all employees are
currently positioned in their base pay range. The compa-ratio (short for
compensation comparison ratio) indicates where employees sit in relation
to the midpoint of their pay range. This is often referred to as the ‘pay
range penetration’. The compa-ratio is calculated by taking the individual’s
current base pay rate and dividing it by the midpoint of the relevant pay
grade range.

As figure 15.1 indicates, an employee whose base pay is right on the
midpoint of his pay grade range would have a compa-ratio of 1.00. In narrow
graded structures, you will recall, the grade range midpoint is the desired
level of pay for acceptable performance in the job or role concerned. An
employee whose base pay equates to 90 per cent of the midpoint amount
would have a compa-ratio of 0.90. An employee with base pay equal to
110 per cent of the midpoint would have a compa-ratio of 1.10.

Once individual compa-ratios have been calculated, these can then be
aggregated into a weighted average compa-ratio for all employees in each
particular grade. This summarises the ratio between the average amount
actually paid to people in a particular base pay grade and the midpoint
of the pay range for that grade. This statistic has many uses. It is a con-
venient tool for payroll forecasting and budgeting purposes. It is also a
useful indicator of how effective and consistent the organisation is in man-
aging base pay progression within and between pay grades. The compa-
ratio average is a control index used for overviewing and assessing current
base pay distribution and spread. Assuming a pay range of plus or minus
20 per cent around the midpoint, a compa-ratio of 1.00 equates with the
midpoint of the pay range, 0.80 with the range minimum and 1.20 with
the range maximum. A low aggregate compa-ratio might reflect underpay-
ment, a large number of new employees, harsh performance assessment
or all of these things. An average compa-ratio of 1.00 might indicate an
acceptable distribution of employees through the pay range, assuming that
employees are relatively evenly spread in terms of experience, seniority,
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Compa-ratio (or position in base pay range)

Range minimum
($40k)
↓

Range midpoint
($50k)

↓

Range maximum
($60k)

↓

•

$45k
(Compa-ratio = 0.90)

$50k
(Compa-ratio = 1.00)

$55k
(Compa-ratio = 1.10)

Performance index and target compa-ratios:

Performance grade Compa-ratio

Exceptional
1.20

Outstanding
1.12

+ Proficient+++++
1.04
+++++++++1.00

0.96

Developing
0.88

Minimal
0.80

••

Figure 15.1 Compa-ratios

competency and performance. An average compa-ratio of more than
1.00 would reflect a large number of senior, experienced employees in the
grade, overly generous performance ratings, an uncompetitive salary mid-
point or all of these.

The next step in developing a merit grid is drawing up a performance
index and compa-ratio targets for particular levels of performance. The tar-
gets provide benchmarks for where individuals should ultimately be posi-
tioned in their pay range, given a particular level of sustained performance.
Let us say the performance assessment system again identifies five broad
categories of overall performance: minimal, developing, proficient, out-
standing and exceptional. This performance range can be matched with
target compa-ratios for each of the five levels. In the example in figure 15.1,
the five levels of performance are given a spread of plus or minus 20 per
cent from the midpoint, which equates with a compa-ratio of 1.00. This
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Current performance 
grading

‘Base pay range penetration’ = current position in base pay range (quintiles)

Minimal 
quintile

Developmental 
quintile

Qualified 
quintile

Outstanding 
quintile

Exceptional  
quintile

Exceptional 6%–8% 6%–8% 4%–6% 3%–5% 2%–4%

Outstanding 6%–8% 4%–6% 3%–5% 2%–4% 2%–4%

Proficient 4%–6% 3%–5% 2%–4% 2%–4% 0%

Developing 2%–4% 2%–4% 2%–4% 0% 0%

Minimum 0%–2% 0% 0% 0% 0%

Pay range mid-point (compa-ratio = 1.00)

Figure 15.2 The merit grid

can then be aligned with a pay range of the same dimensions to give an
ideal compa-ratio for each grade of performance. This will indicate where,
say, an employee whose performance is consistently rated as outstanding
should ultimately be positioned in the pay range. In this case, a consistently
outstanding performer, for example, will have a target compa-ratio of 1.04
to 1.12. By this means, the organisation can identify, in broad terms, where
employees who perform consistently at a particular level should ultimately
be located in their pay range.

The merit grid allows the organisation to match the employee’s cur-
rent compa-ratio and performance grade with a specific merit increment.
Figure 15.2 provides an example of a merit grid. In this case, the pay range
compa-ratios are broken into quintiles and merit increments for each perfor-
mance rating are specified as percentages of base pay rather than as flat dollar
amounts. Note that for each level of performance, progressively smaller per-
centage increases are given for higher compa-ratio groups. This means that
the better the performance rating and the lower the existing position in the
pay range, the larger the percentage increase. Conversely, the higher the exist-
ing position, the lower the percentage increase, which means that employ-
ees with the same level of performance should receive around the same
dollar amount no matter how large or small their existing base pay happens
to be.
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Compa-ratio

1.00
(Range

midpoint)

1.20
(Range

maximum)

0.80
(Range

minimum)

Outstanding

Developing or proficient

Minimal

Time

Figure 15.3 Merit increment curves

What is the logic behind lower percentage increments for those on high
base pay? The aim is to promote fairly rapid pay acceleration for new job
incumbents to the competitive midpoint but, at the same time, to control pay
costs at the top end of the range so that the organisation does not become
uncompetitive. Remember, the midpoint (compa-ratio 1.00) is designed
to provide a competitive level of pay for acceptable performance within
the job or role concerned. If all employees in the same performance grade
received the same percentage increase, there would be an inbuilt tendency
for ever-wider pay inequality since those beginning with a high base pay
level would necessarily receive greater absolute increases and those on a low
start base would be progressively demotivated because they would always
receive lower absolute amounts for the same level of performance. The idea
of the discounted percentage increment for high performance is to ensure
that, over time, employees within the one base pay grade or band and with
a similar level of sustained performance end up receiving the same amount
of base pay in their grade.

The overall logic of the merit grid is perhaps best captured by means of
merit pay curves, such as those in figure 15.3. The higher and more sustained
the performance (consistently outstanding), the steeper the initial rise and
the higher the ultimate position in the pay range. Conversely, the weaker the
underlying performance (minimum), the lower the rate of increase and the
lower the ultimate position in the range. For sustained competent perfor-
mance (consistently proficient) the ultimate range position is the midpoint,
or a compa-ratio of 1.00.
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As Lawler (1990: 74–5) has observed, the danger in awarding lower per-
centage increments to those already positioned high in their base pay range
is that the nominally lower reward can be demotivating to these employees.
Similarly, Gerhart and Rynes (2003: 169) remark that ‘merit grids inherently
have a built-in “antimerit” feature, aside from whatever problems might exist
with supervisory ratings’. This, however, is largely a matter of perception.
Much depends on whether employees value the increments in percentage
terms or in absolute dollar terms. The empirical evidence here is quite equiv-
ocal. Research (Mitra, Gupta & Jenkins 1995, 1997; Teel 1986) suggests that
it is the percentage increase that is important in terms of employee per-
ception and response, rather than the actual dollar value. However, other
studies suggest that what is ultimately important is the monetary amount
itself, not its ratio to base pay. For instance, a study of the impact of merit
pay in a large US transit authority (Scott, Markham & Vest 1996) suggests
that the motivation and job satisfaction of high performers does not suffer
because their actual dollar increments, coming off a higher base pay level,
will still be as high as or higher than the money increments obtained by
lower performers. It would seem, then, that the crucial issue here is how –
and how effectively – the logic of the merit grid formula is communicated
to the employees affected.

While the merit grid approach is widely used in large organisations,
it is really suited only to pay structures based on narrow job grades and
possibly broad grades. It does not lend itself well to use with broad bands
since the emphasis on compa-ratios, current pay range position and range
control points is incompatible with broad-banding’s philosophy of flexible
contribution-based pay progression.

The merits and demerits of merit increments

From an organisational perspective, merit increments have many potential
advantages. First, since pay increments are linked to achieved individual
performance, the risk of the employer receiving no return on a pay increase
is less than would be the case where pay is not directly performance-related,
as in a traditional structure involving seniority-based pay scales. As such,
merit increments increase performance-contingent flexibility in base pay
adjustment. Reduced or withheld increments can send a strong signal to
substandard performers that improvement is required. Although the reward
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is retrospective, increments can act as an incentive for higher future perfor-
mance. The associated performance assessment process can also improve
vertical communication between management and staff.

Second, merit increments signal the organisation’s willingness to ‘invest’
in employees over the longer term and, as such, support internal career paths
and relational psychological contracts. Likewise, because they increase base
pay, merit increments can also increase membership behaviour and reduce
labour turnover.

Third, from the employees’ perspective, there is no ‘downside’ risk to
total pay level. Upward pay adjustment may fall off if performance also
declines, but total pay will not shrink. Merit increments, then, do not place
employees’ economic security at absolute risk.

On the other hand, there is no shortage of evidence that the merit incre-
ment approach is a problematic remuneration practice. First, merit incre-
ments are prone to the problems associated with individual performance
assessment. Behavioural assessment, in particular, is subjective and prone
to unreliability. Moreover, given the link to pay, assessors are often reluctant
to give hard ratings because they know that this will deprive the employee
of a pay rise.

A second problem is that merit increments conflate performance-
contingent pay and base pay. Typically, base pay rises are made up of three
elements rather than one: an individual performance component, a cost of
living component and a market adjustment component to maintain a com-
petitive position in relevant labour markets. Obviously, such an approach
runs the danger of conflating performance rewards and needs-based adjust-
ments to base pay. This means that employees may fail to see a clear and
objective link between performance and pay outcomes. Virtually every-
one gets an increase, and the tendency has been for employees to see the
merit increment as a cost-of-living entitlement rather than as a performance
reward.

A third disadvantage for organisations is that each merit increment
amounts to an ‘annuity’; that is, it becomes a permanent addition to base
pay. This results in a compound growth in base salary, and the employee
continues to receive past increases as annual entitlements irrespective of sub-
sequent performance. While the merit grid approach can control this to some
extent, the annuity problem is especially pronounced in straight increment
systems. Figure 15.4 illustrates the nature of the annuity problem in the
absence of regressive increments along merit grid lines. In this example, a
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Case

• 5% merit increment paid each year to an employee on a commencing salary of $50,000 and 
who consistently achieves a ‘proficient’ performance grading over five consecutive years

Consequences

• $2,500 increment paid for performance in year 1 multiplies to $12,500 over five years.
• Employee receives cumulative merit increment payments totalling $40,097 over five years, 

equivalent to 13.8% of accumulated five-year salary payments of $290,097.

Annual
increments

Year 1

(start salary = 
$50,000)

Year 2 Year 3 Year 4 Year 5 Cumulative

Payments

over 5 years

+5% year 1 $2,500 $2,500 $2,500 $2,500 $2,500 $12,500
+5% year 2 $2,625 $2,625 $2,625 $2,625 $10,500
+5% year 3 $2,756 $2,756 $2,756 $8,268
+5% year 4 $2,895 $2,895 $5,790
+5% year 5 $3,039 $3,039

$40,097

Annual
base salary

$52,500 $55,125 $57,881 $60,776 $63,815 $290,097

Figure 15.4 Merit increments: the annuity problem

5 per cent annual increment paid to an employee on a commencing salary of
$50,000 for sustained proficient performance over five years produces accu-
mulated merit payments over the five years totalling $40,097, equivalent to
13.8 per cent of accumulated five-year total salary payments of $290,097. In
this example, the employee does continue to deliver an acceptable level of
performance. The key point, however, is that past increments are retained
and compounded, irrespective of current performance. Consequently, an
employee could remain at the top of his pay range even though his perfor-
mance may have tapered off. Once granted, a merit pay increase ceases to
be contingent on assessed performance and becomes a permanent addition
to payroll costs. The cost of the merit increment in year 1 is compounded
into base pay in all subsequent years that the employee remains with the
organisation. In other words, the employee is rewarded every year for per-
formance given in one year. Critics tend to single out the annuity problem
as the principal shortcoming of traditional merit increments (Lawler 1990,
2000; Schuster & Zingheim 1996; Zingheim & Schuster 2000a).

A fourth shortcoming is that the size of the traditional merit increase is
often too small to have any effect on motivation and performance. This is
usually a symptom of inadequate budget allocation. An important point of
contrast between both types of merit pay on the one hand and many other
forms of performance-related pay on the other is that merit pay plans are
not self-funding. This is because merit pay is generally based primarily on
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assessed behaviour rather than on ‘hard’ financial results. The total amount
available for payout is not driven by a formula for measuring financial per-
formance. Rather, the schemes must be funded by means of a special payroll
budget allocation. The size of this budget allocation will, of course, deter-
mine the total pool of funds available for distribution as individual rewards.
Therefore, in designing individual incentive schemes of this type, organi-
sations must consider not only how payouts will be allocated but also the
overall size of the individual performance pay budget. While the absence of
a funding formula means that management retains autonomy to control the
overall cost of such programs, the result is often budget allocations that are
too parsimonious to enable adequate reward differentiation between high
and low performers. The amount set aside for distribution is usually small,
typically 2 to 5 per cent of total payroll (Budman 1997). Employees also tend
to have no understanding of how the merit budget is determined, and the lack
of transparency can engender distrust. Generally, the size of the merit bud-
get is linked to changes in external market conditions over which employees
have little or no control. In times of market downturn, merit funding may
be cut back to zero, which may mean that no employee receives an incre-
ment, not even the star performers. This too can be demotivating, since it
stands to violate the ‘instrumentality’ requirement and is likely to be seen
as a breach of the psychological contract. As expectancy theory posits (see
chapter 3), where employees are promised a reward for achieving a cer-
tain level of performance, and where the specified performance standard is
achieved, failure to deliver the promised reward is likely to erode trust, instru-
mentality cognitions and hence work effort and performance outcomes.

A related problem is the absence of adequate reward differentiation
between high and low performers. This frequently arises from central ten-
dency error in the performance rating process, which is considered in chap-
ter 6. It is not unusual for the merit increases received by high performers
to be no more than 5 percentage points above that received by average per-
formers, a degree of differentiation that critics suggest is too small to be
meaningful (Budman 1997: 33; Heneman 1992: 151–4; Lawler 1990: 72).
In individualistic work cultures, such as that prevailing in the USA, fail-
ure to differentiate adequately between high and low performers can have
adverse consequences for an organisation. Research on merit pay for faculty
members in US colleges and universites (Terpstra & Honoree 2005) indi-
cates that individuals who receive the same merit pay as co-workers who
are performing at a lower level were most likely to resign in response to the
perceived inequity.
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So what is the range over which merit increments are most likely to
be motivational? Mitra, Gupta and Jenkins (1995, 1997) suggest that the
minimum increment large enough to be motivational is 6 to 7 per cent of base
pay. Anything less than this is seen as non-performance-related. Workers
who receive rises above this threshold are far more likely to believe that
the increment is genuinely merit-based and to be satisfied with the results.
The same research also suggests that the perception of a linkage between
performance and pay steadily weakens as increments fall below 10 per cent.
Interestingly, Mitra, Gupta and Jenkins also find that percentage increases
beyond 15 per cent are unlikely to improve motivation and performance
any further. Payments above 15 per cent are likely to be seen as a windfall
rather than as a reward for contribution. Of course, it is highly likely that
such perceptions will also vary according to the prevailing rate of consumer
price inflation, which necessarily places a floor on the level of expected
inflation-related (as opposed to performance-related) base pay adjustment.
If the prevailing rate of price inflation is 5 per cent, annual increments of a
lesser amount are not likely to be accepted as being performance-based.

Merit bonuses

The main alternative means of linking pay outcomes to individual perfor-
mance assessment is the merit bonus approach, also know as the ‘lump
sum’ method. A bonus is a payment made quite separately from base pay.
Merit bonuses do not become annuities and, to be retained, they must be re-
earned. The critical difference between this approach and traditional merit
increments is that the payments made are conditional rather than cumu-
lative. In short, they avoid the annuity problem. This may be one of the
reasons for the increasing popularity of the merit bonus alternative (Lawler
1990: 82; Schuster & Zingheim 1996: 144–7).

In fact, many merit pay plans now combine increments and bonuses. As
illustrated in figure 15.5, a merit pay plan may limit regular assessment-
based increments to the midpoint of the relevant pay range (a compa-ratio
of 1.00). The logic here is that a compa-ratio of 1.00 equates to a proficient
level of performance, whereas compa-ratios of less than 1.00 signify that the
employee is still in a developmental phase. The aim, then, is to use merit
increments as a means of recognising and rewarding development towards
the level of job or role proficiency. Once this level is attained, however,
merit increments cease, and any increases in total pay beyond this level take
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Range minimum
($40k)
↓

Range midpoint
($50k)

↓

Range maximum
($60k)

↓

Merit increments to base pay for
developmental performance Merit bonus for high performance

↑
Rate for job or role

proficiency

Figure 15.5 Merit bonuses

the form of stand-alone bonuses that have to be re-earned each year to be
retained. This means that while no employee can have a base pay greater than
the midpoint value, there is still opportunity to receive additional amounts
of pay related to individual performance. Of course, the system must remain
attuned to the market, with the midpoint being adjusted in line with market
movements rather than with changes in the cost of living.

The effectiveness of merit pay

What evidence is there that merit pay does improve individual performance?
Even advocates like Heneman concede that while the link to such instru-
mental outcomes as employee satisfaction, motivation and performance is
positive, the performance effect is, at best, modest. Drawing together the
results of twenty-two studies that examined the influence of merit pay plans
on employee satisfaction, motivation and performance, Heneman (1990:
243) found that ‘the relationship between merit pay and performance does
not appear to be particularly strong’. He found that merit pay plans are
more likely to influence employee attitudes than outcomes and that some-
what more favourable outcomes were attained in the private sector than in
the public sector. In a meta-analysis of research covering forty-two merit
pay plans, Heneman (1992) identified ten studies that claimed to address the
relationship between merit pay and performance. Heneman noted that five
of these studies reported a statistically significant correlation, whereas the
remaining studies reported non-significant associations. Even where out-
comes were significantly positive, the magnitude of the relationship between
pay and performance was not large. From this, Heneman (1992: 258)
concluded: ‘The results to date on the relationship between merit pay and
subsequent motivation and performance are not encouraging.’ Heneman



382 Reward ing employee per formance

(cited in Budman 1997: 36) attributes this not to any inherent flaw in the
concept of merit pay but rather to faulty application: ‘it doesn’t seem to be
working in most places, but I think it has to do with implementation more
than anything else.’

However, Gerhart and others (Gerhart & Milkovich 1992; Gerhart &
Rynes 2003: 187–92) question Heneman’s equivocation and point to
methodological problems with his meta-analysis. Specifically, only a few
of Heneman’s studies used any control cases, and only six examined lon-
gitudinal associations; that is, performance levels after the implementation
or removal of a merit pay plan. However, of these six, four indicated that
the effect of merit pay on performance was indeed positive. Arguing that
the ‘actual evidence on merit pay is primarily positive’, Gerhart and Rynes
(2003: 189–92) make two main observations. First, they suggest that the
stronger the link between assessed performance and merit pay outcomes,
the higher the level of employee satisfaction and motivation. Second, they
argue that the relationship between merit pay and subsequent performance
outcomes is ‘almost exclusively positive, although not always statistically
significant’. They also suggest that to gauge the full effect of merit-based
rewards, it is necessary to take account of the promotion-based increases
to base pay as well as annual within-grade increments: ‘Not surprisingly,
studies that ignore the importance of promotions are less likely to find a
strong link between pay and performance.’ This assumes, of course, that
promotion itself is validly and reliably related to performance.

Most of the research evidence to date regarding merit pay relates explic-
itly or implicitly to traditional merit increments. Could it be that the newer
form of merit pay, namely the merit bonus approach, is more effective than
merit increments in motivating individual performance? If expectancy the-
ory assumptions hold, then bonuses should be more effective, because they
establish a more direct line of sight between performance level and a level of
reward that is not absorbed into base pay. Further, in line with reinforcement
theory, fear of bonus loss should sustain a high level of performance. There
is some research evidence in support of these motivational assumptions. For
instance, a study of managerial pay by Kahn and Sherer (1990) found that
those managers who had previously had the strongest link between bonuses
and performance continued to have the highest performance levels, even
after controlling for previous performance.

As suggested in chapter 14, however, performance improvement may not
be the only criterion – or even the main criterion – by which organisations
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prefer to assess outcomes from a merit pay plan. Even if merit pay plans fail to
deliver ‘hard’ economic gains, this does not necessarily mean that they have
failed. Indeed, if the economic track record of merit pay is so lacklustre, why
does it remain so widely used? The answer may well lie in what Heneman
(cited in Budman 1997: 34) refers to as the ‘John Wayne factor’. Merit
pay epitomises the corporate culture of rugged individualism. Despite its
instrumental shortcomings, it can have a powerful symbolic effect on an
organisation’s culture: the symbolism of individual effort and excellence.

Merit pay in the public sector

Some commentators (Risher, Fay & Perry 1997) suggest that assessment-
based merit pay is well suited to reward management in public sector organ-
isations. In part, this is because formal supervisory assessment has long
been part of public sector human resource practices. Indeed, some of the
most valid, reliable, robust and long-standing systems of individual perfor-
mance assessment are to be found in public service agencies, albeit primarily
for the purpose of staff development and promotion. Another reason here
is the strong emphasis on work behaviour in public sector performance
criteria.

However, the available research evidence also sounds a clear note of cau-
tion regarding attempts to link performance assessment to individual merit
increments or bonuses in public service contexts. As noted in the Introduc-
tion, research by O’Donnell and colleagues (O’Donnell 1998; O’Donnell &
O’Brien 2000; O’Donnell & Shields 2002a) on the application of merit pay in
Australian Public Service agencies since the early 1990s highlights many of
the problems that may arise from such initiatives, particularly the possibility
that altering the purpose of performance assessment from a developmen-
tal to an evaluative or reward focus may actually serve to undermine the
integrity of the assessment system itself. The experience with merit pay
in the Department of Finance, one of the most powerful agencies in the
Australian Public Service, is a case in point. On the basis of employee tes-
timony, it would appear that the department’s merit pay system failed the
twin tests of procedural and distributive justice. Perceptions of distributive
injustice seem to have compounded an underlying lack of trust and faith in
the department’s performance assessment practices. For instance, although
the initial rating scores provided by supervisors were moderated by senior
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management ostensibly to ensure consistency throughout the organisation,
many employees believed that these initial ratings were moderated down-
wards for budgetary reasons to limit the overall cost of the performance
management scheme (O’Donnell & Shields 2002a).

Similar findings have been produced by studies of outcomes from merit
pay initiatives in the British public sector during the 1990s. Marsden and
Richardson’s survey of the performance-related pay scheme in operation
in the British Inland Revenue Service found that it had, at best, limited
motivational effect because of widespread employee concerns regarding the
procedural fairness of the system (Marsden & Richardson 1994: 253–4).
For example, many employees believed that a quota applied to the number
of top-rating scores and that there was favouritism in the allocation of
ratings (Marsden & Richardson 1994: 257–8). A study of managers’ and
professionals’ perceptions of an individual performance management and
reward system in a British National Health Service hospital (Redman et al.
2000) found that although a majority of employees felt that performance
assessment with and one-on-one feedback from their supervisor contributed
positively to their personal motivation and job satisfaction, views about the
merit pay component were largely negative. A particularly strong theme
to emerge from this study was the tension between the fact that, whereas
the performance pay was individually based, performance itself was highly
dependent on team effort.

In sum, the application of merit pay in public sector contexts appears
to have several major pitfalls, each of which would need to be addressed
for such systems to be effective and procedurally fair. One obvious problem
is that of budget constraint. Where the pool of merit pay funds is strictly
limited, reward distribution may amount to a zero-sum game in which
securing a payment necessarily comes at the expense of other employees.
As we have seen, this can also lead to the integrity of the performance
assessment system itself being compromised by the moderation of ratings.
Then there are wider questions to do with the suitability of individual merit
pay for public service work. Individual short-term incentives, including
merit pay, may be incompatible with the high degree of task interdependence
and cooperation required in the provision of services to the public. Such
rewards may also be incompatible with the values and attitudes that underlie
the motivation and commitment of public servants.

The clearest message from the available research evidence is that a com-
bination of behaviourally based assessment and individual merit pay may
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be incompatible with the values and attitudes of public sector employees. As
we shall see in chapter 17, it may be that, if individual performance-related
rewards are to be applied to public sector employees, a more acceptable
approach may be to combine individual performance rewards with a more
transparent, results-based approach to performance management in the
form of goal-setting.

Best fit with merit pay

In general terms, then, where might it be appropriate to use assessment-
based merit pay? Merit increments based on supervisory appraisal would
be especially applicable to traditionally managed and mechanistically struc-
tured organisations where the work is closely supervised and individualised,
where work performance is focused more on behaviour than results, where
it is possible to identify a valid set of task behaviour, and where the base
pay structure consists of narrow job grades. Where results are readily quan-
tifiable, however, it may be more appropriate to use results-based reward
plans, such as goal-based bonuses, in such organisations. Merit bonuses
based on multisource assessment may be a better fit in organisations with
an analyser strategy and managed along high-involvement lines, especially in
helping to recognise and reward behaviour relating to quality and customer
focus. In such organisations, merit bonuses would be quite compatible with
broad grades and skill-based base pay progression. However, care would
also need to be taken here to ensure that individual rewards do not under-
mine teamwork and cooperation. Merit bonuses could also be applied in
high-involvement organisations with prospector business strategies, where
the emphasis is on risk-taking, creativity, innovation and timeliness, rather
than on behavioural compliance, although such organisations will be more
inclined to look to results-based incentives.

As we have seen, assessment-based merit pay may be a poor choice for
public sector organisations. Indeed, some of the most striking examples
of dysfunctional merit pay are those concerning attempts to apply merit
bonuses to employees in public sector organisations. The emphasis on mea-
surable performance over-emphasises certain aspects of the job and may
be detrimental to overall service provision. The emphasis on individualism
may undermine collective commitment to the ideal of public service, trig-
ger petty jealousy, inhibit cooperation and erode motivation and morale.
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In the absence of an adequate merit budget, the resort to rerating may also
undermine perceptions of procedural and distributive fairness, with poten-
tially dire consequences for staff motivation and retention.

Chapter summary

This chapter has focused on merit pay, which is the remuneration corollary
of individual behavioural assessment and remains the single most widely
used form of individual pay for performance. We have examined each of the
two main variants of merit pay, namely the more traditional merit incre-
ment (or raise) approach, and the increasingly widely used merit bonus
approach. With merit increment plans, we noted the problem of payments
becoming annuities. We also considered the pros and cons of the merit grid
method of increment determination. Merit bonuses, which take the form
of stand-alone payments, address the annuity problem and establish a clear
distinction between base pay and performance pay and, as such, are likely
to have a stronger incentive effect. However, since they are based chiefly
on behavioural assessment, both types of merit pay stand apart from many
results-based incentive plans in not being self-funding. Both require a ded-
icated budget allocation and, as we have seen, funding levels are frequently
too low to enable adequate recognition to be accorded to high performers,
a problem that is especially pronounced in public sector merit pay plans.
Overall, merit increments are better suited to traditionally managed and
mechanistically structured organisations, whereas merit bonuses would be
a better fit for high-involvement analysers and prospectors.

Discussion questions

1 Should something as subjective and error-prone as behavioural
assessment be used to determine reward outcomes?

2 What advantages do merit bonus plans have over merit increments?
3 What is a compa-ratio, and what purpose does it serve in remuneration

management?
4 What are the merits and demerits of the merit grid?
5 Should performance pay be used in a public sector context? If not, why

not? If so, is merit pay the best choice?



Chapter Sixteen

RECOGNITION AWARDS

As noted in chapter 15, one of the chief shortcomings of merit pay as a means
of recognising and rewarding individual performance is its formalistic basis
and once-a-year payment regimen. To address these problems, in recent
times many organisations that are committed to rewarding individual per-
formance have opted for a range of more flexible and timely practices known
generically as ‘recognition awards’. This chapter considers the rationale of
such plans and the variety of recognition practices, especially the compet-
ing claims of cash and non-cash plans. We then canvass the arguments for
and against such plans, and conclude by considering the situations to which
special recognition plans may be best suited as well as least appropriate.

The logic of recognition plans

Recognition award exponent Donald Hay (1998: 1) notes: ‘The primary
goal of a recognition program is to express appreciation for the efforts
and achievements of employees. Recognition can be as simple and infor-
mal as a verbal or written thank you or as sophisticated and formal as
an organization-wide nomination process.’ A key attraction of recognition
awards is that they represent a flexible, low-cost and potentially effective
alternative to regular merit increments or bonuses, and it is no accident that
recognition awards have risen to prominence during the era of shrinking
merit pay budgets. Hay (1998: 1) suggests that while recognition cannot

387
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replace pay, it can be a significant adjunct to a well-designed reward system:
‘Regular and frequent acknowledgment of employee contributions can be
a powerful addition to an organisation’s reward strategy. The development
and use of simple, low-cost recognition vehicles can help create a more
flexible and robust reward strategy.’

McAdams (1999: 242) defines ‘recognition plans’ as those that ‘honour
outstanding performance after the fact and are designed for awareness, role
modeling, and retention of recipients’. McAdams (1999) also distinguishes
between ‘recognition plans’ and ‘performance improvement plans’ in that
the former are retrospective and generally discretionary in nature whereas
the latter are formula-driven and specify both performance expectations,
targets or goals and potential reward outcomes in advance of actual perfor-
mance. Recognition for immediate past performance may involve rewards
that are either financial or non-financial in nature. However, the cash and
non-cash approaches are by no means mutually exclusive and, as we shall
see, the two frequently go hand and hand in a ‘total reward management’
approach.

Recognition awards can be categorised according to six main dimensions:

1 the frequency with which rewards are given (day to day, weekly, monthly,
quarterly, yearly)

2 whether recipients are individuals or groups
3 how award recipients are determined (by supervisors, peer nomination

or customers)
4 the performance criteria (membership behaviour, task behaviour, organ-

isational citizenship behaviour, results)
5 the degree of plan formality and structure: informal plans include

ad hoc awards issued at the discretion of the supervisor; more formal
or structured plans include ‘employee of the month’ awards that cascade
through to ‘employee of the year’ ceremonies

6 the form that the award takes (cash, non-cash, or combined cash and
non-cash).

While many recognition plans are based on supervisory assessment of
employee excellence, in many cases decisions about award recipients are
made by peers. Peer nomination is said to invest awards with greater credi-
bility and reward valence. Peer nomination also allows the employer to side-
step the need to find objective criteria for measuring employee performance.
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Schemes in which award winners are nominated by customers also appear to
be growing in popularity. In some cases, high-value customers are provided
with books of gift vouchers. A client who is especially impressed by the ser-
vice provided by one of the organisation’s employees can issue a gift voucher
on the spot, meaning that reinforcement is personalised and instantaneous.
There is anecdotal evidence that customer-driven recognition awards are
becoming widely used in the financial services, travel and hospitality indus-
tries, particularly retail banks, airlines, hotels and restaurants.

Recognition awards are more often directed primarily at reinforc-
ing membership behaviour and encouraging organisational citizenship
behaviour than at motivating higher levels of task behaviour. For instance,
some schemes focus on encouraging membership behaviour in the form
of regular attendance and timeliness. Other schemes seek to elicit higher
levels of organisational citizenship behaviour by recognising and rewarding
employee suggestions and inventiveness.

As a general rule, the more formal and highly structured the recognition
program, the more likely that it will be cash-based, focus on individual or
group results, have infrequent, high-cost rewards, involve supervisory nom-
ination and have relatively few recipients. Conversely, the less formal the pro-
gram, the greater the number of recipients, the more frequent the rewards,
the greater the use of non-cash rewards, the greater the use of peer and cus-
tomer nomination, and the greater the emphasis on individual behaviour.

Advocates (e.g. Nelson 1994: 73) argue that recognition should be both
celebratory and fun: ‘If you can reward a person and have fun in the process,
you will satisfy two important desires of most employees: to be appreciated
for the work they do and to enjoy their jobs and workplace.’ The more for-
mal schemes run by some large firms occasionally incorporate an element
of serendipity in the selection process. For instance, the ‘Reward and Recog-
nition’ scheme run globally by American Express includes fifteen specific
recognition award plans: a ‘Thank You Note’ plan (leading to cash prizes),
cash-based ‘Achiever of the Month’ and ‘Achiever of the Year’ awards in each
of its offices, as well as a regional ‘Great Performers Award’, ‘Chairman’s
Award for Quality’ and an international ‘Great Performers Grand Award’.
Under the Amex ‘Thank You Note’ plan, staff get a wad of printed ‘Thank
You’ notes to send along to any colleague who displays ‘Blue Box Value’;
that is, a high focus on customers and quality, being a team player and being
a ‘good citizen’. Each month, there is a draw of ‘Thank You’ note senders
and recipients, and the winning pair each receive travellers cheques and have
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their award written up in the in-house journal. All senders and recipients
also become eligible to participate in an annual Christmas party draw for
a further round of more high-value prizes. While winning is a function of
both performance excellence and the luck of the draw, the Amex plan also
incorporates significant recognition and reward for the recognisers as well
as the recognised (Freeman 1996).

Cash recognition

The simplest and one of the most widely applied forms of cash recognition
plan is the discretionary bonus. Discretionary bonuses are irregular lump
sum awards for outstanding performance made at the discretion of the
supervisor and/or senior management. Payment is kept completely separate
from base pay, and the size of the payment is not tied in any arithmetic way
to a performance measurement formula. Such payments can be used as a
substitute for base pay increments, so that total pay itself can actually fall if
performance is deemed by management to be substandard. The attraction
of this approach is that it avoids bureaucratic procedures, across-the-board
payouts and mechanistic formulas, and maximises management discretion
about the frequency and amount of reward for meritorious performance.

A growing number of organisations regard irregular bonuses of this type
as a means of making individual performance pay more flexible and targeted.
While lump sum bonuses were once confined almost exclusively to senior
management and sales staff whose performance could be easily quantified,
they are now spreading to non-managerial employees.

Discretionary lump sum payments, being highly visible, can communi-
cate a strong performance message. They are often spent in different ways
from smaller, if more regular, merit increments. For example, a lump sum
bonus may be used to take a holiday or to purchase a piece of valuable fur-
niture or a new stereo, and may therefore have a more enduring effect on
motivation than smaller but more frequent cash increments that become
lost in base pay.

Discretionary bonuses have a number of advantages for organisations:

� The reward is payable immediately so there may be a clear and instanta-
neous reinforcement effect.

� The organisation is not committed to making payouts on a regular basis.
� The payment does not become an annuity.
� Lump sum rewards are highly visible.
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� Additional rewards can be given to those at the top of their pay range
without inflating future base pay costs.

� They are simple and easy to administer.

On the other hand, discretionary bonuses have these potential drawbacks:

� They are difficult to apply to people whose jobs have less tangible outcomes
(e.g. sales support staff).

� They are individualistic and may impair team cooperation.
� The discretionary and arbitrary nature can mean that there is little clear

link between performance and pay.
� If paid regularly (as with the ‘end-of-year bonus’), they may come to be

seen as an entitlement and a form of base pay adjustment – just like merit
increments.

� Because they do not always differentiate between employees, high per-
formers may feel that their contribution is not fairly recognised, which
can be demotivating.

� They may discriminate against those working on long-term projects where
tangible outcomes and rewards may be months or even years away.

Non-cash recognition

The reward systems of many Western firms now incorporate relatively
sophisticated, low-cost incentives in the form of non-cash recognition plans.
Leading exponents like Bob Nelson (1994, 1996, 1997) and Jerry McAdams
(1996, 1999) argue that cash has lost much of its cachet as a motivational
device, particularly when it takes the form of traditional appraisal-based
merit increments. They suggest that organisations are looking increasingly
to other, more imaginative and enduring ways to recognise and reinforce
individual and team performance. Recognition of a non-monetary type is
said to provide instant reinforcement, increase the flexibility and spontane-
ity of the reward system, and enable ‘high-visibility’ recognition of desired
behaviour and results. Non-cash rewards for high performance are also said
to have a longer ‘shelf life’ than cash; that is, they have enduring ‘trophy
value’. A further potential advantage of such rewards is that they can be
readily applied to work teams as well as to individuals.

The days when non-cash recognition was limited to a gold watch for long
service or at retirement are long gone. McAdams (1999: 245–51) identifies
seven basic forms of non-monetary recognition in current use:
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1 social reinforcers: a pat on the back, respect, positive feedback, staff
involvement in planning and decision-making

2 in-house learning and development opportunities
3 merchandise: either pre-selected items of significant monetary value or

access to self-selected goods and services by means of shopping vouchers or
certificates, retailer-specific debit cards, or printed or on-line catalogues
from which specific items can be acquired by accumulating sufficient
recognition points over a period (Russell 2004b)

4 travel: all-expenses-paid trips for individuals, families or groups
5 symbolic awards: plaques, personal letters from the CEO, flowers, books,

‘thank you’ notes, publicity in in-house journals or the staff intranet,
pins, gold watches, pens and desk-sets, books, CDs and DVDs, restaurant
meals, theatre tickets, tickets to sporting events, access to corporate ‘boxes’
at entertainment venues, T-shirts, embossed mugs, company umbrellas
or hats, gym or sporting club membership, concierge services, massages,
free parking spaces and the like

6 earned time off: time-off with pay additional to normal paid leave enti-
tlements

7 flexible or family-friendly work schedules: ability to adjust working hours
to fit personal needs and family commitments.

McAdams notes (1999: 246) that in the USA merchandise, travel and earned
time off are the most popular non-monetary means of recognising outstand-
ing performance. Indeed, recognition award merchandising is now some-
thing of a boom industry in the USA and elsewhere, and a number of major
web-based providers are servicing the growing demand, including Hinda
Incentives, Carlson, Maritz Inc. (McAdams’ own firm), Wishlist and others.

Many merchandise-based plans incorporate both peer nomination and
reward self-selection. For example, under a non-cash recognition program
introduced for 400 staff at the Australian National Credit Union (ANCU)
in 2004, staff accumulate points that can be redeemed on the Wishlist mer-
chandise website. Any employee can nominate a peer for ‘demonstrating and
living ANCU’s core values’. The employee’s supervisor is then required to
approve the nomination and to decide the number of points to be awarded.
Wishlist manages the nominations and fulfilment and reports on the pro-
gram to ANCU management. One obvious benefit of this approach is that
it passes the test of reward valence since the employee can choose from a
wide range of merchandise. The ANCU plan has evidently enjoyed stellar
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success. In its first nine months of operation, there were 500 instances of
points being awarded (Russell 2004b).

Some large US-based multinationals operate highly formalised sym-
bolic recognition systems in their global operations. For example, fast-food
giant McDonald’s applies a highly structured regimen of symbolic awards
throughout its many thousand franchises around the globe. The McDonald’s
system includes, inter alia, a Quality Service pin, a Cleanliness pin, a Drive
Through pin, a Back Area pin, a Front Counter pin, a Crew of the Month
Award, awards for Employee of the Month and the Quarter, an Outstanding
Performance Award and a McDonald’s ring for ten years service. The more
prestigious awards carry a valuable gift or prize of some sort as well as some
corporate glory (Freeman 1996).

Non-cash recognition programs have undoubtedly become much more
widely used in Western (especially Anglophone) countries since the 1990s. In
1985, only 2 per cent of recognition plans in US firms had non-cash awards;
by 1992, 16 per cent were using awards of this type (McAdams 1995: 372).
It appears that a majority of US firms now use such plans. While it might
have first come to the fore in the USA, non-cash recognition is no longer a
peculiarly American practice. Firms based in other Western countries such
as Canada and Australia are also making greater use of non-cash rewards. A
recent Towers Perrin (2003: 13) study of performance and reward practices
in 240 US and Canadian businesses notes: ‘Non-cash rewards are on the
rise, probably because of their role in helping employers manage costs,
engage employees and differentiate top performers.’ Almost half of the firms
surveyed offered non-cash rewards to high performers, and a further 12 per
cent planned to do so with the next two years. Significantly, more of these
firms (49 per cent) offered non-cash awards than special lump sum cash
recognition awards (39 per cent).

Australian firms also seem to have turned to non-cash recognition with
considerable enthusiasm in the past few years. According to survey data
compiled by Mercer Human Resource Consulting (2004), the proportion of
Australian firms offering non-financial recognition awards rose from 55 per
cent in 2002 to 76 per cent in 2004. A number of local specialist providers of
non-cash recognition have also emerged, such as RedBalloon Day (Simpson
2005). However, Australian practice would appear to be mainly symbolic
and top-down, with on-the-spot ‘Thank You’ notes and acknowledgement
in company publications being the most widely used practices, and deci-
sions regarding reward allocation reside largely with supervisors and senior
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executives. According to the Towers Perrin study, most Australian plans were
also ‘irregular’ and results-based, with the majority of plans being geared
to goal achievement. Significantly – and perhaps ominously – the propor-
tion of Australian organisations assessing the effectiveness of their non-cash
reward plans is both small (only 13 per cent) and declining, although US
and Canadian firms show a similarly low level of formal plan evaluation
(Towers Perrin 2003: 14). Moreover, a considerable proportion of Australian
firms remain sceptical about the claimed benefits of non-cash plans. Three-
quarters of surveyed Australian firms reported that non-cash plans were
effective in motivating employees, but the remainder doubted the efficacy
of non-cash incentives (Russell 2004b).

Non-cash recognition: for and against

Supporters of non-cash rewards (Hay 1998; Nelson 1996; McAdams 1999;
Patrickson 2001) argue that traditional cash incentives, particularly merit
raises, quickly lose motivational strength, partly because employees come to
see ‘merit’ adjustments to base pay as entitlements rather than as rewards.
Advocates of the non-cash option suggest that organisations should seek to
recognise and reward performance excellence in more personalised, imme-
diate and exciting ways. McAdams (1995: 372) asserts: ‘It is easier and more
effective to promote the excitement of a noncash award than its cash equiv-
alent. Noncash awards have built-in excitement and recognition factors that
cash simply doesn’t have.’ According to Nelson (1996: 68), firms should
‘dump the cash’ and ‘load on the praise’: ‘Today’s employees may not need
a pay raise as much as they need a personal thanks from their manager for a
job well done.’ Exponents also point out that unlike cash rewards, which are
quickly spent, non-cash awards have enduring ‘trophy value’, serving as a
constant reminder of the recognition reveived (Brooks 1994: 39; McAdams
1999: 373). Non-cash recognition is also said to be just as applicable to teams
as to individuals (McAdams 2000).

Advocates of non-cash recognition tend to invoke a (sometimes uneasy)
combination of the needs-based motivation theories and reinforcement the-
ory (à la Skinner and Thorndike). As noted in chapter 3, reinforcement
theory posits that behaviour which attracts timely recognition and consis-
tent reward is likely to be repeated. At the same time, advocacy of non-cash
recognition programs frequently resonates with the needs-based models of
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work motivation formulated by Maslow, Herzberg and others (Cherring-
ton 1991). As we have seen, Maslow’s widely invoked ‘hierarchy of needs’
identifies social affiliation, esteem and self-actualisation as the three ‘higher-
order’ human needs; the satisfaction of each requiring acknowledgement
and recognition of the individual’s acceptance, worth and achievement
(Maslow 1943). Similarly, Herzberg (1966, 1987) included psychosocial
‘recognition’ as one of the key ‘motivators’, while monetary rewards, he
suggested, were ‘hygiene’ factors; that is, necessary but not sufficient for
high job satisfaction and hence high performance. Employee surveys do
indeed indicate that being recognised for a job well done is one of the most
frequently identified sources of job satisfaction, commitment to the organ-
isation, and task motivation.

McAdams claims that non-cash rewards are both more motivating and
less costly than cash bonuses. He has produced research findings on the cost-
effectiveness of different types of reward for sales staff in 600 organisations,
which, he suggests, reveal a major difference between cash and non-cash
incentives. Cash incentives apparently improved sales performance by 13 per
cent and cost 12 cents for every additional dollar of sales. Non-cash incen-
tives also improved sales performance by about 13 per cent, but cost only
four cents per dollar of sales (McAdams 1995: 373–4). There is also some evi-
dence that non-cash plans are associated with higher performance by firms.
For instance, Towers Perrin (2003: 17) reports that high-performing US
and Canadian companies (i.e those with average five-year total shareholder
returns above the relevant industry average) make significantly greater use
of non-cash recognition (57 per cent) than do low performers (36 per cent).
Of course, this data does not prove that non-cash plans pay; it may simply
be that high-performing companies have more scope to offer additional
rewards of this type. However, a longitudinal study comparing the influence
of financial incentives and non-financial (social) recognition on profitability,
customer service and employee turnover in twenty-one fast-food franchise
stores found that while cash incentives had the stronger initial influence
on all three result areas, over time non-financial incentives had an equally
significant influence on profit-levels and customer service, although not on
membership behaviour (Peterson & Luthans 2006). Therefore it may be
that, over time, non-cash recognition practices have just as much influence
on motivation and task behaviour as does monetary recognition.

Conversely, critics such as Kohn (1993a; Davis 1995) argue that, like all
forms of performance-contingent reward, non-cash recognition is doomed
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to failure. Arguably, however, the key to understanding why non-cash
recognition plans succeed or fail lies not in high theory but in matters
of plan design, communication, roll-out and upkeep.

To be sure, non-cash recognition plans are not necessarily problem-free.
In particular, such plans may:

� create an atmosphere of ‘winners’ and ‘losers’ (when the same few employ-
ees repeatedly get the award) or, alternatively, of ‘everyone a winner’
(where everyone takes a turn at receiving recognition) (McAdams 1999)

� be demotivating where employees feel that the reward is tokenistic and
patronising (‘beads and trinkets’) and not worth the effort

� lead to charges of favouritism
� be seen as a substitute for regular pay
� do little to motivate underperformers.

Some rewards may also convey unintended messages. For instance,
McAdams (1999: 254) cautions against using earned time off to reward high
performers since this may reinforce the perception that leisure is pleasure
and work is pain. Moreover, even the most ardent supporters of non-cash
recognition acknowledge that it cannot replace cash. Indeed, the conven-
tional wisdom among leading remuneration writers (Lawler 2000: 53, 76,
96–9; Zingheim & Schuster 2000a: 189, 195, 197; Armstrong & Murlis 2004:
371) is that, at best, non-cash plans represent a potentially valuable comple-
ment to financial rewards in a well-integrated ‘total reward management’
system. A study by Applebaum and Kamal (2000: 733) of job satisfaction
predictors and non-financial reward efficacy in small business contexts finds
that recognition and other non-financial rewards ‘are most effective when
supplemented with an income that allows employees to meet physiological
and security needs for themselves and their families’. To say the least, then,
cash retains much of its importance in the total reward mix.

Best fit with recognition plans

In general, cash recognition plans are likely to have greatest appeal in organ-
isations espousing a transactional psychological contract whereas non-cash
recognition will be a better fit for cost-defender organisations favouring
relational contracts and a traditional management culture. By instituting
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formal systems of symbolic recognition and praise, traditionally managed
organisations can enhance employee commitment without compromising
the power and prerogative of management. In quality defender and analyser
firms, individual non-cash recognition may also encourage a cooperative
workplace atmosphere, particularly in conjunction with peer nomination.
However, in such situations, it would be more appropriate to apply non-cash
awards of a group rather than an individual nature.

Are recognition plans also better suited to some roles than others? Given
the paucity of published research evidence on the incidence of recognition
plans, our observations here must remain speculative and tentative. Overall,
individual non-cash recognition seems particularly well suited to service sec-
tor organisations, such as retail banks, retail stores, data processing firms,
fast-food chains and hospitality firms, where staff perform routine tasks
under close supervision and where performance itself is measured primarily
in terms of customer-focused behaviour, including via voluntary customer
satisfaction surveys. If the existing anecdotal evidence is any guide, formal
non-cash incentive plans may have greatest appeal to staff performing rou-
tine task work or team-based work rather than those undertaking highly
discretionary work or those located further up the organisational hierarchy.
This does not necessarily mean that non-cash recognition is inappropriate
for senior professional, managerial and executive level employees. However,
both mainstream motivation theory and current reward practice suggest
that the reward expectations of such individuals will focus primarily on
promotion, pay and wealth acquisition rather than on rewards of a social
and symbolic (‘trophy value’) nature. As we shall see in chapter 20, at execu-
tive level, the dominant and preferred forms of performance recognition are
cash and company equity. After all, professional and managerial employees
with large mortgages, high acquisitiveness and high achievement motiva-
tion will be looking for rewards in the form of pay, status and promotion
rather than rewards of a social and symbolic nature.

Chapter summary

In this chapter we have examined some of the more exotic and novel forms
of performance reward: special cash and non-cash recognition awards. We
began by contemplating the rationale for such plans, then turned to examine
the variety of recognition practices, including both cash recognition and
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non-cash recognition. Next, we covered the arguments for and against such
plans, reprising many of the general points made in chapter 14. Finally,
we considered the situations to which special recognition plans may be
best suited as well as those for which they would be least appropriate. In
general, individual non-cash rewards are more likely to strike a chord among
employees in traditionally managed organisations than among employees in
high-involvement organisations. They are also more likely to be effective in
the service sector where staff perform routine tasks under close supervision
and where performance itself is measured primarily in terms of customer-
focused behaviour. Group non-recognition would be a better choice for
employees in high-involvement organisations, although for managerial and
professional staff, cash recognition in the form of discretionary bonuses
would be more appropriate.

Discussion questions

1 Has cash really lost its cachet as a motivational device?
2 What are the advantages and pitfalls of discretionary cash bonuses?
3 What motivation theories underpin the argument for special

recognition?
4 Is non-cash recognition just motivation on the cheap?
5 ‘A little praise can go a long way.’ Discuss.



Chapter Seventeen

RESULTS-BASED INDIVIDUAL
INCENTIVES

This chapter considers some of the oldest and most enduring (although
not necessarily the most endearing!) of all performance pay plans, namely
results-based individual incentives. Also known as individual ‘payment-by-
results’ plans, these include piece rates, task-and-time bonus plans (where
employees are rewarded for completing a specified volume of work or a task
in less than a ‘standard’ time), sales commissions and bonus payments to
individuals for achievement of goals. We consider each of these plans in
turn, noting the advantages and drawbacks of each.

With such plans, the result–reward relationship can be either standard-
ised (i.e. a single rate of reward per unit of output) or configured according
to a sliding scale, as in the case of progressively scaled payments, whereby
the rate of payment itself increases as output rises. Sometimes these systems
are used in conjunction with a guaranteed minimum base pay; sometimes,
as in the case of pure piecework and commission-only work, there is no guar-
anteed base pay at all. Piece rates and task-and-bonus plans were developed
primarily for labour-intensive manufacturing jobs and had their heyday in
the early to mid-twentieth century, when they were at the forefront of inno-
vation in reward theory and practice in industrialised economies. However,
interest in individual output-based incentives of this type has waned with the
relative decline in manufacturing activity in Western economies since the
1970s. Sales commissions, of course, remain widely used in such sectors
as retailing, finance, insurance and real estate. Goal-based individual
reward plans have become an increasingly important feature of white-collar

399
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professional and managerial work. A major attraction of these results-based
plans for employers is that they offer greater certainty, immediacy and objec-
tivity in the pay–performance relationship than that offered by other pay
plans. However, as we shall see, results-based incentives can themselves be
problematic and should be handled with caution.

Standard piece rates

Straight or standard piece rates are the oldest form of performance pay, hav-
ing been the principal form of payment to craft workers in the pre-industrial
guild system (Peach & Wren 1992: 8–9). The practice also assumed consid-
erable importance in the industrial era, both in new skilled occupations,
such as printing, engineering and iron-moulding, and in mass produc-
tion industries, such as clothing and shoe manufacture, where both factory
employment and outwork were common.

In a standard piece rate plan, the employee receives a flat rate of payment
for each unit of output produced, irrespective of the volume of output or
the time taken. Hence, in a stand-alone standard piece rate system, if the
rate of payment per unit produced is $10, the employee’s gross earnings for
nil output is zero, $50 for 5 units, $100 for 10 units, $200 for 20 units, and
so on. Hence, for each additional unit produced, individual earnings rise
arithmetically.

Such a system has a number of advantages for the employer. Most obvi-
ously, it establishes a clear and simple linkage between effort, results and
reward. Workers who are paid by the piece are also less likely to require
close supervision, since the payment system itself impels them to be more
self-managing in relation to work effort, which in turn may significantly
lower supervision costs. Straight piece rates may also eliminate the need for
organisations to pay base pay.

By the same token, standard piece rate plans have a number of widely
acknowledged disadvantages, particularly to do with the determination of
an output standard by which the payment rate itself is fixed (Marriott 1957).
First, output standards by which the payment rate is fixed have frequently
been based on historical work effort norms rather than on the basis of what
is technically possible with any given mode of technology. Even where an
attempt is made to ascertain the technically optimal rate, the employees
affected may reduce their work effort temporarily with a view to securing a
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rate that is too low – or ‘loose’ – so they can earn just as much or more with no
more effort. Second, and conversely, a rate set according to the output of the
best performing worker may be too ‘tight’, which in turn may cause employ-
ees to sacrifice quality and workplace safety in order to preserve earnings
levels. Third, there is the fear of rerating. Workers may suspect that once they
begin to exceed the set standard management may decide that that standard is
too loose and may thus engage in rate reduction. In essence, this would mean
that most of the benefits of productivity improvement would flow to the
employer, with little of the gains going to employees themselves. Fourth, and
relatedly, workers may fear working themselves out of a job if their produc-
tivity increases. Finally, straight piece rates are not well suited to situations
where technology and work design are in a state of flux, since this will require
frequent rerating, which would be costly and would corrode employee trust.

‘Scientific’ piece rates

The development of a ‘scientific’ approach to piecework that would avoid
the problems of straight piece rates was one of the defining concerns of
the first generation of modern labour management thinkers, none more so
than the founder of scientific management, US mechanical engineer Fred-
erick Winslow Taylor (1856–1915). Taylor’s ‘differential piece rate system’,
unveiled in 1895, was just one element of what Taylor claimed to be a revolu-
tionary and comprehensive approach to labour management: the ‘scientific
management’ approach, which called for a complete reorganisation of work
and payment systems.

Taylor saw two fundamental weaknesses in standard piece rate systems.
One problem was that of ‘systematic soldiering’. The other had to do with
employers’ habit of cutting the piece rate every time employees lifted their
effort level. In effect, this habitual and short-sighted rate-cutting simply
penalised employees for working more efficiently, so their natural response
was to engage in collective output restriction, or ‘goldbricking’ – or what
Taylor preferred to call ‘systematic soldiering’. Taylor’s solution was to urge
that piece rates should be set ‘scientifically’. This meant using job analysis
and systematic ‘time study’ to identify what output a worker working at peak
efficiency was actually capable of producing task by task, then aggregating
these optimal output figures to set the productivity benchmark and calculate
the payment rate per piece.
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The form of piece payment that Taylor recommended was far more
sophisticated than the traditional flat rate per unit of output. Taylor devised
what he called a ‘differential’ piece rate system. The ‘high’ rate was set such
that the employee who met the standard earned 125 per cent of the base
standard pay; the ‘low’ rate, for those who failed to meet the standard, was set
at 80 per cent. This penalised workers who produced less than the scientific
benchmark while offering a premium reward to those who beat the exact-
ing standard. Taylor argued that both management and workers would be
better off under his system: management through increased efficiency and
productivity; workers through the exponential increase in earnings made
possible by improved productivity (Peach & Wren 1992: 14–15; Taylor 1895;
Cole 1918: 55–60). Even so, the implementation costs associated with Tay-
lor’s scheme were such that his piece rate plan found little favour among
employers. Taylor’s plan has the added disadvantage of being incompatible
with any form of base pay.

Task-and-time bonus plans

Rather more popular were the modified results-based schemes developed by
several of Taylor’s contemporaries, including Halsey and Gantt, and by later
scheme designers like Emerson and Bedaux. Like Taylor, all were mechani-
cal engineers. While their schemes differed significantly from Taylor’s, they
all shared Taylor’s opposition to standard piece rates, and most embraced
systematic work study methods as the best means of setting output stan-
dards. However, these later schemes had more appeal to employers because
they could be superimposed on existing time-based systems of job pay. The
main difference between these schemes was the way earnings varied with
output. Some plans, like Halsey’s, proposed a regressive link; some proposed
a progressive link; some, following Taylor, advocated a differential link.

The ‘premium bonus’ system unveiled by US engineer F. A. Halsey in 1891
(four years before Taylor’s own plan) was essentially a negatively geared, or
regressive, scheme designed to reduce unit labour cost as output rose and
involving a time-based incentive linked to standard time based on past
output times, with a premium paid for beating past time standards. The
premium was to be a third higher than the hourly rate, so delivering two-
thirds of any productivity gain to employer. In other words, a worker who
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Table 17.1 Individual payment by results: standard piece rates, differential
piece rates and premium bonus plans

Types Standard piece rate
Differential piece

rate Premium bonus

Units
produced

Rate per
unit

Daily
earnings

Rate per
unit

Daily
earnings

$ bonus @
33.3% rate

Daily
earnings

15 $10 $150 $12.50 $187.50 $16.67 $116.67
14 $10 $140 $12.50 $175.00 $13.33 $113.33
13 $10 $130 $12.50 $162.50 $10.00 $110.00
12 $10 $120 $12.50 $150.00 $6.67 $106.67
11 $10 $110 $12.50 $137.50 $3.30 $103.30
10* $10 $100 $10 $100 $0 $100
9 $10 $90 $8 $72 $0 $0
8 $10 $80 $8 $64 $0 $0
7 $10 $70 $0 $0 $0 $0
6 $10 $60 $0 $0 $0 $0
5 $10 $50 $0 $0 $0 $0
4 $10 $40 $0 $0 $0 $0
3 $10 $30 $0 $0 $0 $0
2 $10 $20 $0 $0 $0 $0
1 $10 $10 $0 $0 $0 $0

* Daily output standard.

produced a greater number of pieces than provided for in the set standard
time was paid for the standard hours plus a third of the hourly standard time
equivalent for the extra pieces produced (Cole 1918: 47–54; Halsey 1896;
Peach & Wren 1992: 13).

Table 17.1 illustrates the basis of Halsey’s premium bonus plan and the
main points of difference from both standard piece payment and Taylor’s
differential piece rate plan. Say the standard time is 10 pieces for an eight-
hour day, for which the base pay is $100. A worker who actually produced
11 units in that time, under a 33.3 per cent premium bonus plan, would
receive total daily earnings of $103.30, calculated as follows. The savings on
the standard unit labour cost equals $0.90; that is, $10.00 ($100 ÷ 10) less
achieved unit labour costs of $9.10 ($100 ÷ 11). Total labour cost savings are
thus 11 times $0.90 × 11, or $9.90, of which 33.3 per cent (i.e. $3.30) accrues
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to the employee. For the day in question, the worker thus receives the fixed
rate ($100) plus a third of the standard labour hours saved ($3.30), or a
total of $103.30. For each extra unit produced beyond the standard output,
the firm would receive two-thirds of the value added, which means that the
unit labour costs must necessarily fall. As table 17.1 indicates, the returns
to the employee would thus be far lower than under either standard piece
rates or Taylor’s differential scheme, and the returns to the employer would
be commensurately higher. This would certainly mean that the employer
would be less inclined to cut rates after any productivity improvement. Of
course, it might also explain why premium bonuses of various sorts enjoyed
considerably more popularity than the Taylorist alternative during the early
to mid-twentieth century (Patmore 1988).

Gantt, one of Taylor’s contemporaries, suggested that Taylor’s scheme
offered no real incentive beyond meeting the standard. His alternative was
the ‘task-bonus’ system. Unlike Taylor’s plan, it did not include a lower
piece rate for substandard performance, but the task performance standard
was still set using Taylor’s work study methods. A worker who reached or
exceeded the standard received a bonus additional to the standard piece
rate, which amounted to a de facto higher piece rate for above-standard
performers. Like Halsey’s system, the Gantt formula included a guaranteed
minimum hourly wage, but the time rate was set well below the rate paid
for standard output, so that there was a strong incentive for workers to
achieve the task standard (Cole 1918: 60–1; Gantt 1913; Peach & Wren
1992: 16).

Another contemporary scheme, the Emerson ‘Efficiency’ Plan, devised
by US engineer Harrington Emerson, also provided guaranteed base pay,
but emulated Taylor’s method by prescribing a graduated differential ‘effi-
ciency bonus’. Every range of output was graded as a degree of ‘efficiency’,
with standard output – that is, 100 per cent efficiency – being deter-
mined by means of time study and each level of lesser output graded as
a smaller percentage proportion of full efficiency. At a specified level of
efficiency, commonly 66 per cent, a bonus additional to base pay would be
granted. The bonus rate then increases geometrically as a worker approaches
standard efficiency, but above the 100 per cent efficiency standard it proceeds
only arithmetically, so the gains accruing to the employer are exponentially
greater for all output above the 100 per cent efficiency standard. In essence,
this regressive scale was the reverse of that recommended by Taylor (Cole
1918: 61–3).
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The most widely embraced of these early-twentieth century plans, how-
ever, was that devised by Charles Bedaux in the USA just after World War
I. The ‘Bedaux Point’ system was similar in principle to a premium bonus
system, but it also incorporated a regressive bonus scale. The system uses
time units, called ‘Bedaux Points’ or ‘B Points’, rather than task times or
output units to evaluate jobs and set effort standards. Calculation of these
time units takes into account the requirement for both effort and rest pauses
in working efficiently (a major oversight in Taylor’s scheme). A B Point is a
fraction of a minute of work plus a fraction of a minute of rest and, while
the proportion will vary from task to task, the two must always sum to one
minute. Each task is valued at a specific number of B Points (again using
time study). Labour savings per hour is measured by the number of B Points
by which the total exceeds 60, which is equivalent to a standard hour’s work.
Incentive payments increase according to the number of B points by which
the worker exceeds the standard 60. In Bedaux’s formulation, the employee
receives a bonus equal to 75 per cent of the value of the time represented
by the points saved, with the remaining 25 per cent being distributed to
supervisors and management in recognition of their contribution to pro-
ductivity improvement. Bedaux suggested that because the method was not
task-specific, it could be applied to any employees in any occupation or
industry (Bedaux 1921; Cole 1918; Marriott 1957). Indeed, in the inter-
war period, the Bedaux system was applied to both factory employees and
clerical workers, particularly in Europe (Littler 1982: 108–15).

Although other variants of the time-and-task bonus approach exist, these
are the classic formulations in the genre. Most drew directly on Taylor’s
job analysis and time study techniques, yet differential rate schemes, like
Taylor’s, Gantt’s and Emerson’s, have tended to be little used because of
their sheer complexity and administrative difficulty. In contrast, because
of their relative simplicity and adaptablity, the Halsey and Bedaux systems
were applied quite widely, particularly in the 1920s and 1930s.

Whatever their technical differences, however, these schemes shared
the same individualistic behaviourist assumptions. Some commentators
(e.g. Marriott 1957: 36) suggest that the claimed differences between
these plans are more apparent than real: ‘. . . all of the many plans are
similar in a number of features. The name of their designer, generally
attached to them, frequently appears to be the biggest single difference.’
Taken together, they exemplify the combination of low-trust manage-
ment culture and proto-typical transactional psychological contracting that
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characterised the employment relationship in the early industrial era.
Although such firms as Lincoln Electric continue to swear by the worth
of individual piece rate plans (see chapter 14 for discussion), their appro-
priateness to all but the most traditionally managed and labour-intensive
firms must remain a matter of doubt.

Sales commissions

Sales commissions are the retail sector equivalent of piece payment and, like
the latter, they may be flat-rate, scaled progressively (or in rare cases regres-
sively), stand-alone (commission-only payment) or paid as an overlay to
base pay. Typically, a commission payment will be expressed as a percentage
of the sale made. This might be a flat rate of, say, 5 per cent of the value
of each sale. Alternatively, the rate may be configured according to a pro-
gressive scale, say 3 per cent of the value of the first ten sales per week, then
5 per cent for the next 10 to 19 sales, then 7 per cent of each sale over 20.
Commissions may also be expressed as flat dollar amounts rather than as
percentages of sales revenue achieved.

Whether the system is commission only or base pay plus commission
will depend primarily on the nature of the product or service market
involved, as will the proportion of total reward that is at risk via commission.
Figure 17.1 summarises four such scenarios and the reward mix that may
be most appropriate to each. Where the seller is required to expand sales
of an existing product in an established market space – that is, to attract
customers from current competitors – it may well be appropriate to apply
either a commission-only approach or one in which base pay constitutes
only a small proportion of potential total remuneration, since little or no
time lag in new sales will be possible. Conversely, where the seller is required
to engage in wholly new market development – that is, to sell new products
to new customers – it may be advisable to configure rewards so that base
pay constitutes either all or the bulk of total remuneration, at least until
the new market is well established. Situations in which the seller is required
to sell a new product range to existing customers, or to expand the mar-
ket for an existing product, may warrant greater emphasis being placed on
commission payments. However, the time required for consumer education
may be such that base pay should still contribute a substantial proportion of
total remuneration. In sum, decisions regarding the relative importance of
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New market

• Time needed to
access and develop
new market

• Some base pay, but
increasing emphasis
on commission
earnings

• Long market
development time
lag

• Base-pay only

Established 

market

• No market
development time

• Commission-only
payment

• Time needed to
educate current
consumers

• Some base pay,
but increasing
emphasis on
commission
earnings

Existing product New product

Figure 17.1 Product market context and sales commission configuration: four
scenarios

commission earnings in the total reward mix should depend on the nature
of the product market brief involved (Martocchio 2006: 295–310).

In general, commissions have the attraction of being simple to set and
measure. They institute automatic task clarity and provide instant feedback
and reinforcement. They substitute for direct supervision of sales staff, which
is especially significant where staff are operating in the field rather than on
the shop floor. Commissions are also likely to have a strong ‘sorting effect’
on staff profile, in that only the most effective salesworkers are likely to stay
on. Unlike pieceworkers, employees on commissions are unlikely to fear that
increasing sales performance will precipitate a rate reduction or job loss.

Like other forms of payment by results, however, commissions do have
some general drawbacks. One obvious limitation is that commissions are
limited to sales roles. Commission earnings are also notoriously uncertain
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and irregular. In part, this is because consumer demand is influenced by a
range of factors that are wholly beyond the salesworker’s control, including
the interest rates on consumer credit, the general state of the economy, and
spatial and temporal variation in consumer wealth and tastes. To assist com-
mission staff to cope with income irregularity some firms provide staff with
free independent professional financial planning advice. One such firm is
the Australian air travel firm Flight Centre. Flight Centre employees receive
between 25 and 50 per cent of their total remuneration in the form of
ticket and travel package commissions, which inevitably leads to substantial
month-to-month variations in total pay. Within three months of commence-
ment, every new employee receives a free individualised financial plan-
ning session covering budgeting, debt management and savings planning.
Employees are also entitled to a free annual review of their financial circum-
stances (Russell 2004c). However, it would seem that such assistance remains
the exception in firms with a high proportion of staff paid on commission.

Commission payments may encourage aggressive, deceptive or negligent
selling practices, including the sale of goods to consumers who may be unable
to service a consumer credit or loan debt. Similarly, individual commission
payments may foster excessive competition among salesworkers working
for the same firm, leading to customer poaching and to the hoarding of
market information. Commission-only sellers may neglect important tasks,
such as good record-keeping, after-sales follow-up and the training of new
salesworkers. Finally, unduly narrow definitions and measures of sales per-
formance may damage the employer’s interests. For instance, a focus on
gross revenue generation rather than on profitability of sales may lead to
suboptimal pricing and the erosion of profit margins.

Goal-based individual bonuses

As noted in chapter 15, with merit pay plans, performance-related pay-
ments are based primarily on subjective performance assessment in which
behavioural criteria are to the fore. One increasingly popular alternative to
this is to base individual performance payments not on behavioural assess-
ment but on individual goal achievement. In essence, these plans, which we
shall call goal-based individual bonuses, entail annual or quarterly bonus
payments linked directly to individual goal-setting. Although they were
initially confined mainly to executives and senior managers, individual
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Table 17.2 Goal-based individual bonuses: simple and sliding scale plans

Simple flat scale* Progressive sliding scale

Goal
achievement

Rate of bonus
payment

Amount of
bonus paid

Rate of bonus
payment

Amount of
bonus paid

130% 100% $1000 300% $3000
120% 100% $1000 200% $2000
110% 100% $1000 150% $1500
100% 100% $1000 100% $1000

90% 0% $0 60% $600
80% 0% $0 30% $300
70% 0% $0 0% $0
60% 0% $0 0% $0

*Bonuses are paid out only if the performance target is achieved, which means
that the organisation retains 100% of under-target performance improve-
ment.

goal-based bonuses have become common features of reward practice for
managerial and other salaried professional employees.

As with other results-based incentives, goal-based bonuses may be based
on either a flat scale or a sliding (progressive or regressive) scale. Table
17.2 illustrates the difference between flat scale and progressive sliding scale
bonuses. In each case the bonus paid for full goal achievement is $1,000.
With the flat bonus plan, no bonus is paid unless the goal is met, and no
additional bonus is offered for exceeding the goal. Either way, the absence of
recognition for both ‘near-miss’ and ‘over-achievement’ performance may
be demotivating to the individuals affected. An added problem with ‘sudden
death’ plans of this type is that individuals falling just short of the target may
engage in calculated dishonesty in order to improve their reward prospects.
As one former chief executive of the Ford Motor Company observed, tying
money to goal attainment in this way is ‘a prescription for very smart people
to find ingenious ways to make easy goals appear difficult, so as to ensure
the receipt of their bonus’ (cited in Latham & Locke 2006: 336). Sliding
scale bonuses seek to avert this possibility. A threshold (or reduced) bonus
applies where performance falls marginally short of the goal; the full bonus
where the goal is fully achieved; and a premium bonus paid where the goal is
exceeded. In the example shown in table 17.2, the bonus cuts in at 80 per cent
of goal achievement, with a bonus payment being equal to 30 per cent of the
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full bonus ($300). For 100 per cent goal achievement, the employee receives
100 per cent of the $1000 bonus. A premium bonus is paid for performance
in excess of full goal attainment, so that if goal achievement is 110 per cent,
the bonus payout is 150 per cent of the goal achievement bonus – or $1500.
For a 120 per cent level of goal achievement, the bonus payment is double
the standard rate. In line with goal-setting theory (see chapters 3 and 5) the
logic here is that full goal achievement must be challenging, so that any goal
overrun connotes exceptional performance warranting a premium level of
recognition.

Typically, bonus payments are based on aggregate performance across a
series of goals measured by means of KPIs. For maintenance workers, for
example, the goals and KPIs might include a mix of productivity, quality,
work safety and customer satisfaction targets. At the end of each perfor-
mance period (say, one month), workers would be assigned a performance
index number based on the way their actual performance measured up
against each agreed target. If actual monthly performance equalled, say, 90
per cent of the target, the index for that indicator would be 0.9. Rather than
simply summing the performance indices for each goal to arrive at an over-
all result, the indices might be multiplied together and the resulting figure
then used to calculate what proportion of the promised target bonus enti-
tlement the employee will actually get. The logic is that it is more difficult
to achieve three performance goals than one or two. Therefore employ-
ees should be rewarded proportionately more for overreaching their targets
than for falling short. To illustrate: say the monthly bonus entitlement for
meeting all three goals is $1000. Then if the actual performance indices are
0.9, 0.9 and 0.9, the multiplier would be 0.9 × 0.9 × 0.9, or 0.729, and the
actual bonus entitlement would be $1000 × 0.729, or $729 – a shortfall of
$271. On the other hand, if all three goals are exceeded and the resulting per-
formance indices are 1.1, 1.1 and 1.1, then the multiplier will be 1.331 and
the bonus paid will be $1,331, or $331 over the target bonus. This amounts
to a progressive individual bonus payment scheme.

The advantages and disadvantages of goal-based bonuses are essentially
the same as those for goal-setting per se (see chapter 5). On the one hand,
goal-setting introduces a degree of transparency, ownership and apparent
objectivity rarely possible with a behaviourally based appraisal. In these
respects, there is some evidence that goal-based approaches to individual
performance-related pay may well be more effective in achieving instru-
mental objectives than those driven by performance appraisal. For instance,
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a study of a merit pay scheme for managers in the British National Health
Service (NHS) (Dowling & Richardson 1997) reported that, unlike many
other pubic sector schemes, the NHS scheme appeared to be ‘modestly suc-
cessful’. Using the results of an attitude survey of the managers affected, the
study suggested that the NHS scheme had a positive motivational effect. The
NHS scheme combined performance appraisal and individual goal-setting
to determine performance pay levels. The NHS managers were particularly
positive about the way their scheme delivered role and goal clarity, good
feedback and support from superiors. They saw it as a clear and relatively
objective means of performance measurement and reward. Interestingly, the
NHS managers were far less positive about the qualitative or behavioural
appraisal element, seeing it as inherently subjective. So it seems to have been
the goal-setting element that was the scheme’s saving grace.

Even so, as we have argued in chapter 5, goal-setting is not without its
risks. Where goals are either too loose/easy or too tight/hard, too few or too
many, a goal-based bonus plan is unlikely to be effective. Where the goals are
financial in nature, such plans are self-funding, which means that they avoid
one of the major shortcomings of traditional merit pay plans, namely that of
budget underfunding. By the same token, where the plan incorporates non-
financial goals, such as those related to site safety or customer satisfaction,
goal achievement on these criteria will require special funding, with all of its
attendant challenges. A further potential problem with the goal achievement
approach is that it focuses the employee’s attention and effort solely on goals
that attract a reward. As with sales commissions, rewarding only the hard,
measurable results may encourage employees to ignore equally important
but less quantifiable aspects of the job or role. For instance, using only
quantity-based goals may compromise product quality and site safety. Again,
the key requirement is the setting of goals for each key result area (KRA)
in the job or role, not just in those KRAs that are easiest to quantify and
measure.

Chapter summary

This chapter considers some of the oldest and most enduring of all perfor-
mance pay plans, namely results-based individual incentives or individual
‘payment-by-results’ plans. We began by examining the oldest plan of
all: standard piece rates, then turned our attention to more ‘modern’
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adaptations, including ‘scientific’ piece rates plans and task and time bonus
plans (where employees are rewarded for completing a specified volume of
work or tasks in less than a ‘standard’ time). We then examined sales commis-
sions, paying special attention to the distinction between commission-only
plans and fixed pay plus commission arrangements as well as the factors
to be considered in determining the mix of fixed and commission-based
remuneration. Finally, we considered the option of individual goal-based
bonuses. Despite their many differences, individual results-based incentives
are relevant only to those situations where results can be validly defined,
reliably measured and meaningfully attributed to individuals. Where this
is not possible, group incentives of the sort considered in the next chapter
may be a better fit.

Discussion questions

1 Why do piece rates have such a high propensity to cause a breach of the
psychological contract?

2 How do ‘scientific’ piece rates differ from standard piece rates? Are they
any better – and for whom?

3 In what circumstances would it be appropriate to incorporate a high
proportion of fixed pay in the total remuneration of sales staff working
on commission?

4 ‘The main benefit of commission-only plans is not the incentive effect
but, rather, the fact that such plans attract the right sort of person for the
role.’ Discuss.

5 ‘With results-based rewards, what does not get rewarded gets neglected.’
Discuss.



Chapter Eighteen

COLLECTIVE SHORT-TERM
INCENTIVES

Performance pay plans that focus on recognising and rewarding short-term
performance – that is, performance over a period of a year or less – fall
into one or other of two broad categories: those that focus on assessing and
rewarding individual performance; and those that focus on rewarding the
collective performance of business units, work groups and/or teams. Having
now considered the main options and techniques associated with reward-
ing individual performance, in this chapter we consider short-term incentive
(STI) plans of a collective nature. We begin by outlining the general rationale
for such plans and by overviewing the four main plan types: profitsharing,
gainsharing, goalsharing and team incentives. Subsequent sections explore
each of these four plan types in more detail, noting the advantages and dis-
advantages of each. Consistent with the approach taken in earlier chapters,
a final section considers the circumstances in which each approach would
be most and least appropriate.

Collective incentives – rationale and options

Rewarding employees for their collective performance represents a fun-
damental departure from a focus on rewarding individual performance.
In certain contexts, collective rewards may have decided advantages over
individual incentives. Indeed, individual incentives may be quite dysfunc-
tional in organisations where work is organised on interdependent and
cross-functional lines and where results are predicated on a high degree

413
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of inter-employee cooperation. Interdependence of this type is one of the
hallmarks of an organic organisational structure and a high-involvement
management style. In such organisations, it may be neither possible nor
logical to attribute performance to specific individuals, since what counts
is collective effort and contribution. Collective incentives may encourage
employees to work collaboratively to achieve goals that require teamwork
and cooperation. Moreover, they may provide the basis for a ‘win–win’
situation in which all stakeholders – employees, management, clients or
customers, and owners or shareholders – benefit by means of a meaning-
ful co-partnership aimed at all-round performance enhancement. Accord-
ingly, collective incentive schemes are more likely to elicit organisational
citizenship behaviour than are schemes of an individual nature. In addition,
collective incentives may empower employees by giving them more control
over how they work and what they achieve. Collective plans are also likely to
encounter less opposition from trade unions than are individual incentive
plans. This is primarily because collective incentives focus on transparent
results-based performance criteria rather than on individual behavioural
assessment. In general, collective plans are also amenable to collective bar-
gaining, employee involvement and more egalitarian pay outcomes. Indeed,
the future of collective incentive plans seems assured. As work itself becomes
more interdependent, and as the need for cooperation increases, so the need
for reward systems that reinforce group cohesion and collective effort and
effectiveness will increase.

This is not to suggest that collective incentive plans are problem-free.
Nor is it the case that collective incentives are necessarily incompatible with
individual performance plans. With careful planning, it is possible to com-
bine the two approaches in such a way that they are mutually reinforc-
ing. For instance, while the funding of a performance pay pool might be
based on measures of improvement in collective results, the distribution of
payments from the pool could be based on assessed individual contribu-
tion. Clearly, however, such an approach would have to be designed, imple-
mented and communicated with considerable care in order to ensure that
the collective and individual reward messages were harmonious rather than
discordant.

While collective STIs can be categorised in various ways, most fall into
one or other of four plan types, differentiated by the performance measure
used, the time orientation (past versus projected performance) and the size
of the employee cohort covered. The four collective STI types are:
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1 Profitsharing. This is the oldest type of collective incentive plan, having
been first formulated and applied at the outset of the industrial era. Here
the performance measure is historical profit and the employee coverage
is typically organisation-wide, although profitsharing can also apply to
specific business units and profit centres within multidivisional firms.

2 Gainsharing. Although developed in the late nineteenth century, partly to
remedy some of the shortcomings of profitsharing, gainsharing came to
prominence only in the mid-twentieth century and has been quite widely
applied in Western firms since that time. Gainsharing plans, which gen-
erally cover specific production plants in manufacturing firms, recognise
and reward employees for productivity or cost improvements – ‘gains’ –
over and above an historical benchmark.

3 Goalsharing. This type is a product of the 1970s and 1980s and, like gain-
sharing, tends to cover specific business units within the organisation.
Unlike gainsharing, however, it uses forward indicators of performance,
in the form of group goals, rather than being reliant on retrospective
indicators.

4 Team incentives. These were first widely applied during the 1990s, and are
essentially small group adaptations of gainsharing and/or goalsharing for
permanent, part-time or temporary teams.

Profitsharing

A profitsharing plan typically involves a formal arrangement under which
bonus payments additional to base pay are made to some or all employees
on a regular (usually annual) basis, based on a formula that links the size of
the total bonus pool to an accounting measure of periodic (typically annual)
profit, such as net profit (total income less operating costs) or net profit after
tax. As such, profitsharing is applicable only to profit-making organisations
and is not relevant to public sector organisations or non-profit entities. Pay-
ments usually take the form of a cash bonus, but they may also be in the form
of restricted company shares, in which case the short-term profitsharing plan
provides the platform for an employee share ownership plan (discussed in
detail in chapter 19). Some profitshare plans cover all employees in the
organisation; others cover select groups, such as managerial employees.

Profitsharing plans are of three main types: (1) current distribution
plans, (2) deferred payment plans and (3) combination plans. With current
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distribution schemes, the firm distributes a proportion of its profits directly
to its employees, usually on an annual basis, but sometimes half-yearly or
even quarterly. The payment can be in the form of cash or unrestricted
company shares. If the latter, the plan also qualifies as an employee share
plan. In motivational terms, cash-based current distribution plans have the
advantage of providing rewards in a relatively timely fashion, although pay-
ments may vary considerably from year to year in line with variation in the
relevant profit measure.

With deferred schemes, each employee’s share of the profitshare bonus
pool is held in trust for distribution at a later date, typically when the
employee leaves the firm through retirement or termination. In essence,
deferred plans are retirement savings plans. Again, the payments can take
the form of either cash or restricted company shares. Because payouts are
held over, such plans have a long-term equalisation effect in that the impact
of short-term profit fluctuation is less obvious to eventual recipients. Such
plans typically also have substantial tax advantages since deferral of access
also means deferral of tax liability and, quite possibly, a lower overall tax
impost. Again, then, we see how easily profitsharing can be extended to
become a long-term incentive plan. Deferred plans also seek to encourage
long-term membership behaviour by placing a reward premium on long
and loyal service and perhaps by applying a penalty for early departure.

Combination plans allocate payments partly in the form of current
payments and partly in the form of deferred payouts. Such plans there-
fore combine the best of all possible worlds: an immediate cash incentive, a
long-term retirement fund and a deferred and/or reduced tax liability.

While profitshare plans can be configured in a number of ways and
according to a variety of formulae, there are four key plan design issues:
(1) plan type, (2) formula for determining bonus pool size, (3) eligibility
and (4) method of distributing payments. Two critical questions here are
whether the payouts will be current or deferred and whether payments take
the form of cash or equity. In many countries, deferred plans now predom-
inate, primarily because of their advantages as a means of tax minimisation
(or deferral) and retirement planning. A problem here is that deferred pay-
outs may strengthen membership behaviour but dilute task motivation,
since there is no immediate reinforcement effect.

The bonus pool can be specified either as a fixed proportion of profits or
as a variable proportion. In a typical fixed proportion plan, the bonus pool
is calculated as a fixed percentage (perhaps 5 to 10 per cent) of annual net
profit. This clarifies the link between profits and payouts, but lacks flexibility
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and may commit a firm experiencing a windfall profit to making a massive
cash payout. Variable proportion plans seek to overcome such inflexibility,
typically by using a sliding-scale formula under which the employee share
falls as profit levels progressively exceed certain benchmarks. The main prob-
lem with the variable approach is that employees may come to feel that they
are not receiving a fair share of high profitability.

Eligibility may be organisation-wide or confined to specific groups. In the
past most schemes have restricted eligibility to select groups of employees,
particularly middle and senior managers whose actions are seen as having the
greatest influence on overall financial performance. In more recent times, it
has become more common for eligibility to be extended to non-managerial
employees. Moreover, while eligibility may extend to the entire workforce, it
is also common for profitsharing to be confined to specific plants, divisions
or business units, providing these are autonomous profit-making centres.

In relation to the distribution of profitshare payments, there are four
main alternatives: (1) equal dollar amounts, (2) as a proportion of base
pay, (3) on the basis of seniority and (4) on the basis of individual ‘merit’.
Equal dollar amounts signal the firm’s belief that all eligible employ-
ees have contributed equally to profitability. Distributing the bonus as a
proportion of each employee’s base pay means that the higher the indi-
vidual’s base pay, the higher the dollar amount they will receive. The
assumption here is that shares should be distributed unequally accord-
ing to individual value to the organisation, as measured by each person’s
base pay. The seniority approach, whereby payments are distributed as a
percentage of earnings with payments being related to length of service,
rewards loyalty to the firm (i.e. membership behaviour) but also reinforces
a hierarchy of age. The individual merit approach, whereby payments are
linked to individual performance appraisal, is the approach used by the
multifaceted incentive scheme operated by US welding equipment firm
Lincoln Electric. The profitsharing component has operated since 1934
and is paid in the form of an annual bonus. The size of the bonus pool
is determined by the board of directors and is based on the level of annual
profits. Payments are then distributed to individual employees on the basis
of twice-yearly individual merit ratings based on four criteria: dependabil-
ity, quality of work, output, and ideas and cooperation. During the 1980s,
bonus payments amounted to more than half of the firm’s total wages pay-
out (Handlin 1992). Lincoln Electric’s management claimed total success
with this scheme. However, the danger in mixing collective and individual
performance criteria is that the two can easily come into conflict.
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From an organisational perspective, profitsharing offers a number of
potential advantages:

� It can improve employee task motivation. By rewarding employees col-
lectively for achieved or anticipated financial outcomes profitsharing is
seen as a direct means of inducing improved effort and performance and,
hence, higher productivity.

� Total labour costs vary with capacity to pay. By allowing overall labour
costs to be varied automatically according to the employer’s ‘capacity
to pay’, profitsharing is seen as providing a form of organisational
insurance against external contingencies, particularly fluctuations in
product market demand and prices. As such, profitsharing is wholly
selffunding.

� It can contribute to employment stability by reducing the need for
retrenchments in times of downturn since overall labour costs are adjusted
downwards automatically as profits fall.

� It can reduce the need for supervision, since employees will be more
willing to be self-managing, leading to reduced costs of supervision.

� By increasing total employee remuneration, it can enhance membership
behaviour (including reducing absenteeism and turnover).

� It can increase employees’ identification with and understanding of the
organisation. By strengthening employee interest in the organisation’s
long-term financial well-being, it focuses employees’ attention on the
financial state of the organisation and how they can contribute to its
improvement. It also encourages employees to take a long-term view of
the organisation and their role in it.

� It may contribute to the development of positive work group norms, espe-
cially cooperation and information-sharing. Hence profitsharing encour-
ages organisational citizenship behaviour.

� It can improve labour–management relations and reduce industrial con-
flict, since all parties perceive a common interest in organisational success.
The culture of commitment and cooperation associated with profitshar-
ing can reinforce a high-trust employment relationship and a union- and
conflict-averse workforce. Studies of the origins and early development of
profitsharing indicate that industrial objectives were often at the forefront
of employer reasons for turning to profitsharing. In many cases, union
avoidance and the minimisation of strikes and other forms of industrial
disruption were high on the profitsharing employers’ agenda (Church
1971).
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� It can be used as a retirement or superannuation plan and may carry tax
advantages for both the company and its employees, especially in the form
of deferred plans.

� Compared to other collective plans such as gainsharing, it is relatively
easy to set up and maintain. There is no need to work with historical
benchmarks or to have to place a money value on non-financial factors
like customer satisfaction or workplace safety records, as there is with, say,
multifactor gainshare and goalshare plans.

At the same time, however, profitsharing has a number of potential
drawbacks:

� The line of sight between individual performance and reward is likely to
be weak; that is, the ‘instrumentality’ nexus between effort and reward,
as prescribed by expectancy theory, is at best very weak. Why? Because
profitability is influenced by many variables that are beyond employees’
collective control. For instance, employees generally have little influence
over the accounting procedures used to calculate costs and profits, prod-
uct pricing strategies, and prevailing conditions in product and capital
markets. As such, employees may feel that they have little control over
reward outcomes. The perceived link between effort and reward is lost
and, hence, so is any positive motivational potential. This is why gain-
sharing may sometimes be a better alternative, since it seeks to reward
only those factors that are within employees’ control.

� Profitsharing may give rise to ‘free riding’ or ‘social loafing’, especially
where payments are allocated on an equal basis irrespective of individual
contribution. Free riding occurs when individuals receive the benefits of
group membership without contributing proportionally to the costs of
achieving these benefits. Similarly, social loafing describes the tendency
for individuals to exert less effort when their outputs are combined with
those of others (Gerhart & Rynes 2003: 178–9). Such problems, of course,
may arise with any type of collective STI.

� The larger the eligible workforce size, the weaker the likely line of sight
between effort and reward. This is sometimes referred to as the ‘1/N’
problem. The larger the workforce (i.e. the larger the denominator ‘N’),
the smaller or weaker the notional line of sight (i.e. the lower value of
the fraction), and vice versa. Thus, the greater the number of co-workers,
the less likely the individual will be to believe that their effort level will have
any impact on company performance and the less likely they will therefore
be to contribute further task effort. This may be doubly problematic, first,
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because, ceteris paribus, the potential for concealment of social loafing is
greater in larger work groups and, second, because the efforts of individual
contributors will have less marginal impact on group outcomes. The main
implication is that profitsharing (and indeed many other collective STI
plans) may be unsuitable for large business units or firms.

� A run of low profitability can cause significant reward dissatisfaction
and demotivation among employees and actually compound the firm’s
troubles.

� Profitsharing is a blunt instrument for rewarding collective perfor-
mance, particularly where eligibility is organisation-wide. Where it
is organisation-wide, by definition, profitsharing cannot differentiate
between operating units within the organisation in terms of differential
contribution to overall profit.

� Ideally, profitsharing requires ‘open-book’ management, with the organ-
isation having to share financial information with employees. This may
not suit organisations with a traditional labour management culture.

� Profitsharing may attract union opposition. Unions tend to be suspicious
of profitsharing, seeing it as a way for employers to substitute variable pay
for fixed base pay and to undermine worker support for unions (R. Long
1997). Profitsharing also makes it more difficult for unions to maintain
standard pay rates; that is, equal pay for the same jobs across different
organisations.

There is certainly some evidence that profitsharing can improve a firm’s
financial fortunes. Long’s research on profitsharing in Canada (R. Long
1997) indicates that more than 90 per cent of CEOs in profitsharing firms
believed that profitsharing had a positive effect on employee interest in the
company: on employee motivation, loyalty and job satisfaction. But how
much of an incentive effect does profitsharing have? A meta-analysis of more
than twenty econometric studies by Weitzman and Kruse (1990) indicated
that, on average, profitsharing improved productivity by 7.4 per cent, with
the median increase being 4.4 per cent. In a study covering 275 US firms,
Kruse (1993) found that firms with profitsharing had productivity growth
between 3.5 and 5.0 per cent higher than that in firms without profitsharing.
Further, Kruse found that the decline in employment during business down-
turns was lower in firms with profitsharing than in those without (2 per cent
as against 3.1 per cent). Profitsharing may also reduce the cost of supervision.

However, there is cause for caution here. Much of the available evi-
dence appears susceptible to sample bias in that observation is confined
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to successful plans simply because ineffective plans are less likely to survive.
Further, Kruse’s research (1993) indicates that profitsharing is not always
effective; more than 25 per cent of firms with profitsharing showed no pro-
ductivity increase at all. Kruse (1993) also found that productivity growth
was far higher in small firms than in larger firms, indicating that size is an
important mediating variable. Kim (1998) found that overall labour costs
were higher in profitsharing firms than in other companies. Moreover, even
where the evidence indicates that firms with profitsharing perform better
than those without it, it is still necessary to establish the actual nature of the
causal association involved. It may be that firms with profitsharing experi-
ence better results because they were better performers anyway and that this
was why they introduced profitsharing in the first place. Indeed, Kim (1998)
found that once the possibility of reverse causality is taken into account, any
positive incentive effect of profit levels is removed. Overall, then, sympa-
thetically disposed commentators tend to conclude that incentive effects
from profitsharing are generally weak, although Gerhart and Rynes (2003:
220) also note that well-administered plans also have high potential for
encouraging cooperation and commitment.

Gainsharing

Gainsharing is a form of collective performance-related pay in which man-
agement shares with all employees in a particular production plant or
business unit the financial gains associated with specific measures of
improvement in the results achieved by that work group as measured against
an historical benchmark of the group’s performance. Gainshare plans thus
have four defining features:

1 a focus on measurable results that are within employees’ collective control,
such as labour productivity, unit labour costs, reduced materials wastage
and the like

2 the specification of a historical baseline of financial performance against
which subsequent financial gains can be determined

3 the use of a predetermined formula for sharing the monetary gains
between the organisation and the participating employees

4 a formal system of employee participation in making suggestions and deci-
sions about ways to improve work group performance. In many (although
not all) cases, gainshare schemes are designed, implemented and admin-
istered by joint management–employee committees.
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Gainshare plans fall into two main categories:

1 Traditional, single-factor schemes. These emphasise ‘hard’ single-factor
performance measures like labour cost reduction or labour productivity
improvement. A key feature of these schemes is that they are self-funding.
The greater the gain, the greater the total payout pool; the smaller the
gain, the smaller the pool.

2 Multifactor schemes. These seek to combine a range of ‘hard’ perfor-
mance measures, such as sales value, productivity and materials wastage
rates, with the aim of striking a balance across relevant key result areas.
Sometimes multifactor schemes also incorporate non-financial results
measures, such as customer satisfaction, environmental compliance and
workplace accident rates, but, by definition, this means that the scheme
ceases to be fully self-funding.

The three most important of the traditional single factor, cost-saving
schemes are the Scanlon, Rucker and Improshare plans. All of these focus
on a single cost improvement measure, although each emphasises a different
cost measure.

The Scanlon Gainshare Plan, formulated in the USA in the late 1930s
by Joseph Scanlon, is sometimes described (incorrectly) as the ‘first’ such
plan. Although the concept was pioneered by Towne in the 1880s (Peach &
Wren 1992: 13; Schloss 1898), its more recent popularity owes much to the
marketing zeal of Scanlon and his supporters. An erstwhile boxer, accoun-
tant, steelworker and union official, Scanlon eventually become a professor
of management at the Massachusetts Institute of Technology. In 1938, while
serving as a local branch president of the then powerful United Steelwork-
ers’ Union, Scanlon devised a high-involvement, joint union–management
efficiency enhancement plan to rescue the steel mill where he worked from
the verge of bankruptcy (Hammer 1991; Lesieur 1958).

Under a Scanlon plan, productivity gains are measured in terms of shifts
in the ratio of overall labour costs to the value of total sales, set against a
carefully determined historical benchmark ratio. The lower the measured
ratio in relation to the benchmark, the greater the labour saving and, hence,
the greater the gain. Gains are calculated on a monthly basis and shared
between employees and the organisation on the basis of a predetermined
formula, typically in the ratio of 75 per cent to 25 per cent. Typically, all
employees get the same percentage payout on their base pay, and payments
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are made on a weekly, monthly or quarterly basis. In many Scanlon plans,
only 50 per cent of the gain is distributed automatically to employees. The
remaining 25 per cent is placed in an equalisation fund to reimburse the
company for any future ‘negative gains’, with any excess remaining in the
fund being distributed at the end of the year.

The Scanlon model also places a strong emphasis on cooperative relations
between management, workers and any unions that might be present and
on employee participation in productivity improvement. A joint labour–
management ‘productivity committee’ oversees the design, implementation
and maintenance of the scheme. Workers are also encouraged to submit
suggestions for improving productivity and reducing costs, which are vet-
ted by a special joint screening committee. This committee deliberates on
suggestions and implements those considered worthwhile. Scanlon schemes
generally involve an agreement that no existing employee will be retrenched
as a consequence of improvements made. Devised by a unionist, the
model is union-friendly and well suited to bargaining in a strong union
context.

Figure 18.1 provides a simple example of a Scanlon Plan formula. In this
example, the benchmark period ratio of labour costs to sales value is 20
per cent and the gainshare pool in the subsequent period is $400,000, of
which 75 per cent is distributed to the employees involved.

Another single-factor scheme, the Rucker Plan, is also based on a
labour:cost ratio, but rather than using total sales value as the key per-
formance variable, it measures ‘value added’. Value added equals the value
of total sales less the cost of purchased inputs, such as raw materials, equip-
ment and components made by outside suppliers. The rationale here is that
material and supply costs are independent variables over which employ-
ees have no control. Alan Rucker, the scheme’s US inventor, devised this
approach after observing that the ratio of labour costs to value added in the
US manufacturing sector had remained remarkably stable over a fifty-year
period, at about 40 per cent. So a labour cost:value added ratio of 40 per
cent seemed to be the natural and appropriate benchmark for measuring
real gains in labour productivity and costs. As with the Scanlon model, the
bonus pool is typically distributed on the basis of a predetermined formula.
The Rucker plan also places a heavy emphasis on the importance of employee
involvement (Hammer 1991; Welbourne & Gomez-Mejia 1995: 563).

Figure 18.2 provides an example of a Rucker plan. Note that the bench-
mark ratio of labour costs to value added is 40 per cent. In this case, a sixth
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Performance focus

Improvements in labour costs relative to value of sales

Principles

‘Open-book’ management: employees must understand the business

Employee involvement in decision-making (e.g. with suggestion schemes or joint
consultative committees)

Reward equity: recognising and rewarding employee contribution to improvement in
business performance

High competence and high trust.

Example

Benchmark period

Sales value normally

Labour costs normally

= $10m

= $2m (= 20% of sales value)

Subsequent period

Sales value

Labour costs

Standard labour costs

Gain

Distribution of gain 
(3:1 formula)

= $12m

= $2m (i.e. unchanged)

= $2.4m (i.e. 20% of sales value)

= $2.4m less $2m = $400,000

$300,000 to employees

$100,000 to firm

Figure 18.1 Scanlon Plan gainsharing
Source: adapted from Wilson & Bowey 1989: 358.

of the bonus pool is retained in an equalisation fund so that payouts can
continue to be made in those periods when the benchmark is not reached.

A third and still more recent single-factor scheme, the Improshare Plan,
was formulated in the 1970s by industrial engineer Mitchell Fein. Improshare
differs from Scanlon and Rucker schemes in two main ways: first, it is not
based on financial cost savings and, second, employee participation is not
a major feature of the system. To measure gain in group performance, it
focuses on sharing physical productivity gains measured in terms of labour
hours saved. Why? To circumvent the effects of price inflation, over which
employees have no control. It must be remembered that the decade in which
it was developed – the 1970s – was a decade of high price inflation, and rapid
price movements wreak havoc with gainshare formulae based on financial
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Performance focus

Improvements in payroll costs relative to ‘value added’ to materials used in the
production process.

Assumes payroll costs should = 40% of value added (US historical data)

Example

Benchmark period

Output or sales value normally

Cost of materials used

Thus, benchmark value added

Benchmark payroll cost

= $10m

= $5m (= 50% of sales value)

= $5m

= $2m (i.e. 40% of value added)

Subsequent period

Sales value

Cost of materials used

Added value

Benchmark payroll costs

Actual payroll costs

Thus, total bonus pool size for period

Distribution of gain

= $12m

= $6m

= $6m

= $2.4m (i.e. 40% of value added)

= $2.1m

= $2.4m less $2.1m = $300,000

$200,000 paid out in bonuses
$100,000 retained in equalisation fund

Figure 18.2 Rucker Plan gainsharing
Source: adapted from Wilson & Bowey 1989: 355.

cost measures (Fein 1999; Hammer 1991; Kaufman 1992; Welbourne &
Gomez-Mejia 1995: 563–4).

Under Improshare, work measurement techniques are used to establish
the standard number of hours it takes to manufacture a product. A bonus is
paid when workers produce the product in less than the standard time, with
gains again being shared according to a predetermined formula. Because it
focuses on time required to produce physical output, Improshare is really
suited only to manufacturing firms – the sort of firms for which it was
originally devised.

A simple Improshare model is illustrated in figure 18.3. In the benchmark
year, the workgroup takes 4 hours to produce each unit. In the subsequent
period, the workgroup produces 1300 units in 4080 hours, which represents
a productivity gain of 1120 hours compared to the benchmark period per-
formance. The gain is split 50/50 with the firm, which means that the total
bonus pool is 560 hours multiplied by the standard hourly rate of pay, and
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Performance focus

� Improvement in labour productivity (units produced per hour of labour time expended)

� Physical rather than dollar measure (hence factors out the effect of exogenous price 
movements or inflation)

Example

Productivity benchmark

• Over the previous year the workgroup has taken an average of 4 hours of labour time to 
produce each unit.

• i.e. 4 hours per unit

Subsequent gainshare period

• Workgroup produces 1,300 units in 4,080 hours

• Benchmark time for this output is 1,300 × 4.0 = 5,200 hours

• Productivity gain is therefore 1,120 hours

•

•

Gain split 50/50, so total bonus pool for workgroup = 560 hours × the standard
hourly rate of pay

Equal dollars bonus payment to each member of the workgroup.

Figure 18.3 Improshare Plan gainsharing

in this example equal dollar shares are distributed to each member of the
work group.

Traditional single-factor gainsharing plans like the Scanlon, Rucker and
Improshare plans are said to have a number of advantages, particularly
compared to the older practice of profitsharing:

� Like profitsharing, they are self-funding.
� They can be targeted to particular plants, departments or divisions, or

to discrete business units in the wider organisation. This compares with
profitsharing, which is generally organisation-wide.

� They can be applied in public sector and other non-profit organisations.
Again, this contrasts with profitsharing, which, by definition, can be
applied only in profit-making firms.

� They seek to reward only those results that are within the group’s control.
This too contrasts with profitsharing since a firm’s profitability will be
influenced by a range of variables that are largely beyond employees’
control, such as materials costs, rents, cost of capital, depreciation rates
and fluctuations in product demand and price.

� Being productivity-focused, they emphasise cost effectiveness, not just the
value or quantity of production.
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� They promote work group norms favourable to cost savings and pro-
ductivity improvement, make employees more accepting of technological
change, and harness employee expertise, knowledge and ideas on ways to
improve cost efficiency.

� Payouts are frequent and timely. Bonuses can be paid very soon after the
performance is delivered – perhaps quarterly, monthly, even fortnightly –
and can therefore be varied more closely with changes in group perfor-
mance. This too contrasts with profitsharing, in which bonus payments
are normally deferred until the end of the financial year.

� They may reduce supervision costs by instituting group self-monitoring,
with employees engaging in ‘mutual monitoring’ to minimise ‘social loaf-
ing’. In a study of forty-four large Canadian firms, Long (1994) found
that firms with gainsharing had 31 per cent fewer managers than those
without such plans.

� They may strengthen employee commitment and membership behaviour
and so reduce labour absenteeism and turnover. They may also encour-
age organisational citizenship behaviour by enlisting the support of all
employees to help improve performance, not just a select few top per-
formers.

� They can support a high-involvement culture through employee involve-
ment programs and devolution of decision-making. Formal employee
participation in plant decision-making is widely regarded as both an
essential feature and a key strength of productivity gainsharing (Arthur &
Kim 2005).

� They can support a high-trust culture by improving two-way commu-
nication between management and employees and increase employees’
understanding of the organisation.

� There is considerable evidence that such plans are compatible with a
unionised workforce and collective bargaining (Dalton 1998; Kim & Voos
1997; Ross & Ross 1999).

However, such plans also have a range of potential drawbacks. In
particular:

� They can be costly to establish and administer. Both managers and employ-
ees will have to devote considerable time to system design, implementation
and maintenance.

� They may encounter resistance from middle managers because employee
participation programs may be seen as posing a direct threat to the status
and jobs of middle managers (Collins 1996).
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� They may be unsuited to situations of continuous change. Each change in
technology, work organisation and product type will require recalibration
of productivity benchmarks.

� They may still encourage free riders and social loafing. Individual employ-
ees will still share in the benefits of collective performance improvement
no matter how little they themselves contribute.

� Given the focus on ‘hard’ measures of cost and productivity improve-
ment, traditional plans ignore non-financial or ‘soft’ aspects of group
performance.

Although single factor plans of the above type are relatively straightfor-
ward, they may well overlook other factors that may be critical to the work
group’s overall financial performance. For this reason, most gainshare plans
now typically incorporate multiple measures of group performance incor-
porating both ‘hard’ and ‘soft’ criteria. Most multifactor plans take losses
into account as well as gains. Losses on any one measure are deducted from
the bonus pool. One of the shortcomings of single-factor schemes is that they
overlook the possibility of an increase in labour productivity being achieved
by running up other costs, such as the costs of materials and equipment. For
instance, workers may seek to improve their output by replacing equipment
sooner than is economically necessary. Lawler (1990: 120) gives the example
of a sheet-glass and mirror firm that had a plan focused solely on labour
costs; in this case, on glass-cutting rates. Employees boosted their cutting
rates by replacing expensive diamond-tipped cutting disks long before they
were worn out. Labour productivity rose, but so did the cost of materials. So
the formula should factor in all controllable factors and have a multiple-cost
focus. For this reason, multifactor gainshare schemes frequently incorporate
cost factors other than direct labour costs, such as the cost of materials and
equipment used.

Multifactor schemes may also incorporate measurement of non-financial
results. For instance, a service organisation might factor in not only the con-
trollable cost of service delivery but also service delivery time and the level
of customer complaints. Other significant non-cost variables may include
product or service quality, workplace safety and accident rates, and envi-
ronmental compliance (Belcher 1995). Thus, a multifactor gainshare plan
for a building products company might include a range of financial criteria,
such as machine changeover time, machine run speed, plant downtime and
materials utilisation or wastage, as well as non-financial criteria such as site
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safety, hazardous waste and customer satisfaction, with separate historical
benchmarks set for each criterion. Generally, measures that are difficult or
impossible to quantify in financial terms, such as customer satisfaction or
workplace accident rates, are used as ‘modifiers’ to expand or reduce the size
of a bonus pool determined by means of traditional financial measures.

Although non-financial performance criteria are, by definition, not self-
funding, group performance on these criteria is measured in exactly the same
manner as for financial criteria; that is, by means of historical benchmarks.
For example, a work group may have had an average of five lost time injuries
per year over the past five years, and this could become the specified standard
for the subsequent year. If there is an improvement on this standard over
the ensuing year (say, only three lost time injuries occur), the self-funded
component of the gainshare bonus pool may be supplemented in line with a
specified formula; if performance on this criterion is substandard, the bonus
pool may be reduced proportionally, or perhaps withheld altogether for a
significant violation of the workplace safety standard. A firm might choose
to deduct an amount from a labour savings gain if these savings are also
accompanied by an increase in accident levels above a predetermined target.
In this case, the assumption is that labour cost improvements should not be
achieved by means of resorting to unsafe work practices.

Multifactor gainshare plans, then, have several advantages over single-
factor, cost-based plans. They incorporate performance variables that are
not directly cost-based but which may be critical elements of group per-
formance. They have greater scope for focusing on those factors that are
within employees’ control. They have wider application than productivity
and labour cost measures and, for this reason, are applicable to service sector
organisations as well as to manufacturing firms.

Although the multifactor approach provides greater flexibility and a non-
cost focus, it also has some disadvantages. The design is more complex and
requires careful identification and selection of performance criteria. The
design team will necessarily have to sift through a greater number of potential
performance measures, and that will mean additional administration costs.
The major disadvantage, however, is that the incorporation of non-financial
goals means that the scheme ceases to be self-funding. Where payout levels
are made conditional on the achievement of certain non-financial standards,
employees can easily come to see total payout levels as arbitrary and quite
possibly unfair, particularly if they believe that the standards themselves
are unrealistic. There is no objective way to ascribe a monetary value to
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non-cost variables. What dollar amount should be placed on an improve-
ment in customer satisfaction or accident levels?

The evidence that gainsharing does improve performance outcomes is
relatively solid. Schuster (1984) reports solid success in terms of productivity
improvement. Hatcher and Ross (1991) found that substituting gainshar-
ing for individual incentives produced a marked improvement in product
quality. Bullock and Lawler’s (1984) study of outcomes from thirty-three
gainshare plans found that 75 per cent of organisations reported positive
effects, including improvements in productivity and quality, reduced labour
costs, and improved labour–management cooperation and employee pay.
Two-thirds of the plans were rated as successful. But how successful? A study
of Improshare schemes found that the median productivity increase was
8 per cent in the first year, with cumulative gains of 17.5 per cent by the
end of the third year (Kaufman 1992). A further US study, conducted in
the early 1980s, found that firms that had operated gainshare plans for at
least five years achieved an average annual saving of 29 per cent in labour
costs (Mitchell, Lewin & Lawler 1990: 67). A longitudinal study of a new
gainsharing plan in a large US automobile components plant (Arthur & Jelf
1999) found that cost savings ran to $US15 million while absenteeism fell
by 20 per cent and grievances by 50 per cent.

These are impressive results, with Gerhard and Rynes (2003: 201, 211)
concluding that gainsharing has a ‘medium’ incentive effect and a ‘good’
impact on cooperative behaviour. Again, however, one problem with such
survey data is sample bias: most report outcomes only from surviving and
successful plans; cases of failure are not taken into consideration. As with
profitsharing, size and 1/N effects also appear to be important. Kaufman
(1992) found that a doubling of eligible workgroup size (from 200 to 400
employees) halved the productivity gain. Free riding is also no less an issue
here than it is in profitsharing, except that gainshare plans tend to cover
smaller work groups. As Gerhart and Rynes (2003: 201) caution, the incen-
tive effectiveness of such plans appears to be contingent on administrative
and contextual factors. In short, the devil appears to be in the detail.

Clearly, gainshare plans require careful attention to plan choice, design
and implementation. Here there are at least eight key considerations:

1 work group compatibility
2 performance criteria
3 performance benchmarks
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4 method of payment distribution
5 size of bonus payout
6 management attitudes
7 employee involvement
8 union attitudes.

Lawler (1990: 116) suggests that, because of the 1/N phenomenon, gain-
sharing works best in work units of less than 500 employees. In larger groups,
the perceived link between individual effort and group reward is likely to
be lost. The group must also have functional cohesion. For this reason,
organisations often have separate gainshare schemes for each operating unit,
division or department. Except in smaller firms, it is rare for a gainshare
scheme to be organisation-wide. It then becomes a question of which groups
within the organisation will be subject to a gainshare scheme. Moreover,
gainsharing is unlikely to be effective in an organisation where the work
culture is highly individualistic. Another key requirement is that changes in
technology and product base should be gradual rather than rapid; otherwise
historical benchmarks will soon become obsolete.

The performance criteria should be clear, controllable and comprehen-
sive. Except in the simplest of production processes, single-factor plans
should probably also be avoided. Plans that focus only on labour savings
may also lead to the neglect of quality and of other elements of overall costs.
By the same token, while seeking to cover as many key controllable variables
as possible, the formula should be as simple and transparent as possible, so
that employees understand and trust it. A typical multifactor gainshare plan
will probably focus on three to five key result areas. Further, the performance
criteria must be flexible so as to accurately reflect what is occurring in the
organisation and, in particular, must be adjusted in line with changes in the
organisation’s products, technology and activity mix.

The performance benchmarks should be accepted and agreed by the work
group, not arbitrarily imposed. Choosing an appropriate benchmark year is
crucial, since selecting one in which performance was unusually low or high
will result in bonuses being negligible or excessive. In setting the standard,
it is common for plans to use a moving average for the preceding three to
five years, although a constant raising of the performance standard may also
create motivational problems of its own.

Turning to bonus distribution, there are three main alternatives here. The
bonus could be distributed as an equal dollar amount to each member of
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the group; as an equal percentage of each employee’s base pay; or unequally
according to the assessed contribution of each individual. The choice will
depend on whether the organisation wishes to recognise and reward the
special contribution of individual employees and on how much emphasis it
wishes to give to individual as opposed to group performance. Either way,
the payment mode will have to be managed and communicated carefully to
avoid employee misunderstanding and dissatisfaction. Equal dollar amounts
may demotivate top individual performers, while unequal payouts may be
seen to favour individualists and to unfairly disadvantage team players. A
preferable approach may be to distribute an equal dollar amount to each
group member and to use other methods to recognise and reward individual
excellence. Even then, however, individual factors will still have to be taken
into account. In particular, payouts to individuals will need to be adjusted
for the amount of time actually worked by each employee. Casual and part-
time employees would not normally receive the same amount as full-timers,
while those who only worked for part of the bonus period would also have
their bonus reduced accordingly.

The organisation has to decide the target contribution of gainshare bonus
payments to employees’ total pay. Should bonuses be capped to control the
total payout? Some plans impose a maximum percentage cap per individual,
such as 25 per cent of total pay; others impose a limit on the size of the overall
bonus pool. What happens if performance falls below the benchmark and
no bonus is paid? Even though such payments are ‘at risk’, zero bonuses
may demotivate. As with profitsharing, one way around this problem is
to establish a buffer in the form of an equalisation fund that withholds a
portion of the employees’ share in good times to cover times when there is no
gain or a loss. Some schemes withhold as much as 25 per cent of employees’
share for this purpose.

Gainsharing is unlikely to work unless it has the full support of senior
management. Senior management must be prepared to devolve some
decision-making responsibility to workers. Middle managers must also be
prepared to accept more participative decision-making. If they are unwill-
ing to do so, the plan can easily falter. One reason why middle managers,
in particular, may resist gainsharing is their fear that it will see them lose
status and, quite possibly, their jobs. Collins’ (1996) research on the collapse
of a Scanlon-style scheme in a large US packaging firm provides a graphic
illustration of what can go amiss when line managers themselves seek to
undermine a gainshare plan. Collins’ study demonstrates the dangers of
seeking to impose such a plan as a means of transforming a hierarchical
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and adversarial work culture from above. The plan itself became a new
battlefield for old rivalries and differences.

Gainsharing is unlikely to succeed without the opportunity for employee
involvement in system design, implementation and maintenance. This was
Scanlon’s main point. Participation should go well beyond suggestion box
schemes and should incorporate genuinely inclusive practices, such as per-
manent joint consultative committees. Managers and supervisors must
support high involvement. This requires participative planning and joint
management. A supportive, high-trust management style would seem to
be essential. The bonus by itself is unlikely to motivate for very long. The
research evidence (Arthur & Kim 2005) suggests that it is the participa-
tive element, rather than the group incentive per se, that delivers the most
substantial and lasting outcomes.

Finally, gainsharing is less likely to succeed if on-site unions are not sup-
portive. Unions are likely to regard gainsharing rather more favourably than
most other modes of performance pay. This is because gainsharing rests on
agreed, open and non-subjective performance measurement and reward
distribution criteria, with union members being able to actively participate
in the formulation of the share strategy. Unions have traditionally resisted
alternative forms of performance pay, such as merit pay and profitsharing,
because of their predisposition to subjectivity and management manipu-
lation. A further reason why unions may be favourably disposed towards
gainsharing is that, as a group incentive, it does not pit employees against
each other. Remember, the architect of the Scanlon Plan was himself a one-
time union official.

Goalsharing

Goalsharing is the collective equivalent of individual goal-based bonuses
(discussed in chapter 17) and, like the latter, it draws on the technique of
goal-setting. While goalsharing also resembles gainsharing, it has two major
differences. First, goalsharing is future-oriented, whereas gainsharing uses
historical performance benchmarks. Second, with goalsharing the bonus
pool is not self-funding. Rather than creating a pool based on dollar value
improvements above a performance baseline, goalsharing allocates a pre-
determined amount geared to the achievement of specific goals. A series of
goals or performance indicators are established for the work group and a
fixed, predetermined amount is paid to the group for each goal achieved
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or exceeded. Another point of difference with gainsharing is that employee
participation is not always a feature of goalshare plans, although it can be.

Goalsharing, then, is a collective incentive plan whereby group perfor-
mance is measured and rewarded in terms of goal achievement over short
time frames, typically monthly, quarterly or annually. For example, a firm
might set annual goals for productivity, quality and customer satisfaction,
with achievement of each goal leading to payment of a $500 bonus to each
workgroup member. Such an approach is both simple and flexible, and
includes the ability to add group goals for any relevant result area. Since the
focus is on future rather than past performance, and since forward targets
can be adjusted much more readily than historical benchmarks, goalsharing
is better adapted to situations of technological and product change than is
traditional productivity gainsharing.

As with goal-based individual bonuses, payments can be flat-rate or
geared. In some goalshare schemes, the bonus is on a sliding scale, with
performance falling just short of the goal receiving a discounted bonus, and
performance in excess of the goal attracting a premium bonus. Again, the
logic of a sliding-scale payout is that employees will not go unrewarded for
falling just short of a challenging goal.

While goalsharing is generally not fully self-funding, some plans do have
a formula for determining bonus pool size. Typically, the pool size is deter-
mined by an accounting measure of group or unit performance such as net
operating profit. As such, it is not unusual for goalshare plans to resem-
ble profitsharing. The difference is that payout from the pool is linked to
specific, controllable group performance goals.

As with gainsharing, the mode of bonus distribution is another design
issue of considerable importance. Bonuses may be distributed either on
an equal dollar basis or unequally. Again, the organisation must deter-
mine whether it wishes to emphasise group accomplishment or individual
contribution.

Figure 18.4 provides an example of a multifactor goalsharing plan for
a business unit. In this case, there are two financial criteria (controllable
expenses and net revenue) and three non-financial criteria (on-time delivery,
customer satisfaction and product quality), with different weightings being
attached to each of the five criteria. Achievement of each goal attracts a raw
points score of 100, which is then multiplied by the percentage weighting
for the relevant criterion to give the weighted points score. In this example,
the work group meets the goals for net revenue and product quality, which
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translate into weighted scores of 20 and 10 points respectively (i.e. 100 ×
0.2 and 100 × 0.1). The goals for expenses and delivery time are exceeded,
translating to 36 and 33 points respectively (i.e. 120 × 0.3 and 110 × 0.3),
which falls just short of the customer satisfaction goal, resulting in a score of
9 points (i.e. 90×0.1). The total weighted score for the five goals, then, is 108,
for which the bonus scale prescribes a bonus payment to each member of
the group equivalent to 5 per cent of their current level of base pay. Note that
the bonus payments are progressively scaled, but also capped at the upper
end. No bonus is payable where the weighted points score sums to less than
70, and the maximum payment (for total scores of 130 or more) is 12 per
cent. Note, too, how the combination of strategically aligned goal-setting
and multiple results-based criteria is well suited to the balanced score-card
approach to performance management explored in detail in chapter 5.

Although goalsharing can be organisation-wide, in organisations that are
internally diverse, construct and content validity requires that distinct sets
of goals are set for each division or business unit. In such cases, applying a
single set of performance goals to the whole organisation takes inadequate
account of operational differences between the various divisions, depart-
ments and business units within the organisation. For this reason, it is not
unusual for large organisations to have multiple goalsharing plans in place.
For instance, in the mid-1990s, the US glass and ceramics manufacturer
Corning Technologies had almost sixty separate unit-specific goalsharing
plans in operation, having first experimented with the approach in 1988.
Altmansberger and Wallace (1995) report that the Corning plans were highly
successful, showing a strong correlation between payout level and perfor-
mance achievement on business unit goals. On average, the plans delivered
a return on investment of almost 500 per cent, a return that compares par-
ticularly favourably with reported outcomes under gainsharing.

Goalsharing, then, has some important advantages over traditional
gainsharing:

� It is future-focused rather than retrospective.
� It is generally simpler to develop, offers more flexibility, has wider appli-

cation and can better accommodate changes in technology and product
or service type.

� It has more potential to be strategically aligned because it can be focused
on specific business unit goals.

� It can be targeted at smaller work groups within business units, unlike
gainshare plans, which typically cover whole business units.
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Still, goalsharing is not problem-free:

� It is not self-funding, so the size of the bonus pool has to be determined
by other means.

� There is no automatic or objective basis for determining a payment level
for meeting each goal, and employees can easily come to feel that bonus
levels are inadequate and inequitable.

� Goal-setting itself can be seen as arbitrary. Goalsharing can easily lose
credibility in the eyes of employees if they perceive that the goals are set
at unrealistically high levels. Some groups may feel that their goals are
unfairly demanding compared to those of other groups.

� Goals can be changed too easily, and too many changes may undermine
the plan’s credibility.

� Goal fixation may cause employees to focus on rewarded goals only, to
the detriment of other performance dimensions. The challenge is to select
goals that capture all key aspects of group performance.

� Social loafing is still a possibility.
� Simple flat-rate plans may discourage groups who fall just short of goal

achievement while providing no incentive to exceed the goal.

Team incentives

Thus far, we have considered collective incentive plans that cover medium
to large-scale work groups. With team incentives, however, the emphasis is
on recognition and reward for small work groups of perhaps just five to ten
members. In fact, team incentives tend to be small group adaptations of mul-
tifactor business unit gainsharing or goalsharing. Team incentives emerged –
or, more accurately, re-emerged – in the 1990s as the reward corollary of
teamworking. As noted in chapter 4, teamworking is commonly taken to
be one of the defining features of high-involvement/high-performance best
practice models. Although work teams have been a prominent feature of
work organisations for many decades, it was only in the mid-1990s that
organisations began systematically to link team performance directly to
short-term incentive payments.

It is also important to recognise, however, that teams themselves take a
number of quite different forms and that the form of any incentive plan used
should match or ‘fit’ the nature of the team(s) involved. We shall return to the
issue of matching incentive techniques to team type shortly. First, however,
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we need to consider the main types of team and the structural characteristics
that determine team type.

Adapting insights offered by Lawler (2000: 193–7), Montemayor (1994;
Balkin & Montemayor 2000) and Zingheim and Schuster (2000a: 203–25),
we suggest that there are five main dimensions to team structure:

1 the degree of team autonomy (from closely supervised to fully self-
managing)

2 the nature of the work flow between teams (from production line inter-
dependence to wholly independent)

3 the degree of functional diversity within the team (from homogeneous or
multiskilled to highly diverse)

4 the degree of time commitment required (full time or part time)
5 the time frame of team existence (permanent or short term).

Although these structural variables suggest a multiplicity of team types,
on the basis of the above dimensions, it is possible to identify three main
team types: (1) process teams, (2) parallel teams and (3) project teams.

Process teams are permanent entities involving membership on a full-
time basis. Teams of this type tend to be found in manufacturing and service
provision processes, where they constitute key elements of organisational
production or service delevery. In most cases such teams will involve mul-
tiskilling, with each team member crosstrained to be able to undertake all
of the work done by the team. Examples here include permanent teams in
engine assembly plants, claims processing teams in insurance firms and cus-
tomer inquiry teams in call centres. In such teams, workers perform various
tasks in a predetermined sequence and a semi-integrated way. Because there
is substantial task interdependence, team performance will be a function of
the lowest individual performance in the team. Such teams are also likely to
have a high level of interdependence with other teams involved in performing
related tasks in the same process line. Although such teams may be accorded
a degree of autonomy (‘semi-autonomous’ teams with designated ‘team
leaders’), especially where a high-involvement culture prevails, the norm
for such teams, particularly in the presence of a traditional management
style, will be close external supervision by line managers, with team per-
formance perhaps also being controlled by automated production line
technology and/or electronic monitoring. For these reasons, whether or
not it is appropriate to attribute results to any particular team and, hence, to
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distinguish between work teams for reward purposes will depend primarily
on the nature of the work flow and the degree of external supervision and
control.

Parallel teams are part time in nature, with members spending only a
portion of their work time in a team context, with the remainder being spent
in their standard job or role assignment; that is, teamworking parallels rather
than replaces the employee’s ‘normal’ work assignment. Such teams may be
crossfunctional, although they may also involve employees from a single
occupation or role. Depending on the brief, they may also be either short
term or semi-permanent. In general, parallel teams have low to moderate
autonomy. Examples here include teams that meet periodically to consider
ways of improving product quality or workplace safety. Another would be
a team of employees and managers drawn together on a part-time basis to
provide input to a new job evaluation process.

Project teams exist to complete a specific finite work task, require mem-
bers to relate to each other frequently and may involve some interaction
with other teams. However, interactions between project team members
and teams cannot be defined in advance. Project teams are also likely to
be crossfunctional in nature and have diverse knowledge, skill and ability
requirements, which means that team performance is critically dependent
on member cooperation. Project teams also have a high degree of auton-
omy. While membership will be on a full-time basis, the team’s existence may
range from short term to virtually permanent, depending on the nature and
recurrence of the project work. For instance, a policy development team may
exist to fulfil just one project brief or a series of briefs over several years. In
such cases, the key performance criterion will be fulfilling the project brief in
a timely and proficient manner. On the other hand, some project teams will
have a near-permanent existence. Examples include crossfunctional surgical
teams, in which radiologist, anaesthetist, surgeon, theatre nurses and other
team members undertake theatre procedures on a recurrent basis, and client
case management teams in welfare agencies, in which psychologists, social
workers, financial advisers, legal officers and other professional specialists
address the needs of a succession of clients on a more or less permanent
basis. Here, too, timeliness and proficiency will be the key – although cer-
tainly not the only – team performance criteria. Whatever the time frame
involved, however, most project teams will operate with a substantial degree
of independence from other work units and, hence, it is generally appro-
priate to attribute results to the team and, as such, to recognise and reward
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performance on a team-by-team and project-by-project basis. Crossfunc-
tional project teams are a defining characteristic of organic organisational
structures (see chapter 4).

Bearing these points in mind, let us now turn to consider the key issues
in the design and implementation of team incentive plans. Here we shall
concentrate on four key design questions:

1 Why choose team incentives at all?
2 How should the performance of particular team types be measured?
3 What are the main options for distributing rewards to team members?
4 What incentive approach is best suited to each type of team?

The choice of team incentives rather than another collective incentive
plan, such as business unit gainsharing or goalsharing, will depend primarily
on how self-managing and autonomous the work teams are in relation to
the rest of the organisation. If teams are largely self-managing, there is little
interdependence between teams and the emphasis is on cooperation within
individual teams, then team incentives may well be appropriate since each
team will exercise considerable control over what it does and what it achieves.
This would certainly be true of most project teams. Conversely, where teams
are highly interdependent and the emphasis is on cooperation between teams
to achieve divisional, departmental or organisational goals, as is typically
the case with process teams, then a gainshare or goalshare plan pitched at
capturing and rewarding the performance of the larger group may be more
appropriate. In short, the greater the degree of inter-team dependence, the
wider the coverage of the group performance scheme should be.

How should team performance be measured? Performance criteria and
measures should obviously be aligned with organisational objectives and
within employees’ collective control. Many exponents of team pay recom-
mend goal-setting rather than historical benchmarking as the best way
of measuring team performance, mainly because goal-setting is forward-
focused rather than retrospective and easier to communicate and adjust
than historical formulae.

As to performance criteria, there are two main alternatives: single-
factor and multifactor schemes. As with traditional gainshare schemes,
single-factor models focus on a ‘hard’ criterion like labour productivity
or labour cost savings. As we have seen with gainsharing, the disadvantage
of a single measure is that it encourages the team to focus on only one vari-
able. However, this might be quite appropriate for purpose-designed teams
like project teams. In such cases, it is common to use a sliding-scale bonus
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to reward the degree of goal attainment. Once the appropriate result areas
and performance indicators are identified, performance targets should be
set for determining incentive levels. As in goalsharing, the objective is to
set performance levels that are challenging yet achievable. An alternative
approach, particularly relevant in service sector firms, is micro-scale multi-
factor goalsharing plans that combine financial goals with those relating to
non-financial criteria, such as customer satisfaction.

The main options for distributing rewards to team members are as
follows:

� team bonuses paid as an equal dollar payment to each team member
� team bonuses paid as a percentage of individual base pay
� individual merit bonuses based on performance appraisal (typically

involving peer and 360 degree appraisal)
� team non-cash recognition awards.

Each approach sends distinctive signals as to the relative importance of
group and individual performance. In the USA, it is not uncommon for team
incentive plans to vary payments between individual team members. One
circumspect way to recognise individual contribution is to pay team bonuses
as a percentage of individual base pay. Exponents of individual merit pay,
such as Heneman and Von Hipple (1995), argue for a more explicit recogni-
tion of individual contribution. To overcome the possibility of free riding,
Heneman recommends the use of merit pay linked to multirater assess-
ment of individual performance consistent with team values and goals. If
individual incentives are to be used, however, the challenge is to develop an
individual pay system that does not erode team cohesion by creating compe-
tition for individual rewards among team members. Non-cash recognition
is also an increasingly popular means of recognising both team perfor-
mance and that of individual team members (McAdams 2000). Ultimately,
however, the choice of distribution method should depend primarily on the
architecture of the teams involved.

What collective incentive approach may be best suited to each of our three
main team types? The chief recommendations, adapted from those made
by Lawler (1996; 2000: 202–18; Lawler & Cohen 1992), are summarised in
table 18.1.

If there is a high degree of interdependence between process teams, it
may well be inappropriate to seek to reward team-level performance at all.
In such cases, a more suitable performance cohort for collective reward pur-
poses would be the plant, business unit or division. This means that business
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Table 18.1 Matching collective incentives to team type

Process
teams

Parallel
teams Project teams

Incentive plan type
– Business unit profitsharing Yes Yes No
– Plant-level gainsharing Yes Yes No
– Team multifactor gainsharing No No Yes (for long-term

teams)
– Team multifactor goalsharing No Yes Yes

Reward distribution mode
– Equal dollar bonus Yes Yes Yes
– Equal non-cash recognition Yes Yes Yes
– Bonus as percentage of base

pay
Yes No No

– Individual merit pay Yes No No
– Individual non-cash

recognition
Yes No No

Source: adapted from Lawler (1996; 2000: 202–18; Lawler & Cohen 1992).

unit profitsharing or plant-level gainsharing or goalsharing may be a better
choice, perhaps supplemented by team-specific non-cash recognition. Yet
it would still be appropriate to recognise the capacity of individual team
members via skill or competency pay, particularly where knowledge, skill
and ability requirements are the same throughout the team, as well as indi-
vidual performance within the team, either by means of bonuses paid as a
percentage of base pay, via individual merit pay, or using individual non-cash
recognition.

Notwithstanding their part-time nature, team-level goalsharing could
also be applied to parallel teams, although it may be less costly adminis-
tratively to apply collective incentives at plant or business unit level, with
non-cash recognition being used to acknowledge the team’s particular con-
tribution within the larger work group. Given that the time frame of paral-
lel teams is typically short term, gainsharing would not be an appropriate
option. As with project teams, the need for a high degree of cooperation
between members of parallel teams means that it would be advisable to
adopt an egalitarian approach to performance recognition and reward for
members of these teams.

A suitable choice for short-term project teams would be team-level
goalsharing, since goal-setting is not reliant on historical or long-term
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performance data and is ideally suited to project work, with bonuses being
paid for project completion or the achievement of specific goals. Team gain-
sharing may also be relevant, although only to project teams of a more
permanent nature where it is possible to establish part-performance bench-
marks. Project teams, however, will require an egalitarian approach that
rewards collaborative teamworking rather than individualism. In essence,
bonuses should be distributed in equal amounts to all members. The same
applies to non-cash recognition. If bonuses are to be distributed on the basis
of individual merit, then the accompanying performance appraisal system
should include behavioural criteria that acknowledge the importance of
teamwork, such as collaboration, coordination, mentoring and communi-
cation with other team members.

In sum, team incentive plans offer a number of general advantages over
other performance-related reward practices:

� They have a micro-focus, targeting the performance of small work groups,
and as such have greater potential to overcome the ‘line of sight’ problem
so common in large group plans.

� Since they can be tailored differently for each team, they allow
performance-related rewards to be configured more finely to particular
forms of group work.

� They can improve team performance by encouraging cooperative
behaviour, clarifying team goals and rewarding goal achievement.

� They can help to align organisational and team objectives (in line, say,
with the tenets of the balanced score-card).

� Peer monitoring is likely to be more intensive with small-group incentives,
which may help to reduce or eliminate free riding by intensifying the level
of peer pressure brought to bear on perceived under-performers.

These general strengths notwithstanding, team incentives also share some
of the possible pitfalls of large-group incentive plans, as well as having several
drawbacks of their own. In particular:

� They may have a perverse effect on team member ‘sorting’ and team per-
formance. Extrinsically motivated workers will seek to join those teams
receiving the highest rewards, while none will want to belong to those
teams receiving the lowest rewards. Thus, as was the case at Hewlett-
Packard’s San Diego site in the 1990s, employees may be unwilling to move
between teams, making it even more difficult to address team underper-
formance (Beer & Cannon 2004: 8).
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� Employees may feel that team incentives undervalue individual contri-
bution and may become demotivated and leave. This may be a major
problem where team bonuses are paid in equal dollar amounts rather
than as a percentage of individual base pay.

� Team incentives can give rise to conflict over peer surveillance and peer
pressure to perform. A study of teams and group incentives in US manufac-
turing firms (Cooke 1994) found that far from reinforcing teamworking,
the application of group incentives caused excessive mutual monitoring
by employees and an increase in conflict rather than cooperation.

� Team performance criteria can easily fall out of alignment with the
goals of the business unit and organisation, leading to suboptimal
performance.

� Team incentives cannot, by themselves, deliver effective teamworking. As
the failed Hewlett-Packard experiment with collective incentives indicates
(see Introduction), where a culture of teamworking is not well developed,
the imposition of team incentives as a culture change strategy may have
profoundly dysfunctional consequences (Beer & Cannon 2004). Again,
performance-related pay can be used to reinforce organisational change
but not to initiate or drive it.

‘Best fit’ with short-term collective
incentives

Clearly, some collective incentive plans will be better suited to some work
situations than to others. As we have seen, profitsharing is likely to be a better
fit for small- to medium-sized establishments than for large organisations.
Many proponents of the best practice approach also suggest that profitshar-
ing is well suited to organisations with a high-involvement management
style, with a high level of cooperation and interdependence throughout
operating units, between managers and employees and between employ-
ees themselves. Remember, high-involvement firms place a high premium
on organisational citizenship behaviour of the sort that profitsharing is
designed to foster. Such firms will also be willing to provide employees with
extensive communication and information about both the plan itself and
company finances. By the same token, profitsharing may also have a role
to play in organisations managed along more traditional lines and with a
cost defender strategic focus. Indeed, this is where profitsharing first took
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hold, primarily as a means of dampening industrial conflict. Of course, in
such firms profitsharing will not be accompanied by employee involvement
programs or ‘open book’ management, so that much of its motivational
potential may therefore be lost, but then again the primary objectives for
such firms in pursuing profitsharing are likely to be cultural and industrial
rather than economic. In such firms, the application of profitsharing for
economic purposes is likely to be confined to salaried executives and other
senior managers.

The conventional wisdom is that gainsharing also functions most effec-
tively in small- to medium-sized entities. Equally, gainsharing will suit some
management strategies more than others. Although it would be incompat-
ible with a traditional low-trust management style, it is well suited to a
high-involvement style, since it encourages participation, two-way commu-
nication, teamwork and cooperation. Equally, its emphasis on continuous
improvement means that it is well suited to firms with quality enhancement
and analyser strategies. However, since it assumes a given product base and
mode of technology, gainsharing would generally be a poor fit for firms with
a prospector business strategy.

Conversely, goalsharing is well suited to high-involvement prospector
firms and business units. Multifactor goalsharing allows greater scope
to factor in key success factors such as quality enhancement and cus-
tomer satisfaction, while high-involvement prospectors may also look
to multifactor plans to furnish the flexibility needed to accommodate
ongoing changes in technology and product or service type. Goalshar-
ing’s future-oriented vision also holds particular attractions for prospector
organisations. Its capacity to incorporate non-financial criteria also means
that it is well suited to use in public sector organisations.

Team incentives are well suited to organisations characterised by task
interdependence, crossfunctionality, project work and participative man-
agement. This means that it is appropriate for both high-involvement anal-
ysers and prospectors, especially the latter, which are typically structured
on organic lines, with networks of autonomous project teams. It may also
be the case that team incentives will be less effective in a unionised setting.
One reason for this may be that unionised employees are more reluctant to
engage in peer monitoring and surveillance than non-unionists. Another
reason may be that unionised organisations tend to be managed along tra-
ditional lines, leaving little scope for the potential benefits of employee
participation.
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Chapter summary

We began by outlining the rationale behind collective STI plans, noting in
particular their potential to strengthen organisational commitment and citi-
zenship behaviour. We then progressed to more focused discussion of each of
the four main plan types: profitsharing, gainsharing, goalsharing and team
incentives, noting the advantages and disadvantages of each. Profitsharing,
the oldest of these plans, has the advantage of linking total payroll costs to the
firm’s capacity to pay, but the larger the workforce and the more volatile the
firm’s operating context, the weaker the line of sight between individual con-
tribution and reward. Since gainsharing, goalsharing and team incentives
focus on measuring and rewarding those results that are within the control
of the work group, the line of sight does tend to be stronger with such plans.
However, like profitsharing, these plans are also prone to the problems of
free riding and social loafing and, in the absence of adequate recognition
for individual performance, may demotivate those who have contributed
most to collective outcomes. Overall, such plans appear to be most effective
in small to medium-sized work units. Profitsharing may be adaptable to
both traditionally managed and high-involvement organisations; gainshar-
ing appears best suited to quality defender and analyser organisations, and
goalsharing would be most effective in a prospector firm, while team incen-
tives would be relevant to all high-involvement organisations, although, as
we have argued, the details of the incentive plan would need to be tailored
to the type of team involved.

Discussion questions

1 What do firms hope to achieve by introducing profitsharing? How likely
are they to get what they are after?

2 Is profitsharing better suited to traditional mechanistic firms or to those
with high-involvement cultures?

3 Why might an organisation choose goalsharing over gainsharing and
profitsharing?

4 Why and how should the incentives applied to project teams differ from
those applied to process teams?

5 ‘Collective STIs do not distinguish adequately between “performers”
and “passengers”.’ Discuss.



Chapter Nineteen

COLLECTIVE LONG-TERM
INCENTIVES

In this chapter, we examine collective long-term incentives in the form of
broadly based employee share plans. Employees may acquire equity in their
company by two distinct means: either by being granted shares in lieu of a
cash bonus, or by purchasing the shares over time using their own funds or
funds provided by the company itself. Although there has been considerable
innovation in equity plans for salaried executives in recent years (discussed
further in chapter 20), plans for other employees generally fall into one
of three main plan types: (1) share grants, (2) share purchase plans and
(3) share option plans.

We begin with an overview of the general nature and extent of employee
share ownership in developed countries. Next we consider the potential and
possible pitfalls of equity-based rewards in general and major theoretical
perspectives on how share plans might influence employee attitudes and
behaviour. We then turn our attention to the nature and incidence of each
of the three main share plan types, as well as considering the strengths and
weaknesses of each. Finally, we consider the best fit options for employee
share plans.

Overview of employee share ownership

An employee share plan is any type of plan that allows some or all employees
to acquire shares in the organisation that employs them. Such plans have

447
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a number of key features in common. First, rewards accrue in the form
of share dividends and share price appreciation rather than in the form of
a direct cash payment. Second, because share plans measure and reward
organisational performance over longer time frames, they are appropriately
categorised as long-term incentive (LTI) plans. The reward time frame may
be as long as five or ten years, depending on the period of time the employee
holds shares or has the option of acquiring shares. Third, by their very
nature, share plans are applicable only to share issuing (‘public’) companies,
particularly firms that are listed on a public stock exchange. As such, share
plans cannot generally be applied to public sector organisations or to private
sector firms that are not incorporated, such as partnerships. Some unlisted
private companies operate plans that emulate the effects of employee share
plans, but these plans (commonly referred to as ‘replicator’ or ‘phantom’
plans) are generally complex and remain relatively uncommon, except at
senior management level. Fourth, the shares issued are typically only those
of the employing firm. In other words, the equity involved is limited to that
of one company rather than comprising a diversified share portfolio of the
type typical of, say, superannuation or managed trust funds.

Such plans have been a common feature of remuneration practice for both
managerial and non-managerial employees in many Western countries since
the 1970s. In part, the rising level of employee share ownership reflects an
underlying increase in share ownership in the overall population. In 2004,
44 per cent of adult Australians owned shares directly, compared to just 20
per cent in 1997. Australia now has a level of share ownership comparable to
that in the USA and Canada, where around half the population holds shares,
and substantially above that in the UK and other European Union countries,
where the rate of ownership is generally 20 to 30 per cent (Australian Stock
Exchange 2005).

However, the use of employee share plans per se also varies considerably
from country to country, due mainly to differences in concessional taxation
arrangements and other legislative provisions. In the UK, approximately 7
per cent of employees are share plan participants, in France the figure is 23 per
cent, and in the USA 10 per cent, although some estimates (Gerhart & Rynes
2003: 206) put the level of US private sector employee ownership at around
a third of the workforce. In the USA, in particular, favourable tax treatment
makes share plans attractive to both employees and employers. By contrast,
in Australia, where concessional tax provisions are extremely modest, the
comparable figure is just under 6 per cent (Lenne, Mitchell & Ramsay 2005;



Col lect ive long- term incent ives 449

TNS Social Research 2005). There is also a marked sectoral unevenness in
plan incidence in Australia, with share plan participation being far higher
in communication services (30 per cent), finance and insurance industries
(29 per cent) and mining (15 per cent) than in other industries (House of
Representatives Standing Committee 2000: 23; Lenne, Mitchell & Ramsay
2005; TNS Social Research 2005). Despite these inter-country and inter-
industry differences, however, overall it is clear that share plans are assuming
greater importance in reward practices throughout the Western world.

The potential of equity-based rewards

From an organisational perspective, employee share plans have a number
of general advantages. In particular, they can encourage an ‘ownership’
mentality, greater employee interest in a company’s success, closer integra-
tion of individual and company goals and better organisational citizenship
behaviour. Share plans may encourage long-term commitment and mem-
bership behaviour, especially where disposal of the shares is subject to a time
restriction. They may also create pressure ‘from below’ for improved man-
agement practice and greater employee involvement in decision-making.

Similarly, for employees themselves, share plans offer a number of ben-
efits: long-term financial gains through dividend earnings and share price
appreciation; a secure means of retirement saving; tax advantages arising
from income deferral and lower tax on capital gains than on direct income;
greater job security resulting from high organisational success; and greater
involvement in, and influence over, company affairs.

Employee share plans have been shown to have a positive influence on
organisational results, with estimates of labour productivity improvement
ranging from 1.5 to 26 per cent. One 1980s study estimated that firms with
share plans were 1.5 times as profitable as firms without such plans (Aitken &
Wood 1989: 161). Rosen and Quarrey (1997) reported that firms introduc-
ing broadly based share plans experienced stronger sales and employment
growth than comparable firms without such plans. However, as with other
incentive plans – and in line with the ‘best fit’ model assumptions and predic-
tions – performance outcomes from share ownership appear to be contin-
gent rather than assured. One of the most extensive studies, by Blasi, Conte
and Kruse (1996), compared 562 US firms with employee share plans with
4716 non-share-plan firms. In the share plan firms, the median proportion
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of company equity held by employees was 10 per cent and the mean 13.2 per
cent. The study found that the use of share plans per se had no main effect on
performance (measured in terms of profitability and price:earnings ratio).
Rather, the link between plan use and performance depended primarily on
firm size. In line with the 1/N and free rider phenomena (see chapter 18),
performance returns diminished as firm size increased.

How, then, can and does the ownership (or prospective ownership) of
company equity affect employee attitudes, behaviour and results? As we
have seen in chapter 3, there are a range of theoretical perspectives on the
association between monetary rewards and employee task motivation. With
equity-based rewards, too, there are a range of explanatory models on
offer, including those by Klein (1987), Long (1978) and Pierce, Rubenfeld
and Morgan (1991). All draw more or less directly on process theories of
motivation, but particularly on expectancy theory and equity theory (see
chapters 2 and 3).

Klein (1987) identifies three distinct psychological effects of employee
equity ownership: (1) extrinsic reward/satisfaction, (2) instrumental
reward/satisfaction and (3) intrinsic reward/satisfaction. The extrinsic
reward/satisfaction dimension suggests that behavioural outcomes will
depend on how financially rewarding employees perceive share ownership
to be. The critical variables here would be the size of the company contri-
bution to employee share holding, the returns on shares held in terms of
dividend levels and capital gains and the reward valence that each employee
ascribes to these returns.

The instrumental reward/satisfaction dimension highlights the
behaviour-shaping role of employee participation in organisational
decision-making. The more the plan empowers employee-owners to make
decisions, the more positive their behavioural responses are likely to be.
The key variables here would be employee voting rights, the proportion of
company equity in employee hands, management’s employee involvement
philosophy, openness and communication.

The intrinsic reward/satisfaction dimension points to the role of own-
ership per se in eliciting positive behavioural responses; that is, the direct
effects of ‘pride of ownership’. Owning shares in the employing organisation
may create a perception of common interest among employees and fos-
ter stronger employee ‘engagement’; that is, greater affective commitment,
membership behaviour and organisational citizenship behaviour, as well
as higher task motivation. In particular, ownership may lead to reduced
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absenteeism, lower labour turnover and fewer industrial disputes. What
this dimension is really highlighting is the ‘psychology of ownership’.

On the basis of a study of the attitudes of employees in thirty-seven
different share ownership plans, Klein (1987) concludes that share plan
effectiveness is best accounted for not in terms of the intrinsic rewards of
ownership but rather in terms of the extrinsic and instrumental rewards on
offer. Klein finds that satisfaction and commitment is highest, and employee
turnover lowest, when the plan provides substantial financial benefits to
employees, when management is highly committed to employee ownership,
and when the company maintains an extensive communication program.
In essence, Klein’s findings suggest that the secret of success does not lie
in ownership itself but rather in other programs designed to draw out and
focus the commitment that can come with being a part-owner.

Other researchers have proposed more complex explanatory models that
focus on the cognitive linkage between employee ownership and organi-
sational commitment and the behavioural outcomes that may flow from
them. These models also highlight the role of a range of mediating variables
in the motivation process. In short, these studies suggest that the behavioural
impact of share ownership is mediated and contingent rather than guaran-
teed. Merely issuing a parcel of shares to each eligible employee will not
guarantee the desired response; indeed it may have some quite unintended
and undesired consequences.

Long (1978) offers an explanatory model that conceptualises the
behavioural dimensions of ownership in terms of expectancy theory, equity
theory, cooperative behaviour and peer pressure against free riding. Own-
ership has the potential to increase the employee’s expectancy perceptions,
engender more cooperative behaviour and heighten co-owners’ concern
for the behaviour of others in the group. Long hypothesises that the closer
integration of individual and organisational goals through employee own-
ership leads to stronger reward and performance expectations, improved
work group norms and heightened motivation. At the same time, height-
ened psychological involvement in the fate of the organisation is said to
lead to more cooperative behaviour and higher satisfaction, while greater
commitment leads to reductions in turnover, absenteeism and discontent.

Long’s model also distinguishes between cognitive processes to do with
the ‘self ’ and ‘other’ employees. How individual employee owners think and
behave will depend on how they perceive the strength of the linkage between
their own performance, the performance of the organisation as a whole and
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the ownership rewards that flow back to the individual from organisational
performance. Equally, these expectations will be mediated by how the ‘self ’
perceives the contribution that co-workers make to organisational perfor-
mance and rewards. If employee shareholders (the ‘self ’) regarded their
fellow employees (the ‘other’) as engaging in free riding then their owner-
ship status is unlikely to translate into high individual effort. Similarly, the
larger the number of ‘others’, the weaker ‘self ’s’ line of sight between their
own effort and overall organisational outcomes, as registered in the finan-
cial market. Here again, then, we encounter the problem of workgroup size,
or 1/N.

Pierce, Rubenfeld and Morgan (1991) suggest that the relationship
between the fact of share ownership and employee work effort is medi-
ated by a range of cognitive variables. These variables will either enhance
or reduce the individual employee’s sense of ‘psychological ownership’ and
the degree to which employees collectively demonstrate a sense of shared
interest with and commitment to the organisation. According to Pierce,
Rubenfeld and Morgan, the key variables include:

� management commitment to employee ownership and how this is inter-
preted by employees

� the extent of ownership; that is, eligibility, take-up rate, volume and spread
of shares held by the workforce

� employee expectations of the material and psychological benefits that
ownership should confer; for instance, are employees more interested in
the dividends and capital gains (extrinsic rewards) or in being involved in
decision-making (instrumental rewards)?

� whether employee involvement programs are in place and how they are
perceived. If employees are attracted to instrumental rewards, the offering
of shares without also implementing a genuine employee involvement
program may be damaging to motivation and morale.

Without doubt, the clearest finding, in the extant research evidence on
share plan efficacy relates to firm size and opportunity for genuine employee
involvement. As Gerhart and Rynes (2003: 219) conclude, share plans ‘can
have a positive impact on firm performance under the right conditions (i.e.
small company size, strong two-way communications and employee partic-
ipation, and high financial pay-in by employers)’. There is strong evidence
of positive outcomes when share plans are introduced in conjunction with
employee participation programs that give employees more voice in organi-
sational decision-making. Similarly, research by Long (1981, 1982) suggests
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that the chief benefits in terms of employee satisfaction, commitment and
motivation derive more from the presence of a genuinely participative
management style than from employee ownership alone. Long’s (1982) lon-
gitudinal case study of declining motivation and satisfaction under a share
plan introduced by a Canadian electronics firm in the late 1970s seems to bear
this out. Employee owners felt increasingly cheated because they were not
given adequate opportunity to participate in day-to-day decision-making.

The level of personal shareholding is also likely to be important here.
A British study of employee-owned bus companies (Pendleton, Wilson
& Wright 1998) found that levels of commitment and satisfaction were
strongest among those employees who had both substantial personal share-
holdings in the firm and a strong perception that they were genuine par-
ticipants in the firm’s decision-making processes. A study by Rosen and
Quarrey (1997) compared the performance of a number of firms before and
after they introduced employee share ownership with a matched sample
of non-share-plan firms and found no significant difference between the
two sets of firms. However, when they compared non-share-plan firms with
those that had introduced both share ownership and employee involvement
practices, they found a major difference. The latter grew 11 to 17 per cent
faster than the former.

How much formal involvement is necessary to reinforce the positive moti-
vational potential of employee ownership? The answer seems to depend
partly on what is implemented first. Research by Ben-Ner and Jones (1995)
suggests that greater employee participation increases performance only
when participation is limited to begin with. They suggest that where employ-
ees already enjoy considerable involvement and empowerment, organisa-
tional performance depends primarily on the material rewards that flow
from share ownership.

In sum, the above models all suggest that merely making shares available
to employees is unlikely to deliver positive benefits to the organisation. The
key message is that realisation of the full potential of an equity plan will
depend, inter alia, on:

� the pre-existing organisational culture and management style, especially
regarding employee involvement (traditional/low trust or high involve-
ment/high trust): do employees trust management and each other?

� plan configuration, including plan type (especially whether shares are
issued free, in lieu of cash, or have to be purchased) and eligibility (espe-
cially whether eligibility is broadly based or selective)
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� supporting policies and practices, especially ‘open book’ management,
employee consultation and involvement programs

� how the plan and supporting practices are communicated to eligible
employees

� the breadth, depth and duration of share take-up
� the reward preferences or valences of the employees concerned (extrinsic,

instrumental, intrinsic)
� employee expectations of ownership risk and return: recent share price

volatility or an expectation of share price decline may negate any potential
benefits from an equity plan

� employee perceptions of reward ‘instrumentality’ or ‘line of sight’ between
effort and financial rewards from equity holding: whether employees
believe that their individual and collective effort influences dividends paid
(from net profit) and how the external share market evaluates the com-
pany’s performance.

While these considerations are common to all equity plans, each of the
three main types of equity plan have their own potentialities and possible
shortcomings.

Share grants

With share grants, or share bonus plans as they are also known, employees
receive a gift of fully paid shares in the firm. Shares are ‘fully paid’ if the
price of the shares has been fully met and no acquisition debt is incurred
by the recipient. The distribution of shares to each employee is commonly
based on a predetermined allocation formula; perhaps according to years of
service with the company, position in the organisational hierarchy, on the
basis of individual performance, or as an equal number or value of shares
to each employee where the size of the grant is determined by group or
organisational financial results, as in, say, a profitshare scheme.

Share grants usually carry similar rights to those enjoyed by external
shareholders, including full dividend payments, entitlement to the capital
gains flowing from share price appreciation, eligibility for any issues of
special bonus shares, and voting at the company’s general meetings. It is
also common for dividend payments to be ‘fully franked’, which means that
the company absorbs any tax liability associated with dividend distribution.
Some grants can also be traded immediately, which means that the grant is
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technically ‘unrestricted’. However, it has become increasingly common for
share grants to have certain limitations attached, which generally means that
ownership does not transfer (‘vest’) immediately and/or that the shares are
not tradable immediately in the same way as ‘common stock’ (i.e. ordinary
shares held by external investors). Conditional share grants of this type
are known as ‘restricted’ share plans. While employees are not required
to outlay any of their own money, they usually cannot sell their shares
until a specified minimum period has elapsed. Where the grants are linked
to a retirement plan, the shares may be held in trust until the employee
leaves the company. Dividend earnings can either be distributed annually
to participating employees as income or paid into a trust fund, where they
will continue to generate investment income for the shareholder until the
period of restriction ends. Other restrictions may also apply. For instance,
some or all shares awarded may be subject to forfeiture if the employee leaves
employment with the company before the expiry of a specified period.

As we shall see in chapter 20, it is also now common for share grant plans
for company executives to make the award of free shares subject to the sat-
isfaction of a performance hurdle within the specified period of restriction.
Although performance restrictions are still uncommon in plans targeted at
non-managerial employees, there are not unknown. For instance, one major
Australian company with a performance-based share grant plan for line
employees is the National Australia Bank (NAB), one of the country’s ‘big
four’ retail banks. The first of its type in Australian retail banking, the NAB
plan was initially introduced in 1987 as an interest-free share purchase plan
(see following section for discussion), and in 1992 it was transformed into
a share grant scheme, with each employee receiving twenty-five free shares
per year. However, in 1995, in response to a senior management perception
that the grant scheme was overly generous, NAB converted the plan to a
performance-contingent grant plan: the ‘enterprise value added’ employee
share ownership scheme. Under this plan, which remains the bank’s cur-
rent approach, each eligible employee stands to receive up to $1000 worth
of shares depending on NAB’s overall performance relative to its peers and
the wider market. Shares are not held in trust and carry no restrictions,
which means that they can be sold at will, although disposal also carries
significant transaction costs. Ninety-five per cent of the bank’s employees
participate in the scheme, which maximises the tax concession currently
available to broadly based employee share plans under Australian taxation
law (discussed in the following section). It also complements the bank’s cash
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STI plans and is administered with informal input from the relevant union,
the Finance Sector Union (Barnes et al. 2006).

In the USA, share grant plans are an important element of employee
retirement savings, and exacting trust arrangements for this purpose are
mandated under the federal Employee Retirement and Income Security Act
(ERISA) 1974, which regulates private employer pension and welfare pro-
grams. This Act requires every company opting for a share plan to establish
an independent trust to purchase shares on employees’ behalf and to hold
those shares in trust until the employee leaves, dies or retires. Typically,
the trust borrows funds externally to purchase shares in the company. The
company then contributes money to the trust over a number of years, which
the trust uses to repay the loan. Both the principal and the interest on con-
tributions to the trust fund are tax deductible to the company. From the
employees’ perspective, income earned from shares is not taxed until the
shares themselves are distributed from the trust, usually at retirement. Even
then, tax can be further delayed by rolling over the funds from the sale of
the shares into other investments.

For the company, share grants may encourage long-term employee com-
mitment and membership behaviour, particularly where restricted shares
and trust arrangements are involved. A firm may also issue shares as a way
of securing employee acceptance of an organisational change strategy. In
smaller companies, restricted share grants may also be a means of locking
up company equity to prevent hostile takeovers. Equally, issuing share grants
to employees may require a company previously managed along traditional
lines to institute a new management system that is more ‘open book’ and
participative.

From the employee’s perspective, share grants have the obvious advantage
of being notionally cost-free, although grants are sometimes in lieu of an
increase in cash remuneration, which means that an opportunity cost is
involved. Regular share grants can serve as a convenient means for employees
to supplement retirement savings. Depending on the prevailing taxation
regimen, share grants may also carry tax advantages for share recipients,
particularly where shares are received in lieu of additional cash remuneration
and where tax liability on shares received can be deferred until retirement
by being held in a managed trust. By the same token, employee shareholders
will still be exposed to loss of capital and income if the company’s share
price and dividend levels fall. Indeed, given that their equity holdings are
concentrated in the one firm, employee shareholders may well have a far
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higher risk exposure than will external shareholders since the latter are
more likely to have a diversified share portfolio covering a range of sectors,
industries and firms.

Share purchase plans

With share purchase plans, employees have the opportunity to purchase
part or all of a specified quota of shares in the company. Employees typically
pay a small deposit on the full share purchase price – say, 10 per cent – with
the balance of the purchase price repayable over a specified term. The plan
typically includes favourable purchase terms, such as a purchase price set
below the prevailing market value and/or a low or zero interest loan from the
company to fund the purchase. Some schemes allow the share purchase loan
to be repaid from dividends so that the repayment period is open-ended and
there is no employee outlay from personal savings. Other schemes involve
employee savings plans and pay deductions to fund purchase. Shares are
typically held in trust until the loan is repaid or the minimum holding
period has elapsed. Legal ownership of the shares vests to the employee over
time as the loan is paid off. Share purchase plans generally prohibit the
selling of shares until a minimum period has passed, or until the loan is
fully repaid and the shares have vested fully to the employee. Share purchase
entitlements are usually fixed according to position in the salary hierarchy
or by seniority, the logic being that lower-paid employees will have less
debt-servicing capacity.

In many countries, share purchase plans also attract concessional tax
treatment. Subject to certain conditions, Australian taxation law allows
employees a tax exemption on any shares provided free (or at a discount)
by their employer each year up to a value of $1,000. For example, where a
company’s shares have a market value of $1.01, in one financial year it could
issue up to 1000 shares to employees at a purchase price of one cent and
the employees would be exempt from tax liability on the $1,000 purchase
discount. However, for the full exemption to apply, the share plan must be
offered on a ‘non-discriminatory’ basis to at least 75 per cent of the com-
pany’s permanent employees with at least three years service. Further, the
shares must not be subject to any forfeiture condition and must be held for
a minimum of three years (or until termination) before disposal (House of
Representatives Standing Committee 2000; Barnes et al. 2006). Any shares
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provided free or at a discount above the $1,000 maximum remain subject to
the full marginal tax rate, as are dividends received on the concessional shares
and any appreciation in their market price. Critics argue that these modest
provisions, first introduced in 1995, fall well short of the more generous tax
treatment afforded to employees and employers for such plans in many other
developed countries. In 2000 the Commonwealth Parliamentary Standing
Committee on Employment, Education and Workplace Relations (House
of Representatives Standing Committee on Employment, Education and
Workplace Relations 2000) recommended an increase in the tax-free thresh-
old and tax concessions on proceeds of shares reinvested in superannuation
or unit trusts or used to fund retirement, but to date these recommendations
have not been acted upon.

In most Western countries, including the USA, the UK, Canada and
Australia, share purchase plans are the dominant form of employee equity
participation. In Australia and Canada, more than a fifth of firms operate
share purchase plans for non-managerial employees. By contrast, share grant
plans were used by only 4 per cent of Canadian firms and 6 per cent of
Australian firms (Long & Shields 2005b: 1798). The most common means of
financing share acquisition appear to be employer loans and salary deduction
or sacrifice. Salary sacrifice, whereby the employee accepts a lower level of
taxable cash salary in exchange for company shares of an equivalent value,
has special appeal as a means of tax reduction and deferral. For instance, the
Australian property and financial services firm Lend Lease, a company with
a highly participative management culture, has a long history of employee
financial participation. In its current employee share plan, employees can
receive up to 5 per cent of their base salary in shares, which are held in trust.
Employees receive annual dividend payments but have access to the shares
only when they leave the company, at which point deferred tax becomes
payable (Russell 2004c).

Discounted share purchase plans are also the preferred means of provid-
ing Australian employees with an equity stake in organisations undergoing
privatisation and demutualisation. This is one of the main reasons for the
growth in the popularity of employee share plans in Australia since the 1980s,
particularly in banking and insurance, utilities supply and communications.
For instance, when the previously fully publicly owned telecommunications
provider Telstra was partly floated on the Australian Stock Exchange in 1997
the organisation’s employees were offered a number of ways of becoming
part-owners. All eligible employees were able to buy up to 2000 shares,



Col lect ive long- term incent ives 459

which, based on the price cap of $3.30, would have meant an outlay of
$6,600. If they purchased the full quota, they became eligible for 500 extra
shares free of charge. Employees were also able to purchase the shares using
an interest-free company loan and to use the dividends paid on these shares
to help repay the loan. However, they were also required to hold all shares
acquired in this way for at least three years (Baker 1997).

Purchase plans provide companies with access to an additional and oth-
erwise untapped source of capital-raising, namely employee income and
savings. For companies in financial difficulties, a full or partial employee
buyout may be one of the few survival options available to a firm and
its employees. One case in point here is the partial employee buyout of
the US air carrier United Airlines in 1994. Before its near collapse in the
wake of the terrorist attack of 11 September 2001, United Airlines was the
largest majority employee-share owned firm in the USA. Under the 1994
rescue scheme, United’s employees traded an average of 15 per cent in pay
for 55 per cent of company equity and three seats on the twelve-member
company board. The share purchase was funded by means of interest-free
loans from the company for the purchase of ‘preferred stock’ to be held
in trust until the person ceased to be a United employee. Two-thirds of
United’s 81,000-strong workforce participated in the scheme, and the ini-
tiative gave the company a second lease of life – until the share market
collapse of 2000 and the terrorist attacks of 2001 (Chandler 1996; Zucker-
man 2001).

Some of the main advantages accruing to companies from such plans
may well be of an industrial and cultural nature. Unlike share grants, share
purchase funded by a company loan means that employees are literally in
the company’s debt for the duration of the loan and may thus be more
accommodating of management initiatives. Also, where employees have
had to pay for the shares, intrinsic or ‘ownership’ motivation is likely to
be considerably stronger and more enduring than would be the case where
shares have been received as a gift. By the same token, share purchase plans
entail greater risk all round than is the case with share grants. Employees
committed to repaying the principal on a company loan at a fixed purchase
price will experience severe financial difficulties if the share price collapses
and the debt is not renegotiated or forgiven.

Ironically, the United Airlines experience also highlights another and per-
haps more fundamental problem with share purchase programs, namely that
equity ownership that is not accompanied by genuine employee involvement
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may prove to be doubly dysfunctional. Employees will not necessarily cease
to be wage-earners merely because they happen to own company shares,
particularly if they are denied anything other than token participation in
organisational decision-making. In 2000, with the United Airlines share
price falling precipitously, two of the largest employee shareholder groups
in the company – the pilots and the maintenance engineers – took industrial
action against the company during negotiations for a new industrial agree-
ment. United’s management took the engineers to court, and their union
threatened strike action in retaliation. As journalist Laurence Zuckerman
(2001) observed at the time: ‘What happened? In retrospect, it seems obvi-
ous: while everybody agreed to call workers “owners”, they did not act like
owners, and management did not treat them like owners. If the two sides had
worked hard to create a true ownership culture throughout the company,
the experiment might have succeeded . . . Instead, labor and management
displayed a lack of commitment from the start.’ The point is that share plans
implemented chiefly with a view to achieving labour cost reduction or rein-
forcing managerial control are likely to have different outcomes from those
introduced with a view to increasing genuine employee participation.

Share option plans

An option plan gives the employee the right to buy a specified number of
company shares at a predetermined price at a specified future date, such as
the third anniversary of the option grant date. The price payable to exer-
cise the option to acquire some or all of the shares – the ‘strike price’ – is
commonly set at or below the market value of the shares at the time the
option is granted. If the market price increases after the option is granted,
the option-holder stands to make a net gain by exercising the option to
acquire the shares, then selling some or all of them on the general market.
An employee who expects a further rise in the share price may retain some
or all of the shares acquired. Unexercised options carry no shareholders’
rights and, unlike fully vested shares, options are not normally transferable.

Although previously confined largely to senior executives’ reward pack-
ages, since the mid-1990s option plans have also been extended to non-
executive employees, including line managers, salaried professionals and line
employees. In some cases, all-employee option plans are linked to special
savings arrangements. For instance, under the Blair Labour government’s
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‘Save-As-You-Earn’ scheme initiative in the UK, companies are able to grant
employees options to acquire shares three, five or seven years hence at a dis-
count of up to 20 per cent on the grant date price. To this end, employees enter
into a monthly savings plan to fund the future purchase. When the option
vests, the employee can either apply the accumulated savings to acquire the
shares or take the savings plus interest in cash (Armstrong & Murlis 2004:
332–3).

In the US information technology sector, all-employee option plans have
been used extensively by both start-up firms and established firms such as
Microsoft as a cash substitute and as a means of attracting and retaining high-
value knowledge workers. Until 2003 Microsoft ran a broad-based option
scheme for its professional employees, and several thousand have become
millionaires as a result of exercising their option to buy (Seaman 2004). In
line with agency theory prescriptions (see chapter 20) extending eligibility to
managers, professional and line employees in this way may serve to
strengthen employee focus on and alignment with the interests of external
shareholders. As we shall see in chapter 20, executive option plans have been
and remain a central element of the management dictum of maximising
‘shareholder value’.

Figure 19.1 illustrates the workings of a simple option plan for line
employees. On the option grant date (1 July 2007), employees receive the
right to purchase up to 1000 shares in the company at the grant date share
price of $10 per share using their own funds. No performance hurdle is
imposed, but the option to buy at the specified strike price cannot be exer-
cised until three years have passed (i.e. until 1 July 2010) and will lapse
completely if not exercised within the subsequent two years (i.e. before 1
July 2012). By the time the three-year non-exercise period has ended, the
company’s share price will have done one of three things: risen above the
$10 strike price, fallen below $10, or remained at or returned to $10. If the
market price is above $10 (i.e. the options are ‘in the money’), employees
may decide to exercise their option to buy some or all of the options and
either hold the shares thus acquired in anticipation of a further share price
increase or (where the shares are not also subject to a restriction on disposal)
sell the shares immediately to achieve a capital gain. Immediate disposal is
most likely where employees believe that the company’s share price may have
peaked. Alternatively, an employee who expects a further substantial rise in
share price may delay outlaying funds on share purchase until a later point
in the two-year exercise window, when the capital gain per share may be
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At the grant date: 1 July 2007 

• The prevailing company share price is $10.00 per share
• Option terms: each eligible employee may purchase up to 1,000 shares in the

company at $10 per share no earlier than 1 July 2010 and no later than 1 July 2012,
at which time the option to buy lapses.

• No performance hurdle restriction.
• Share purchase is self-funded rather than company-funded.

At the earliest exercise date: 1 July  2010

Scenario 1: options ‘in the money’

Prevailing share price is $15.00
Scenario 2: options ‘underwater’
Prevailing share price is $8.00

• Employees may either do nothing or
exercise their option to buy some or
all of the 1,000 shares at $10 per share.

• An employee who expects that the
company’s share price has peaked
may decide to exercise the full option
and sell the 1,000 shares immediately
at a pre-tax profit of $5 per share.

• An employee who expects a further
rise in the share price may decide not
to exercise the option just now (given
that this will involve an opportunity
cost and that the option to buy still
has two years to run).

• The employee does nothing in the
short term but decides to wait and see
what happens to the share price over
the course of the following two years.

Figure 19.1 How does a share option plan work?

higher. A further reason for holding off on exercising the purchase option is
that self-funded acquisition necessarily involves an economic opportunity
cost since it will require either a commitment of personal savings or the tak-
ing out of a loan to fund the purchase. Conversely, where the market price
is at or below the $10 strike price on the first possible exercise date, there is
little prospect of a short-term gain (i.e. the options are ‘underwater’), so the
employee may decide simply to sit out part or all of the two-year exercise
period to see how the share price tracks. If the options remain ‘underwater’,
the employee will just allow the option to lapse.

Note that the granting of an option does not confer immediate equity
ownership, so there will be no ‘ownership’ effect on motivation unless
and until the option is exercised. Until the options are exercisable, the
main behavioural effects will be twofold. First, restriction on exercise will
strengthen membership behaviour, since the options are likely to be for-
feited if the option-holder leaves the company. Second, during the holding
period, the incentive effect will be largely extrinsic; that is, the holder will
be motivated to improve company performance so as to strengthen market



Col lect ive long- term incent ives 463

perceptions and lift the market share price with a view to maximising any
capital gain when it becomes possible to exercise the option to buy and
sell the shares involved. Some option plans – but especially those applied
to senior managers and executives – now incorporate premium pricing
whereby the strike price is set above the market share price at the grant date.
Premium pricing increases the performance challenge associated with real-
ising a potential capital gain. In recent years, it has also become increasingly
common for companies to issue zero exercise price options, or ‘ZEPOS’, to
company executives. These resemble restricted share grants in that, although
they involve no purchase cost to the option-holder, they typically have per-
formance hurdles attached to the exercise right. These and related executive-
level equity instruments are explored further in chapter 20.

Until recently, a key attraction of option plans was that new option grants
were widely believed to involve no net cost to the company. Such an assump-
tion did have a degree of face validity. The company avoided the need to
finance the share purchase directly, while the employee avoided the need
to make any outlays at the date grant. Unlike cash rewards or share grants,
then, option grants appealed as an apparently cost-free means of motivating
and rewarding employees; that is, they did not leave employees out of pocket
and did not constitute a recognised operating cost needing to be expensed
against company profits. To many public company boards, options thus
loomed as the perfect means of employee financial participation.

However, as is now widely recognised, option plans do have a number
of shortcomings. Such plans may foster a purely speculative outlook on
equity ownership, since employees are encouraged to sell as well as buy
company shares. In the absence of a restriction on the trading of newly
acquired shares, any ownership effect may be transient. At executive level in
particular, option plans, especially those without restrictions attached, may
be subject to various forms of collusive manipulation, including reduction
of the initial strike price (‘repricing’), softening of any performance hurdles,
the calculated release of information to the marketplace in order to reduce
the strike price or drive up the sale price for the purpose of personal gain
(‘insider trading’), and the automatic replenishment of option entitlements
following the exercise of an option (‘reloading’). These potential problems
are considered further in chapter 20.

Moreover, the ‘line of sight’ between employee effort and financial reward
is even more remote than is the case with share grant and purchase plans,
since the realisation of any market-related rewards are significantly delayed.
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In ‘bull’ share market conditions, in which most companies are experiencing
share price appreciation, options may confer unearned (‘windfall’) gains on
some option-holders. As with all equity plans, options are ‘fair weather’
reward instruments; they may work well in time of share price growth, but
can also compound a firm’s problems if the share price falls, say in a declining
(‘bear’) share market. This is one of the reasons why Microsoft, one of the
pioneers of broadly based option plans in the 1990s, abandoned options
after the share market crisis of 2000–02 in favour of restricted share grants
(Seaman 2004).

Morever, the contention that option plans are cost-free is no longer sus-
tainable. First, the sale of option-acquired shares may impose a cost on exter-
nal shareholders, especially where the plan involves the issue of additional
company shares. Ceteris paribus, the greater the supply of shares on offer, the
greater the downward pressure on the market share price. When employees
seek to dump large numbers of shares on the market, the effect will be to
‘dilute’ the value of shares held by external shareholders. This is clearly a
cost to shareholders. Second, as such commentators as Bodie, Kaplan and
Merton (2003) have argued, options are not a cost-free form of remuner-
ation for the organisation itself. Whenever a company issues options to an
employee, an economic opportunity cost is involved: the cost of not using
the options in some other way, such as selling them to an external investor, to
generate additional revenue for the firm. For this reason, corporate regula-
tors and international accounting standards authorities now require public
companies both to expense new option grants to senior executives as an
operating cost and to report the ‘fair value’ of such grants as an element
of executive annual reward. A counter-argument here is that this stands to
reduce profits and hence dividend payments to external shareholders, but
expensing may just amount to internalising a cost that is already borne by
external shareholders through the process of equity dilution.

‘Best fit’ with collective long-term incentives

The research evidence on share plan efficacy suggests that, in general,
they are best suited to companies with a high-involvement culture and an
organic rather than a mechanistic structure. For such firms, share owner-
ship has strong potential to provide the intrinsic and instrumental rewards
that will enable them to elicit high levels of commitment, task effort and
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organisational citizenship behaviour. Indeed, it may be that a prudently
applied share plan may serve as a catalyst for transforming traditional firms
into high-involvement firms. In general, however, share plan eligibility will
be more broadly based in high-involvement cultures than in those of a tra-
ditional nature, where eligibility may well be confined to the executive level.

Like other collective incentives, share plans may also be better suited to
small to medium-sized firms than to large corporations. Lawler speculates
(1990: 127–8) that share plans work best in smaller firms with participative
management styles: ‘ . . . in a small organisation in which participative man-
agement is practiced, employee ownership has a good chance of increasing
organisational performance. The key here is combining ownership with
employee involvement so that a line of sight exists.’ In larger organisations
the linkages between individual effort and organisational performance are
obscured by the sheer number of employees involved.

An organisation’s age is also likely to be an important determinant. Firms
at start-up and in the initial stages of growth, when remuneration budgets
are limited, are likely to be strongly attracted to broadly based option plans
as a means of attracting and retaining high-performing knowledge workers.
Mature firms may be more attracted to share grants, while those in decline
or undergoing turnaround may opt for share purchase plans as a means
of retaining high performers, mobilising additional capital and fending off
takeover.

Long-term collective incentives may also be a better fit for some business
strategies than others, but the permutations here are less clear-cut and the
reward choices are likely to be driven mainly by factors associated with firm
structure, culture and lifecycle stage. The longer time frame may be better
suited to defender and analyser strategies than to the shorter cycle times
typical of a prospector approach. On this basis, defender and analyser firms
may find restricted share purchase plans to be an appropriate reward choice.
Conversely, the accent on entrepreneurship, risk-taking and alignment with
shareholder value means that a broadly based option plan may be a more
appropriate choice for a firm pursuing a prospector business strategy.

Chapter summary

This chapter has examined collective long-term incentives in the form of
broadly based employee share plans. First we considered the general nature
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and incidence of employee share ownership in developed countries. We
then investigated the potential and possible pitfalls of equity-based rewards
in general and major theoretical perspectives on how share plans might
influence employee attitudes and behaviour. With these general points in
mind, we then turned our attention to the nature and incidence of each
of the three main employee share plan types, namely share grants, share
purchase plans and share option plans, as well as considering the strengths
and weaknesses of each. While share grants and options expose employees
to little absolute risk, this is not so of share purchase plans, which, even
with price discounting and concessional loans, may still expose employees
to considerable risk of capital loss. There is some evidence that share plans
can have a positive effect on firm performance, but this appears to be medi-
ated by the scale and depth of equity ownership and by the presence of a
genuine employee-owner ‘voice’ in organisational decision-making. Over-
all, the strongest effect may well be that on organisational culture. In general,
broadly based LTI plans are best suited to firms with a high-involvement
culture. Indeed, it may be that a prudently applied share plan may serve as a
catalyst for transforming traditional defender firms into high-involvement
analysers or prospectors.

Discussion questions

1 What pay-off can an organisation anticipate from granting free shares to
its employees?

2 What makes for an effective employee share ownership plan?
3 ‘Shareholders willingly expose themselves to speculative risk, but employ-

ees should not be expected to do so.’ Discuss.
4 Employee share purchase plans: safe bet or risky business?
5 What are the particular challenges of introducing a broadly based option

plan?



Chapter Twenty

EXECUTIVE INCENTIVES

In this chapter we examine the trends, practices and debates associated with
incentives for those employees at the apex of the management hierarchy,
namely senior executives, but with particular attention to incentive plans
for chief executive officers (CEOs). We begin by considering the place and
role of hired executives in corporate governance as well as three influen-
tial theories of executive motivation, behaviour and reward: tournament
theory, agency theory and managerial power theory. We then review the
main components of executive reward, as well as trends in CEO reward
level and composition in a number of developed countries in recent years.
Following this, attention turns to the various short-term and long-term
incentive plans and associated techniques, including performance targets or
‘hurdles’, currently applied to executives. Next, we examine the academic
research evidence and arguments regarding the effectiveness of executive
reward practices, particularly the extent of the association between com-
pany performance and executive pay outcomes. Applying a multistakeholder
perspective, the final section canvasses some of the main implications for
effective executive reward practice.

Corporate governance and executive
motivation and reward

The defining feature of the modern publicly listed company is the separation
of ownership and control (Berle & Means 1932) and the consequent need

467
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for a formal system of internal ‘corporate governance’ aimed at maintaining
alignment of interest between (1) the firm’s owners (i.e. the shareholders);
(2) those appointed to oversee the firm’s operations in the shareowners’
collective interests (the directors); and (3) executives hired by the board
to manage the firm’s day-to-day affairs. As such, the essence of ‘corporate
governance’ is the maintenance of a constructive relationship between these
three key ‘stakeholder’ groups, but particularly between shareholders and
their boardroom representatives on the one hand and salaried executives
on the other.

To ensure that boards are able to negotiate executive remuneration ‘at
arm’s-length’ with an incumbent or incoming executive, company laws in
many developed countries now require the establishment of compensation
or remuneration committees where either all or a majority of members are
‘independent’ directors; that is, directors who are free of any business or
other relationship with incumbent executives that could materially inter-
fere with – or could reasonably be perceived to materially interfere with
– the exercise of their unfettered and independent judgement (Australian
Stock Exchange Corporate Governance Council 2003: 19–20). For instance,
independence may be compromised where a director is or has been an
employee of the company, has a business relationship with the company, or
has significant external relationships with the company’s executives, includ-
ing cross-directorships. In particular, a director of firm A who is also CEO
of firm B could not be considered independent if the CEO of firm A is also
a director of firm B.

The mainstream descriptive or prescriptive literature on the nature of
the firm offers a number of alternative theoretical perspectives on executive
motivation, behaviour and reward. For our purposes, the most significant
of these are tournament theory, agency theory and managerial power the-
ory. Each approach offers a distinctive explanation for executive motivation
as well as a particular normative position regarding the most appropriate
means of managing or regulating executive behaviour and reward.

Tournament theory

Tournament theory sees the governance relationship as being essentially
unproblematic and hierarchical management reward structures as desir-
able and effective. Specifically, it focuses on the way in which executive
reward hierarchies are structured and how and why such structures are nec-
essary for attracting, retaining and motivating executive ‘talent’. Tournament
theory suggests that the steep hierarchy of senior manager pay levels is both
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explained and justified by the contest for promotion, status and power and
the struggle to secure the ultimate corporate prize: the position of CEO. To
the victor goes the ultimate material prize: remuneration unmatched by that
given to any other ‘player’ in the game of corporate talent. The high rewards
available for the CEO position act as an incentive for those lower down the
management scale to accept rewards less than their current contribution
(Lazear & Rosen 1981; O’Reilly, Main & Crystal 1988). Moreover, as victors
ascend the management hierarchy, tournament theory predicts that rewards
should include both a large payout (for prior contribution) and a significant
incentive-based component (for current contribution) (Conyon & Sadler
2001; Gordon 2005: 680).

Agency theory

Agency theory has for many decades been the most widely embraced theo-
retical perspective on corporate governance matters (Gomez-Mejia & Wise-
man 1997: 259–300; Jensen & Meckling 1976; Jensen & Murphy 1990). In
contrast to tournament theory, it focuses on the motivational and mate-
rial separation between the firm’s owners and its executive employees and,
in particular, on the latter’s propensity for risk aversion and self-serving
behaviour. In large organisations, individual owners – or ‘principals’ – are
incapable of exercising day-to-day control over organisational affairs. So
they appoint salaried executives and managers to act as their agents. How-
ever, the interests of the owner-principals and the executive-agents are not
necessarily identical; there may be significant ‘goal incongruence’. Managers
may well pursue activities that benefit themselves rather than the owners.
For instance, executives may focus on personal gain rather than on share-
holder gains, or on short-term goals that advantage themselves rather than
on long-term goals that are more likely to advantage shareholders.

The ‘moral hazards’ and ‘agency costs’ attending managerial delegation
constitute the core of what agency theorists term the ‘principal–agent prob-
lem’. According to traditional agency theory, one specific way to reduce
‘agency costs’ and increase alignment between executives’ material inter-
ests and those of ordinary shareholders is to make as much of the execu-
tive’s rewards as possible contingent on the organisation’s performance and
financial returns to the owners (Levinthal 1988; Gerhart & Milkovich 1990;
Barkema & Gomez-Mejia 1998; Bloom & Milkovich 1998). In other words,
for chief executives, agency theory prioritises psychological contracts of a
transactional rather than a relational nature (Kidder & Buchholtz 2002).
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Managerial power theory

The third major theoretical perspective, that offered by the managerial power
thesis, has much in common with agency theory but challenges its assump-
tions in two key respects. First, it emphasises the contradictory position
occupied by the company board itself, its vulnerability to executive influ-
ence, and the potential for board complicity in offering overly generous
or suboptimal levels of remuneration. Second, managerial power theory
is much less sanguine regarding the possibility of ‘arm’s-length bargain-
ing’ over the terms and conditions of executive employment and, hence,
the likelihood of ‘optimal contracting’. Exponents of the managerial power
perspective (Bebchuk & Fried 2004; Crystal 1988, 1991a & b; Finkelstein
& Hambrick 1989; Finkelstein 1992) argue that despite statutory require-
ments in many developed countries for boards in general, and executive
remuneration committees in particular, to be composed of directors who
are independent of incumbent salaried executives, many boards are still too
readily swayed by the executives they hire.

These propositions have triggered a series of robust exchanges between
agency theorists and proponents of the managerial power perspective.
Indeed, academic debate about executive reward now centres largely on
the relative explanatory worth of these two overlapping but competing con-
structs. Agency theory is much favoured in the economics and finance liter-
atures, while the managerial power perspective is at the fore of the corporate
law and organisational behaviour literatures. We shall return to this debate
later in the chapter.

Executive incentives: components and trends

An executive remuneration package typically has five main components:

1 Annual base salary. Fixed annual pay is the guaranteed, no-risk, element
of the total pay package. The size of this guaranteed proportion generally
reflects firm size (generally defined in terms of market capitalisation) and
the complexity and challenge of the position itself, including the perceived
degree of ‘risk’ involved.

2 Benefits. This includes recurrent company contributions to retirement
or superannuation, special retention payments, low-interest or interest-
free company loans, company cars, health insurance, medical and den-
tal care, life insurance, club membership fees, leisure, holiday, travel,
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entertainment and concierge expenses, children’s school fees, financial
and investment services, executive coaching costs, spouse travel and sur-
vivor benefits, and other ‘fringe’ benefits.

3 Short-term incentives (STIs). These are awarded on the basis of one or more
aspects of organisational performance over a short period, generally one
year. Payments typically take the form of an annual cash bonus, and it
is increasingly common for payment to be contingent on the executive
achieving one or more targets related to the firm’s absolute or relative
annual financial or accounting performance. Some firms also now require
that an annual incentive payment either be deferred or taken in the form
of company shares.

4 Long-term incentives (LTIs). These tend to relate to organisational perfor-
mance over a three-, five- or ten-year period, with rewards generally taking
the form of company equity rather than cash, although cash payments
based on multiyear performance would also qualify as an LTI. The aim
is to encourage a longer-term focus on improving organisational perfor-
mance, particularly in terms of total returns to shareholders. Increasingly,
LTI plans include both market-related performance targets and restric-
tions on the disposal of equity-based rewards.

5 Termination and post-employment payments. These may include severance
payments geared to length of service (also known as ‘golden parachutes’);
payments for early contact termination, typically expressed as a propor-
tion or multiple of annual base salary; post-employment consulting fees;
and other special retirement benefits, such as spouse pensions, free air
travel and accommodation.

Base salary and benefits are customarily described as constituting the ‘fixed’
component of annual remuneration while STIs and LTIs constitute ‘at risk’
components. Until the late 1980s, fixed pay (base salary plus benefits) com-
prised the major element of executive pay in most Western firms. How-
ever, since the early 1990s, in the USA and many other Western countries,
there has been a marked shift of emphasis in the composition of executive
remuneration from base salary to incentives, particularly LTIs in the form of
option plans. The increased importance of incentive plans has also driven an
unprecedented growth in the absolute level of executive total remuneration.

The changes in the level and composition of executive pay have been
led by developments in the USA. Figure 20.1 (a) shows the average annual
remuneration level and composition of the CEOs of the Standard & Poors
500 firms in the decade to 2002, based on data reported in these firms’
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Figure 20.1 Average remuneration of US CEOs in Standard & Poors 500 firms,
1992–2002
Source: adapted from Jensen, Murphy & Wruck 2004: 31.

annual proxy statements. Over this period, average total CEO remuneration
in these large firms (expressed in 2002 constant US dollar terms) rose from
$2.7 million to a peak of $14.0 million in 2000 – a cumulative increase of 420
per cent – but then declined to $9.4 million in the wake of the share market
downturn of 2001–02. As figure 20.2(b) indicates, the primary contributor
to the pay surge of the later 1990s was share option plans, which by 2000
contributed just under half of average total remuneration, compared to just
on a quarter in 1992.
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While the absolute levels of CEO reward remain significantly lower in
smaller developed countries like Australia (primarily because of smaller
firm size), the trends in total remuneration growth and reward composition
have mirrored those in the USA. Data compiled by consulting firm the Hay
Group and presented in figure 20.2 details the Australian trend. Between
1990 and 2004 the contribution of LTIs to total annual CEO remuneration
rose, on average, from 13 to 39 per cent, and that of STIs increased from
5 to 21 per cent, while the contribution of fixed pay fell from 82 to just 40
per cent. Similar, although less pronounced, changes were also recorded for
other senior executives, with the LTI proportion rising to 30 per cent and
the STI proportion to 20 per cent, while the contribution of fixed pay fell to
50 per cent.

The turn to incentive-based rewards has been paralleled by an increase
in CEO turnover and a reduction in average CEO tenure. According to
research commissioned by the Business Council of Australia (2004), these
changes in CEO employment have been more pronounced in Australia than
elsewhere. Large listed Australian companies have a higher rate of CEO
turnover than do firms elsewhere (14 per cent compared to 9.7 per cent),
while Australian CEOs now have relatively short tenures (5.6 years compared
to 7.6 years). Overall, the combination of variable pay and shorter tenure
connotes a shift from relational to transactional psychological contracting
at the organisational apex.

Having reviewed the major trends in the level and composition of exec-
utive reward practice, particularly the greater emphasis on performance-
related incentives, we can now consider in more detail the specific types of
short- and long-term incentive plans that firms may choose for their CEOs
and other senior executives.

Short-term cash incentive plans

These take the form of bonuses paid annually on the basis of profit- or
revenue-related performance achieved over the previous financial year.
Short-term incentives for executives are of two main types: (1) discretionary
bonuses and (2) results-based bonuses.

Discretionary bonuses

Discretionary bonuses involve payments additional to base pay made at
the discretion of the company board. They can take three main forms:
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Figure 20.2 Average percentage composition of total reward of Australian CEOs
and other senior executives, 1990–2004
Source: Neuhold & Hay Group 2005; O’Neill & Berry 2002: 232.

cash, fully or partly paid shares, or additional company contributions to the
executive’s superannuation fund. By definition, discretionary bonuses are
not paid out at regular intervals. The main advantage is that the board retains
discretion not to award a bonus when ‘windfall’ profits occur. However, a
problem is the absence of any objective link between executive performance
and the amount and frequency of bonus payments. The lack of criterion
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transparency here may lead external shareholders to suspect that payments
made are not genuinely performance-based and that the board is displaying
unacceptable largesse.

Results-based bonuses

Results-based bonuses seek to overcome some of the problems of discre-
tionary bonuses by linking rewards to one or more predetermined perfor-
mance targets. They amount to reward-linked executive goal-setting and, as
noted in chapter 17, bonus payouts of this type may be flat rate or sliding
scale in nature. With a flat-rate bonus, the full bonus is paid out for achieving
the set target. If the target is not achieved, no bonus is forthcoming. With a
progressive sliding-scale bonus, the rate of payment increases as measured
performance approaches the target, and a premium bonus is paid if the
target is beaten.

The targets themselves generally focus on one or more indicators of
the firm’s annual financial performance; that is, on its internal accounting
performance. Some widely applied financial measures include:

� operating expenses compared to budget
� revenue growth
� net earnings, or net income
� net operating profit after taxes (NOPAT)
� earnings before interest and taxes (EBIT), or operating income
� earnings before interest, taxes, depreciation and amortisation (EBITDA)
� earnings per share (EPS), or net income divided by the average number

of shares outstanding
� return on assets (ROA), or net income divided by total assets
� return on equity (ROE), or net income divided by total shareholder equity
� economic profit or economic value added (EVA®).

EVA® targets are among the most challenging of all short-term financial
performance criteria. EVA® measures net economic profit by deducting the
cost of capital from post-tax net operating profit (NOPAT). It is a measure of
wealth creation that takes into account the opportunity cost of shareholder
capital used in the business. In other words, it focuses on how much wealth
creation executives generate with the capital that shareholders place at their
disposal as compared with the wealth that could have been generated had the
capital been invested elsewhere, say, in government bonds (Dolmat-Connell
1999a: 476–9). The simplest way to structure an EVA® bonus is to give the
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executive a fixed percentage of EVA®. More sophisticated schemes reward
achieved EVA® improvement in excess of an expected EVA® improvement.

For the firm itself, the two main advantages of accounting-based STIs are
high ‘instrumentality’ (i.e. the relatively clear line of sight between execu-
tive behaviour, the performance indicator and the resulting reward) and the
immediacy of the ‘reinforcement’ effect. The chief drawback of accounting-
based STIs is their susceptibility to manipulation. Profit- and cost-related
bonuses have particular problems in this regard. Indeed, they highlight par-
ticularly sharply the possibility that incentive plans may actually exacerbate
rather than curb the principal–agent problem. For instance, in order to
achieve a bonus, the executive may be tempted to inflate the firm’s paper
profits artificially by postponing infrastructure investment, cutting back on
research and development, retrenching staff to reduce payroll costs or divest-
ing assets to raise revenue. Such actions will deliver a short-term personal
gain but only at the cost of longer-term organisational performance and
sustainability. It is partly for this reason that firms typically apply LTIs as
well as STIs to their executive-level employees.

Long-term equity-based incentive plans

As we have seen, the rapid growth in the remuneration of senior executives
employed by public companies in many developed Western countries since
the early 1990s was driven chiefly by an explosion in the use of equity-based
LTI plans. Such plans come in an almost limitless variety of forms, but most
existing plans fall into one of the following categories:

� restricted share plans
� mandatory share purchase plans
� option plans
� performance shares (or zero exercise price options)
� share rights plans
� share surrogates (including share appreciation rights, performance units,

share warrants, and phantom share plans).

Restricted share plans

Restricted share plans are variants of straight share bonuses or grants. The
executive receives the share free of charge, but full shareholder entitlement is
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‘restricted’ in some way. For instance, the shares may be subject to forfeiture
if the executive leaves the firm before the expiry of a specified period; a
restriction commonly referred to as a ‘golden handcuff ’. Alternatively, or
additionally, full ownership (‘vesting’) of the shares may be subject to the
meeting of a performance target or ‘hurdle’ within this period. Such hurdles
may involve internal financial indicators, external share market indicators
or a combination of the two. A commonly used market indicator is total
shareholder return, which measures the additional wealth per share accruing
annually to ordinary shareholders in the form of share price appreciation,
dividend payments and any bonus share issues. Further, disposal of the shares
may be prohibited for a specified period of time, typically three to five years.
During the period of restriction, the executive may still receive dividends
arising from the shares and be entitled to exercise a full shareholder vote.

Mandatory share purchase plans

Mandatory share purchase plans require the executive to acquire ordinary
shares in the company, typically on a regular basis and frequently at a sub-
stantial discount on the prevailing market price. For example, each year the
executive may be required to acquire shares equivalent to 25 or 50 per cent
of their notional base salary. To enhance the tax advantages to the executive,
the purchase is commonly funded by means of salary sacrifice, meaning
that tax on the salary forgone is deferred until the shares fully vest. For this
reason, such plans are frequently termed ‘tax-deferred share plans’. It is also
common for companies to make low-interest or interest-free loans available
to the executive to facilitate the purchase, with the loan being repaid from
dividend earnings. The shares vest progressively as the loan is paid off.

The objectives of compulsory share acquisition are threefold: first, to
encourage a psychology of ownership on the part of the executive; second,
to avoid the impression that the executive is receiving something for nothing;
and third, to align the executive’s material interests more closely with those of
ordinary shareholders by exposing them to downside risk as well as potential
upside gain. Many commentators believe that compulsory share acquisition
is the most effective way of addressing the principal–agent problem. An
added advantage to the firm is that, unlike share grants, the full value of
the shares is not expensed against profits, since the only accounting costs
are those related to the provision of any share price discount and interest
subsidy.
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Executive option plans

Share option plans give the executive the right to buy a specified number of
company shares at a predetermined price – the ‘strike price’ – at some point
in the future, typically between two and five years. Options to purchase
shares are given to employees at nil or minimal cost. The price payable to
convert the option to a share is usually set at the market value of the shares at
the time the option is granted. If the market price increases after the option is
granted, the employee stands to make a capital gain by exercising the option
to buy, then disposing of the shares acquired. The chief incentive, then, is
to act in such a way as to drive up the company’s share price over time,
an outcome directly beneficial to ordinary shareholders. The non-exercise
period also serves as an executive retention device.

Apart from the no-exercise period itself, simple option plans of the type
that predominated throughout the 1990s had few or no caveats, restrictions
or hurdles. In the 1990s such plans were widely seen as involving nil cost to
the firm since, unlike share grants and discounted and/or subsidised share
purchase plans, there is ostensibly no associated direct cost to the firm. At the
same time, simple option plans involve no downside risk to the executive.
The executive avoids the need to make upfront outlays, and there is no
exposure to actual wealth loss since, if the share price happens to fall below
the strike price, the option to buy need not be exercised.

However, in terms of principal–agent alignment, simple unconditional
option plans also have a number of significant weaknesses. The executive
may not be exposed to loss of currently held equity if the share price falls,
but ordinary shareholders themselves will certainly be worse off in absolute
terms. The link between performance and reward is also quite unclear. So
many uncontrolled variables influence share price that it represents a very
remote measure of the executive’s own performance. In a bull market, exec-
utives whose performance is mediocre still stand to make a large capital
gain, whereas in a bear market, even the best-performing executives may be
penalised. It is only where share price is primarily a reflection of company
performance rather than external factors that options are likely to have the
desired effect (Johnson 1999). Moreover, ownership itself is usually tran-
sient. If the option is exercised, the shares are often resold immediately to
realise a capital gain. In effect, simple option plans encourage share specu-
lation rather than ownership.
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Options also invite market manipulation. Simply by releasing overly opti-
mistic forward profit figures or by raising the possibility of a takeover, the
executive can make a windfall gain. Yermack (1997) furnishes evidence that
executives do seek to maximise their returns from option grants by timing
the exercise of the grant to coincide with favourable earnings releases. A
five-year study of US firms with executive option plans (Aboody & Kasznik
1998) found that many executives used their power to make corporate dis-
closures, especially immediately before options are granted and exercised, to
maximise their gains. Corporate disclosures and earnings forecasts tended
to be less optimistic immediately before option grants were made and more
optimistic immediately before options were exercised.

In line with agency theory predictions, option plans are also susceptible to
a range of other risk-avoidance actions, including repricing, uploading and
conversion. Using US data on 1998 option repricing events in the computer
software industry, Pollock, Fischer and Wade (2002) explore how CEO power
affects the repricing of executive options and find that powerful CEOs have
a greater ability to change the strike price to remove the downside risk
faced by ordinary shareholders. Using US data for 1995–2004, O’Byrne and
Young (2006) find that when the firm’s share price falls, boards typically
compensate the option-holder by increasing the number of new options
granted. Australian evidence indicates that executives are able to lock in
their gains by cashing in options and related equity instruments before they
have vested. Some major financial institutions now market special derivative
products, also known as ‘cap-and-collar’ schemes, which allow the executive
to lock in a guaranteed minimum value for any LTI equity held in exchange
for agreeing to assign any gains above this minimum to the scheme provider.
In effect, the executive trades away the risk that may arise from any future
fall in the firm’s share price. As such, such schemes subvert the basic tenet
of performance-contingent reward by protecting the executive from the
downside risk faced by ordinary shareholders (West 2006; Stuart 2006).

Moreover, since option plans generally involve the issue of new shares
rather than the purchase of existing shares by the company, the executive’s
subsequent disposal of option-acquired shares may also dilute ordinary
shareholder wealth. When options are exercised and the shares then sold,
the resulting increase in share supply may depress share values, which again
can be detrimental to ordinary shareholders. At the same time, the greater
volume of shares means, ceteris paribus, that earnings per share (EPS) are
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likely to fall. The extent of the dilution effect will depend on whether the
option plan involves the issue of additional shares or a buyback of existing
shares, with the latter generally being non-dilutive.

Finally, as is now recognised by legislators and international accounting
standards requirements, unvested options do represent a prospective wealth
source to the recipient as well as a cost to the company both administratively
and in terms of opportunity cost. Instead of issuing executives with an option
over future share issue, a company could just as easily sell them for cash in a
relevant equities market. As critics (e.g. Bodie, Kaplan & Merton 2003) have
argued, this forgone revenue is a cost to the company. The non-expensing
of options during the 1990s may also have contributed to the overstatement
of corporate earnings and the overheating of equities markets before the
market downturn of 2000–02 (Klinger et al. 2002: 9). In the absence of proper
expensing, it is next to impossible for shareholders and potential investors
to gauge accurately the underlying financial performance of companies with
generous executive option plans.

Equally, without a reliable estimate of the probable financial value of new
option grants, it is extremely difficult for external investors to gauge accu-
rately the total current financial reward flowing to executives each year by
virtue of their status as hired employees. For this reason, under the current
International Financial Reporting Standards, which apply in most devel-
oped countries apart from the USA (which applies parallel standards), listed
companies must disclose the estimated present value of new and unvested
equity-based LTIs for the top executive grouping. We shall return to the issue
of LTI valuation below.

To overcome such potential weaknesses, and especially in the wake of
the global share market slump of 2000–02 and the subsequent tightening
of corporate governance requirements in many developed countries, it has
become increasingly common for boards to apply hurdles and restrictions to
executive option plans. Four widely used devices here are premium pricing,
longer vesting periods, disposal restrictions and market-based performance
hurdles.

Premium pricing involves granting options at a strike price above the
price prevailing at the date of grant. This means that the market share price
must rise before the options are ‘in the money’. Whereas traditional option
plans involved no vesting period, it is now common for the minimum vesting
period to be at least two years and, in a growing number of cases, three, five
or even ten years, with some or all of the entitlement being forfeited for early
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departure. The longer the vesting period, the stronger the ‘golden handcuff ’.
Some plans also entail vesting in instalments, with say 20 per cent of the
grant vesting after one year, 40 per cent after two years, 60 per cent after
three years, 80 per cent after four years and 100 per cent after five years.
Restrictions are also being placed on share disposal following exercise of an
option. The imposition of a one- or two-year non-disposal requirement is
a means of minimising speculative behaviour and potential dilution effects,
as well as increasing ownership mentality.

Increasingly, firms are also tying options to performance targets and
hurdles, particularly to the achievement of a specific increase in shareholder
returns. Such targets may be absolute or relative in nature. An absolute hur-
dle would be one whereby, for instance, the option grant cannot be exercised
at all unless the firm achieves an increase in total returns to shareholders (in
dividends plus share price growth) of at least 60 per cent over a three-year
period. By contrast, relative targets take account of performance net of that
of the general market or of select comparator firms. A company’s share price
can be dragged down or pushed up by market-wide share price movements
that have little or no relationship to executive or company performance.
Unless account is taken of such general movements, the executive may incur
an undeserved penalty or make an equally undeserved windfall gain (John-
son 1999). One way to allow for these general movements is to index the
company’s share price against overall market trends using a recognised share
price index. A more precise measure of a company’s relative share perfor-
mance would be to index its share price against that of peer companies in
the same industry. A growing number of executive option schemes now use
relative performance measures of this type.

One of the most commonly used relative performance hurdles in current
executive option plans is the achievement of total shareholder returns (TSR)
in excess of the 50th (i.e. median) percentile of returns achieved by a specified
group of peer companies. That is, if the firm achieves TSR better than half
of the comparator group, the options vest. Relative hurdles of this type also
commonly incorporate performance-conditioned vesting. For instance, if
the firm achieves TSR equivalent to the peer group median, the executive
may receive 50 per cent of the full potential option entitlement; if its TSR
performance exceeds the 75th percentile of peer group performance, 100
per cent of the entitlement may vest.

Table 20.1 indicates the LTI plan types and hurdles used by companies
operating in Australia. The most commonly used plans are now restricted
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Table 20.1 Long-term incentive plan types and hurdles, Australia

LTI plan type Percentage of companies

Restricted shares or ZEPOs 57
Options 45
Share purchase loan plan
Cash plan 4
More than one LTI plan 23
No LTI plan 11
LTI hurdles Share plans (%) Option plans (%)

Total shareholder return (TSR) 64 64
Earnings per share (EPS) 4.5
Dual hurdle (TSR & EPS†) 11 4.5
No hurdle 25 27
† Dual hurdles may be ‘either/or’ or 50/50.

9

–

Source: Neuhold & Hay Group 2005.

share plans and ZEPOs, followed by options. For both share and option
plans, TSR is by far the most commonly used hurdle criterion. Although
one in four executive option plans still have no hurdle attached, unhur-
dled options are confined almost exclusively to international companies
(Neuhold & Hay Group 2005).

Vesting may also be performance-accelerated, meaning that the stronger
the firm’s performance relative to the comparator group, the faster the rate
and/or level of vesting. Of course, the use of relative performance measures of
this type may also result in a substantial payout to the CEO in circumstances
where company performance is actually declining, albeit at a lower rate than
that of comparator firms. On this basis, Pass (2003: 18, 27) concludes that
the LTI relative hurdles applied in UK companies are ‘undemanding’ and
reward ‘average rather than exceptional performance’.

Ascribing an annualised value to unvested options and related equity
instruments for remuneration expensing and reporting is not without its
challenges – or its opponents. It is true that options relate more to long-term
executive wealth creation than to annual income generation and that income
is realised when options are exercised and the acquired shares are disposed
of. Further, attributing an annual income flow to holdings of unexercised
options is not a precise science; rather, it is a matter of probability modelling
and estimating. Yet current option holdings do constitute potential future
income and should therefore be factored into any estimate of annual total
remuneration. As we have seen, in many countries it is now mandatory for
firms to report the estimated present – that is, current year – value of new
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The value of a single option is 

c = Se−qTN(d1) Xe−rTN(d2)

Where:
c = present value 
d1 = { ln (S/X) + (r q + 2 / 2) (T)} / { T1/2}
d2 = { ln (S/X) + (r q 2 / 2) (T)} / { T1/2}
S = Current share price
X = Strike or exercise price
e = 2.71828 (exponential constant)
q = Expected dividend yield
σ = Volatility of returns
T = Time to expiration of grant
r = Risk-free interest rate
N(.) = The cumulative probability distribution function for a
standardised normal variable

–

–
––

σ σ
σσ

Figure 20.3 Black-Scholes option pricing formula
Source: Conyon & Sadler 2001: 167–8.

option and related equity grants and to include these values as an operating
expense. The ‘present value’ approach takes the projected future value of
the options granted and discounts it to a present value in order to estimate
the level of annual total remuneration.

The most widely used approach to estimating the present value of unexer-
cised share options – and the approach now ordained under the International
Financial Reporting Standards – is the Black-Scholes model. Essentially, the
model seeks to predict the full future value of the option grant for the
period of the grant, then apportions a notional amount of income for each
year of the grant. Towards this end, the model takes account of the follow-
ing variables: option strike price, price of an underlying security, share price
volatility, risk-free rate of return, dividend yield, expected term of the option
grant, and, where a performance hurdle applies, the estimated probability
that the hurdle will be met.

The standard Black-Scholes formula for estimating present value is
described in figure 20.3. Another approach, the binomial model, uses a sim-
ilar formula. A simpler variant is the minimum option value method, which
excludes consideration of the firm’s share price volatility. Black-Scholes and
similar methods tend to place a greater value on options the higher the
specified strike price, and some critics argue that Black-Scholes is prone to
over-valuation (Ellig 2002: 373–6). Options granted to executives generally
have an expected cost to the firm of 30 to 40 per cent of the estimated fair
market value (Conyon 2006: 27). Still, the valuation process itself at least
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acknowledges that new option grants are both a cost to the company and
wealth-generating for the recipient.

Performance shares and zero exercise price options

In recent years, many firms have replaced simple option plans with per-
formance shares or zero exercise price options (or ZEPO plans). With such
plans, the executive is allowed to take up shares at no cost but only on condi-
tion of a performance hurdle being satisfied over a designated performance
period. In other words, the executive receives a free grant of shares subject
to a hurdle. Since fewer ZEPOs will be needed to deliver a level of reward
comparable to that of a fixed price option plan, there is less potential for dilu-
tion of ordinary shareholder wealth, especially when the shares themselves
are market purchased rather than new issue. Unlike options, performance
shares do not encourage speculative behaviour.

Share rights or warrant plans

Share rights or warrant plans are essentially non-compulsory share purchase
plans with option-like characteristics. A rights plan gives the holder the right,
but not the obligation, to buy shares in the company. The purchase price is
typically the market price at the date of grant. Some rights plans emulate
direct grant and ZEPO plans by allowing shares to be acquired without
payment, but such plans generally involve performance hurdles. A warrant
gives the executive the right to buy a stated number of ordinary shares in the
company at a prescribed price over a set period. Typically, they are packaged
with bonds or preferred stock so that the executive is able to participate
in any increase in the value of the ordinary shares. Warrants are similar to
options in that they allow the warrant holder the opportunity to participate
in an increase in share value, but the paper gain can be commuted to cash
or equity at the end of the period specified.

Share surrogates

Share surrogates include a range of plans that emulate or substitute for
plans that confer equity ownership. Surrogate plans include share appreci-
ation rights, performance units and phantom share plans. Such plans are a
direct cost to the firm but, unlike options, they do not dilute shareholder
wealth.

Share appreciation rights differ from option plans in two main respects.
First, they take account of dividend earnings as well as share price
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appreciation per se over the designated grant period. Second, the execu-
tive is not required to take ownership of the shares; rather, the executive
receives cash equivalent to the wealth that would accrue to ordinary share-
holders via share price appreciation plus dividend earnings over the grant
period, with the base line typically being the market price at the date of grant.
While rights payments are a direct cost to the firm, unlike unexercised option
holdings, they allow the executive to share in the dividend stream flowing to
ordinary shareholders during the period of the grant. Figure 20.4 illustrates
the difference between gains from a rights plan and a simple option plan.
The executive stands to receive a cash payment geared to the total returns to
shareholders over a specified period in the form of share price appreciation
plus dividends, whereas rewards flowing from an option plan will reflect
share price movements only. Appreciation rights are frequently granted as
a companion to share options in order to cover the holder for capital gains
tax liability arising from an option gain. In short, appreciation rights plans
replicate the financial gains accruing to ordinary shareholders but avoid the
dilution effect common with option plans.

Likewise, performance units confer financial gains commensurate with
those that flow from equity ownership but without actually transferring
equity. The one major difference between performance units and share
appreciation rights is that the grant date price of the performance unit
is zero rather than the prevailing market price. Many such plans now also
incorporate performance hurdles, meaning that reward is contingent rather
than assured.

Variants of such plans are also occasionally applied in unlisted companies
in the form of phantom share plans. The executive is credited with a number
of fictional shares to which the firm assigns a notional price. On retirement,
or at the end of the vesting period, the participant receives a cash amount
equal to the appreciation in the value of the notional share plus the amount
of any declared dividends. For example, if each unit of equity is worth $30
at grant and $80 at the end of the vesting period, the firm pays the executive
$50 per unit. Such plans operate like share appreciation rights but focus on
growth in notional share value as determined by a formula. Such plans allow
privately owned companies to permit executives to participate directly in
equity ownership and to think like owners but without giving them board
voting rights. The main drawbacks are that firms often find it difficult to
value the stock appropriately and there is less flexibility since the valuation
date is generally set in advance.
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External regulation and mandatory reporting

In many developed countries, executive reward now stands apart from all
other aspects of employee reward management in publicly listed firms in
that the details of reward level and composition, as well as the underlying
justification for reward setting, must be placed on public record via company
annual reports. In relation to the remuneration of executives and non-
executive directors, company boards and auditors now face a degree of
mandatory reporting and public accountability considerably more exacting
than was the case before the share market slump and consequent corporate
failures of 2000–02. These most recent disclosure requirements are also
part of a long-term trend towards a more exacting approach to corporate
governance by both legislators and stock exchange regulators. Indeed, since
the 1980s, new rounds of governance regulation have followed a clear cyclical
pattern, with each economic downturn, spate of corporate collapses and
upsurge in public and media ‘outrage’ about executive (mis)behaviour and
‘reward excess’ triggering a further tightening in reporting requirements,
including initiatives intended to ensure greater objectivity and transparency
in procedures that determine executives’ pay. These developments have also
followed a particular international course, with changes in smaller developed
countries emulating those in the USA and UK.

The USA and UK

In the USA, the economic downturn of the early 1990s precipitated sweeping
new pay determination and disclosure rules by the Securities and Exchange
Commission and the New York Stock Exchange (NYSE) designed to make
CEO pay more transparent and arm’s-length, including the creation of
remuneration committees composed fully or predominantly of indepen-
dent directors. Similar measures were applied in the UK by the London
Stock Exchange following the reports of the Cadbury and Greenbury com-
mittees in 1992 and 1995 respectively, including more detailed reward dis-
closure and a non-binding provision that there should be no executives on
the remuneration committee (Lowry & Dignam 2006: 416–21).

Then, in the wake of the Enron and WorldCom corporate scandals and
share market slump of 2000–02, the US Congress passed the Public Com-
pany Accounting Reform and Investor Protection Act 2002, also known as the
Sarbanes-Oxley Act. Sarbanes-Oxley transformed US corporate governance
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practices, particularly those relating to auditor independence. It also tight-
ened dramatically the accountability requirements imposed on the boards of
US public companies in relation to executive remuneration, including their
subsidiary entities operating in other countries. In particular, Sarbanes-
Oxley prohibits executives from selling company shares when pension fund
holders are precluded from doing so, curtails the use of executive loans, and
requires repayment of incentives received on the basis of company earn-
ings statements that have subsequently to be restated. In 2003 the NYSE
introduced a new rule requiring that all new executive equity plans and any
‘material revision’ of existing plans, which generally includes option repric-
ing and hurdle softening, be subject to formal shareholder approval (Golden
2004). The UK also introduced a shareholder approval requirement in 2002,
albeit on an ‘advisory’ or non-binding basis (Lowry & Dignam 2006: 421).

Australia

While Australian reporting requirements remain less exacting than those
in the USA and UK, change here has followed the international trend. The
Company Law Review Act 1998 significantly strengthened the disclosure
requirements for both the directors and the executives of listed corporations.
Under this Act, and Section 300A of the Corporations Act 2001, the annual
director’s report was required to detail ‘the nature and amount of each
element of the emolument of each director and each of the 5 named officers of
the company receiving the highest emolument’ (Stapledon 2006). However,
most companies continued to report the cash and equity components in
separate sections of the financial statements. Moreover, until 2003 only a
minority of companies reported both the number and the estimated current
fair value of new option grants. The fragmentary nature of the reporting
meant that it remained difficult to accurately gauge the total reward level of
each named executive.

The collapse of leading Australian insurer HIH and telecommunications
carrier One.Tel in 2000–02, and the associated public outcry over unwar-
ranted payments to underperforming CEOs, spurred a further tightening of
both voluntary and mandatory disclosure standards. In March 2003 the Aus-
tralian Securities Exchange (ASX) Corporate Governance Council issued
a new voluntary code: the ASX Principles of Good Corporate Governance
and Best Practice Recommendations. Principle 9 (Australian Stock Exchange
Corporate Governance Council 2003: 51–7) states that the corporation
should ensure that the level and composition of executive remuneration is
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‘sufficient and reasonable and that its relationship to individual performance
is defined’. The ASX recommends five means to achieving ‘best practice’ in
executive reward:

1 continuous disclosure of the company’s remuneration policies and remu-
neration levels and mix for company directors and the five highest
paid non-director executives, including all annual fixed remuneration,
performance-based remuneration, ‘the value of shares and options
granted, according to an established and recognised method of valuation’
and any other equity-based remuneration, and any termination payments

2 establishment by the board of a remuneration committee, chaired by an
‘independent’ director and with a majority of ‘independent’ directors

3 structuring remuneration of non-executive directors differently from that
of executives

4 application of shareholder-approved performance thresholds to equity-
based executive remuneration

5 full reporting of remuneration policies and remuneration committee
membership in the ‘corporate governance’ section of the annual report,
including an explanation for any departure from ASX ‘best practice’ rec-
ommendations.

While these recommendations are not legally enforceable, they now con-
stitute a key element of Australian reporting standards, and any firm failing
to provide reasons for non-compliance runs the risk of being suspended or
delisted. Regarding remuneration committee composition, it is noteworthy
that the ASX requires only a majority of non-executive directors whereas
comparable provisions by the London Stock Exchange, for instance, require
that there should be no executives on such committees.

Despite the ASX initiatives, Australian legislators clearly believed that
more stringent mandatory reporting requirements should also be applied.
The upshot was the Corporate Law Economic Reform Program (Audit Reform
and Corporate Disclosure) Act 2004 (also known as CLERP 9), which became
law on 1 July 2004. In addition to the pre-existing reporting requirements
prescribed by Section 300A of the Corporations Act, this legislation requires
each public company to:

� prepare an integrated and comprehensive annual ‘remuneration report’
on director and executive remuneration policy and practice, including
details on the application of performance targets and any consequences
for shareholder wealth in the relevant financial year
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� put the remuneration report to shareholders for a non-binding vote
� disclose the remuneration details of all directors, the five named executives

of the company who receive the highest remuneration for the relevant
year and, where consolidated financial statements are required to cover
subsidiary entities, the five named relevant group executives who receive
the highest remuneration

� disclose the following additional aspects of executive remuneration in the
annual remuneration report:
– the proportion of remuneration that is fixed and performance-related

pay, and the justification for each
– the value of equity granted, vested and exercised during the financial

year and the sum of these values
– the value and proportion of total remuneration consisting of options
– duration of service contracts, notice periods and termination

payments.

As such, CLERP 9 has strengthened Australian shareholders’ collective
influence over remuneration packages, including termination payments,
by providing an opportunity to discuss the remuneration report during the
annual general meeting and to vote on the package, although, as in the
UK, the board is not legally bound by the outcome of the vote. Shareholder
approval is also required for termination payments that exceed seven times
an executive’s annual average salary over the previous three years (Blake
Dawson Waldron Lawyers 2004: 7–10).

Mandatory disclosure requirements were made more stringent still by the
release in January 2004 of Australian Accounting Standard Board (AASB)
Standard 1046 (‘Director and Executive Disclosures by Disclosing Entities’).
As a formal Accounting Standard, AASB 1046 is legally enforceable under
the Corporations Act. This standard mandates disclosure of options values
using a recognised valuation method (Stapledon 2006).

Some critics argue that ever more exacting disclosure requirements are
essentially self-defeating. The more onerous the reporting requirements,
the greater the administrative cost ultimately borne by the shareholders.
It is also possible that the more information CEOs have about how their
peers are remunerated, the more likely they may be to demand comparable
treatment. On this basis, disclosure may have a ‘ratcheting’ or accelerator
effect on pay levels, particularly where boards insist, as a matter of pride, on
paying their CEO above the market median for peer firms. While this may
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be so, the case for comprehensive disclosure and accountability is arguably
more than justified, in terms of both shareholder rights and the ideal of
corporate social responsibility.

Firms’ performance, executives’ reward and
managerial power

Whatever the pros and cons for organisations of mandatory public report-
ing, the public availability of detailed information on the level and mix of
senior executives’ and directors’ annual reward has presented reward man-
agement researchers in many developed countries with time series data of
unparalleled comprehensiveness and richness; data spanning one, two and,
in some cases, three decades. These data pools have enabled researchers to
explore the cross-sectional and longitudinal associations between pay and
performance in a way that is rarely possible for other categories of employee.
This has stimulated a robust empirical and conceptual debate, especially
regarding the relationship between CEO reward outcomes and prior com-
pany performance and the extent to which this relationship is influenced
by the day-to-day power exercised by CEOs themselves (Gerhart & Rynes
2003: 142–8).

Pay-performance sensitivity

Pay-performance sensitivity is typically defined as the dollar change in CEO
wealth associated with a dollar change in shareholder wealth. Studies con-
ducted in the USA (Hall & Liebman 1998; Jensen & Murphy 1990; Lilling
2006; Tosi et al. 2000), Canada (Zhou 2000), the UK (Conyon & Sadler 2001),
and Australia (Merhebi, Swan & Zhou 2006) indicate that executive reward
levels are sensitive to prior changes in company performance, although in
most cases the reported associations are quite weak, particularly on the
downside. In their classic study of 2,213 US CEOs for the period 1969–83,
Jensen and Murphy (1990) report that CEO wealth increased $US3.25 for
every $US1,000 increase in shareholder wealth, whereas CEOs lost 24.4 cents
for every $1,000 lost by shareholders. From a basic agency theory perspective,
the higher the sensitivity, the closer pay-setting practice approximates to
optimal contracting.

Significantly, the evidence on which most extant sensitivity studies are
based predates the ascendancy of option plans. The first UK study to include



492 Reward ing employee per formance

estimates of LTI values (Buck et al. 2003) finds that the use of LTIs actually
reduces pay-performance sensitivity. For CEOs, the presence of LTI plans
reduces the level of reward increase per £1,000 of shareholder return from
£1.81 to £1.55. Such findings appear to challenge classical agency theory
assumptions regarding the benefits of performance-contingent incentives,
although other studies informed by agency theory (Jensen & Murphy
1990; Jensen, Murphy & Wruck 2004; Kay 1999) note that share option
plans are far less effective than ownership per se in aligning executive and
shareholder interests.

One particularly revealing finding arising from more recent pay-
performance sensitivity research is that sensitivity is related inversely to
the degree of business uncertainty and risk. Several recent studies (Bloom
& Milkovich 1998; Aggrawal & Samwick 1999; Mishra, McConaughy &
Gobeli 2000; Zhou 2000) have found that the pay-performance association
is non-linear; firm performance being linked positively to incentive plans at
lower levels of risk (especially share price volatility) but then diminishing,
and perhaps turning negative, as the degree of CEO risk exposure increases.
As agency theory implies, executive risk aversion is likely to be intensified
in situations of high uncontrolled business risk; that is, where the line of
sight between effort and reward is obscured and unclear. In such situations,
risk-averse CEOs can be expected to respond by demanding a greater pro-
portion of fixed remuneration and/or higher levels of potential incentive pay
to compensate for the additional risk. It follows that riskier firms that have
less pay-performance sensitivity can be expected to outperform high-risk
firms that have high pay-performance sensitivity, a proposition borne out
by a study of 150,000 executives in 700 US firms by Bloom and Milkovich
(1998). Such findings suggest that having less pay-performance sensitivity
may be an optimal approach to CEO reward management in riskier firms. As
such, while simple agency theory prescriptions regarding the superiority of
performance-contingent pay may be invalid in high-risk contexts, the basic
assumptions of the principal–agent model appear to hold. The key message
here is that risk must be recognised as a crucial mediating variable in the
relationship between CEO remuneration and firm performance.

Managerial power

Despite its growing sophistication, the empirical and normative literature
supportive of agency theory still has some significant shortcomings. One of
these is the under-recognition of the ambiguous position occupied by the
company board itself in relation to the principal–agent problem. A second



Execut ive incent ives 493

and related weakness is inadequate consideration of organisational power,
especially the balance of power between the board and company executives.
The latter is the central concern of managerial power theory.

The most forceful articulation of the managerial power interpretation
to date is that offered by US law academics Lucien Bebchuk and Jesse
Fried (Bebchuk, Fried & Walker 2002; Bebchuk & Fried 2004, 2005b, 2006;
Bebchuk & Jackson 2005). Bebchuk and Fried provide a detailed account
of how executive influence can undermine arm’s-length negotiation and
optimal contracting, weaken pay-performance sensitivity and even produce
perverse incentives. They argue that compliant boards and compensation
committees agree to pay suboptimal or excessive rewards that are not in
shareholders’ interests and which amount to ‘rent extraction’. CEOs are said
to command such power that they are able to pressure boards to approve pay
that is not coupled to genuine performance and which commonly involves
‘camouflaged’ remuneration that circumvents mandatory reporting require-
ments. They are able to influence the appointment and reappointment of
directors both to the board and to its remuneration committee. The claim,
in essence, is that CEOs exercise undue influence over how their pay is set,
constrained only by the possibility of shareholder ‘outrage’ if they are caught
extracting rents.

Bebchuk and Fried argue that, despite closer scrutiny and tighter report-
ing requirements, US CEOs continue to extract rents, first, by persuading or
forcing boards to decouple pay from performance and, second, by pressuring
boards to offer greater amounts of disguised remuneration that largely goes
unreported in annual remuneration statements. In support of their case,
Bebchuk and Fried point to the continued prevalence of unhurdled or non-
indexed option plans in US companies (which deliver undeserved windfall
gains to option-holders in rising markets), option exercise prices set at grant
date market prices, options without non-exercise periods (which encourage
speculative behaviour by allowing executives to unwind holdings at will) and
plans that allow for the repricing of ‘out-of-the-money’ options. Further,
they contend that even where hurdles are applied, these tend to favour abso-
lute over relative targets and are frequently softened to ensure payout despite
declining performance by their firm. They also highlight the use of automatic
‘reloading’ of options following exercise of an existing option holding.

Bebchuk and Fried also identify a range of ‘stealth compensation’ arrange-
ments by which CEOs are able to extract disguised and deferred income in
the form of generous sign-on payments (or ‘golden hellos’), special retire-
ment benefits, retention and long-service bonuses, no-interest company
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loans, post-termination consulting fees, special payments for termination
following takeover or merger (or ‘golden parachutes’) and the like. Bebchuk
and Fried reserve particular criticism for retirement benefits that are not
performance-linked, are excluded from the annual remuneration reports
and, hence, from pay-performance sensitivity estimates, and thus create
false readings of both annual reward level and incentive sensitivity. They
estimate that, on average, pension payments increase the total earnings of
top US CEOs over their term of service by more than a third. Including
these pension payments in total remuneration reduces the proportion of
equity-based reward from 55 to 41 per cent, while the proportion of fixed
‘salary-like’ reward increases from 17 to 39 per cent (Bebchuk & Jackson
2005: 848, 851–2). As such, according to Bebchuk and Fried, executive incen-
tive plans that purport to advance shareholders’ interests may be little more
than devices to camouflage economically unwarranted levels of income and
wealth appropriation.

The solutions recommended by Bebchuk and Fried include:

� increasing shareholder power over directors
� exclusion of all but independent directors from board compensation

committees
� mandatory shareholder ratification of all components of top executives’

remuneration
� use of indexed options
� compulsory share ownership, and
� full disclosure of all post-employment benefits.

However, the managerial power account has itself come under challenge.
Gumbel (2006: 230) notes that relative performance hurdles may do more
harm than good to shareholder interests. Gordon (2005) observes that the
increased rate of CEO turnover and the shortening of average CEO tenure
since the mid-1990s are at odds with the managerial power thesis. Murphy
(2002) and Conyon (2006) note that the escalation in executive pay during
the 1990s coincided with increasing rather than decreasing board indepen-
dence, that the proportion of externally hired CEOs increased during the
1990s and that external hires actually receive a pay premium over internal
hires. They also furnish evidence that boards and remuneration committees
with more ‘interlocked’ or ‘affiliated’ directors – that is, non-independent
directors who share one or more external board positions with the CEO – do
not set more generous total pay levels, provide greater fixed pay or impose
fewer performance-contingent rewards and that externally hired CEOs with
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no ties to the existing board enjoy higher rather than lower remuneration
levels. Invoking tournament theory, Conyon (2006: 40) contends that high
CEO pay cannot be taken as signifying inefficient contracting; rather, it ‘may
simply reflect the market for CEOs and the pay necessary to attract, retain
and motivate talented individuals’.

To Murphy (2002), who is a prominent agency theorist, the underlying
cause of the rise of option-based remuneration is not board weakness and
executive powerfulness per se but rather the mistaken belief on the part of
company boards that options are a low-cost form of remuneration. The
solution, according to Murphy, lies not in tighter corporate governance
regulation or greater board independence but rather in educating directors
as to the true economic costs of granting options and in changing accounting
and tax rules so as to recognise such costs in full.

Despite these interpretative differences, however, the agency theory and
managerial power perspectives actually have much in common. Both share
the view that executives are risk-averse agents. Both favour the use of
share ownership over option plans. Both also recognise that the prospects
for greater ‘optimal contracting’ and stronger bi-directional associations
between executive reward and firm performance lie with the outlook and
behaviour of those stakeholders most directly responsible and accountable
for executive performance and reward management, namely the members
of the board.

Whatever its empirical limitations, the chief value of the managerial
power model, both descriptively and prescriptively, lies in extending anal-
ysis of the principal–agent problem to the relationship between external
shareholders and the board itself: ‘ . . . there is one agency problem between
shareholders and the board directors and a further agency problem between
the board and the CEO.’ (Gumbel 2006: 225.) Responsibility for achieving
more effective executive reward management practices rests ultimately with
those who accept the legal responsibility for administering the company in
the interests both of its immediate owners and of other internal and external
stakeholders.

Implications for effective executive reward practice

Effective management of senior executive performance and reward, and
CEO reward in particular, involves striking a positive balance between
the potentially competing expectations of five key stakeholder groupings:
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(1) shareholders, (2) the board, (3) executives themselves, (4) the firm’s
employees and (5) external stakeholders, including corporate regulators,
the media, customers, suppliers and the general community.

Shareholders

Shareholders will clearly be concerned, above all else, with shareholder
returns on the firm’s investment in executive ‘talent’. As such, they will
expect reward practices that are competitive but not excessive; that is, a level
of reward adequate to attract and retain appropriate talent within the rele-
vant local market, and a reward mix that motivates high shareholder returns.

STIs should not encourage short-termism and manipulation of annual
accounting results at the expense of long-term shareholder value creation.
Equity-based rewards should be linked closely to shareholder value, with
equity plans aligned as closely as possible with the risk-and-return condi-
tions faced by ordinary shareholders. As such, it is desirable that LTIs in
particular should incorporate relative performance measures and hurdles.
There should also be minimal opportunity for executives to hedge against
market risk, which means avoidance of option repricing and hurdle soften-
ing, as well as prohibition of option conversion practices such as ‘cap-and-
collar’ schemes. Straight option plans do impose direct and indirect costs
on shareholders, while the research evidence indicates that the most trans-
parent and effective devices for aligning shareholder and executive interest
are restricted plans and mandatory shareholding plans.

At the same time, it is vital to recognise and reward not just share mar-
ket results but also the controllable internal processes and results that also
contribute to overall corporate performance. As we have seen (chapter 5),
within the balanced scorecard method, these performance drivers include
not just financial results but also human resource engagement, growth and
creativity, internal process efficiency, customer satisfaction and market share
and image. A rounded executive LTI plan should thus include targets related
to these non-financial criteria since it is these that ultimately determine the
firm’s sustainability.

The board

As well as being interested in setting rewards that are externally competitive,
company directors must now take seriously their legal and ethical obligation
to act without fear or favour, to engage in arm’s-length pay bargaining, to
specify and justify STI and LTI policies and practices, including performance
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payments, payout targets, hurdles, actual payout levels, equity type and
vesting periods. Boards must also be prepared to explain and substantiate all
termination and post-employment rights and entitlements. Close attention
is now being paid to levels of post-employment benefit. In most regulatory
jurisdictions, new grants of options and other equity instruments must be
valued and expensed against annual profit. In short, it is now incumbent on
all board members to be accountable both to shareholders and to regulatory
authorities for the level and mix of top executives’ reward.

Equally, beyond enhancing shareholder value per se, it is incumbent on
the board to choose performance measures that truly reflect the firm’s com-
petitive strategy and success factors. For both cost and quality defenders, the
accent should be on short-term profitability and long-term market stabil-
ity, while a quality defender should also emphasise continuous process and
quality improvement and customer satisfaction. An analyser firm will want
to recognise and reward steady growth, perhaps involving diversification by
acquisition, while a prospector will emphasise both fast financial returns and
sustained organisational creativity and innovation. In short, to be strategi-
cally appropriate, the performance measures applied to executive incentives
must pass the test of construct, content and criterion-related validity (see
chapter 1 for a discussion of these concepts).

Executives

Given the global trend towards shorter CEO tenure and greater emphasis on
performance-contingent rewards, the key requirement in terms of executive
expectations is the maintenance of a positive transactional psychological
contract, although, as Kidder and Buchholtz (2002) contend, care should
also be taken not to breach reasonable relational expectations, especially
in high-risk contexts. This means that reward should reflect the executive’s
human capital; expected tenure; location (local, national, global region,
fully global); level of risk involved, including the prospect of failure and
sector volatility; and personal contribution to short-term and long-term
value creation. In these respects, careful attention must be paid to appro-
priate reward benchmarking for both fixed and variable reward. Should the
benchmarks be the sector, peer groups, firm size, geographical location, past
firm performance or perhaps a combination of all of these?

The balance between fixed reward, STI and LTI should depend chiefly on
the firm’s size and strategic time frame. An emphasis on STIs will be more
appropriate in a prospector organisation, since such firms will have short
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product cycles and require rapid turnaround. Conversely, LTIs should be
contingent on sustained performance over a longer time frame, as is typical
of firms with defender or analyser business strategies. The research evidence
indicates that in high-risk contexts (such as start-up firms and firms in highly
volatile market contexts) less rather than more emphasis should be placed
on ‘at risk’ reward.

Non-executive employees

The expectations of the firm’s non-executive employees, including line man-
agers, are likely to be informed chiefly by perceptions of internal equity or
inequity; that is, by distributive justice perceptions. Greater public disclosure
of executive rewards means that ordinary employees are more inclined than
previously to draw what distributive justice theorists refer to as ‘upward dis-
similar comparisons’ (Martin 1982: 112). Cowherd and Levine (1992) have
found that the wider the pay differential between lower-level employees and
senior managers, the greater the degree of lower-level dissonance and the
lower the level of lower-level commitment, cooperation, effort and attention
to quality. Byrne and Bongiorno (1997) report similar findings.

As such, company boards need to take account of employee perceptions
of the total reward of executives relative to that of other employees in the
organisation. Should the organisation’s pay level structure be steep or flat?
Wide internal pay inequality may be appropriate for a firm with a mechanis-
tic structure and traditional culture, but a flatter structure would be more
appropriate for an organic high-involvement firm.

Equally, the assumption that firm performance is attributable largely or
entirely to the top management echelon is open to question. Leadership
counts, but it is not all that matters. Accordingly, a reward system that allo-
cates the lion’s share of incentive payments to senior executives while pro-
viding only token recognition to non-executive employees is almost certain
to impair perceptions of distributive justice. It is also worth recalling that
the escalation in executive reward levels during the 1990s coincided with a
protracted round of ‘down-sizing’ and ‘delayering’ that saw the elimination
of many line employee and middle manager positions. As many commen-
tators have argued, perceptions of inequitable sacrifice have just as much
potential to breach the employee psychological contract as do perceptions
of inequitable reward (Cropanzano & Prehar 2001).
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External stakeholders

Now, more than ever before, executive reward setting must take heed of
the expectations of external stakeholders, including legislators, listing bod-
ies, suppliers, customers, the media and the wider community. Above and
beyond compliance with mandatory disclosure requirements, there is now
a need for boards to anticipate community perceptions of executive reward
practices. Whether rightly or wrongly, negative public reactions to levels of
executive reward can damage a firm’s ‘brand image’ and affect its market
fate. As enlightened boards know, practising ‘corporate social responsibil-
ity’ in relation to determination of executive reward can return a healthy
dividend both to the firm and to its shareholders.

Chapter summary

This chapter traverses the most complex and controversial topic in the field
of performance and reward management, namely management of perfor-
mance and reward for top executives, and especially CEOs. We began by
considering the place and role of hired executives in corporate governance
as well as introducing the reader to three distinct descriptive or prescriptive
theories of executive motivation and behaviour: tournament theory, agency
theory and managerial power theory. We then reviewed the main compo-
nents of executive reward, as well as trends in the level and composition of
CEOs’ reward in a number of developed countries in recent years, noting in
particular the rising importance of equity-based incentives. Next we exam-
ined the various short-term and long-term incentive plans and associated
techniques, including the types of performance targets or ‘hurdles’ incor-
porated into such plans. Attention then turned to recent developments in
the mandatory public reporting of remuneration packages for senior exec-
utives. Next, we examined evidence and arguments regarding the effective-
ness of executive reward practices, particularly the extent of the association
between company performance and executive pay outcomes, paying partic-
ular attention to recent debates between agency theorists and advocates of
the managerial power model. Here, we argued that the value of the man-
agerial power approach lies chiefly in extending agency theory assumptions
to the company board itself as the entity responsible and accountable for
determination of executives’ reward.
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Discussion questions

1 What are the strengths and weaknesses of agency theory as a means of
understanding executives’ motivation and behaviour?

2 What are the arguments for and against public disclosure of top
executives’ remuneration in public companies?

3 How should CEOs’ performance be measured?
4 Should executives’ LTI plans reward absolute or relative returns to

shareholders?
5 How much truth is there in the managerial power account of recent

executive reward practice?
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BEYOND THE HARD SELL
Performance incentives at Southbank

Three weeks into her new job as director of human resources at Southbank
and things have yet to start looking up for 30-something high-flyer Alison
Lee. The enormity of the challenge she faces in redesigning performance-
related rewards for the 8,000 staff and 400 remaining branches in South-
bank’s nation-wide retail division seems to loom larger by the day. Since her
appointment, Alison has held daily crisis talks with her new boss – and the
bank’s new CEO – James Allright, about the public relations and reward
management shambles in the retail division and how it can be addressed.

The challenge they face is enormous. Staff morale has plummeted, reward
satisfaction is at an all-time low, the Financial Services Union is planning
to make performance pay a key issue in the next round of enterprise agree-
ment negotiations, ten employees have been charged with fraud, customers
are deserting in droves, investors have dumped Southbank shares, and the
National Consumer Affairs Commission has launched an investigation into
allegations of unethical sales practices in the bank’s branches. At the heart of
these problems lies the Sales Incentive Scheme (SIS) introduced two and a
half years ago amid much fanfare by Alison’s predecessor, Graham Starbuck.

The culture of selling

Under its previous CEO Jonathan Rockwell, Southbank pursued aggressive
market expansion in the highly competitive field of retail banking, espe-
cially in personal loans, housing loans, credit card business and business
loans. Rockwell’s strategy centred on a program of thoroughgoing corporate
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transformation involving the closure of low-profit branches, the adoption
of e-commerce technology (including internet banking and EFTPOS) and,
most importantly, the conversion of remaining branches from a service cul-
ture to a sales culture based on individual ‘entrepreneurship’. Rockwell was
certain that such an approach would increase both market share and share-
holder value. The SIS was the reward keystone of this ambitious strategy
of corporate transformation. Rockwell had recruited Starbuck two and a
half years earlier from his position as global marketing manager for a major
international fast-moving consumer goods supplier specifically to oversee
the scheme’s introduction. Under the ‘sales culture’ championed by Rockwell
and Starbuck, every visit by a customer to a branch is seen as an opportunity
to generate additional business: a new personal, housing or business loan,
an extension on a credit card limit, a transfer of funds to a more lucrative
account, opening a personal superannuation account, referral to one of the
bank’s specialist financial advisers, and the like.

Under the SIS, branch employees are eligible for individual bonuses tied to
the volume of new credit business they generate each month. Each ‘customer
sales officer’ is assigned monthly sales targets by the HR division. Sales staff
targets are set for each of three key result areas: new accounts opened; value
of extended credit card limits; and number of referrals to loans advisers.
All criteria are weighted equally. The monthly targets in each of the three
result areas are set at 110 per cent of average monthly nationwide results
achieved per staff member over the preceding twelve months. A similar
‘moving average’ formula is used to set monthly targets for loans advisers
and branch managers themselves. For these more senior employees, however,
just one key result area measure is applied, namely the total value of new loan
business generated. For sales advisers, the monthly target is set at 110 per cent
of the national average per adviser over the previous twelve months; for
branch managers, it is set at 110 per cent of the national average per branch
over the preceding twelve months. To contain overall payroll costs, only the
top 40 per cent of staff meeting or exceeding the targets in each position
category (sales officer, loans adviser, branch manager) qualify for a monthly
bonus.

In a bid to deliver immediate results, the scheme was rolled out quickly
and with minimal change to other HR functions, such as work organisation,
staff selection, training and performance management. To reinforce the
culture of individualism, pre-existing work teams set up in several branches
to focus on the needs of particular client groups (such as high-value business
customers and ethnic Chinese account-holders) were dismantled.
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At first, the SIS appeared to deliver the desired results. Both new loan busi-
ness and product cross-selling to existing customers rose appreciably. Many
employees evidently unsuited to the new sales culture resigned voluntarily,
and many others from branches in poorer suburbs were ‘managed out’ for
consistently failing to meet their targets. On the other hand, the scheme also
allowed top performers to significantly increase their total remuneration –
by as much as $1000 per month in the case of some of the more successful
loans advisers.

The crisis and the coup

However, after two years of operation, neither Rockwell nor Starbuck were
convinced that the scheme had reached its full potential. Accordingly, six
months ago, under pressure from Rockwell, Starbuck released a strongly
worded internal staff memo accusing employees in some branches of being
‘risk-averse’ and of failing to embrace the ‘culture of entrepreneurship’ that
he and Rockwell had championed. For both men, the move proved to be a
fatal career miscalculation.

A disgruntled branch manager leaked the Starbuck memo to the busi-
ness press. The leak triggered a flood of damaging public revelations about
the SIS: from impossible sales targets and employee stress, breakdown and
suicide, to high-pressure selling and fraudulent behaviour. One well-placed
informant – one of the few remaining ‘old-style’ managers in the bank’s HR
division – alleged that the SIS had indeed affected a change in workplace cul-
ture – it had, he said, become ‘dishonest and shonky’. Union representatives
claimed that the SIS placed at risk not only their members’ pay but also the
industry’s ‘core values of trust and integrity’. The union also drew a contrast
between the unrealistic targets imposed on ordinary branch employees and
the ‘extremely generous’ share option entitlements extended to the bank’s
senior executives.

Other leaked internal documents revealed the full extent of scheme dys-
function. One manager was dismissed after it was discovered accidentally
that he had increased the size of his own home loan, then claimed this as
additional business. At least ten other staff members had been disciplined
for various acts of ‘fraudulent behaviour’ under the scheme, including the
generation of fake sales revenue. One had attempted to claim a bonus for
opening new accounts that were never authorised by customers; others had
sought to claim credit for sales revenue that they had played no part in
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generating; a few had persuaded customers to close one account and open
another, claiming the latter as new business. Poaching clients and busi-
ness from fellow employees had also become a daily occurrence in some
branches. In theory, individual and branch sales levels were to be checked
on a monthly basis by the HR division, with the sales activity of top per-
formers being subject to weekly audits. However, these checks were not
always properly executed, and one internal source suggested that ‘monitor-
ing and compliance had been practically non-existent’. More damaging still
were the revelations in relation to the treatment of customers under the
scheme. Many had been subjected to aggressive ‘push-selling’ tactics; others
had been offered increased overdraft and credit limits that were well beyond
their debt-servicing capacity. Customers who complained about the ‘hard
sell’ either had a red sticker attached to their passbook or a coded warning
inserted in their electronic account records. Pressure to meet sales targets
and daily abuse from irate customers has caused a dramatic increase in staff
stress levels, illness and absenteeism. The manager of one suburban branch
left a suicide note indicating that he could no longer cope with the pressure
from head office and from his subordinates to ‘push more business through
the branch door’.

The financial press and the radio ‘shock-jocks’ have had a field day with
these revelations, forcing senior management into damage control mode.
Starbuck’s initial response was to claim that the cases of abuse involved only a
‘few rotten apples’. However, a month after the original memo leak, and with
the bank’s share price in free fall, a nervous Rockwell reluctantly moved to
shore up his own position by dismissing the hapless Starbuck. Two days later,
however, the bank’s board of directors decided to sacrifice Rockwell himself.

The context

Although the crisis in the retail division is not yet life-threatening for
Southbank, competitors are monitoring the situation – and the share price –
closely, and there is talk around the market of a takeover bid by one of
Southbank’s larger domestic competitors. The smallest of the ‘big five’ in
the Southland banking sector, Southbank now appears all the more vul-
nerable to takeover. It is a distant fourth in terms of market capitalisation
and has far less funds under management than its four larger competi-
tors and less than half of their average customer base. Its share of business
and investment banking – the key ‘high value-adding’ activities of its larger
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rivals – is lower still. At the same time, a new generation of smaller financial
institutions have been pursuing market share aggressively in retail banking.
So far, Southbank has managed to retain market share in retail banking,
which has always been its core business. It currently controls 10 per cent of
the total housing loan market, 12 per cent of current personal loans and 13
per cent of all domestically issued credit cards. Its retail division handles five
million sales transactions per year. However, in the wake of the SIS revela-
tions, the loyalty of customers and shareholders alike has begun to wear thin.

In the retail division itself, 60 per cent of the customer sales positions are
of a permanent part-time nature, 80 per cent of the workforce is female, and
the average length of staff tenure is just four years. By contrast, the loans
adviser and branch manager positions are full time and male-dominated. As
a result of organisational delayering, internal promotion opportunities are
virtually non-existent. While most tasks involve one-on-one relations with
customers, much of the work is interdependent and requires considerable
cooperation, information-sharing and informal mentoring. In addition, the
more senior advisory jobs involve considerable discretion and a wide knowl-
edge of bank products and processes.

The challenge

Now, with Rockwell about to launch civil action over his own dismissal, his
successor James Allright and Southbank’s new human resources director
Alison Lee face the daunting task of repairing the damage caused by the
SIS. At the board’s request, Allright and Lee have been asked to give top
priority to reviewing the shortcomings of the SIS and to developing and
implementing a new, more effective performance-related reward system for
the bank’s retail division. Alison’s first move is to turn to you for expert
advice. In doing so, she asks you to respond to three key questions:

1. What are the main design and administrative shortcomings of the existing
SIS?

2. What performance criteria should Southbank be seeking to recognise
and reward?

3. What method(s) of performance-related reward should the bank apply?

Source: adapted from Shields 2002a. Reproduced with permission.

Model responses to this case study are in the book’s appendix.
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FITTING IT ALL TOGETHER

Having now laid out all of the pieces of the performance and reward puzzle,
it is time for us to consider how to go about assembling these elements
into a coherent whole. In this concluding chapter, we detail a ‘best fit’
approach to assembling the various concepts, evaluation techniques and
practices explored in parts 1–4 into an integrated and strategically aligned
whole. Specifically, we examine the requirements for and challenges associ-
ated with performance and reward system review and the steps involved in
system change and development. Although our approach here is primarily
prescriptive in nature, our prescriptions also draw on a range of insights
available in the empirical or descriptive and critical literatures that have
been referred to at various points throughout the text.
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Chapter Twenty-one

SYSTEM REVIEW, CHANGE
AND DEVELOPMENT

In the past, managing employee performance and reward was a relatively
uncomplicated affair. On the performance management side, it was a matter
of requiring supervisors to assess each of their subordinates once a year using
a simple rating scale instrument, perhaps with a few management-imposed
objectives included for good measure. On the remuneration side, the focus
was on developing and maintaining a job-based base pay and benefits struc-
ture that tempered external competitiveness with a degree of attention to
internal equity. In the more complex traditional pay systems, there may also
have been an element of individual performance-related reward, perhaps
in the form of assessment-based merit increments or one or other of the
traditional forms of payment by results, possibly coupled with a modest
level of collective STI in the form of profitsharing. Underlying all was an
accent on the maintenance of a traditional top-down management culture,
a mechanistic organisational structure and a stable relational psychological
contract.

How things have changed! Today, performance and reward practitioners
find themselves confronted by myriad alternative design options: every-
thing from competency-based assessment and performance coaching, with
broad-graded and broad-banded base pay structures, to goal-based STIs
for individuals, teams and business units, and an ever-growing range of
sophisticated equity plans for employees at all levels – from those on the
production line to the habitués of the executive suite. The world of the
management practitioner is positively awash with competing performance
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and reward theories, fads and fashions, with specialist consultants ever keen
to push their products, and this has made the task of managing employee
performance and reward far more challenging than ever before. And today’s
employees also have different expectations from those of twenty years ago. In
many organisations, the very basis of the employment deal has shifted from
long-term engagement to short-term transaction; and there is evidence that
in many developed countries younger employees have embraced this ‘new
deal’ and adjusted their expectations and reward valences accordingly.

In the face of the bewildering array of possibilities, there is a great temp-
tation to join in the ‘best practice’ bandwagon; to take up the latest fashion
simply because that is what other organisations ‘around here’ seem to be
doing. The danger here is that the organisation ends up with a bundle of
performance and reward practices that amount to little more than a fashion-
driven pastiche of initiatives bearing little relationship to the real needs of
the organisation, its customers and its employees. As noted in chapter 4, the
problem with off-the-shelf approaches of this sort is that they are incapable
of addressing organisational specifics in a comprehensive and integrated
way. Fashion-driven approaches often bear little or no relationship to the
strategic goals and objectives of the organisation concerned, are only loosely
aligned with the organisation’s actual or preferred structure and culture and,
most importantly, often bear little or no relationship to the needs, expecta-
tions or aspirations of the organisation’s present or prospective employees.

The most appropriate approach, we have argued, is that of integrated
internal and external ‘best fit’. As noted in chapter 4, the best fit formula has
two main elements:

1 the ‘bundle’ of human resource practices should support the organisa-
tion’s strategic aims in its chosen product or service market(s) (i.e. provide
‘external fit’), and

2 the practices should both be integrated and cohesive and synergistic with
the organisation’s preferred structure and culture (i.e. provide ‘internal
fit’).

The critical message here is that one size does not fit all. Human resource
practices should be tailored specifically to the particular context, strategy,
structure and culture of each organisation. The point is to develop a
performance and reward system that matches organisational success factors
and delivers the attitudes, behaviour, competencies and results that the
organisation requires from its employees. This means that, in developing an
integrated performance and reward system, the organisation should select
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the combination of practices that is best suited to helping it achieve its goals
within its chosen operating environment and with the human resources
it has available. Note, however, that this does not preclude organisations
from benchmarking their practices against similarly situated or competitor
organisations.

At the same time, ‘best fit’ requires that performance and reward prac-
tices should be chosen in a holistic and integrated manner. In essence, this
means selecting practices that, in terms of desired results, behaviour and
competencies, are synergistic (i.e. complementary and/or supplementary)
rather than pulling in different directions. For instance, implementing an
individual incentive plan in a team environment may well impair coop-
eration between team members and undermine any team incentive plan,
or implementing broad-banding without a carefully thought-out system of
person-based base pay progression could have disastrous consequences. A
holistic reward approach also means choosing financial rewards compatible
with the various non-financial rewards that the organisation may offer its
employees. In the literature, this is referred to as a ‘total reward’ approach
(Fuehrer 1994; Kao & Kantor 2004; O’Neal 1998; Zingheim & Schuster
2000a: 1–65).

With a best fit approach, then, performance and reward practices should
be simultaneously strategic, integrated and total. In this chapter, we consider
the steps that an organisation should follow in designing or redesigning its
performance and reward system. We begin by outlining a general framework
for developing or revising performance and reward practice in line with the
tenets of the best fit model. Attention then turns to the processes and meth-
ods associated with reviewing or evaluating current practices in terms of
their strengths and weaknesses in supporting strategic objectives, especially
in eliciting desired attitudes, competencies, behaviour and results. Revisiting
the model of strategic alignment presented in chapter 4, we next examine
the key issues and considerations involved in developing a new, strategically
aligned and integrated system of performance and reward management.
Finally, we consider the importance of rehearsing and piloting the proposed
changes before full roll-out, as well as the basic requirements for effective
implementation.

A framework for system development

In this section, we present a general framework for reviewing and trans-
forming current performance and reward strategy, policy and practices in
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1. Requirements
(for strategic success)

Competitive strategy and key success factors
 Structure and culture
 Performance factors (desired results, behaviour, 

competencies, attitudes, psychological contract)

 
Performance and reward strategy

2. Review
(of current practice)

 Strengths
 Weaknesses
 Extent and urgency of required change

3. Recommendations
(for better practice) 

Performance management practices:

 Performance units
 Criteria
 Monitoring, measurement, assessment

Feedback
Development

Reward management practices:

Reward mix (intrinsic, extrinsic, financial)
Remuneration mix (base, benefits, STI, LTI)
Remuneration level

4. Rehearsal (to test

recommendations)

Preview:

 Cost-benefit modelling
 Piloting

Planning:

 Preparation
 Roll-out sequence and time frame (What?

When? Where? Who has accountability?)

5. Roll-out Implementation:

Communication
 Training
 Ongoing monitoring and evaluation

•
•
•

•

•
•
•

•
•
•
•
•

•
•
•

•
•

•
•

•
•
•

Figure 21.1 Framework for performance and reward system development

line with the tenets of the best fit model. As indicated in figure 21.1, the
framework involves five main steps:

1 establishing the basic strategic requirements
2 reviewing current practice against these strategic requirements to identify

specific areas for improvement
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3 recommending an altered or new configuration of performance and reward
practices

4 rehearsing the proposed changes and planning their implementation
5 rolling-out the changes.

In essence, the framework follows the prescriptions offered in the main-
stream strategic management and best fit literature, including the need for
SWOT analysis and integrated internal or external fit (see chapter 4). As
such, it is also predicated on the rationalistic and instrumental assumptions
that characterise this literature, including, most importantly, the belief that
the strategic choice and changes to human resource policies are primar-
ily ‘intended’ (i.e. premeditated, preplanned) management processes and
that neither internal nor external constraints pose an insuperable barrier to
management-initiated change. As we shall see, however, it would be wrong
to infer from this that management of the change process itself is uncom-
plicated or free from uncertainty and risk.

Basic strategic requirements

In chapter 4, we outlined a basic model for strategic performance and reward
management practice. It will be helpful to recap the details of this model
briefly since it provides the basis for much of the ensuing discussion. The
model proposes that taking a strategic approach to performance and reward
management requires careful analysis of and alignment between four key sets
of factors: (1) competitive strategy, (2) organisational structure, (3) man-
agement culture and (4) performance and reward principles and practices.
To optimise their effectiveness, performance and reward policies and prac-
tices should be compatible with, and aligned with, strategy, structure and
culture – or, more precisely, with intended strategy, desired structure and
espoused culture. Misalignment between any of the four factors is likely to
produce suboptimal outcomes.

Throughout this text, with a view to reducing the complexities of strate-
gic fit to manageable proportions, we have drawn on the following basic
typologies of each of the above three key organisational factors:

1 competitive strategy:

– cost defender
– quality defender
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– analyser
– prospector

2 organisational structure:

– mechanistic
– organic

3 management culture:

– traditional
– high involvement.

Adopting the insights offered the behavioural contingency model
of strategic human resource management (see chapter 4) our argument
throughout this text has been that employees’ attitudes and behaviour are the
critical bridge between human resource practices, each of the above organ-
isational factors and an organisation’s effectiveness.

In chapter 2, we identified the following chief attitudinal states and
behavioural dimensions over which performance and reward practices have
some influence, as well as exploring the possible causal associations between
these cognitive variables themselves, as well as between them and the above
behavioural categories:

1 behavioural dimensions:

– membership behaviour
– task behaviour
– organisational citizenship behaviour

2 attitudinal dimensions:

– job and reward satisfaction
– task motivation
– organisational commitment.

Chapter 2 also examined the nature of the overarching cognitive and emo-
tional variable, namely the employee psychological contract, which, we have
suggested, offers a valid and practical means of understanding and manag-
ing the complex associations between employees’ experience, expectations,
perceptions, emotions, attitudes and behaviour. Following Guest, we have
suggested that the employee psychological contact comprises three main
cognitions: organisational trust, perception of ‘deal’ fulfilment and percep-
tion of organisational justice or ‘felt-fairness’. As we have argued, the degree
to which an organisation will require its employees to demonstrate each of
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the above attitudinal and behavioural categories, and to embrace one form
of psychological contract rather than another, will vary greatly according
to the organisation’s characteristics. For instance, in relation to commit-
ment and membership behaviour, does the organisation require long-term
engagement or merely day-to-day compliance? Are the costs of low member-
ship behaviour and high labour turnover likely to have a significant effect on
organisational success? Regarding task motivation and task behaviour, are
tasks simple or complex? Is task execution individualised or interdependent?
Are employees closely supervised or self-managing? Do employees have to
excel at what they do or merely work to a prescribed standard? Regarding
organisational citizenship behaviour, is personal initiative and discretionary
effort important to organisational success? Are employees expected to be
‘team players’ or to pursue individual excellence? Equally, one organisation
may be looking to maintain a long-term relational understanding with some
or all of its employees whereas another may be more interested in fostering
relationships of a more short-term, transactional nature. Clearly, the nature
of the espoused ‘deal’, of desired attitudes and of desired behaviour carries
profound implications for the types of performance and reward practices
required.

In chapter 5, building on the discussion of major behavioural and
attitudinal dimensions in earlier chapters, it was suggested that certain
combinations of organisational factors are viable and sustainable whereas
others are not. Overall, we identified six sustainable strategic configurations.
At this stage, you may wish to revisit figure 4.4 (in chapter 4), which sum-
marises these configurations and the key performance factors associated
with each. It is the identification, application, measurement and reward of
these factors that holds the key to achieving fit or alignment between the
three chief organisational variables (i.e. strategy, structure, culture) on the
one hand and performance and reward practice on the other. Above all
else, this means, first, identifying which attitudes, behaviour, competencies
and results the organisation requires its employees to demonstrate in order
to maximise their contribution to strategic success and, second, configur-
ing performance and reward practices so as to elicit the strongest possible
demonstration of these performance requirements.

Once the main performance requirements have been identified, it is advis-
able to incorporate them into a brief statement of performance and reward
‘philosophy’ and strategy. This may also form part of a wider human resource
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strategy statement. Either way, the aim is to define succinctly the broad role
that performance and reward practices should play in assisting the organisa-
tion to be successful and sustainable and the values or ‘philosophy’ that will
inform the approach taken. A performance and reward strategy statement is
basically a normative blueprint, or set of guiding principles, as to how associ-
ated practices will be applied to support the organisation’s aims. It should set
down the general principles that will guide the design of specific performance
and reward practices. This also presents the opportunity to define in broad
terms the desired relationship between these and other human resource
functions (Armstrong & Murlis 2004: 533–5; Dolmat-Connell 1999b;
Long 2006: 187–213; Wilson 1998).

Most importantly, the strategy statement should indicate the primary
purposes to which performance and reward management will be directed.
For instance, will performance management be directed chiefly to a devel-
opmental or an evaluative purpose, or to balancing the two? With reward
management, will the focus be on staffing (i.e. attraction and retention), on
motivation, or on cost-effectiveness, or on a three-way balance? A reward
strategy that has a cost focus would be concerned, first and foremost, with
controlling labour costs and keeping labour costs in line with industry levels
and external labour market practices. A strategy that focuses on a staffing role
would highlight the role of remuneration in attracting and retaining staff of
the right type. A strategy that has a motivational focus would emphasise the
role of financial and non-financial rewards in eliciting desired performance
factors.

Figure 21.2 illustrates the form that a performance and reward strategy
statement may take. In this example, the strategic requirements and perfor-
mance factors are those of a high-involvement organic prospector (‘HIOP’)
firm (see figure 4.4, chapter 4).

As noted in chapter 4, although the best fit model posits that misalignment
is not sustainable in the longer term, an organisation (or one or more of its
constituent business units) may well be in a state of misalignment at any given
point in time. Yet it is precisely for this reason that regular strategic analysis
and systematic pursuit of better alignment or fit are imperative to long-
term effectiveness and sustainability. Moreover, while the above prescriptive
model of strategic alignment is an abstraction, its does provide a convenient
and, we suggest, helpful means of categorising and comparing actual organi-
sations. It also provides us with a useful template for analysing organisations
in terms of performance and reward practice possibilities and needs.
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At Globalco, competitive success flows from our agility, adaptability, creativity and
innovation – from our ability to anticipate market trends and to be the global leader in new
product and service innovation. At Globalco, we celebrate diversity both in our human
capabilities and in the products and services that we deliver to our customers and clients in
all parts of the world. We see the capabilities and contributions of our people as holding the
key to success in our ever-changing competitive environment.

We offer our people work that is exciting, diverse and challenging, with a high degree of
accountability and autonomy. To us, the essence of high contribution and performance is:

� self-management and growth of personal knowledge, abilities and talent
� championing our core competencies: citizenship, flexibility, creativity, market-focus,

and ethics
� individual creativity and innovation
� strategic decisiveness and risk-taking
� timeliness and effectiveness in meeting challenging goals
� maintaining a positive balance between individual and team commitments
� demonstrating excellence, leadership and citizenship in every assignment.

To these ends, our approach to performance management will ensure that:
� individual assessment is valid, reliable and fair, and based on multistakeholder input
� individuals receive timely feedback, coaching and development assistance
� individual and group goals are challenging but realistic
� individuals and teams have a voice in determining their performance standards, and
� assessment is linked to reward in a transparent and accepted manner.

At Globalco, we offer work that is intrinsically exciting and rewards that recognise and
celebrate individual and team excellence and that share the fruits of our competitive
success. Above all else, our approach to employee reward will acknowledge:

� our strategic goals and priorities
� the worth of attracting the best available talent for as long as is mutually acceptable
� the importance of career self-management and portability
� individual creativity and contribution
� team working and citizenship
� the principle of reward for individual contribution and effectiveness rather than

for seniority or position
� the importance of seeing our people as stakeholders and shareholders in our

competitive success
� the importance of flexibility in reward choice
� the need to maintain fairness, transparency and consistency in reward administration
� the value of involving staff in system development and administration.

Figure 21.2 Example of a performance and reward strategy statement

We shall return to the matter of translating broad strategy into best fit
practice shortly. First, however, we need to consider the second step in our
framework for system development: that of reviewing current practice.

Practice review

Once the basic performance requirements have been translated into a gen-
eral statement of performance and reward strategy, the way is clear to review
current practices to assess their strengths and weaknesses, particularly in
relation to how effectively they support the organisation’s strategic objec-
tives by promoting desired attitudes, behaviour, competencies and results.
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The overall aim is to establish the nature and extent of any ‘gap’ between
actual and desired practice outcomes so as to determine the extent, nature
and degree of urgency of required change (Manas & Graham 2003: 162–6).
Essentially, this involves a process of functionally specific human resource
evaluation that requires the gathering of quantitative and qualitative data on
outcomes from current practice. While such reviews have traditionally been
undertaken on an ad hoc basis, for organisations operating in rapidly chang-
ing environments – and this would certainly include those with prospector
strategies – adherence to a process of formal annual review would certainly
be advisable.

Quantitative data of a hard or financial nature is particularly useful in
pinpointing areas of weakness. For instance, data on rates of voluntary
staff turnover and on recruitment levels and applicant quality may signal
general shortcomings in reward effectiveness in attracting and retaining
appropriately qualified staff. Data on productivity can also indicate general
problems in performance and/or reward practice, while financial data on
unit labour costs, returns per payroll dollar spent and associated Return on
Investment (ROI) measures may signal problems with remuneration level,
mix and/or administration. Quantitative data-gathering techniques can
also be used to ascertain the financial returns per dollar outlaid on specific
incentive pay plans and the relative contribution of each component of
total reward to existing payroll costs.

Adapting the balanced scorecard model (see chapter 5), Fitz-enz (2000:
111) proposes a ‘human capital scorecard’ that lists the following as
quantitative measures for evaluating practice effects in four core areas:
‘acquisition’, ‘retention’, ‘maintenance’ and ‘development’. Figure 21.3 repli-
cates his suggested impact metrics in each area. Note, too, that Fitz-enz also
suggests measurement of job satisfaction and employee morale. The latter
would also encompass measurement of the cognitions that are most reveal-
ing of the state of the employee psychological contract, including organisa-
tional trust and felt-fairness.

While hard measures can highlight problem areas, they are generally
not so helpful in diagnosing underlying causes. Proper diagnosis is likely
to require the gathering of detailed attitudinal data, and here there are a
range of techniques available to the reviewer. Focus group techniques can
be used to assess the degree of employee satisfaction and dissatisfaction
with specific practices. Exit interviews may be even more revealing of staff
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Acquisition
• Cost per hire
• Time to fill jobs
• Number of new hires
• Number of replacements
• Quality of new hires

Maintenance

•

•

Total labour cost as percentage of
operating expense
Average pay per employee

•
•

Benefits costs as a percentage of payroll
Average performance score compared
to revenue per full-time employee

Retention

• Total separation rate
• Percentage of voluntary separations
• Separations by service length
• Percentage of separations among

top-level performers
• Cost of turnover

Development

• Training cost as percentage of payroll
• Total training hours provided
• Average number of hours of training per

employee
• Training hours by function
• Training hours by job group
• Training ROI

Job satisfaction Employee morale

Figure 21.3 The ‘human capital management scorecard’
Source: Fitz-enz 2000: 111.

attitudes, including areas of perceived contractual breach or violation. Reg-
ular staff attitude surveys are another means of gauging employee views
about particular practices as well as the overall state of the psychological
contract.

Figure 21.4 illustrates some of the factors that may be measured by means
of a simple diagnostic staff attitude survey. In this case, the degree of feeling
about each of the performance and reward statements included in the survey
instrument is ascertained by means of five-point Likert scales. Individual
responses can then be averaged to provide summative data on each dimen-
sion, although care must be taken to ensure that the responses constitute
a representative sample of the workforce. Note, too, that when aggregating
Likert scale data, the scoring associated with negative statements should
be reversed to make the scales compatible with those attached to positive
statements. It is advisable to maintain the anonymity of respondents, but
requiring respondents to provide relevant occupational and demographic
information will permit the identification of potentially illuminating corre-
lations between staff perceptions and employee type.

While diagnostic surveys can assist in identifying the causes of dissat-
isfaction, they may not shed much light on how employees would prefer
to be treated practice-wise. This is where prescriptive questionnaires of the
type illustrated in figure 21.5 may be especially helpful. In this example,
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Circle the number that best describes your response to each of the following statements:
Disagree 

strongly

Disagree 

somewhat

Agree 

somewhat

Neither 

agree nor 

disagree

Agree 

strongly

We need to make changes
to our current pay policies 2 3 4 5

I am motivated to help this
firm be successful 1 2

1

3 4 5

The criteria by which my
performance is assessed are
appropriate to my work

1 2 3 4 5

My performance is fairly
assessed 1 2 3 4 5

The overall package of pay
and conditions here is a
good one

1 2 3 4 5

There is a strong link
between my earnings and
my individual performance

1 2 3 4 5

There is a strong link
between my earnings and
the firm’s performance

1 2 3 4 5

I am clear about the
performance goals of the
business

1 2 3 4 5

We are paid competitively
compared to similar jobs in
other firms

1 2 3 4 5

My pay is fair compared to
other jobs inside this firm 2 3 4 5

Outstanding performance is
appropriately recognised
and rewarded here

1 2

1

3 4 5

The bonus scheme uses
appropriate performance
measures

1 2 3 4 5

The bonus scheme
motivates me to perform
highly

1 2

1

3 4 5

The bonus scheme is
realistic and achievable 2 3 4 5

Figure 21.4 Example of a diagnostic employee attitude survey

each respondent is asked to choose between practices arranged as paired
opposites. Instruments of this type can be used to ascertain which practices
employees most prefer and which are regarded as least valuable and mean-
ingful by specific groups of employees. As such, they may be particularly
helpful in recommending practices that are a better fit for the needs and
expectations of particular types of employee.

By combining hard and soft data, it is possible to construct a profile of the
effectiveness of the existing pay system and to identify causes of weakness.
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For each pair of statements, tick the response that best describes your preference. Tick only one
box per pair.

I would like the performance and reward management system to have the following characteristics:

Option A Prefer A 

over B

No 

preference 

either way

Prefer B 

over A

Option B

Performance
measurement based on
results

Performance
measurement based on
behaviour

Performance appraisal by
fellow employees

Performance appraisal by
the supervisor

Performance
management linked
mainly to pay

Performance
management for
development purposes

Pay according to job
importance

Pay for what each person
contributes in the job

Pay progression based on
seniority

Pay progression based on
personal competencies

Pay based on equal pay
for jobs of the same size
within this organisation

Pay based on rates in
outside organisations

Variable pay linked mainly
to individual performance

Variable pay linked to the
performance of my work
group

Performance rewards
through pay

Performance rewards of a
non-financial nature

Figure 21.5 Prescriptive questionnaire

The review of existing practices should also clarify the urgency of required
change. Where the review indicates a need for selective, incremental change,
the change recommendations should address identified weaknesses within
the scope of the existing system. Since the problems are limited, the change
itself could move at a moderate pace. Perhaps the organisation is finding
it difficult to attract qualified staff. The problem here might simply be that
existing base pay levels are too low relative to market and need recalibrat-
ing. However, where the review indicates widespread and entrenched short-
comings, change of a more wide-ranging and urgent nature may be required,
perhaps going as far as a complete overhaul of current practice. For instance,
if pay dissatisfaction is rife among the staff, turnover is sky-high, product
quality at rock-bottom, and market share is collapsing, current practice may
require radical change. It may be necessary to completely rethink perfor-
mance criteria, base pay structure and progression, performance incentives
and total remuneration levels. To illustrate some of the possibilities here,
table 21.1 lists a select number of human resource problems that may be
symptomatic of shortcomings in performance and reward practice, along
with possible specific causes. Note that the possible causes mentioned are
suggestive rather than exhaustive.
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Table 21.1 Illustrative review findings and diagnoses

Identified weakness Possible causes

General dissatisfaction
with individual
performance assessment

� Invalid performance criteria
� Unrealistic goals
� Poorly communicated criteria
� Unreliable assessment
� Inadequate assessor training
� Inadequate assessee ‘voice’
� Inadequate or inappropriate feedback
� Inadequate resourcing for performance

improvement
� Confusion between evaluative and

developmental purposes

Desired behaviour not
adequately
demonstrated

� Excessive focus on results
� Poorly communicated performance criteria
� Behaviour not reward-linked

Difficulty in attracting
and retaining
high-quality staff

� Uncompetitive base pay level
� Slow response to movements in market rates
� Perceived inequity in reward system

administration
� Wrong reward mix
� Low reward valence
� Inadequate benefits

Reward dissatisfaction
among high performers

� Performance assessment central tendency
error

� Individual incentives do not adequately
recognise or reward high performance

� Collective incentives encourage free-riding

Widespread
dissatisfaction with
internal pay relativities

� Job descriptions and job evaluation scores are
out of date

� Job evaluation is discriminatory
� Poor communication of job pricing criteria
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Table 21.1 (cont.)

Identified weakness Possible causes

High payroll costs
relative to return

� Base pay progression inadequately linked to
contribution or insufficiently rigorous

� Leniency error in individual performance
assessment

� Excessively high pay level relative to market

Low level of
organisational
engagement

� Performance criteria do not adequately
communicate organisational values and goals

� Rewards not linked adequately to
organisational success

Source: adapted from Armstrong & Murlis 2004: 528–30.

Obviously, a review of existing pay practices is relevant only to established
organisations. Where the organisation is wholly new, the initial practice
mix will need to be derived directly from the anticipated success factors, the
preferred employment ‘deal’ and desired attitudes, competencies, behaviour
and results. Where possible, a prudent designer may also wish to review
existing practices in comparable or competitor organisations to ascertain
challenges and issues that will need to be addressed and to identify specific
initiatives that might be adopted in the new organisation’s start-up approach
to managing employee performance and reward. Where resources permit,
it may be appropriate to hire the services of a consulting firm to furnish
‘benchmarking’ advice along these lines.

Recommending best fit practices

Having identified the general strengths and weaknesses of existing prac-
tices, and having sketched out the magnitude and possible direction of
required change, the organisation can now begin to fill in the details of a
new approach. The review may simply have indicated administrative short-
comings in one or two practices that are otherwise well suited to the organi-
sation’s purpose. Conversely, the review may have highlighted a fundamental
misalignment between strategy and practice; a gap that may well necessitate
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the development of detailed policies on the full range of performance and
reward practices: from individual performance assessment and feedback,
through fixed and variable cash remuneration, to non-financial benefits
and non-cash recognition, and collective equity-based LTIs. The challenge
here is to identify those practices best suited to the task. Thankfully, this
does not have to be a matter of educated guesswork. A cautious application
of the best fit model shows us the way forward.

Note the emphasis on the need for caution. As you may have ascertained
from the discussions in earlier chapters, ‘fit’ is a multidimensional and mul-
tiscalar phenomenon. On the widest scale, practices should fit organisation-
wide strategy, structure, culture and life stage. At the same time, however,
taken to its logical conclusion, the best fit model also requires that the
practices applied should match the strategic and technical requirements
of particular business units within the organisation, the configuration of
particular work groups or teams within each business unit, the particular
roles and occupations within the organisation and, as far as possible, the
particular needs and expectations of individual employees. Clearly, this is
a tall order – and something that can only be aspired to, or approximated.
Further, in the face of this complexity, it may be tempting to resort to a
‘one-size-fits-all’ approach to practice configuration. Yet, as we have argued
throughout this book, the pursuit of best fit, however demanding it may
be, offers the best means of harnessing human resource capabilities to an
organisation’s strategic purpose.

Drawing on the main suggestions made in the practice-specific chapters
in parts 2, 3 and 4 of this text, we can now turn to consider the issues and
options for determining best fit performance and reward practice. By way of
illustration, we shall focus on three areas of practice choice: (1) performance
management method(s), (2) reward mix and (3) remuneration level.

Determining a performance management method

As indicated in part 2, the three main approaches to performance man-
agement are the results-based, behaviourally based and competency-based
approaches. A focus on results, we have proposed, may be most appropriate
where the ends can be more accurately specified and measured than the
means, as in work of a highly discretionary nature, such as management
work and many areas of professional knowledge work, and in work of a
highly interdependent nature, such as teamwork. A focus on membership
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and task behaviour would be appropriate in routine, closely supervised
service and administrative work, whereas an approach that targeted
citizenship behaviour would be compatible with service work of a more dis-
cretionary nature, as well as with most professional and managerial roles. An
accent on competencies would be appropriate where work has high knowl-
edge content, as with, say, research and development roles. It would also be
suitable where underlying traits and other personal attributes are seen as
being just as important to high performance as are technical skills and knowl-
edge, routine behaviour or measurable results per se, as is the case with much
professional service work, emotional labour, such as teaching and health
care work, and management work, all of which require strong interpersonal
abilities. Competencies may also be an appropriate choice where results are
difficult to quantify but where the work itself is not closely supervised, as
with teachers and other knowledge workers. A focus on role competencies
may also be appropriate where the narrow, closely supervised jobs have
been replaced by more broadly defined work roles and where the organ-
isation wishes to recognise and reward personal abilities rather than job
content.

In many cases, however, the best fit is likely to lie with a composite
approach, involving a combination of results and behavioural and compe-
tency criteria. A composite approach will allow the organisation to manage
all three aspects of the performance process: input, work actions and work
outcomes. This would be most appropriate where inputs, means and ends
can all be specified and measured to some degree and where all are con-
sidered important to overall individual and collective performance. In such
cases, the main design challenge is to determine the relative weightings to be
attached to each of the three performance components, and this, in turn, will
be primarily a matter of relative importance in relation to the organisation’s
strategic and cultural priorities.

Determining reward mix

As noted in chapter 1, rewards are of two main types: extrinsic and intrinsic.
Extrinsic rewards are rewards that flow from the work context. They take
three main forms: financial rewards or remuneration (i.e. pay and benefits),
social rewards and developmental rewards. Developmental rewards chiefly
cover training and development opportunities (organisational learning),
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in-house mentoring and coaching, and in-house career development. Social
rewards cover such aspects of the job context as a high-trust work environ-
ment, friendly and cooperative work relations, supportive supervision and
opportunities for improved work–life balance. Intrinsic rewards are those
psychological rewards that arise from the content of the work itself, such
as task achievement, self-esteem, a sense of responsibility, job autonomy
and involvement in decision-making. According to exponents of intrinsic
motivational strategies, for work to be intrinsically rewarding, it must be
meaningful, challenging and varied.

The first design challenge here is to determine an appropriate balance
between these four generic reward types. Developmental and social rewards
may be particularly effective in enhancing organisational commitment and
citizenship behaviour since they address the so-called middle- and higher-
order needs: the needs for social affiliation, esteem and ‘self-actualisation’ or
personal growth (see chapter 3). As such, developmental and social rewards
can play a vital part in reinforcing the effects of remuneration. Financial
rewards alone might not be enough to bind employees to the organisation
or to elicit affective commitment to the organisation’s success. O’Neal (1998)
also makes the point that non-monetary rewards may well hold the key to
competitive advantage. Pay systems can be easily copied by competitors, but
it will be far harder for them to emulate an effective system of developmental
and social rewards.

Equally, an emphasis on non-financial rewards will be better suited to
some organisations than others. In traditional mechanistic organisations,
where tasks are narrow, individualised and closely supervised, the emphasis
will fall squarely on financial rewards. Intrinsic rewards will play little real
part, although firms adopting a paternalistic management style may apply
social rewards whereas those with a quality defender strategy are likely to
emphasise developmental rewards in the form of free in-house training.
Conversely, in firms with a high-involvement culture, intrinsic rewards will
have an important role to play in promoting all types of desired behaviour
since the work itself will be varied, skilled, challenging, partly self-directed
and interdependent.

Overall, however, with the exception of non-profit organisations relying
largely on volunteer labour, the emphasis will almost certainly fall primarily
on financial rewards, and this brings us to our second major design challenge
relating to reward mix, namely the mix of remuneration plans. There are
many questions that need to be considered here:
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� How much importance should be placed on base pay?
� How should base pay be structured?
� Does the nature of the work lend itself to skill- or competency-based base

pay?
� What role should benefits play?
� How much emphasis should be placed on performance pay?
� Can the organisation afford cash incentives?
� Should incentives be individual or collective?
� Should incentives be cash- or equity-based?
� How should incentives be tailored to meet employee needs and expecta-

tions?
� What proportion of employees’ total pay should be performance-linked

and ‘at risk’?
� What use should be made of non-cash incentives?

There will always be a need to make choices about the basis of base
pay and performance pay, the mix between the two and the mix of
pay-for-performance methods. This latter choice requires careful thought
since, as we have seen, there is considerable potential for conflict between
the various pay delivery methods, particularly between individual and col-
lective incentives. As noted in parts 3 and 4, different pay methods will have
different behavioural outcomes. The challenge is to select those methods
that are likely to work best together to maximise the desired behavioural
impact. To generalise: base pay and benefits will have most impact on mem-
bership behaviour, individual incentives on task behaviour and collective
incentives on organisational citizenship behaviour. An equally important
concern here is the need to maximise employee feelings of fairness about
the pay mix. What combination of pay methods and procedures are employ-
ees most likely to see as being distributively fair and equitable? Remember,
the mix of pay methods used will have a major influence on the degree of
pay inequality within the organisation.

Again, the choice of pay mix should depend very much on the type of
organisation concerned. Even within the one organisation, a ‘one size fits all’
approach may be singularly inappropriate, especially where business units
are autonomous and diversified. In such cases, it would be best to formulate
a multitiered strategy sensitive to the needs of specific units. Moreover,
in all but the flattest of organisations, the pay mix will differ according to
organisational level, with distinct combinations for senior managers, middle
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managers, lower-level managers, knowledge workers, administrators and
line employees. The main challenge here is to identify, for each business
unit and employee group, that mix of pay methods (base pay, individual
incentives, collective incentives and benefits) that best promotes the range
of membership, task and citizenship behaviour required for organisational
success (Heneman, Fisher & Dixon 2001).

Drawing on insights offered in the chapters in part 3, let us summarise
some of the chief best fit recommendations for base pay for non-managerial
employees. Pay scales and narrow job grades, with progression based on
seniority or merit increments and job promotion, are well suited to mech-
anistic organisational structures. Base pay built around broad grades and
skill-based progression would be best adapted to high-involvement analy-
sers and quality defenders with looser, more organic structures. A broad-
banded base pay structure, with competency- and/or performance-related
pay progression, would be a better match for an organically structured,
high-involvement prospector, since these practices facilitate devolution,
responsible autonomy and flexibility, and encourage informed risk-taking.

Turning now to the observations on incentive plan best fit offered in
part 4, we can say that merit increments and results-based individual
incentives will be a strong match for traditional mechanistic firms, with
a limited amount of profitsharing perhaps thrown in for good measure.
These practices also align with the relational psychological contract
preferred by traditionally managed firms. Re-earnable merit bonuses based
on multisource assessment offer a better means of rewarding individual
excellence in high-involvement organic organisations. Goal-based individ-
ual incentives offer an ideal means of recognising and rewarding individual
contribution in prospector firms, particularly given the preference for
transactional psychological contracting. Collective incentives in the form of
gainsharing, goalsharing, team incentives and group non-cash recognition
will be a good match for high-involvement analysers and quality defenders,
especially given that work in such organisations will be interdependent and
typically team-based, while such firms will espouse a balanced (i.e. hybrid
relational–transactional) psychological contract. Broadly based equity
plans are also well suited to all high-involvement organisations, particularly
as a means of eliciting employee engagement and citizenship behaviour.
For prospectors, where the emphasis is on innovation, agility and a
transactional contract, goal-sharing and share options would be a strong fit.

A further consideration here is whether performance pay plans serve as
substitutes for or complements to one another. The substitution explanation
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posits, for example, that if employees receive collective performance pay,
use of individual incentives would be both an unnecessary duplication and
counter-productive in terms of teamwork and cooperative work relations.
Similarly, if an organisation does wish to recognise and reward individ-
ual performance, it should choose between, say, an output-based method,
such as piece rates or commissions, and an appraisal-based method, such
as merit pay. Conversely, the complementarity explanation proposes that a
mix of methods may allow the organisation to capitalise on the advantages
of each while minimising any deficiencies. For example, a combination of
collective and individual plans may counter the tendency to self-interest
possible in individual plans while at the same time reducing the possibil-
ity of free riding within work units. Adding an organisation-wide incentive
plan to the mix would then serve to counter the tendency of group incen-
tives to discourage cooperation between work units, while the presence of
individual incentives would counter the still greater potential for free riding
in stand-alone organisational plans.

Therefore, in choosing between the different plans, it may be best not
to think of substitution and complementarity as being mutually exclusive
possibilities at all. Complementarity is perhaps best suited to choices made
between the broad performance pay categories whereas substitution is more
appropriate to plan choice within each category, especially given that the
plans in any one category are, by definition, directed to eliciting similar
dimensions of performance.

Before leaving the matter of reward mix, we have one final matter to con-
sider. Within each organisation, reward and remuneration mix will need to
be configured to the needs and desired behavioural outcomes of each dis-
tinct employee group. This means drawing up a pay component matrix that
specifies the mix of pay methods for each group and the target contribution
of each component to the total pay of a typical employee in each group.
There are two widely followed ‘rules’ here:

1 The higher up the organisational hierarchy, the greater the proportion of
total pay that can be performance-variable.

2 The higher up the hierarchy, the greater the proportion of total pay that
can be linked to organisational performance.

Table 21.2 provides an example of remuneration target matrix for a tradi-
tional mechanistic organisation; that is, one with a steep internal hierarchy.
Note the inverse relationship between proportional targets for fixed remu-
neration (base pay and benefits), on the one hand, and individual STIs and
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Table 21.2 Setting targets for total pre-tax remuneration mix

Group
Base pay and
benefits

Individual and
collective STIs

Organisational
LTIs

Process worker 90% 7% 3%
Administrative 90% 7% 3%
Professional or technical 85% 9% 6%
Supervisor 80% 10% 10%
Senior manager 60% 20% 20%
Executive 40% 30% 30%

LTIs on the other, as we ascend the hierarchy. In high-involvement organic
firms, in particular, the STI and LTI incentive components should be higher
for all groups.

Determining remuneration level

Having determined the proposed pay mix and target proportionalities for
each employee group, the next step is to set appropriate levels of base pay and
total pay for particular jobs and employees. Whether the base pay structure
consists of narrow grades, broad grades or broad bands, market-relative pay
ranges must be established for each designated position. What will be the
target amount and range of total pay and base pay for each position? What
range of pay does the organisation wish to attach to each job or role, and what
degree of range overlap will apply between adjacent jobs or roles? Essentially,
this involves a choice about whether the organisation is going to pay at, above
or below prevailing median market rates for comparable positions. This will
depend largely on whether the reward strategy emphasises attraction and
retention or payroll cost containment. A firm might choose to pay below
market if it wishes to gain a cost edge over competitors in the product market.
Alternatively, it may choose to pay above market if it wants to attract and
retain employees capable of making a high contribution.

Some organisations may have no choice but to pay under market. For
instance, many start-up firms are cash poor, and pay levels are likely to be
determined mainly by reference to market rates rather than internal equity,
with the organisation typically paying less than its larger competitors to
establish a market foothold. However, some firms may choose a low pay
setting voluntarily, especially if employees are offered a significant trade-off



System rev iew, change and deve lopment 531

in the form, say, of rewards of a non-financial type, such as developmental
opportunities. For instance, many accounting and legal firms that offer in-
house support for professional development and accreditation set pay rates
for new graduate hires below the relevant market median. Start-up firms
and firms in rapidly emerging industries, or in resurgent industries, may
also choose to pay below market base pay but offer company equity as a
trade-off.

However, a low total pay strategy may also have major costs. It may mean
that the firm is unable to attract qualified or high-performing staff. Paying
low can cause considerable reward dissatisfaction. It can also mean that the
firm is saddled with high turnover, particularly if intrinsic, developmental
or social rewards are few. For these reasons, low-paying firms tend to have
lower productivity than high payers, and this can and often does prove fatal
to new firms. One way around the cash flow problem would be to offer
prospective employees share options in the company as a means of promot-
ing membership behaviour. So where might a low-pay approach work best?
Where recruitment and labour turnover costs are low, where work is labour
intensive and where dysfunctional consequences of pay dissatisfaction can be
controlled, for instance by means of close supervision or technical control;
in other words, in a traditional mechanistic cost defender firm.

There are many reasons why an organisation may choose (or be com-
pelled) to pay above the market median. It may wish to be a pay leader
if it needs to recruit highly capable and high-quality employees who are
in short supply or where employees require special compensation because
the work is dangerous or isolated. The corollary, of course, is that they will
also be under greater pressure to extract higher performance for the money
paid and will therefore be more inclined to link more of total pay to indi-
vidual or collective performance. Many firms achieve this by gearing base
pay and benefits to the market median but top up total pay with STIs and
LTIs. For instance, a high-involvement prospector is likely to be a high payer
because of the need to attract mobile high-flyers and to reward excellence.
The emphasis here would be on high variable rewards for successful risk-
taking, innovation and timeliness. Of course, some organisations may have
no choice but to pay over market, particularly if there is a strong union
presence. Moreover, given that they offer few rewards of a non-financial
nature, in times of general labour shortage, even cost defenders may actu-
ally find that they have to pay above market simply to attract sufficient
recruits.
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The option of paying at the market median is often chosen as a way of min-
imising risk associated with the above two alternatives. On the one hand, it
may avoid the possible demotivational effects of paying under market; on the
other, it lessens the high-pay strategy risk of compromising cost competitive-
ness. Quality defenders and analyser firms may well be able to get away with
matching the market median for the required skill labour simply because of
the high level of intrinsic reward associated with work undertaken.

Best fit practices for sustainability and success

Drawing together the insights offered above, it is now possible for us to
sketch in the broad contours of best fit performance and reward practice
choice for the sustainable configurations of strategy, structure and culture
identified earlier in this chapter. Table 21.3 (pp. 534–5) summarises the key
performance factors for three out of six sustainable organisational types, as
well as identifying a range of best fit practices for each.

Notice that there are substantial differences between the three cases in
relation to each main area of practice, from appropriate performance units
and criteria, through accent on non-financial rewards, base pay configura-
tion and choice of STIs and LTIs, to the total pay level relative to market.
Take base pay and pay level, for instance. Here, the logical choice for a
‘TMCD’ firm is a structure based on pay scales or narrow grades, with
progression based on seniority, individual merit and grade promotion, an
emphasis on internal equity, and low positioning relative to market rates.
For an ‘HIOQD’, the best fit base-pay-wise would be broad grades with
skill-based progression, an emphasis on internal equity, and pay level posi-
tioned around the market median. The appropriate base pay configuration
for an ‘HIOP’ would be different again: broad bands, with competency-
and/or performance-based progression, and a high market relativity that
maximises competitiveness in attracting and retaining scarce talent.

Rehearsal

As with any blueprint for change, before being implemented, the recom-
mended practices should be carefully evaluated for their likely impact:

� Will they address current weaknesses?
� Will they support the organisation’s success factors?
� Will they elicit the desired behaviour and results?
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� Will they address employees’ needs and expectations?
� Are they timely?
� Are they realistic and manageable?
� Are they going to be affordable?
� Are the proposals well integrated?

Forecasting costs and benefits

Most importantly, the organisation has to decide whether the benefits of
making the proposed changes are likely to outweigh the costs of doing so.
Obviously, if a proposed change fails the test of projected net benefit, then it
should be taken no further. To estimate the likely impact of each recommen-
dation, it will be necessary to produce cost projections and compare them
with the expected benefits of making the proposed change. Future costs
and benefits can never be ascertained with total certainty precisely because
so many relevant cost and market variables will be difficult to quantify in
advance. Moreover, the effect on employee attitudes, behaviour and perfor-
mance can only be approximated. However, forecasting is still essential to
reducing the risk of inappropriate change.

In large organisations, forecasting may require detailed financial
modelling of projected costs and benefits using best-case and worst-case
scenarios. Cost estimates may include projected payroll cost increases or
reductions, training costs, administrative overheads, staff turnover and
recruitment costs and the like. Estimates of financial benefits could include
increases in sales volume, production cost savings, increases in net profit,
reduced supervision costs and other savings. Where the human resource
information system permits, forecasting could also seek to estimate the
financial impact of projected changes in key employee attitudes. For instance,
using existing time series data, it may be possible to predict with some con-
fidence the impact of each 1 per cent improvement in employee reward
satisfaction on ‘hard’ outcomes, such as productivity, profitability and
turnover.

Careful forecasting is especially important where a change in overall
market pay relativity is proposed. Changing the pay level settings will have
an impact on three key factors: (1) the total cost of remunerating the current
workforce, (2) total labour turnover costs and (3) overall workforce quality
and performance. Say an organisation is currently paying at the market
median (i.e. at the 50th percentile of the market range) and wants to know the
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likely costs and benefits of moving downmarket, say to the 40th percentile,
as well as the costs and benefits that may arise from moving upmarket, to say
the 60th percentile. If it moves downmarket, turnover rates and hence total
turnover costs will increase and the quality and performance of employees
hired is likely to fall. It will already know turnover cost per employee, and it
will also be able to gauge the likely increase in turnover volume by examining
turnover rates in organisations with pay set at the lower level, so the total
turnover cost effect can be gauged quite accurately. To this will have to be
added an estimate of the cost impact of a likely fall in workforce quality and
performance. If average employee performance falls (as it almost certainly
will), and if the organisation wishes to maintain current production levels,
it will have to hire additional employees to cover the productivity shortfall.
All of these factors will add to total payroll costs. Thus, to gauge whether
a move downmarket is cost-effective, the organisation will need to balance
these additional costs against the cost savings associated with cutting pay
rates.

Conversely, a move up-market to the 60th percentile is likely to decrease
the volume and total cost of labour turnover while increasing employee per-
formance and, hence, reducing the number of employees required to main-
tain current output levels. However, against these cost savings must be set the
additional costs associated with the general increase in pay level. If the esti-
mated net benefit is negligible, the organisation may well be better off staying
where it is, or perhaps opting for a more modest increase, say to the 55th per-
centile. The decision will hinge largely on the estimated shifts in employee
contribution. However, other variables will also need to be factored in. For
instance, what are conditions like in the relevant external labour market(s)?
Will the required labour be readily available or in short supply? Will the
median market rate rise or fall, and by how much? The decision on pay
level will need to be based on some careful and well-informed forward pro-
jections as to likely conditions in the relevant product or service and labour
markets.

A check should also be made to ensure that the recommendations meet
all prevailing legal requirements. Do the proposed changes to pay practice
comply with legal minimum pay requirements? Do employees receive all
of the benefits to which they are legally entitled? Are the proposed changes
to individual performance assessment non-discriminatory and compliant
with equal opportunity requirements? Does the proposed share plan qualify
for tax-exempt status?
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Piloting and preparatory planning

Even after all of these paper checks have been run, the organisation may
still prefer to proceed with caution. One way to ‘test the water’, so to speak,
with any proposed initiative is to pilot it among selected sections of the
workforce. Obviously, how this is done will depend on the nature of the
initiative under consideration. For instance, where the organisation is con-
templating a change from narrow grades to broad grades and skill-based
pay for production line employees, a trial roll-out to relevant employees
in one plant may reveal design flaws that can be remedied ahead of full
implementation.

Once the preview and piloting process is complete, the organisation can
proceed to draw up an implementation plan. This entails production of a
roll-out agenda that details the initiatives to be taken, which parts of the
organisation they will be applied to, when and in what sequence they will
be applied, over what time frame they will be applied, and how they will
be resourced. The organisation will need to have a clear idea of the likely
time requirements for implementing each initiative and the sequence in
which they should be introduced. Should base pay be changed before or
after the new performance incentives are in place, or should the changes be
simultaneous? Obviously, implementation of a new performance pay plan
should follow rather than precede associated changes in performance assess-
ment or measurement. The time frame for change will depend on both the
urgency of the required change and the nature of the practices to be applied.
Minor modifications to existing incentive systems could be introduced quite
quickly and with little prior preparation. However, more substantial changes
will need to be phased in gradually. For instance, a proposal to convert a job-
graded structure into competency-based broad-banding will require many
months – and possibly several years – and would need to be implemented
in stages and with careful attention to supporting changes, such as the way
work tasks are organised and programs for competency assessment and
staff development. A related issue is whether the strategy should be applied
simultaneously across the board or to certain work units or levels first up,
then subsequently to others.

Decisions should also be made in advance as to who will have account-
ability for each initiative. Will accountability for particular initiatives rest
mainly with human resource professionals or with line managers and team
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leaders? If the latter, it may be necessary to plan for cost control safeguards
to maintain cost-effectiveness. There may also be a need to predetermine the
extent to which union representatives will be involved in the change process.

Roll-out

For the change initiatives to succeed, it is crucial that the people most
affected, namely employees and line managers, are fully informed as to both
the rationale for change and the details of what is planned. Whether the man-
agement culture is traditional or high involvement, a proper communication
program is an essential feature of any comprehensive change process. With a
view to maintaining a positive psychological contract, management should
openly and comprehensively explain and justify all changes to current prac-
tice, especially those initiatives likely to affect employee reward outcomes.
This is especially so of high-involvement organisations, where there will be
a strong expectation of employee participation in all aspects of the imple-
mentation process. All shareholders involved in and affected by the change
process should also receive appropriate prior training in the nature of the
new practices and processes.

Implementation really marks both a culmination and a new beginning.
Once the roll-out is underway, the new practices should be subject to con-
tinuous review to ascertain how effective they are in delivering desired per-
formance outcomes and whether and where further adjustment may be
required. It is most unlikely that even the most carefully rehearsed, planned
and implemented change agendas will be problem-free. In this sense, it
would be wise to anticipate problems, expect resistance and be prepared
to modify, revise and adapt. Every new performance and reward system is
likely to need modification or refurbishment to accommodate subsequent
change in the organisation’s internal and external environment. After all,
this is the core tenet of the best fit model.

Chapter summary

Revisiting key points from earlier chapters, and in prescriptive mode, this
final chapter has proposed a model for practical application of the best fit
model to performance and reward system modification and improvement.
After recapping the basic aims of performance and reward management
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practice discussed in chapter 1, and the model of strategic alignment pre-
sented in chapter 4, we have outlined a general five-step framework for
developing or redeveloping performance and reward practice in line with
the best fit model. In discussing best fit options for three pivotal aspects of
practice choice, namely performance management approach, reward mix
and remuneration level, we made use of the typology of sustainable (i.e.
aligned) configurations of strategy, structure, culture and associated success
and performance factors presented in chapter 4 to illustrate the impor-
tance and worth of matching practice choice to the performance factors
particular to each sustainable organisational type, including desired atti-
tudes, behaviour, competencies, results and the espoused ‘deal’. Although
misalignment is more likely to be the natural state in the short term, it is
precisely for this reason that regular strategic analysis and systematic pur-
suit of better alignment or fit are imperative to long-term effectiveness and
sustainability. This approach, we suggest, offers the best means of max-
imising positive outcomes from performance and reward practice for all
organisational stakeholders.

Discussion questions

1 What are the tell-tale signs of performance and reward system failure?
2 ‘“Best fit” looks good on paper but is impossible to achieve in practice.’

Discuss.
3 ‘Total reward management’ requires a balanced mix of reward types, but

how can we know what mix to aim for?
4 ‘A good strategy well applied will always outdo a brilliant strategy badly

applied.’ Discuss.
5 What performance and reward practices best fit or match the

performance requirements of a firm with a traditional management
culture, a mechanistic structure and a quality defender competitive
strategy?



APPENDIX

MODEL RESPONSES
TO CASE STUDIES

This appendix provides model responses to the challenges posed in each
of the major case studies at the end of parts 2, 3 and 4. Once you have
formulated your own responses, you may find it helpful to compare these
with those offered here. Pay particular attention to points that you may have
misunderstood or overlooked.

Part 2 Case study

Delivering fairness: Performance assessment
at Mercury Couriers

The instrument is a generic assessment tool applied to all non-managerial
positions in the firm and uses single-source (supervisory) assessment as
well as ranking technique for an evaluative purpose. It does so in a low-
involvement context where there is little employee ‘voice’.

The performance criteria used are best described as a combination of
results (criteria 1 and 2: ‘quantity’ and ‘accuracy’), trait-related competen-
cies (criteria 3, 5 and 6: ‘alertness’, ‘dependability’ and ‘mental flexibility’)
and directly observable behaviour (criteria 4, 7 and 9: ‘respect and cour-
tesy’ and ‘doing that which is apart from his/her own job’ – or organisa-
tional citizenship behaviour – and ‘attendance’ – or membership behaviour).
There is also a summative assessment criterion (‘overall performance’).

The main measuring techniques used are Behaviourally Anchored Rating
Scales (BARS) with a combination of positive and negative anchors (criteria
1–4 and 6). However, three of the criteria (5, 7 and 8) are measured by means

540
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of the Mixed Standards Scales (MSS) variant of the Graphic Rating Scale
(GRS) technique. Elements of a frequency-focused Behavioural Observa-
tion Scale (BOS) measurement technique are also present in some of the
behavioural scales (for criteria 2, 3 and 6). Narrative technique is present in
relation to criterion 9. Straight ranking method is also applied to employees
within each unit or department, although there is no indication as to the
criteria on which this should be based.

Instrument strengths

The instrument does have a number of strengths. It has involved minimal
development costs. Since it applies a common set of performance standards
to all employees, it has the appearance of consistency. It also has the virtue
of simplicity, which means that assessors with heavy work commitments
may be inclined to take the process more seriously. The use of mixed criteria
(i.e. results, behaviour and competencies) could be said to be a plus in that
it strikes a balance of sorts and may thus have higher construct and con-
tent validity. In most cases, the instrument does provide grade descriptors
or anchors, which may strengthen assessor consistency and reliability. The
use of straight ranking may serve to moderate the potential for leniency,
harshness and central tendency error in the rating scale components.

However, both the instrument and the system of which it is the centre-
piece have some major shortcomings in the areas of validity, reliability and
procedural justice, which are discussed below.

Instrument weaknesses

Validity
The instrument falls well short of the requirements for construct, content
and criterion-related validity.

The use of uniform criteria for all non-managerial roles tends to compro-
mise job-specific construct and content validity. Since all non-managerial
job-holders are assessed using just eight specific criteria, it is highly unlikely
that this will adequately cover all relevant facets of job performance. Some
criteria and measures may be relevant to certain jobs but not to others. For
instance, while ‘respect and courtesy’ may be valid for call centre work, it is
of doubtful validity in relation to vehicle maintenance work, since there is
little or no customer interface here. Likewise, ‘mental flexibility’ (criterion
5) would be construct invalid for many employees in a firm structured on
mechanistic lines, as is currently the case with Mercury Couriers, since the
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work is by definition routine, non-discretionary and closely supervised.
Thus, ‘mental flexibility’ may be less relevant to some jobs, such as parcel
despatch, drivers or administration than to others such as marketing, legal
or human resources. Likewise, ‘dependability’ (criterion 6) may be most
relevant to those positions where reliable task completion is critical, such as
despatch driving.

Content validity also seems to have been compromised by the omission
of several performance criteria of obvious relevance to a number of work
roles covered. For instance, although an attempt is made to measure quan-
tity and accuracy, there is no recognition of another critical results-related
criterion: that of timeliness. This would certainly be relevant to several of
Mercury Couriers’ line roles, including vehicle maintenance, despatch and
call centre work. There is also inadequate recognition of the importance of
effective communication and customer focus, criteria of vital importance
in marketing and call centre work, for instance. It may be that ‘respect and
courtesy’ (criterion 4) covers some aspects of customer relations, but it is
not clear from the definition or the behavioural anchors included whether
this criterion relates to work relations, customer relations or both. So con-
tent validity is also impaired by sins of omission and definition. However,
adding additional generic criteria will not eliminate invalidity problems.
Given that the instrument is currently applied to all non-managerial roles,
the underlying problem remains that of construct invalidity. For instance,
adding a ‘customer focus’ criterion may increase validity for those roles that
do have high customer contact, especially call centre staff, marketing staff
and despatch drivers, but would be construct invalid for roles with minimal
direct customer contact, such as those in vehicle maintenance and office
administration.

The conflation of different behaviour and competencies within the one
criterion is also problematic in terms of construct validity (and reliability).
A good example is criterion 3: ‘Alertness is the ability to grasp instructions,
to meet changing conditions and to resolve unexpected problems’, which
seeks to cover three different competencies: ability to understand, adapt-
ability to change and problem-solving, none of which is really a valid signi-
fier of ‘alertness’ at all. This means that construct validity is fundamentally
compromised. Criterion definitions should be unidimensional and unam-
biguous. Moreover, the rating scale for criterion 3 is a clear example of
criterion-related invalidity, since the scale anchors do not measure what the
criterion description purports to be concerned with. Grade anchors 1–4
relate only to ‘ability to grasp instructions’ while anchor 5 (‘Exceptionally



Model responses to case stud ies 543

keen and alert’) conflates alertness and conscientiousness. Further, none of
the grade anchors for criterion 3 relate explicitly to ‘ability . . . to resolve
unexpected problems’. Indeed, this subcriterion appears to be addressed
more validly by criterion 5: ‘mental flexibility’, which in turn indicates an
unacceptable degree of criterion transposition and duplication that may
impair content validity, at least for some roles. The same applies to the
duplication of anchors relating to required level of supervision in the grade
anchors for criteria 2 (‘accuracy’) and 6 (‘dependability’). By skewing both
measures and measurement, duplication of this type stands to undermine
both validity and reliability.

With the two purportedly results-based criteria (criteria 1 and 2),
behavioural anchors are applied as the means of determining perfor-
mance grade, which stands to compromise criterion-related validity. While
behavioural measures may be an appropriate means of measuring desired
outcomes in customer service jobs, a preferable approach, certainly in pro-
duction and distribution jobs, would be to apply straight results measures
in the form of key performance indicators (KPIs) and/or goal-setting.

Criterion-related invalidity is also evident in the rating scales for other
criteria, with some scale anchors being partly or fully invalid for the criterion
concerned. For example, in criterion 2 (‘accuracy’) the inclusion of the
statements ‘Requires little supervision’ and ‘Requires absolute minimum of
supervision’ (partial anchors for grades 4 and 5) is clearly invalid for the
stated criterion. Likewise, in criterion 4 (‘respect and courtesy’), the part of
grade anchor 4 referring to ‘willingness to help’ is not a valid measure for
this criterion, and clearly relates more to criterion 7.

Reliability

The reliance on single-source (supervisory) assessment may well com-
promise assessment reliability, especially in those roles that are not closely
supervised and observed, such as parcel delivery. The use of trait-like
criteria (criteria 3, 5 and 6) may encourage judgement of the person rather
than their performance. The use of five-grade scales may encourage central
tendency error. In some scales, the lack of clear differentiation – that is, the
degree of overlap between adjacent grade anchors – means that assessors
will have great difficulty differentiating reliably and consistently between
them. For instance, compare the anchors for grades 3 and 4 in criterion 4
(‘respect and courtesy’). The difference between the two is far from clear.
Excessive grade overlap is also evident in grade anchors 1 and 2 of criterion
2 (‘accuracy’) and in grade anchors 3 and 4 of criterion 6 (‘dependability’).
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As noted above, anchor subcriteria relating to degree of supervision
required are duplicated in grade anchors for several different criteria (grades
4 and 5 for criterion 2, grade 2 for criterion 3, and all grades for criterion 6).
The privileging of particular anchors in this manner not only gives rise to the
possibility that assessors will double-count or over-weight such behaviour
but also to the likelihood of an unwitting halo or horns error.

The inconsistent application of behavioural frequency measures in the
grade anchors for some criteria also stands to compromise assessment
reliability. For example, while the anchors for criterion 2 (‘accuracy’) are con-
sistently frequency-related, those for criterion 3 (‘alertness’) are a mixture of
frequency-related and non-frequency-related anchors. Although the term
‘usually’ appears in the anchor for grade 4, frequency is not signalled in any
of the other four grade descriptors for this criterion. Similarly, in criterion
4, only grade anchor 2 (‘sometimes tactless’) is explicitly frequency-related.
Conversely, in criterion 6, frequency-related anchors are applied to grades
2 and 3 (‘sometimes’ and ‘usually’), but not explicitly to grades 1, 4 and 5.

The absence of some anchors in two of the mixed standards rating scales
(criteria 5 and 7) also increases the likelihood of inter-rater inconsistency,
since assessors receive no guidance about when to choose a ‘2’ or a ‘4’ rather
than an adjacent grade. The anchors that are applied in the mixed standards
scales also invite idiosyncratic interpretation. For instance, what is ‘average’
when it comes to ‘mental flexibility’, how rigid is ‘rigid’, and how flexible is
‘flexible’ (criterion 5)? What is ‘normal’ readiness to help others (criterion 7)?
One problem here is the absence of any indication of behavioural frequency.
Some anchors specify frequency of observation, others do not. This leaves the
assessor unsure as to how much overall importance to attach to behavioural
frequency.

There are no guidelines as to how assessment of the specific criteria should
be summed to obtain a judgement of ‘overall performance’. The assessors
have no guidance as to whether or not all seven criteria should be weighted
equally. It is also unclear how or where assessors are to take attendance
(criterion 9) into account in arriving at an overall assessment. The possibility
of unintentional error is also increased by the fact that assessors are not
required to maintain critical incident records.

Procedural justice

There is nothing to indicate that either assessors or assessees have received
prior training in system content, nor that system purpose has been
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communicated to stakeholders in advance. As such, none have received
adequate notice of assessment procedures.

Given the system’s evaluative intent, the application of a single ranking
system to individuals performing in different job categories is unfair as well as
invalid. Uniform ranking of this type also assumes reliable assessment across
different assessors and job categories yet, as we have seen, this instrument
is riddled with potential for inter-rater inconsistency and hence for unreli-
ability and felt-unfairness. For those liable to be retrenched, the absence of
adequate notice and opportunity to improve is a violation of due process.

Employee ‘voice’ is also minimal, even for a traditionally managed organ-
isation. There has been no employee input to system development. The
instrument provides no space in which to provide concrete examples (crit-
ical incident evidence) to support judgements. There is no provision for
employee input to the assessment process itself, such as self-assessment.
The system makes no provision for formal feedback, counselling, develop-
ment or action planning. There is no evidence of any appeal mechanism,
meaning that procedural fairness is likely to be compromised. As such, the
approach falls short of commonly accepted requirements for procedural
fairness. Provision of a formal appeal procedure is especially important in
organisations with traditional, low-trust management cultures since they
serve as a critical ‘safety-valve’ for inevitable discontent.

Possible improvements

Validity

The above problems highlight a number of areas in which assessment validity
may be enhanced. The firm should consider developing distinct job-specific
assessment instruments to better address construct and content validity
requirements. In doing so, it should distinguish more clearly between generic
performance criteria (such as core competencies) and those that are job
specific (such as task behaviour and result areas).

Given that Mercury Couriers has a cost-focused competitive strategy,
increasing the importance of results-based criteria would also serve the
ends of construct validity, since cost efficiency is clearly a key desired out-
come. In particular, it would be desirable to include KPIs or goals relating to
cost-effectiveness, resource efficiency, timeliness and productivity, moder-
ated by criteria and measures for quality, safety and customer satisfaction,
where these are role valid.

Further, in a mechanistically structured firm, where jobs are narrowly
defined, there is a clear need to ensure that there are criteria for each key
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result area (KRA), even if this means using modified instruments for differ-
ent roles or at least allowing for additional job-specific KRAs to be recog-
nised and assessed. Results-based and behaviourally based criteria should
also be separated and measured by criterion-valid means, with strategically
informed weightings being attached to each set of criteria. Results should
be measured by means of key performance indicators (KPIs) and/or goal-
setting rather than by means of behavioural anchors. Equally, all behavioural
anchors must be criterion valid, with adjacent behavioural anchors being
clearly differentiated.

Reliability

Reliability of behavioural assessment could be improved by standardising
reference to behavioural frequency in all behavioural rating scales; that is,
by moving from GRS/MSS and BARS to BOS. Alternatively, behavioural
anchors should be more comprehensive, perhaps including three to five spe-
cific anchors for each rating grade. Assessors should be required to maintain
a performance diary or to complete critical incident forms, and should be
required to provide specific behavioural examples to justify each behavioural
judgement. Assessors should also be given guidelines as to how the overall
assessment is to be determined, including criterion-specific weightings.

A reduction in the number of trait-related criteria would also reduce the
possibility of person-based as opposed to performance-based judgements. It
may also be advisable to switch to a six-point scale to minimise the possibility
of central tendency error. Assessors should also receive training in the main
forms of unintentional error, and they should be made more accountable
for intentional error by having their assessments made subject to a formal
arm’s-length verification process.

Procedural justice

Given the firm’s traditional culture and the system’s evaluative purpose,
the absence of self-assessment might not be a problem. A switch to
360-degree assessment would also be incompatible with a top-down struc-
ture and culture. However, it may be appropriate to use peer and customer
assessment, albeit anonymously. If the firm is willing to move from a tra-
ditional to a high-involvement culture, it should consider allowing a mul-
tisource assessment, including peer and self-assessment, and possibly even
assessment of supervisors by subordinates. Even if the firm retains its empha-
sis on an evaluative purpose, it would still be advisable to institute formal
feedback reviews, perhaps incorporating a ‘tell and listen’ feedback style.
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Since the culture is traditional in nature, it is all the more important
that the system should include a formal ‘arm’s-length’ appeal mechanism.
Felt-fairness could also be enhanced by providing training for assessors and
assessees, as well as by clarifying the system’s purpose.

It may also be advisable to rethink the use of forced distribution for
retrenchment purposes and to increase the scope for developmental feed-
back and planning, albeit as a second-order purpose. To increase reward
equity, it would be appropriate to move from a flat bonus system to a system
that rewards individuals differentially according to their overall performance
grade, so that there is a clearer line of sight between measured differences
in performance and differences in performance payments.

Part 3 Case study

Just rewards: Rethinking base pay and benefits at Court,
Case & McGowan, Commercial Law Partners

First up, the firm needs a systematic HR audit involving the gathering of
both quantitative and qualitative information. Required quantitative infor-
mation includes salary survey data on pay levels and pay composition
in organisations of similar size operating in the same labour markets in
Sydney and other capital cities. Pay composition data must include both
fixed and variable elements. Qualitative information includes data generated
by employee attitude surveys and exit interviews. Here it is necessary to iden-
tify employees’ perceptions of both current reward practice and expected or
desired rewards in relation to self-defined needs. Fiona should not assume
that she knows what the firm’s employees want or need; she must set about
asking them, albeit in a timely fashion.

Base pay

Position-based pay

Notwithstanding its well-documented drawbacks, position-based pay has a
number of potential advantages that cannot be overlooked. It gives employ-
ees a guaranteed minimum level of pay, which may encourage higher com-
mitment to the organisation. When geared to job size (as it usually is) it
legitimates organisational hierarchy. A single rate for the job stands to min-
imise interpersonal conflict over individual pay differences for people in
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the same job. For the same reason, ensuring the same rate of pay for the
same job may also encourage teamworking, and it also encourages inter-
employee cooperation. It facilitates ease of pay administration, particularly
where there are large numbers of employees in any given job, position or
grade. In this sense, it also enables greater certainty in payroll budgeting.

With Court, Case & McGowan, however, there is an obvious need to
recalibrate position-base pay levels, since it is now paying significantly below
its competitors and hence is experiencing major problems in staff attraction,
retention and motivation. As a first step, the firm needs to undertake a survey
of salary levels among organisations competing in the same labour market,
then to make an informed strategic choice about where it positions itself in
relation to the market median for comparable jobs or positions. It may also
want to introduce a wider pay range for each of its position grades, to allow
greater scope for the recognition of differences in individual knowledge,
competencies and performance within each job or position grade.

Note, however, that there is nothing to indicate the existence of an internal
equity problem that may require the application of job evaluation. The
apparent gender inequities relate chiefly to promotion decision-making and
opportunity to perform rather than to gender-based inequality in base pay
levels. Of course, in undertaking its market survey, the firm may wish to
conduct a job analysis so that it can be sure that it is benchmarking against
jobs elsewhere of comparable content and ‘size’.

Person-based pay

Person-based pay opens up a wide range of possibilities. In terms of a
new base pay structure, the firm could combine the existing grades into
broad grades involving wider pay ranges within position descriptions. For
instance, the law graduate and one- to three-year solicitor grades could
be combined to allow a greater spread of pay irrespective of period of
service. The grades senior solicitor and senior associate could be combined
with the same objective in mind. This would give the firm more scope to
recognise and reward individual differences in performance capacity and
contribution.

Alternatively, the firm might opt to broad band its base pay structure and
give far more scope for recognising individual contribution. For instance
it might decide to collapse all four solicitor grades into one broad band
with a pay range of perhaps 200 to 300 per cent. The firm would then
have to determine how individuals would progress their base pay within
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this broad band. For instance, positions within the band could be based on
demonstrated knowledge and skills, assessed competencies and/or measured
individual performance.

This presents its own problems, of course. The adoption of competency-
based assessment would inevitably involve high administrative costs.
Moreover, since it seeks to de-emphasise seniority-based hierarchy and
promotion, broad-banding will necessarily require a major change in organ-
isational culture and structure, something that the firm would have to sup-
port and lead. Moving to broad-banding necessarily involves the removal of
promotion opportunities, and this must be fully explained to the employees
affected; otherwise employees will be demotivated by the change. Employees
should be fully informed as to the pay-progression criteria applied and how
these translate into specific pay outcomes. Finally, broad-banding is not a
‘quick-fix’ solution. It should be rolled out carefully and fully communicated
to those affected, and it may take three to five years to implement success-
fully. Knowledge workers like solicitors will not take kindly to not being
kept fully informed about the changes affecting them. Given the time lag
involved, it may be desirable to begin the process by recalibrating the exist-
ing position grades using market survey data, then commencing the more
fundamental change to broadbanding only after the firm has established
market-competitive base pay levels.

Benefits

Given that the regimen of billable hours places pressure on solicitors to
work long hours, rewards links to work–life quality may be especially appo-
site here. Such initiatives might include time-in-lieu arrangements, staff
massages, meditation classes, life coaching, staff sabbaticals, gym and sports
club membership, subsidised holiday travel and accommodation, and the
like. Given that the firm is failing to capitalise fully on the talent and expertise
of its female solicitors, it may also wish to consider offering more generous
leave arrangements, more flexible billable hours provisions, paid maternity
leave, in-house childcare, subsidised further study, courses in time man-
agement and career management, and so on. While such initiatives would
undoubtedly add to staffing costs, they may well deliver a net return in
terms of reduced turnover, higher retention and improved satisfaction and
commitment among the firm’s female solicitors.
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Performance assessment and reward

Individual performance assessment

A system of formal individual performance assessment that incorporates
competency, behavioural and results criteria may allow the firm to better
communicate strategic priorities to staff and to provide staff with more
meaningful feedback on their performance levels and how performance can
be enhanced. However, to be effective, performance appraisal needs to be
taken seriously by all parties and to deliver assessments that are valid, reliable
and perceived to be fair. Reliability and fairness problems are particularly
pronounced where behavioural judgments are made but, where knowledge
work involving direct interaction with clients is concerned, simply relying
on easily measured results (such as billable hours) can also be quite dysfunc-
tional. The firm must also consider how the assessment process itself is to be
undertaken. For instance, if it wishes to reinforce organisational hierarchy it
may choose to use assessment by partners only. Alternatively, if it wishes to
accentuate a more egalitarian culture, it may choose to introduce an element
of peer or even subordinate appraisal. A further design issue has to do with
whether appraisal scores will be used only for staff development purposes or
whether they will be linked to pay via, say, merit increments or merit bonuses.

Individual incentives

Although the focal issues of this case study are those of base pay and employee
benefits, it is also appropriate for us to consider in general terms whether
Court, Case & McGowan should incorporate performance-contingent pay
into its reward mix. Organisations have a tendency to opt for individual
performance incentives as the perceived instant solution to most labour
management problems, but the consequences are often quite disastrous.
On the one hand, the use of individual incentives may allow the firm to
recognise and reward individual excellence and, thus, to retain valued high
performers. On the other hand, individual cash incentives may be inimical to
the very nature of legal work, especially given that much legal work is team-
based, that solicitors expect to be well paid irrespective of whether they win
or lose the case at hand, that some cases are inherently more difficult than
others, that some clients and cases are more lucrative than others, and that
individual incentives may encourage unscrupulous behaviour inimical to
the profession’s reputation.

There is also the question of how individual cash incentives should be
determined. Should they be linked just to billable hours or should a wider
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set of performance measures be applied? Should individual incentives be
based on results-based performance measures or on behavioural criteria, as
in behaviourally based performance appraisal? Should they take the form of
permanent increments to base pay (‘merit raises’) or stand-alone payments
(‘merit bonuses’ or ‘discretionary bonuses’)? The firm may even wish to
implement one or more incentive plans of a non-cash nature, perhaps a
‘solicitor of the month’ award.

Collective incentives

Given the importance of teamworking at Court, Case & McGowan, the
firm may also wish to consider introducing rewards geared to collective
performance. It may be that a group incentive plan, such as goalsharing,
profitsharing or team incentives, would be more appropriate in legal work
where much of the work is necessarily interdependent rather than individu-
alised. As such, it may also be appropriate to consider including legal support
staff in group incentive plans. It would also be possible to combine group
and individual approaches but using group-based performance measures to
determine the magnitude of an incentive payment pool, then using individ-
ual performance measures to allocate the pool to individuals. This, however,
would require a careful balance to ensure that the group and individual com-
ponents work in harmony rather than pulling in opposite directions.

You may wish to revisit these performance pay possibilities once you have
read the chapters on performance-related rewards.

Part 4 Case study

Beyond the hard sell: Redesigning performance-related
rewards at Southbank

SIS strengths and weaknesses

The SIS is an individual short-term incentive plan based on management by
objectives. As such, it exhibits many of the generic strengths and weaknesses
of results-based incentives. Note, however, that the SIS cannot be said to
meet the requirements for an incentive plan based on formal goal-setting
since the targets are centrally imposed rather than being negotiated and
agreed at individual level. Moreover, although it resembles a commission-
based approach, the SIS departs from a straight commission plan in that
incentive payments do not follow a simple rate-per-unit formula but rather
are issued only to the top-ranked 40 per cent of employees.
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On the positive side, it makes use of ‘objective’ and clearly defined per-
formance criteria that are seemingly construct valid (in that they are based
on job-specific KRAs) and criterion valid (in that the KPIs used to measure
results are relevant to the KRAs targeted). The use of performance targets
also focuses employee attention on exactly what needs to be achieved in the
way of performance improvement, as well as allowing employees discretion
as to how to achieve the specified results. The use of monthly targets also
means that feedback on performance outcomes is virtually instantaneous.
Since the SIS uses criterion-valid data (that is, degree of target achievement
in construct valid KRAs) the scheme also appears to support performance
assessment reliability.

On the negative side, the scheme is proof positive of two key tenets of
reward management: first, that ‘rewards motivate people to get the rewards’;
and second, at least in low-trust work cultures of the type prevailing in
Southbank, that ‘it is only what gets measured and rewarded that gets done’.
Equally, it is clear that the emphasis on individual rewards has disrupted
cooperative work relationships. The singular focus on sales results has also
encouraged an aggressive and deceptive approach to customer relations
by some employees, caused dysfunctional competitive relations between
employees themselves, including customer poaching, and precipitated sys-
tematic fraud by some staff members. The approach has privileged ‘how
much’ (i.e. results) over ‘how’ (i.e. work behaviour).

The SIS also fails the expectancy theory test of instrumentality (i.e. reward
for performance delivered) since 60 per cent of employees who do meet the
monthly targets do not receive any bonus. This also contradicts distributive
justice expectations. As such, the plan has a fundamental design flaw in
respect of motivation. The expectancy cognition itself (i.e. employee per-
ception of target achievability) is also compromised by the manner in which
monthly targets are determined. The setting of targets according to nation-
wide performance data fails to take adequate account of situational factors,
particularly the greater challenge faced by staff and branches in poorer areas
in meeting nationwide standards. The automatic ratcheting effect on tar-
get difficulty arising from the use of a moving average base line must also
erode expectancy and self-efficacy cognitions and hence motivation. The
target-setting mechanism also fails to take adequate account of variance in
demand for credit arising from the influence of factors beyond employees’
control, such as an upward movement in interest rates. Likewise, the fact
that targets are imposed rather than agreed stands to undermine both goal
commitment and procedural justice perceptions.
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Finally, the case highlights the dangers of using stand-alone incentive
plans to drive organisational change. In seeking to impose a transactional
psychological contract using extrinsic incentives, Southbank’s previous lead-
ership has overlooked the need to ‘manage’ the cultural transition away from
the values and expectations associated with the pre-existing service culture
and relational psychological contract. Incentive plans can support broader
initiatives and interventions designed to effect organisational change, but
only in extreme cases should they be used as the change driver.

Appropriate performance criteria

The results-based standards currently used may be construct valid, but in a
service sector organisation such as this, the requirement for content validity
(i.e. for a range of criteria fully representative of job content) is not met. In
particular, the exclusive focus on ‘hard’ results overlooks ‘soft’ results, as well
as essential behavioural requirements. Unless an individual incentive plan
signals the importance of ‘how’ and ‘how good’ as well as ‘how much’, there
is a strong likelihood that it will encourage short-termism and self-interest at
the expense of behaviour and results that are in the firm’s long-term interest.

Most obviously, while the SIS has certainly encouraged a perverted form
of employee creativity and timeliness (i.e. fraud, deception and corner-
cutting), it also ignores service quality, customer focus, ethical behaviour,
due diligence in investigating loan applicants, organisational citizenship
behaviour, information-sharing, teamworking and other forms of behaviour
that are essential to a financial institution’s long-term sustainability. In short,
in addition to applying hard quantity-based performance criteria and mea-
sures, Southbank should also be recognising and rewarding behaviour that
moderates a single-minded focus on individual financial results over the
short term.

A new approach to performance-related reward

With the above points in mind, it is possible to identify a number of alter-
native reward strategies that may well allow Southbank to enhance its staff
performance and increase its market share in retail banking.

At the very least, if it wishes to retain the focus on individual short-
term results-based incentives, it should substitute proper goal-setting for
the top-down ‘MBO’ approach. Goals should be set by participative means.
This would enhance organisational communication and trust. Goals should
also be set at branch level, so that interbranch differences in situational
factors and ‘opportunity to perform’ are adequately recognised, albeit within
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general guidelines set down by the bank’s HR department. To maximise
content validity, goals should include ‘soft’ as well as ‘hard’ criteria. For
example, it would be most appropriate to include one or more goals for
service quality (such as reduction in customer complaints).

This, however, would still leave desired work behaviour largely unrecog-
nised. To remedy this, Alison may wish to recommend the introduction of a
system of formal behavioural assessment to accompany goal-setting. Incen-
tive payments would then be geared to a combination of goal achievement
and behavioural assessment, perhaps over a quarterly, six-monthly or annual
time frame, rather than on a monthly basis. Behavioural criteria should
cover membership behaviour, task behaviour and organisational citizenship
behaviour. To enhance reliability and felt-fairness, behavioural assessment
could also be multisource, ideally including peer input. Given the link to pay,
self-assessment may not be appropriate in this case. In addition to cash STI
payments, Alison might also recommend the introduction of a system of spe-
cial non-cash recognition awards for individual sales and service excellence.

Yet this still fails to recognise the fact that work (and hence performance)
in Southbank is still substantially interdependent, particularly at branch
level. As such, in addition to individual incentives, Alison may decide to
recommend the introduction of a collective STI plan, perhaps based on
branch-level KPIs or goalsharing. Again, the approach should combine
‘hard’ and ‘soft’ results criteria. Such an approach would reinforce team-
working and cooperative work relations, as well as reducing destructive
competition between individual employees. She might also consider intro-
ducing group non-cash recognition awards at branch level.

But even this may not deliver the organisation-wide strategic alignment
necessary for competitive success. To this end, Alison may decide to rec-
ommend the introduction of a profitshare plan, an employee share plan
or, perhaps, a fully integrated balanced scorecard approach for the bank’s
retail division. A balanced scorecard approach would allow the bank to align
short- and long-term goals for staff development, business process improve-
ment, customer service and financial or shareholder outcomes. Of course, to
be effective the balanced scorecard option would require across-the-board
cultural change supported by a wide range of human resource enablers,
not the least being the adoption of systematic employee involvement.
Arguably, it is only by genuinely empowering employees that Southbank
will be able to realise the previous leadership’s aspiration to instil a culture
of entrepreneurial high performance.
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