Incentive Plans and Employee Benefits

Administering Incentive Plans

While incentive plans based on productivity can reduce direct labor costs, to achieve

their full benefit they must be carefully thought out, implemented, and maintained.

A cardinal rule is that thorough planning must be combined with a “proceed with

caution” approach. Compensation managers repeatedly stress a number of points

related to the effective administration of incentive plans. Three of the more important

points are, by consensus, as follows:

1. Incentive systems are effective only when managers are willing to grant incentives

based on differences in individual, team, or organizational performance. Allowing

incentive payments to become pay guarantees defeats the motivational intent

of the incentive. The primary purpose of an incentive compensation plan is not

to pay off under almost all circumstances, but rather to motivate performance.

Thus, if the plan is to succeed, poor performance must go unrewarded.

2. Annual salary budgets must be large enough to reward and reinforce exceptional

performance.When compensation budgets are set to ensure that pay increases

do not exceed certain limits (often established as a percentage of payroll or

sales), these constraints may prohibit rewarding outstanding individual or

group performance.

3. The overhead costs associated with plan implementation and administration

must be determined. These may include the cost of establishing performance

standards and the added cost of record keeping. The time consumed in communicating

the plan to employees, answering questions, and resolving any

complaints about it must also be included in these costs.

Individual Incentive Plans

In today’s competitive world, one word, flexibility, describes the design of individual

incentive plans.10 For example, technology, job tasks and duties, and/or organizational

goals (such as being a low-cost producer) impact the organization’s choice of

incentive pay programs. Incentive payments may be determined by the number of

objective
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units produced, by the achievement of specific performance goals, or by productivity

improvements in the organization as a whole. In addition, in highly competitive

industries such as foods and retailing, low profit margins will affect the availability of

monies for incentive payouts. All of these considerations suggest that tradition and

philosophy, as well as economics and technology, help govern the design of individual

incentive systems.

Piecework

One of the oldest incentive plans is based on piecework. Under straight piecework,

employees receive a certain rate for each unit produced. Their compensation is determined

by the number of units they produce during a pay period. At Steelcase, an

office furniture maker, employees can earn more than their base pay, often as much

as 35 percent more, through piecework for each slab of metal they cut or chair they

upholster. Under a differential piece rate, employees whose production exceeds the

standard output receive a higher rate for all of their work than the rate paid to those

who do not exceed the standard.

Employers include piecework in their compensation strategy for several reasons.

The wage payment for each employee is simple to compute, and the plan permits an

organization to predict its labor costs with considerable accuracy, as these costs are

the same for each unit of output. The piecework system is more likely to succeed

when units of output can be measured readily, when the quality of the product is less

critical, when the job is fairly standardized, and when a constant flow of work can be

maintained.

Computing the Piece Rate

Although time standards establish the time required to perform a given amount of

work, they do not by themselves determine what the incentive rate should be. The

incentive rates must be based on hourly wage rates that would otherwise be paid for

the type of work being performed. Say, for example, the standard time for producing

one unit of work in a job paying $11.50 per hour was set at twelve minutes. The

piece rate would be $2.30 per unit, computed as follows:

60 (minutes per hour)

12 (standard time per unit)

_ 5 units per hour

$11.50 (hourly rate)

_ $2.30 per unit

5 (units per hour)

Piecework: The Drawbacks

Despite their obvious advantages—including their direct tie to a pay-for-performance

philosophy—piecework systems have a number of disadvantages that offset their

usefulness. One of the most significant weaknesses of piecework, as well as of other

incentive plans based on individual effort, is that it may not always be an effective

motivator. If employees believe that an increase in their output will provoke disapproval

from fellow workers (often referred to as “rate busting”), they may avoid

exerting maximum effort because their desire for peer approval outweighs their

desire for more money. Also, jobs in which individual contributions are difficult to

distinguish or measure, or in which the work is mechanized to the point that the

straight piecework
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employee exercises very little control over output, may be unsuited to piecework.

Piecework may also be inappropriate in the following situations:

When quality is more important than quantity

When technology changes are frequent

When productivity standards on which piecework must be based are difficult

to develop

Importantly, piecework incentive systems can work against an organizational culture

promoting workforce cooperation, creativity, or problem solving because each of

these goals can infringe on an employee’s time and productivity and, therefore, total

incentive earned.

Standard Hour Plan

Another common incentive technique is the standard hour plan, which sets incentive

rates on the basis of a predetermined “standard time” for completing a job. If

employees finish the work in less than the expected time, their pay is still based on

the standard time for the job multiplied by their hourly rate. Standard hour plans are

popular in service departments in automobile dealerships. For example, if the standard

time to install an engine in a truck is five hours and the mechanic completes

the job in four and a half hours, the payment would be the mechanic’s hourly rate

times five hours. Standard hour plans are particularly suited to long-cycle operations

or jobs or tasks that are nonrepetitive and require a variety of skills. However, while

standard hour plans can motivate employees to produce more, employers must

ensure that equipment maintenance and product quality do not suffer as employees

strive to do their work faster to earn additional income.

Bonuses

A bonus is an incentive payment that is given to an employee beyond one’s normal

base wage. It is frequently given at the end of the year and does not become part of

base pay. Bonuses have the advantage of providing employees with more pay for

exerting greater effort, while at the same time the employees still have the security of

a basic wage. Bonus payments are common among managerial and executive

employees, but recent trends show that they are increasingly given to employees

throughout the organization.

Depending on who is to receive the bonus, the incentive payment may be determined

on the basis of cost reduction, quality improvement, or performance criteria

established by the organization. At the executive level, for example, performance criteria

might include earnings growth or enterprise-specific agreed-on objectives.

When some special employee contribution is to be rewarded, a spot bonus is

used. A spot bonus, as the name implies, is given “on the spot,” normally for some

employee effort not directly tied to an established performance standard. For example,

a customer service representative might receive a spot bonus for working long

hours to fill a new customer’s large order. Spot bonuses are championed as useful

retention and motivational tools for overburdened employees, especially during lean

financial times. Lauren Sejen, compensation expert with Watson Wyatt Worldwide,

notes, “I think spot bonuses are one of the most underutilized forms of rewards,

given how well employees respond to them. These plans make perfect sense.”11
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Merit Pay

A merit pay program (merit raise) links an increase in base pay to how successfully

an employee performs his or her job. The merit increase is normally given on the

basis of an employee’s having achieved some objective performance standard—

although a superior’s subjective evaluation of subordinate performance may play a

large role in the increase given. Merit raises can serve to motivate if employees perceive

the raise to be related to the performance required to earn it.12

Theories of motivation, in addition to behavioral science research, provide justification

for merit pay plans as well as other pay-for-performance programs.13 However,

research shows that a merit increase in the range of 7 to 9 percent is necessary

to serve as a pay motivator. Employees may welcome lower percentage amounts, but

low salary increases may not lead to significantly greater effort on the part of

employees to drive business results. Consequently, with low salary budgets (see

Chapter 9), organizations wishing to reward top performers will be required to distribute

a large portion of the compensation budget to these individuals.14 A meaningful

merit increase will catch the attention of top performers while sending a signal

to poor-performing employees. A strategic compensation policy must differentiate

between outstanding and good or average performance. Furthermore, increases

granted on the basis of merit should be distinguishable from cost-of-living or other

general increases.

Problems with Merit Raises

Merit raises may not always achieve their intended purpose. Unlike a bonus, a merit

raise may be perpetuated year after year even when performance declines.When this

happens, employees come to expect the increase and see it as being an entitlement,

unrelated to their performance. Furthermore, what are referred to as merit raises

often turn out to be increases based on seniority or favoritism. A superior’s biased

evaluation of subordinate performance may play a large role in the increase given.

Even when merit raises are determined by performance, the employee’s gains may be

offset by inflation and higher income taxes. Compensation specialists also recognize

the following problems with merit pay plans:

1. Money available for merit increases may be inadequate to satisfactorily raise all

employees’ base pay.

2. Managers may have no guidance in how to define and measure performance;

there may be vagueness regarding merit award criteria.

3. Employees may not believe that their compensation is tied to effort and performance;

they may be unable to differentiate between merit pay and other types of

pay increases.

4. The performance appraisal objectives of employees and their managers are often

at odds.

5. There may be a lack of honesty and cooperation between management and

employees.

6. It has been shown that “overall” merit pay plans do not motivate higher levels of

employee performance.

While there are no easy solutions to these problems, organizations using a true

merit pay plan often base the percentage pay raise on merit guidelines tied to performance

appraisals. For example, Highlights in HRM 3 illustrates a guideline chart

merit guidelines

Guidelines for awarding

merit raises that are tied to

performance objectives

objective

3

Managing Human Resources, 14e, Bohlander/Snell - © 2007 Thomson South-Western

CHAPTER 10 Pay-for-Performance: Incentive Rewards 445

Merit Pay Guidelines Chart

A merit pay guidelines chart is a “lookup” table for awarding merit increases on the basis of

(1) employee performance, (2) position in the pay range, and, in a few cases, (3) time since the

last pay increase. Design of any merit guidelines chart involves several concerns. Specifically,

• What should unsatisfactory performers be paid? Because their performance is marginal or

below standard, the common response is “nothing.”

• What should average performers be paid? Common practice is to grant increases commensurate

with cost-of-living changes (see Chapter 9). The midpoint of the merit guidelines

chart should equal the local or national percentage change in the consumer price

index (CPI).

• How much should superior or outstanding performers be paid? Profit levels, compensation

budgets, and psychological concerns predominate here.

The following merit pay guidelines chart shows the pay range for each pay grade as

divided into five levels (quintiles), with 1 at the bottom of the pay range and 5 at the top. On

the left, employee performance (as determined by the annual appraisal) is arranged in five

levels from high (outstanding) to low (unsatisfactory). An employee’s position in his or her

salary range and performance level indicates the percentage pay increase to be awarded. For

example, a person at the top of the pay range (5) who gets a performance rating of “outstanding”

will be awarded a 6 percent pay increase. However, an outstanding performer at

the bottom of the pay range (1) will receive a 9 percent increase.

Because the purpose of the guidelines chart is to balance conflicting pay goals, it compromises,

by design, the relationship between merit increases and performance appraisal ratings.

The highest-rated performers will not always be the employees with the highest percentage

increase. Notice that a superior performer in quintiles 1, 2, and 3 can receive a percentage

increase as much as or more than that of an outstanding performer in quintile 5. As a result,

employees are likely to learn that pay increases are not determined just by performance. However,

as we learned in Chapter 9, if money is to serve as a motivator, top performers must

receive a significant amount of the compensation budget.

MERIT PAY GUIDE CHART

QUINTILE (POSITION IN RANGE), %

PERFORMANCE LEVEL 1 2 3 4 5

Outstanding (5) 9 9 8 7 6

Superior (4) 7 7 6 5 4

Competent (3) 5 5 4 3 3

Needs improvement (2) 0 0 0 0 0

Unsatisfactory (1) 0 0 0 0 0

Highlights in HRM 3
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for awarding merit raises. The percentages may change each year, depending on various

internal or external concerns such as profit levels or national economic conditions

as indicated by changes in the consumer price index. Under the illustrated merit plan,

to prevent all employees from being rated outstanding or above average, managers

may be required to distribute the performance rating according to some preestablished

formula (such as only 10 percent can be rated outstanding). Additionally, when

setting merit percentage guidelines, organizations should consider individual performance

along with such factors as training, experience, and current earnings.

Lump-Sum Merit Pay

To make merit increases more flexible and visible, organizations such as Boeing,

Timex, and Westinghouse have implemented a lump-sum merit program. Under

this type of plan, employees receive a single lump-sum increase at the time of their

review, an increase that is not added to their base salary. Lump-sum merit programs

offer several advantages. For employees, an advantage is that receiving a single lumpsum

merit payment can provide a clear link between pay and performance. For

example, a 6 percent merit increase granted to an industrial engineer earning

$58,000 a year translates into a weekly increase of $66.92—a figure that looks small

compared with a lump-sum payment of $3,480. For employers, lump-sum payments

essentially freeze base salaries, thereby maintaining annual salary and benefit costs, as

the level of benefits are normally calculated from salary levels. Organizations using a

lump-sum merit program will want to adjust base salaries upward after a certain

period of time. These adjustments should keep pace with the rising cost of living and

increases in the general market wage.

Incentive Awards and Recognition

Awards are often used to recognize productivity gains, special contributions or

achievements, and service to the organization. Merchandise awards, personalized

gifts, theater tickets, vacations, gift certificates, and personalized clothing represent

popular noncash incentive awards.15 Tangible awards presented with the right message

and style can make employees feel appreciated while at the same time underscoring a

company’s value.16

Research clearly shows that noncash incentive awards are most effective as motivators

when the award is combined with a meaningful employee recognition program.

Bob Nelson, president of Nelson Motivation, states, “Employers should take

care to tie awards to performance and deliver awards in a timely, sincere and specific

way.”17 Importantly, awards and employee recognition should highlight how employee

performance contributes to specific organizational objectives. Greg Boswell, director

of performance recognition at O. C. Tanner, notes, “Employers are now thinking of

awards and employee recognition more strategically with programs closely aligned to

their business goals.”18

Sales Incentives

The enthusiasm and drive required in most types of sales work demand that sales

employees be highly motivated. This fact, as well as the competitive nature of selling,

explains why financial incentives for salespeople are widely used. These incentive

plans must provide a source of motivation that will elicit cooperation and trust.Motilump-
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vation is particularly important for employees away from the office who cannot be

supervised closely and who, as a result, must exercise a high degree of self-discipline.

Unique Needs of Sales Incentive Plans

Incentive systems for salespeople are complicated by the wide differences in the types

of sales jobs.19 These range from department store clerks who ring up customer purchases

to industrial salespeople from McGraw-Edison who provide consultation and

other highly technical services. Salespeople’s performance may be measured by the dollar

volume of their sales and by their ability to establish new accounts. Other measures

are the ability to promote new products or services and to provide various forms of

customer service and assistance that do not produce immediate sales revenues.20

Performance standards for sales employees are difficult to develop, however,

because their performance is often affected by external factors beyond their control.

Economic and seasonal fluctuations, sales competition, changes in demand, and the

nature of the sales territory can all affect an individual’s sales record.21 Sales volume

alone therefore may not be an accurate indicator of the effort salespeople have

expended.

In developing incentive plans for salespeople, managers are also confronted with

the problem of how to reward extra sales effort and at the same time compensate for

activities that do not contribute directly or immediately to sales. Furthermore, sales

employees must be able to enjoy some degree of income stability.22

Types of Sales Incentive Plans

Compensation plans for sales employees may consist of a straight salary plan, a

straight commission plan, or a combination salary and commission plan. A straight

salary plan permits salespeople to be paid for performing various duties not

reflected immediately in their sales volume. It enables them to devote more time to

providing services and building up the goodwill of customers without jeopardizing

their income. The principal limitation of the straight salary plan is that it may not

motivate salespeople to exert sufficient effort in maximizing their sales volume.

On the other hand, the straight commission plan, based on a percentage of

sales, provides maximum incentive and is easy to compute and understand. For example,

total cash compensation might equal total sales volume times some percentage of

total sales, say 2 percent. Under a straight commission plan salespeople may be

allowed a salary draw. A draw is a cash advance that must be paid back as commissions

are earned.

However, the straight commission plan is limited by the following disadvantages:

1. Emphasis is on sales volume rather than on profits.

2. Customer service after the sale is likely to be neglected.

3. Earnings tend to fluctuate widely between good and poor periods of business, and

turnover of trained sales employees tends to increase in poor periods.

4. Salespeople are tempted to grant price concessions.

The combined salary and commission plan is the most widely used sales

incentive program. A salesperson working under a 70/30 combination plan would

receive total cash compensation paid out as 70 percent base salary and 30 percent

commission. The ratio of base salary to commission can be set to fit organizational

objectives. The following advantages indicate why the combination salary and commission

plan is so widely used:
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1. The right kind of incentive compensation, if linked to salary in the right proportion,

has most of the advantages of both the straight salary and the straight commission

forms of compensation.

2. A salary-plus-incentive compensation plan offers greater design flexibility and

can therefore be more readily set up to help maximize company profits.

3. The plan can develop the most favorable ratio of selling expense to sales.

4. The field sales force can be motivated to achieve specific company marketing

objectives in addition to sales volume.

Incentives for Professional Employees

Like other salaried workers, professional employees—engineers, scientists, and attorneys,

for example—may be motivated through bonuses and merit increases. In some

organizations, unfortunately, professional employees cannot advance beyond a certain

point in the salary structure unless they are willing to take an administrative

assignment.When they are promoted, their professional talents are no longer utilized

fully. In the process, the organization may lose a good professional employee and

gain a poor administrator. To avoid this situation, some organizations have extended

the salary range for professional positions to equal or nearly equal that for administrative

positions. The extension of this range provides a double-track wage system, as

illustrated in Chapter 7, whereby professionals who do not aspire to become administrators

still have an opportunity to earn comparable salaries.

Professional employees can receive compensation beyond base pay. For example,

scientists and engineers employed by high-tech firms are included in performancebased

incentive programs such as profit sharing or stock ownership. These plans

encourage greater levels of individual performance. Cash bonuses can be awarded to

those who complete projects on or before deadline dates. Payments may also be

given to individuals elected to professional societies, granted patents, or meeting professional

licensing standards.

The Executive Pay Package

Executive compensation plans consist of five basic components: (1) base salary,

(2) short-term incentives or bonuses, (3) long-term incentives or stock plans, (4) benefits,

and (5) perquisites.24 Each of these elements may receive different emphasis in

the executive’s compensation package depending on various organizational goals and

executive needs.

Base Executive Salaries. Executive base salaries represent between 30 and 40 percent

of total annual compensation.25 An analysis of executive salaries shows that the largest

portion of executive pay is received in long-term incentive rewards and bonuses.

Regardless, executives of Fortune 500 firms routinely earn an annual base salary in

excess of $500,000, with executives in very large corporations earning considerably

more. The levels of competitive salaries in the job market exert perhaps the greatest

influence on executive base salaries. An organization’s compensation committee—normally

members of the board of directors—will order a salary survey to find out what

executives earn in comparable enterprises. For example, by one estimate, 96 percent of

companies in the Standard & Poor’s 500-stock index use a technique called competitive
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benchmarking when setting executive pay or to remain competitive for executive talent.

As noted in Business Week, company boards reason that a CEO who doesn’t earn as

much as his or her peers is likely to “take a hike.”26 Comparisons may be based on

organization size, sales volume, or industry groupings. Thus, by analyzing the data from

published studies, along with self-generated salary surveys, the compensation committee

can determine the equity of the compensation package outside the organization.27

Executive Short-Term Incentives. Annual bonuses represent the main element of

executive short-term incentives. A bonus payment may take the form of cash or

stock and may be paid immediately (which is frequently the case), deferred for a

short time, or deferred until retirement. Most organizations pay their short-term

incentive bonuses in cash (in the form of a supplemental check), in keeping with

their pay-for-performance strategy. By providing a reward soon after the performance,

and thus linking it to the effort on which it is based, they can use cash bonuses

as a significant motivator. Deferred bonuses are used to provide a source of retirement

benefits or to supplement a regular pension plan.

Incentive bonuses for executives should be based on the contribution the individual

makes to the organization. A variety of formulas have been developed for this

purpose. Incentive bonuses may be based on a percentage of a company’s total profits

or a percentage of profits in excess of a specific return on stockholders’ investments.

In other instances the payments may be tied to an annual profit plan whereby the

amount is determined by the extent to which an agreed-on profit level is exceeded.

Payments may also be based on performance ratings or the achievement of specific

objectives established with the agreement of executives and the board of directors.28

In a continuing effort to monitor the pulse of the marketplace, more organizations

are tying operational yardsticks to the traditional financial gauges when computing

executive pay. Called balanced scorecards, these yardsticks may measure things

such as customer satisfaction, the ability to innovate, or product or service leadership.

Notes David Cates, a compensation principal with Towers Perrin, a balanced

scorecard “allows companies to focus on building future economic value, rather than

be driven solely by short-term financial results.” Mobil Oil uses a balanced scorecard

that better indicates exactly where the company is successful and where improvement

is needed.

Executive Long-Term Incentives. Stock options are the primary long-term incentive

offered to executives.29 The principal reason driving executive stock ownership is

the desire of both the company and outside investors for senior managers to have a

significant stake in the success of the business—to have their fortunes rise and fall

with the value they create for shareholders. Stock options can also be extremely lavish

for executives. Consider these examples. For 2004, Richard D. Fairbank, CEO of

Capital One Financial, received long-term compensation totaling $56.5 million; John

D. Chambers, CEO of Cisco Systems, received $52.1 million; and Louis V. Gerstner,

CEO of IBM received 42.6 million.30 Not surprisingly, the creativity in designing a

stock option program seems almost limitless.31 Figure 10.3 highlights several common

forms of long-term incentives.

Short-term incentive bonuses are criticized for causing top executives to focus on

quarterly profit goals to the detriment of long-term survival and growth objectives.

Therefore corporations such as Sears, Combustion Engineering, Borden, and Enhart

have adopted compensation strategies that tie executive pay to long-term performance

measures. Each of these organizations recognizes that compensation strategies must
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Stock options Rights granted to executives to purchase shares of their organization’s stock

at an established price for a fixed period of time. Stock price is usually set at

market value at the time the option is granted.

Stock appreciation Cash or stock award determined by increase in stock price during any time

rights (SARs) chosen by the executive in the option period; does not require executive financing.

Stock purchase Opportunities for executives to purchase shares of their organization’s stock

valued at full market or a discount price, often with the organization providing

financial assistance.

Phantom stock Grant of units equal in value to the fair market value or book value of a share

of stock; on a specified date the executive will be paid the appreciation in the

value of the units up to that time.

Restricted stock Grant of stock or stock units at a reduced price with the condition that the stock

not be transferred or sold (by risk of forfeiture) before a specified employment date.

Performance units Grants analogous to annual bonuses except that the measurement period

exceeds one year. The value of the grant can be expressed as a flat dollar amount

or converted to a number of “units” of equivalent aggregate value.

Performance shares Grants of actual stock or phantom stock units. Value is contingent on both

predetermined performance objectives over a specified period of time and the

stock market.

Figure 10.3 Types of Long-Term Incentive Plans

also take into account the performance of the organization as a whole. Important to

stockholders are such performance results as growth in earnings per share, return on

stockholders’ equity, and, ultimately, stock price appreciation. A variety of incentive

plans, therefore, have been developed to tie rewards to these performance results, particularly

over the long term. Additionally, stock options can serve to retain key executive

personnel when exercising the options is linked to a specified vesting period, say

two to four years (this type of incentive is called “golden handcuffs”).

Stock options are under attack.32 Some object to the sheer magnitude of these

incentive rewards. The link between pay and performance that options are championed

to provide can also be undermined when compensation committees grant

additional options to executives even when company stock prices fall or performance

indexes decline. Peter Clapman, chief counsel for TIAA-CREF, the world’s largest

pension system, notes, “It’s sort of heads you win, tails let’s flip again.” Even worse for

shareholders is the dilution problem. Every option granted to executives makes the

shares of other stockholders less valuable.

Executive Benefits. The benefits package offered executives may parallel one offered

to other groups of employees. Various programs for health insurance, life insurance,

retirement plans, and vacations are common. However, unlike other employee

groups, the benefits offered executives are likely to be broader in coverage and free of

charge. Additionally, executives may be given financial assistance in the form of

trusts for estate planning, payment of mortgage interest, and legal help.

Executive Perquisites. Perquisites are nonmonetary rewards given to executives.

Perquisites, or perks, are a means of demonstrating the executive’s importance to

perquisites
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the organization. The status that comes with perks—both inside and outside the

organization—shows a pecking order and conveys authority. Corporate executives

may simply consider perks a “badge of merit.” Perks can also provide tax savings to

executives, because some are not taxed as income.

The dark side of perks is that they are viewed as wasteful spending and overly

lavish. A recent study, however, shows that perks can facilitate company productivity

by saving executive time (for example, private planes and chauffeur service) or

improve or maintain executive health (for example, spas, health clubs, and company

cabins). Therefore, the cost of perks should be weighed against the added efficiency

and managerial effectiveness they generate.33 Highlights in HRM 4 shows the more

common perks offered to executives.

Executive Compensation: Ethics

and Accountability

The top executive paychecks for 2004 were, as usual, off-the-chart amazing. Consider

the total annual compensation drawn in 2004 by the following executives.34

Terry S. Semel, Yahoo $120,100,000

Lew Frankfort, Coach $58,700,000

Ray R. Irani, Occidental Petroleum $37,800,000

Paul J. Evanson, Allegheny Energy $37,500,000

Robert L. Nardeli, Home Depot $36,700,000

In 2003, the ratio between average CEO compensation and worker pay was 301:1, up

from 282:1 in 2001 and 42:1 in 1982.35 Figures show that in Japan the ratio is 15:1

and in Europe 20:1.36 Management expert Peter F. Drucker has warned that the growing

pay gap between CEOs and employees could threaten the very credibility of leadership.

He believes that no leader should earn more than 20 times the pay of the

company’s lowest-paid employee.37

Given the large amount of these compensation packages, the question asked by

many is, “Are top executives worth the salaries and bonuses they receive?” The

answer may depend on whom you ask. Corporate compensation committees justify

big bonuses in the following ways:

1. Large financial incentives are a way to reward superior performance.

2. Business competition is pressure-filled and demanding.

3. Good executive talent is in great demand.

4. Effective executives create shareholder value.

Others justify high compensation as a fact of business life, reflecting market compensation

trends.

Nevertheless, in an era of massive downsizing, low wage increases, and increased

workloads for layoff survivors, strong criticism is voiced regarding the high monetary

awards given to senior executives.38 Furthermore, with the large compensation

packages awarded to senior managers and top-level executives, cries for performance

accountability and openness abound. The 2004 annual Executive Pay Scoreboard

published by Business Week argues that to justify the big bucks, CEOs and top executives

should produce a surge in shareholder value. Yet in 2004 many top executives

failed to beat the S&P 500 for total shareholder return over the past three years. In

Business Week’s analysis, a large percentage of top-paid executives simply did not ace
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“our pay-for-performance analysis.”39 While some high-paid executives do improve

performance measures, such as return on equity, earnings per share, and return to

shareholders, clearly others do not.

A critical question with exorbitant executive pay is not always what is legal or

externally equitable but what is right or ethical. Compensation committees sometimes

fail to fulfill their obligations and corporate boards can be stacked with cronies

willing to rubber-stamp high pay packages. Furthermore, the run of greed-inspired

scandals beginning in 2001 with Enron has extended to such companies as Strong

Capital Management, Hollinger International, and the dot-coms, raising concerns

about the ethical behavior of executives at these organizations and others. While not

all executive pay is exorbitant and not all executive behavior is unethical, nevertheless

angry employees, government officials, and stockholders argue for change.40

Executive Compensation Reform

Several important changes will impact future executive compensation. First, the

Internal Revenue Service (IRS) will increasingly look for tax-code violations in connection

with hefty executive pay packages. The IRS intends to make executive pay a

part of every corporate audit.41 Second, in 2003, the Securities and Exchange Commission

ruled that companies on the New York Stock Exchange and NASDAQ must

obtain shareholder approval before granting stock options and other equity compensation

to executives and employees. Third, the Financial Accounting Standards Board

(FASB) now requires that stock options be recognized as an expense on income

statements. Companies and compensation committees must now weigh the benefits

provided by stock option programs against the potential charge to earnings.42 Other

reform measures include the following:

Highlights in HRM 4

The “Sweetness” of Executive Perks

Compensation consulting firms such as Coopers and Lybrand LLP, WorldatWork, and Hewitt

Associates regularly survey companies nationwide to identify the perks they provide for executives

and other top managers. Below are listed popular executive perks.

• Company car

• Company plane

• Executive eating facilities

• Financial consulting

• Company-paid parking

• Personal liability insurance

• Estate planning

• First-class air travel

• Home computers

• Chauffeur service

• Children’s education

• Spouse travel

• Physical exams

• Mobile phones

• Large insurance policies

• Income tax preparation

• Country club membership

• Luncheon club membership

• Personal home repairs

• Loans

• Legal counseling

• Vacation cabins
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1. The adoption of more sophisticated formulas that peg executive compensation

to organizational benchmarks other than stock price in a move to align pay more

closely with performance.

2. Corporate policy changes governing how compensation committees structure

executive pay packages.

3. Restraints on stock options making it harder for executives to cash out and

receive windfall cash sums. A trend shows that companies are rethinking how

to gain value from their options and how to deliver options to those who most

deserve them.

Group Incentive Plans

The emphasis on cost reduction and total quality management has led many organizations

to implement a variety of group incentive plans.43 Group plans enable

employees to share in the benefits of improved efficiency realized by major organizational

units or various individual work teams. These plans encourage a cooperative—

rather than individualistic—spirit among all employees and reward them for

their total contribution to the organization. Such features are particularly desirable

when working conditions make individual performance difficult, if not impossible,

to measure.

Team Compensation

As production has become more automated, as teamwork and coordination among

workers have become more important, and as the contributions of those engaged

indirectly in production or service tasks have increased, team incentive plans have

grown more popular. Team incentive plans reward team members with an incentive

bonus when agreed-on performance standards are met or exceeded. Furthermore, the

incentive will seek to establish a psychological climate that fosters team cooperation.

One catch with setting team compensation is that not all teams are alike (see

Chapter 4). For example, cross-functional teams, self-directed teams, and task force

teams make it impossible to develop one consistent type of team incentive plan. And,

with a variety of teams, managers find it difficult to adopt uniform measurement

standards or payout formulas for team pay.44 According to Steven Gross, Hay manager,

“Each type of team requires a specific pay structure to function at its peak.”

In spite of this caveat, organizations typically use the three-step approach to

establishing team incentive payments. First, they set performance measures on which

incentive payments are based. Improvements in efficiency, product quality, or reduction

in materials or labor costs are common benchmark criteria. For example, if

labor costs for a team represent 30 percent of the organization’s sales dollars, and the

organization pays a bonus for labor cost savings, then whenever team labor costs are

less than 30 percent of sales dollars, those savings are paid as an incentive bonus to

team members. Information on the size of the incentive bonus is reported to

employees on a weekly or monthly basis, explaining why incentive pay was or was

not earned. Second, the size of the incentive bonus must be determined. At Thrivent

Financial for Lutherans, health insurance underwriters can receive team incentive

team incentive plan

A compensation plan in

which all team members

receive an incentive bonus

payment when production

or service standards are

met or exceeded
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bonuses of up to 10 percent of base salary; however, the exact level of incentive pay

depends on overall team performance and the company’s performance over one year.

Team incentives at Thrivent are paid annually. Third, a payout formula is established

and fully explained to employees. The team bonus may be distributed to employees

equally, in proportion to their base pay, or on the basis of their relative contribution

to the team.With discretionary formulas, managers, or in some cases team members

themselves, agree on the payouts to individual team members. Figure 10.4 presents

the commonly stated advantages and disadvantages of team incentive pay.

Gainsharing Incentive Plans

Gainsharing plans are organizational programs designed to increase productivity or

decrease labor costs and share monetary gains with employees. These plans are based

on a mathematical formula that compares a baseline of performance with actual

productivity during a given period. When productivity exceeds the baseline, an

agreed-on savings is shared with employees. Inherent in gainsharing is the idea that

involved employees will improve productivity through more effective use of organizational

resources.

Although productivity can be measured in various ways, it is usually calculated as

a ratio of outputs to inputs. Sales, pieces produced, pounds, total standard costs, direct

labor dollars earned, and customer orders are common output measures. Inputs frequently

measured include materials, labor, energy, inventory, purchased goods or services,

and total costs. An increase in productivity is normally gained when:

Greater output is obtained with less or equal input.

Equal production output is obtained with less input.

PROS

• Team incentives support group planning and problem solving, thereby building a team culture.

• The contributions of individual employees depend on group cooperation.

• Unlike incentive plans based solely on output, team incentives can broaden the scope of the contribution

that employees are motivated to make.

• Team bonuses tend to reduce employee jealousies and complaints over “tight” or “loose” individual standards.

• Team incentives encourage cross-training and the acquiring of new interpersonal competencies.

CONS

• Individual team members may perceive that “their” efforts contribute little to team success or to the

attainment of the incentive bonus.

• Intergroup social problems—pressure to limit performance (for example, team members are afraid one

individual may make the others look bad) and the “free-ride” effect (one individual puts in less effort than

others but shares equally in team rewards)—may arise.

• Complex payout formulas can be difficult for team members to understand.

Figure 10.4 The Pros and Cons of Team Incentive Plans

gainsharing plans

Programs under which

both employees and the

organization share financial

gains according to a

predetermined formula

that reflects improved productivity

and profitability
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Although gainsharing is a popular reward system for employees, experience with

these techniques has pointed up a number of factors that contribute to either their

success or their failure. Highlights in HRM 5 discusses common considerations when

establishing a gainsharing program.45

There are three typical gainsharing plans. Two plans, the Scanlon and Rucker

Plans, emphasize participative management and encourage cost reductions by sharing

with employees any savings resulting from these reductions. The third plan,

Improshare, is based on the number of finished goods that the employee work teams

complete in an established period.

The Scanlon Plan

The philosophy behind the Scanlon Plan is that employees should offer ideas and suggestions

to improve productivity and, in turn, be rewarded for their constructive

efforts. According to Scanlon’s proponents, effective employee participation, which

includes the use of committees on which employees are represented, is the most significant

feature of the Scanlon Plan. Improvement or gains largely come from “working

smarter, not harder.” Figure 10.5 illustrates the Scanlon Plan suggestion process,

including the duties and responsibilities of two important groups—the shop and

screening committees.

Financial incentives under the Scanlon Plan are ordinarily offered to all employees

(a significant feature of the plan) on the basis of an established formula. This formula

Scanlon Plan

A bonus incentive plan

using employee and management

committees to

gain cost-reduction

improvements

objective
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Feedback

Feedback

Feedback

Problem recognition

Individual employee

suggestion

Production

“Shop” committees

Organization

“Screening” committee

Management

Measurement/evaluation

PURPOSE

• Evaluate suggestions affecting

several departments

• Review performance to

determine bonus or deficit

• Oversee entire program

• Keep top management informed

PURPOSE

• Solicit suggestions

• Follow up on suggestions

• Discuss suggestions with

employees

• Implement suggestions

Figure 10.5 Scanlon Plan Suggestion Process
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is based on increases in employee productivity as determined by a norm that has

been established for labor costs. The Scanlon Plan (and variations of it) has become

a fundamental way of managing, if not a way of life, in organizations such as American

Value Company, TRW,Weyerhaeuser, and the Xaloy Corporation.46

The Rucker Plan

The share-of-production plan (SOP), or Rucker Plan, normally covers just production

workers but may be expanded to cover all employees. As with the Scanlon Plan,

committees are formed to elicit and evaluate employee suggestions. The Rucker Plan,

however, uses a far less elaborate participatory structure. The financial incentive of

the Rucker Plan is based on the historic relationship between the total earnings of

hourly employees and the production value that employees create. The bonus is

Lessons Learned: Designing Effective

Gainsharing Programs

Will your gainsharing program be successful? While there are no exact keys to success, gainsharing

proponents cite the following as important components of a meaningful gainsharing

plan.

• Enlist total managerial support for the gainsharing effort. While top-management support

is critical, without the encouragement of middle and lower-level managers (those directly

involved in program implementation), gainsharing efforts invariably fail.

• When developing new programs, include representatives from all groups affected by the

gainsharing effort—labor, management, employees. Inclusion, not exclusion, serves to

build trust and understanding of the program’s intent and operation.

• Prevent political games in which involved parties are more interested in preserving their

self-interests than in supporting the group effort. The political manipulation of the bonus

calculation to hold down payouts is a certain obstacle to all gainsharing programs.

• Bonus payout formulas must be seen as fair, must be easy for employees to calculate,

must offer payouts on a frequent basis, and must be large enough to encourage future

employee effort. The goal is to create a pay-for-performance environment.

• Establish effective, fair, and precise measurement standards. Standards must encourage

increased effort without being unreasonable.

• Be certain that employees are predisposed to a gainsharing reward system. Is there a

“cultural readiness” for gainsharing? If changes are indicated, what needs to be done? Will

employees need additional skills training or training in other competencies in order to

make anticipated organizational improvements?

• Launch the plan during a favorable business period. Business downturns jeopardize payments.

A plan is likely to fail if it does not pay out under normal conditions in its first two

or three years of operation.

Highlights in HRM 5

Rucker Plan

A bonus incentive plan

based on the historic relationship

between the total

earnings of hourly employees

and the production

value created by the

employees
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based on any improvement in this relationship that employees are able to realize.

Thus, for every 1 percent increase in production value that is achieved, workers

receive a bonus of 1 percent of their total payroll costs.47

Lessons from the Scanlon and Rucker Plans

Perhaps the most important lesson to be learned from the Scanlon and Rucker Plans

is that any management expecting to gain the cooperation of its employees in

improving efficiency must permit them to become involved psychologically as well as

financially in the organization. If employees are to contribute maximum effort, they

must have a feeling of involvement and identification with their organization, which

does not come out of the traditional manager-subordinate relationship. Consequently,

it is important for organizations to realize that while employee cooperation

is essential to the successful administration of the Scanlon and Rucker Plans, the

plans themselves do not necessarily stimulate this cooperation. Furthermore, the attitude

of management is of paramount importance to the success of either plan. For

example, when managers show little confidence and trust in their employees, the

plans tend to fail.

Improshare

Improshare—improved productivity through sharing—is another gainsharing program.

Individual production bonuses are typically based on how much an employee

produces above some standard amount, but Improshare bonuses are based on the

overall productivity of the work team. Improshare output is measured by the number

of finished products that a work team produces in a given period. Both production

(direct) employees and nonproduction (indirect) employees are included in the

determination of the bonus.48

The bonus is based on productivity gains that result from reducing the time it

takes to produce a finished product. The employees and the company each receive payment

for 50 percent of the improvement. Since a cooperative environment benefits all,

Improshare

A gainsharing program

under which bonuses are

based on the overall productivity

of the work team

The Scanlon and Rucker

gainsharing plans rely on

employee suggestions for

cost savings and productivity

improvements.
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Improshare promotes increased interaction and support between employees and

management. Companies such as Hinderliter Energy Equipment pay the bonus as a

separate check to emphasize that it is extra income.

Enterprise Incentive Plans

Enterprise incentive plans differ from individual and group incentive plans in that all

organizational members participate in the plan’s compensation payout. Enterprise

incentive plans reward employees on the basis of the success of the organization over

an extended time period—normally one year, but the period can be longer. Enterprise

incentive plans seek to create a “culture of ownership” by fostering a philosophy

of cooperation and teamwork among all organizational members. Common enterprise

incentive plans include profit sharing, stock options, and employee stock ownership

plans (ESOPs).

Profit-Sharing Plans

Profit sharing is any procedure by which an employer pays, or makes available to all

regular employees, special current or deferred sums based on the organization’s profits.

As defined here, profit sharing represents cash payments made to eligible employees

at designated time periods, as distinct from profit sharing in the form of contributions

to employee pension funds.

Profit-sharing plans are intended to give employees the opportunity to increase

their earnings by contributing to the growth of their organization’s profits. These

contributions may be directed toward improving product quality, reducing operating

costs, improving work methods, and building goodwill rather than just increasing

rates of production. Profit sharing can help stimulate employees to think and feel

more like partners in the enterprise and thus to concern themselves with the welfare

of the organization as a whole. Its purpose therefore is to motivate a total commitment

from employees rather than simply to have them contribute in specific areas.

A popular example of a highly successful profit-sharing plan is the one

in use at Lincoln Electric Company, a manufacturer of arc-welding equipment

and supplies. This plan was started in 1934 by J. F. Lincoln, president

of the company. Each year the company distributes a large percentage of its

profits to employees in accordance with their salary level and merit ratings.

It is not uncommon for employees’ annual bonuses to exceed 50 percent of

annual wages. The success of Lincoln Electric’s incentive system depends

on a high level of contribution by each employee. Unquestionably there is a

high degree of respect among employees and management for Lincoln’s

organizational goals and for the profit-sharing program.

Variations in Profit-Sharing Plans

Profit-sharing plans differ in the proportion of profits shared with employees

and in the distribution and form of payment. The amount shared with

employees may range from 5 to 50 percent of the net profit. In most plans, however,

about 20 to 25 percent of the net profit is shared. Profit distributions may be made to

profit sharing
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makes available to all regular

employees, in addition

to base pay, special current

or deferred sums
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USING THE INTERNET

Lincoln Electric’s web site provides
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career opportunities with the

company. Go to the Student

Resources at:

http://bohlander.swlearning.com
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all employees on an equal basis, or they may be based on regular salaries or some formula

that takes into account seniority and/or merit. The payments may be disbursed

in cash, deferred, or made on the basis of combining the two forms of payments.

Weaknesses of Profit-Sharing Plans

In spite of their potential advantages, profit-sharing plans are also prone to certain

weaknesses. The profits shared with employees may be the result of inventory speculation,

climatic factors, economic conditions, national emergencies, or other factors

over which employees have no control. Conversely, losses may occur during years

when employee contributions have been at a maximum. The fact that profit-sharing

payments are made only once a year or deferred until retirement may reduce their

motivational value. If a plan fails to pay off for several years in a row, this can have

an adverse effect on productivity and employee morale.

Stock Options

What do the following companies—Apple Computer, Yahoo, Coca-Cola, Bristol-

Myers Squibb, Nike, Quaker Oats, and Sara Lee—have in common? The answer:

Each of these diverse organizations offers a stock option program to its employees.

According to WorldatWork, a compensation association, the use of stock options is a

very prevalent method of motivating and compensating hourly employees, as well as

salaried and executive personnel. This appears true regardless of the industry surveyed

or the organization’s size.49

Stock option programs are sometimes implemented as part of an employee benefit

plan or as part of a corporate culture linking employee effort to stock performance.

However, organizations that offer stock option programs to employees do so with the

belief that there is some incentive value to the systems. By allowing employees to purchase

stock, the organization hopes they will increase their productivity, assume a

partnership role in the organization, and thus cause the stock price to rise.50 Furthermore,

stock option programs have become a popular way

to boost morale of disenfranchised employees caught in

mergers, acquisitions, and downsizing.

Stock option plans grant to employees the right to

purchase a specific number of shares of the company’s

stock at a guaranteed price (the option price) during a

designated time period. Although there are many types

of options, most options are granted at the stock’s fair

market value. Not uncommon are plans for purchasing

stock through payroll deductions.

When stock prices rise, employee stock plans can be

financially rewarding to employees. In July 2004, employees

in Boeing’s Share Value Trust program received stock

awards that paid out about $900 apiece in stock or cash

to more than 200,000 current or former Boeing employees. Boeing estimated the

payuouts would total about $142.5 million.51 Additionally, stock ownership plans

serve as productivity incentives for booksellers at Borders, tellers at NationsBank, box

packers at Pfizer, technical employees at Motorola, and espresso servers at Starbucks.

Unfortunately, in the wake of various corporate scandals, employee stock

option plans have come under criticism (see “Executive Compensation: Ethics and
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Accountability” earlier in this chapter). Criticism largely focuses on executive abuses

and faulty accounting procedures. Fortunately, stock options continue to be a popular

and effective way to pay for the performance of employees and managers.52

Employee Stock Ownership Plans (ESOPs)

According to Corey Rosen of the National Center for Employee Ownership, approximately

11,000 organizations have employee stock ownership plans (ESOPs) for their

employees.53 Columbia Forest Products, Southwest Airlines, Swales Aerospace, and

Anderson Corporation are organizations with established ESOPs. W. L. Gore and

Associates also decided that employee stock ownership was an effective and innovative

way to give employees a share of the company’s success.

Employee stock ownership plans take two primary forms: a stock bonus plan

and a leveraged plan.54 With either plan, the public or private employer establishes an

ESOP trust that qualifies as a tax-exempt employee trust under Section 401(a) of the

Internal Revenue Code. With a stock bonus plan, each year the organization gives

stock to the ESOP or gives cash to the ESOP to buy outstanding stock. The ESOP

holds the stock for employees, and they are routinely informed of the value of their

accounts. Stock allocations can be based on employee wages or seniority. When

employees leave the organization or retire, they can sell their stock back to the organization,

or they can sell it on the open market if it is traded publicly. Leveraged

ESOPs work in much the same way as do stock bonus plans, except that the ESOP

borrows money from a bank or other financial institution to purchase stock. The

organization then makes annual tax-deductible payments to the ESOP, which in turn

repays the lending institution.

Advantages of ESOPs

Encouraged by favorable federal income tax provisions, employers use ESOPs to provide

retirement benefits for their employees. Favorable tax incentives permit a portion

of earnings to be excluded from taxation if that portion is assigned to employees

in the form of shares of stock. Employers can therefore provide retirement benefits

for their employees at relatively low cost, because stock contributions are in effect

subsidized by the federal government. ESOPs can also increase employees’ pride of

ownership in the organization, providing an incentive for them to increase productivity

and help the organization prosper and grow.

Problems with ESOPs

Generally, ESOPs are more likely to serve their intended purposes in publicly held

companies than in privately held ones. A major problem with the privately held company

is its potential inability to pay back the stock of employees when they retire.

These employees do not have the alternative of disposing of their stock on the open

market. Thus, when large organizations suffer financial difficulties and the value of

the companies’ stocks falls, so does the value of the employees’ retirement plan.

Other problems with ESOPs include the following:

The more retirement income comes from these plans, the more dependent a

pensioner becomes on the price of company stock. Future retirees are vulnerable

to stock market fluctuations as well as to management mistakes.
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Unlike traditional pension plans, ESOP contributions are not guaranteed by the

federally established Pension Benefit Guaranty Corporation (see Chapter 11), a

major drawback to employees should their employer face serious financial setbacks

or closure.

Finally, although studies show that productivity improves when ESOPs are implemented,

these gains are not guaranteed. ESOPs help little unless managers are

willing to involve employees in organizational decision making. Unfortunately,

ESOPs are sometimes set up in ways that restrict employee decision making and expose the ESOP to risk, though providing investors with large potential gains.
