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Abst ract
Performance-based pay is a reward system innovation in which
i ndividuals are conpensated based on their productivity. In
both the private and public sectors, there are nunerous pay
systens currently in place, but these pay systens rarely take
into consideration the preferences of enployees. The purpose of
this study was to evaluate the factors that drive enployees to
select a pay system that incorporates criteria for pay that are
preferred by enployees. The results of the study supported
three of the six hypotheses tested. In support of previous
research, the results of this study indicated that educational
background is a significant determning factor in people’s
preference for being paid based on their education level. This
conclusion is logical given that higher education is a costly
investnment of both time and noney, and highly educated people
expect to be conmpensated for this investnment through higher
salaries. A second finding was that there is a significant
difference in people s perception of their being paid on
performance versus their desire for such a pay system  Anot her
i nportant conclusion of the study was that education level is a
significant factor in determning people s preference for being
paid based on performance, such that nore highly educated

i ndi viduals prefer to be paid based on performance.
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Enpl oyee Preference for Pay System Criteria

CHAPTER 1: | NTRCDUCTI ON

Background of the Probl em

As the 21%' Century progresses, the highly conpetitive
environment in which organizati ons operate and recent events,
such as the Dot.comfailures and the terrorist attacks of 9/11,
have caused numerous conpani es to downsi ze, |ay-off enpl oyees,
or reduce enpl oyee conpensation, including GE, IBM Citicorp,
AT&T, Kodak, Goodyear, Exxon, Xerox, TRW and GM (Bateman &
Snell, 2004; Lawler, 2005). As a result, retaining the best
enpl oyees and recruiting people with the greatest potential are
vital to the success and survival of the organization (Law er,
2003 & 2005). Reward systens can serve the strategic purpose of
attracting, notivating, and retaining people; yet, a conplex set
of factors is used to determ ne an enpl oyee’s conpensati on
(Bateman & Snell, 2004).

For centuries, business |eaders have been challenged with
the search for the right mx of factors to effectively pay
workers in order to reduce turnover and inprove productivity,
and nunerous pay systens have been devel oped as a result
(M1 kovich & Newnan, 2005). Today, as conpanies strive for
conpetitive advantage in highly unstable and dynam c

envi ronnment s, managers nust pay close attention to factors, such
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as pay, that notivate enployees in order to increase enpl oyee
productivity, job satisfaction, and positive contributions to

t he organi zation. Therefore, managers need to focus on

i npl enenting the proper conpensation package because a prine
notivator for workers and, as a result, a nechanismfor

i mproving productivity, is rewarding enployees for their efforts
and achi evenents (Law er, 2003).

The earliest forns of rewards for productivity were food,
shelter, and protection, all of which are vital to survival.
Yet, the origination of nonetary systens caused pay to becone
t he nost comon form of reward and noney has becone the nedi um
of exchange for all commobdities. The use of econom c incentives
to notivate people has been a conmon practice in many societies
and has generated a mnyriad of speculation and a pl ethora of
research (M I kovich & Newman, 2005).

Consi dered to be the father of scientific managenent,
Frederick Taylor is credited with popularizing the use of noney
as a notivational work tool over a century ago (Bateman & Snell,
2004). Nunerous theories that are relevant to the use of
econom c incentives to notivate workers are rooted in Taylor’s
scientific managenent, including Vroom s Expectancy Theory,

Her zberg’ s Two- Fact or Theory, Skinner’s Reinforcenent Theory,

and Adans’ Equity Theory (Lawl er, 2000). In addition, there is

2
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an abundance of research studies that have focused on

per f or mance- based pay, of which the nost fanous are the

Hawt horne Studies. Edward E. Lawl er furthered the evol ution of
econonm ¢ notivation theory when he proposed that enpl oyees
perform at higher |evels when their pay is related to
performance (1966 & 1971) and conducted studies to denonstrate
t hat enpl oyees performat higher levels when pay is related to
performance (Cammann & Lawl er, 1973).

It has been during the past four decades that pay
satisfaction has becone an intensive area of inquiry. Early pay
satisfaction research focused on the antecedents of pay
satisfaction, and this focus resulted in several theoretical
nodel s of pay satisfaction (e.g., Lawler, 1971). The devel opnent
of the Pay Satisfaction Questionnaire (PSQ by Henenman & Schwab
(1985) led to considerable interest in the neasurenent of pay
satisfaction, and research on the PSQ dom nated pay satisfaction
research fromthe md-1980s to the m d-1990s (Carraher &

Buckl ey, 1996; Judge, 1993; Judge & Wl bourne, 1994; Ml vey,
Mceli, & Near, 1992; O pen & Bonnici, 1987).

Further evidence has indicated that pay dissatisfaction is
related to reduced | evels of performance (e.g., Bretz & Thonas,
1992), as well as to a nunber of indicators of w thdrawal, such

as | ateness (Kosl owsky, Sagie, Krausz, & Singer, 1997), turnover

3
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and turnover intentions (Sturman, Trevor, Boudreau, & Cerhart,
2003), absence (Winer, 1980), and theft (G eenberg, 1993). As
Heneman & Judge (2000) concl uded, "Research has unequi vocally
shown that pay dissatisfaction can have inportant and

undesi rabl e i npacts on nunerous enpl oyee outcones,"” (p. 85).

To mnimze turnover, retain the nost highly skilled
enpl oyees, and inprove enpl oyees’ contributions to the
organi zation, it is inportant that enployers understand how best
to pay their enployees in order to optimally satisfy and
notivate them (Law er, 2003 & 2005). Since a good worker wll
define what he or she is worth and will go where he or she wll
get paid that anount, nanagenent can set up the pay systemto
attract the best workers and cause those workers to be highly
notivated as well as highly productive (Sturman, Cherame, &
Cashen, 2005).

An inportant aspect of designing a successful pay systemis
determ ning the appropriate criteria to use. In 1997, Am nu
Manman st udi ed Australian industry by conducting research that
expl ored enpl oyees’ attitudes toward sonme of the key criteria
that usually determ nes pay. For his sanpling frame, Manman’s
(1997) research proved concl usively that an enpl oyee’ s choi ce of
pay criteria is a function of factors such as education and age.

In 1999, Janes Mrabell a expanded on Manman’'s research by

4



Enpl oyee Preference for Pay System Criteria

studyi ng Anerican enpl oyees, and his research confirnmed Manman’' s
concl usi ons outside the boundaries of Australia.

This research study proposes to further investigate the
choice of pay criteria by American enployees in the 21°% century,
especially considering changes in workers’ attitudes resulting
fromevents since the turn of the century. Since the year 2000,
nunmer ous events, such as the terrorist attacks of 9/11, the
bankruptcy of nunerous |arge corporations, |ay-offs, and
downsi zi ng have caused conditions in the business environnent to
beconme nore and nore unstable (Bateman & Snell, 2004). These
unstabl e and highly dynam c conditions have resulted in nunmerous
corporations seeking the nost optinmal way to operate, including
how t o appropriately conpensate enpl oyees while mnimzing costs
(Lawl er, 2003 & 2005). If enployers want to optimally satisfy
and notivate enployees with a pay system nmanagers need to
understand the attitudes and preferences of enpl oyees regarding

the criteria used to determ ned pay systens.

St atenent of the Probl em
Nunmer ous previous studi es have researched the relationship
bet ween various pay systens and the rel ative inpact on pay
sati sfaction or overall enployee satisfaction (Currall, Tow er,

Judge, & Kohn, 2005). Enpirical research studies have

5
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denonstrated that many people prefer to use performance as a
basis for rewardi ng others (Dyer, Schwab, & Theriault, 1976;
Fossum & Fitch, 1985; Heneman, 1984; Heneman & Judge, 2000).

O her researchers denonstrated that the preference to have pay
contingent on performance is affected by several factors,

i ncludi ng enpl oyee ability (Farh, Giffeth & Balkin, 1991;
Sturman et al, 2005), age (Manman, 1997; Mrabella, 1999),
educati on (Manman, 1997; Mrabella, 1999), and tenure (Dyer &
Theriault, 1976; Dyer, Schwab & Theriault, 1976; Schwab &
Wal | ace, 1974). Many factors have been anal yzed to assess their
i nfluence on pay satisfaction, including quality of job
performance (Law er, 1966), gender (Lawl er, 1971), skill Ievel
and training (Manman, 1990), job responsibility (Mamman, 1990),
mental effort and physical effort (Mamman, 1990).

Despite the overwhel m ng research on pay systens, one area
that has generated |limted research has been enpl oyees’
preferences for the criteria used in these pay systens. 1In a
study conducted in Australia, Am nu Mamman (1997) explored the
simlarities and differences in enployees’ attitudes toward sone
of the key criteria that usually determi ne pay. In 1999, Janes
M rabella confirmed Manman’s concl usi ons regardi ng enpl oyees’
preferences for pay criteria and concl uded that Anerican and

Australian workers had simlar attitudes toward pay system

6
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determ nants. Yet, these results mght not hold true for
Anerican workers since the turn of the 21° Century as a result
of nunmerous events, such as the terrorist attacks of Septenber
11, 2001 and subsequent terrorist activities, increased

unenpl oynent, and conpani es relying nore heavily on consultants
than full-tinme enployees. Al of these events have created an
i ncreased sense of uncertainty in enployees and instability in
t he busi ness environnent (Bateman & Snell, 2004; Caudron, 2002).
Therefore, it inportant for managers to enpl oyee peopl e that
enhance the firns opportunities for achieving conpetitive
advant age, and a key to recruiting and retaining good enpl oyees
is to design the nost appropriate pay plan (Sturman et al.
2005) .

The significance of this study is that it will continue
Mamman’s and Mrabella s work by exploring these theories in
[ight of the changing attitudes of workers since the year 2000.
In addition, this study will add to the know edge base avail abl e
for human resources management in the 215 Century by further
illumnating the rel ationship between pay satisfaction and the
criteria used to determne pay during times of increased

uncertainty.

7
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Pur pose of the Research

The purpose of this study is to evaluate the factors that
drive enpl oyees to select pay systemcriteria that would
notivate them while maxi m zing perfornmance and m nim zi ng
turnover. Frequently conpanies utilize nore than one pay system
in order to conpensate different managenent |evels and different
job types according to different criteria, but these systens are
usual ly preset and frequently do not consider the enployee’s
notivations (Bateman & Snell, 2005; M I kovich & Newman, 2005).
Yet, a nunber of incentive systens have been devised to
encourage and notivate enpl oyees to be nore productive (Batenan
& Snel |, 2004).

This study addresses the pay systemcriteria preferences of
a diverse sanple of Anerican workers. The sanpling frame wll
span nultiple organi zations and include enpl oyees in graduate
and under graduate schools of varied age, tenure, and skill
groups. In testing the hypotheses found significant by Manman
(1997) and Mrabella (1999), this study verified if their
results still hold true given the changes in enpl oyee attitudes
associated wth unenpl oynent trends that have occurred over the
| ast five years, and should further managenent’s under st andi ng
of enpl oyee preferences for pay systemdeterm nants during tines

of uncertainty.
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Research Questi ons

The foll ow ng research questions were investigated: (1) Is
there a significant difference between people directly or
indirectly affected by unenploynent in their rating of any of
the criteria traditionally used to determ ne pay systens? (2) Is
there a significant difference between ol der and younger
enpl oyees in their rating of "length of service" as a criterion
for pay systens? (3) Is there a significant difference between
ol der and younger enployees in their rating of "performance" as
a criterion for pay systens? (4) Is there a significant
di fference between respondents with | ow and hi gh educati onal
qualifications in their rating of "education” as a criterion for
pay systens? (5) Is there a significant difference between
respondents with | ow and hi gh educational qualifications in
their rating of "performance"” as a criterion for pay systens?
(6) Is there a significant difference between how respondents
rank their current pay systemin its use of "perfornmance" as a
criterion versus their rating of "performance" as a preferred

pay criterion?

9
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Resear ch Hypot heses

The research hypotheses for this study are derived from
research studi es conducted by Am nu Mamman (1997) and Janes
Mrabella (1999), in which they assessed people s preferences
for the factors used as pay system determ nants. These
hypot heses are tested under a new set of econom c conditions and
are expanded upon by assessing the inpact of recent unenpl oynent
on the criteria preferred by the enpl oyees. The six hypot heses

in the null and alternative fornms are listed in Chapter 111.

Definition of Terns

The following terns are defined for the purpose of this
st udy:

COVMPENSATION is the all-inclusive phrase enbodying both the
intrinsic and extrinsic rewards of enploynent. Conpensation not
only includes salary, but also bonuses and fringe benefits.

COST OF LIVING is defined as the expenses associated with
living where the job is | ocated.

DI RECTLY ADVERSELY AFFECTED are enpl oyees that have becone
unenpl oyed in the last six years as a result of events such as
9/ 11, lay-offs, downsizing, or bankruptcy.

EDUCATI ON LEVEL conprises both the nunber of full years of

college as well|l as the degrees conpleted. For the purpose of
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this study, the degrees are stated as Associ ates, Bachel ors,
Masters and Doctorate, and the nunber of years is conputed based
on the credits conpleted as opposed to tinme spent in school.

| NDI RECTLY ADVERSELY AFFECTED are enpl oyees that have had
those near to them (co-workers, friends, or famly) becone
unenpl oyed in the last six years as a result of events such as
9/ 11, lay-offs, downsizing, or bankruptcy.

JOB RESPONSI BILITIES are defined as the | evel of inportance
of one’s position. This is often correlated to the degree of
ri sk involved with decisions at that |evel.

MARKET FORCES is defined as the external factors that may
affect one’s pay, to include a shortage in the job field.

PAY is the concrete val ue of nonetary conpensation. It is
synonynmous with sal ary.

PERFORMANCE is defined in terns of enployee output. It is
rooted in Taylor’s Scientific Managenent, which was based on a
manuf acturing environnment. Since many people are in a service
i ndustry where output is not as visible, it is left to the
enpl oyee’s discretion to define performance, as it is usually
the basis of appraisals.

SKILLS are defined as the specialized abilities an enpl oyee

has that differentiate himfrom ot her enpl oyees.
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TENURE is the |l ength of service an enpl oyee has given to
his current organization and is expressed in years for the

pur pose of this study.

Summary

In today’s highly conpetitive business environnent, it is
nore inportant than ever that managers find the nost effective
nmet hods of paying workers. The purpose of this study is to
determ ne the rel ationshi ps between enpl oyee preference for pay
systemcriteria and job characteristics and personal factors.
The conceptual framework for this study is rooted in Lawmer’s
(1966) core theory on pay satisfaction and is based on Mamman’ s
(1997) research in Australia and Mrabella's (1999) research in
Jacksonvill e, Florida.

This proposal is presented in three chapters. Chapter | -
Introduction, illustrates the background of the problem purpose
of the study, statenent of the problem research questions, and
definitions of terns. Chapter Il - Review of Literature,
presents relevant literature to the pay-for-performance systens
and pay satisfaction in general. Chapter |1l - Methodol ogy,
descri bes the popul ation, the research hypotheses, and the

research design, including the survey instrunent, the data
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col l ection protocols, and data anal ysis procedures. Chapter IV
- Data Collection and Analysis, presents the statistical

anal ysis of the data, denographics of the sanple, and
interpretations of the findings. Chapter V - Findings,
Concl usi ons, and Recommendations, includes a summary of the
findi ngs, conclusions, and reconmrendati ons for future research.
Rel evant references, bibliography, and appendi ces are al so

pr esent ed.
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CHAPTER 2: REVI EW OF LI TERATURE

The review of literature related to the proposed research
is divided into the following five categories: (a) recent
events that have significantly influenced enpl oyees, (b)
overvi ew of pay-for-performance, (c) overview of enpl oyee
notivation theories, (d) pay and enpl oyee satisfaction, and (e)

pay systens and enpl oyee choi ces.

Recent Events Significantly Influencing Enpl oyees

The Terrorist Attacks of 9/11

Since the terrorist attacks on the Wrld Trade Center
towers, there has been a shift in attitudes and behaviors of
wor kers across Anerica (Kondrasuk, 2004). The events of 9/11
resulted in nunerous factors that have increased the stress
| evel of American workers (Leonard, 2002). The increased |evel
of stress experienced by workers and the understandi ng that
there is potential for acts of terrorismin the future have
caused a paradigmshift in the attitudes of enpl oyees
(Kondr asuk, 2004; Leonard, 2002). 1In fact, workers have
denonstrated a higher level of work force commtnent since the
attacks (Caudron, 2002). This shift in enployees’ attitudes may

i ncl ude changes in their choice of criteria used in pay systens.
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In the 1990s, it was commonpl ace for workers to take new
positions with different organizations on a frequent basis,
sinply for increased pay and/or benefits (Bateman & Snell, 2004;
Law er, 2001; Robbins, 2004). Since the events of 9/11, this
trend has decreased and enpl oyees are nore conmtted to their
job and the organi zati on (Caudron, 2002; Kondrasuk, 2004).

“Now, 54 percent of workers say they would remain with

organi zations even if offered a simlar job with slightly higher
pay el sewhere,” (Caudron, 2002, p. 26). The concept of

remai ning with an organi zation rather than junping fromone job
to another is a large shift in the m ndset of enpl oyees

(Kondr asuk, 2004).

Changes in the mndset of enployees may be manifold and
could include the criteria that are used in determning their
pay. Human resources (HR) managers mnust be prepared to deal
W th these post-9/11 attitudes of enployees regarding
conpensati on and performance (Lincoln, 2002). Thus, continued
investigation into enpl oyee preferences for pay system
determ nants is a necessity in order to provide nuch needed

information to HR nmanagers.
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Unenpl oynent

Anot her factor that has also altered the attitudes and
behavi ors of enpl oyees is unenploynent, resulting from conpanies
goi ng bankrupt, downsizing, or replacing full-tinme enpl oyees
with consultants (Bateman & Snell, 2004; Law er, 2003). From
the year 2000 to the m ddle of 2005, the unenploynent rate
i ncreased 2% (National Bureau of Labor, 2005). Starting in
1999, nunerous corporations have decl ared bankruptcy, and an
i ncreased nunber of organi zational restructuring efforts have
been oriented around downsi zing or hiring consultants rather
than full-tinme enpl oyees (Lawl er, 2003 & 2005).

These ki nds of corporate actions have adversely affected
numer ous people directly and indirectly (Law er, 2005). Those
directly affected have lost their jobs and those indirectly
af fected may exhibit survivor’s syndrone. Survivor’s syndrone
occurs as a result of enployees struggling w th heavier
wor kl oads, wondering if they will | oose their jobs, trying to
figure out how to survive, losing conmtnent to the conpany and
faith in their bosses, and becom ng narrow m nded, self-
absorbed, and risk-adverse (Bateman & Snell, 2004).

Al'l these changes within the work place have created a
sense of fear and uncertainty in enployees that may result in

t hem vi ewi ng conpensation in a greatly different way (M| kovich
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& Newman, 2005). Furthernore, this shift in enployee attitudes
since the year 2000 may play an inportant role in the choice of
pay criteria preferred by workers, and is the focus of this

st udy.

Overvi ew of Pay-for-Performance

Hi story of Pay-for-Performance

Pay-f or - performance systens and i ncentives are not new
concepts, having been docunented as early as the 18th century
BC. The Babyl oni an Ki ng Hammur abi, who reigned from 1792 BC to
1750 BC, codified a set of laws that were designed to protect
the weak fromthe strong (Halsall, 1998). The Code of Hamrurab
saf eguarded the rights of the individual since it was based on
equal punishnent and treatnent for all people. Therefore, it
affected all aspects of Babylonian life, including trade,
farm ng, wages, and working conditions. Under the Code of
Hammur abi, tradesnen were paid in food based upon their
performance or output, making these piece rate plans one of the
earliest recorded fornms of incentives (Halsall, 1998). This
incentive systemresulted in higher quality and/or output by

tradesman, yet was a short-1lived success.
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Unfortunately, during the Mddle Ages, feudalismrepressed
t he use of incentives because production workers were not paid
until the work was satisfactorily conpleted. Feudalistic
systens resulted in workers being di scouraged from adopting
regul ar hours of production or |abor (Mrabella, 1999). The
resulting lack of notivation caused nost workers to exert
mninmal effort to produce nore than was required. Over the |ast
four thousand years, attenpts to tie rewards to performance
anong the various civilizations resulted in sinple incentive
pl ans that were spontaneous, short-lived, and localized in
nat ur e.

Since the industrial revolution, however, there has energed
a logical rationale for associating higher rewards with greater
performance (Law er, 1971, 2000, 2005). 1In the late 1700s, Adam
Smith published his classical econom cs book, The Walth of
Nations, in which he equates the wages of |abor with the
production | evel of industry. Smth concluded that high wages
result in nore active, diligent and expeditious workers than | ow
wages (Briggs, 1969). Smith’s conclusion was accurate but
overly sinmplistic, yet it was a beginning for pay-for-
per formance theory.

A century later, in 1885, Anerican econom st Edward

At ki nson proposed the concept that the nost cost-effective |abor
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is the best-paid |labor. Atkinson’s 1885 assertion is based on
t he observation that output is | ow when an enpl oyer pays |ow
wages, but output tends to be high and overall output costs are
| oner when workers are paid well (Mrabella, 1999). Numerous
researchers have observed that production increased when the
wor ker was rewarded for that increase in production (Denton,
1991; Law er, 2003; Peach & Wen, 1992). This understandi ng of
the role of the worker in determning the productivity of the
firm changed managenent’s view toward enpl oyee pay systens

(M1 kovich & Newran, 2005; Sturman et al., 2005).

Scientific Managenent and Pay-for-Perfornmance

One hundred years ago, Frederick Tayl or proposed the theory
that noney can be used as a nanagenent tool to notivate workers
in an industrial setting (Bateman & Snell, 2004). Tayl or
suggested that a systemin which managenent paid the person and
not the position would inprove enpl oyee production because
enpl oyees that are rewarded for their efforts are nore willing
to put nore effort into their job.

In his 1911 book, The Principles of Scientific Managenent,
Tayl or proposed the concept of a large daily bonus used to

notivate the worker to conplete work expeditiously and foll ow
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instructions fromsuperiors (Bateman & Snell, 2004). According
to Edwi n Locke (1982a, 1982b), Taylor clainmed that the worker
was nost interested in noney, and he argued that the worker
shoul d be pai d higher wages for regularly conpleting al
assigned tasks and learning to enploy the principles of
scientific managenent while conpleting these tasks.

The concept of paying individuals and not positions was
designed mainly to reward workers for their efforts rather than
their class of work (Sturman et al., 2005). Wth regard to the
incentives, the principle tenet of Taylor’s scientific
managenent theory is that workers will performat a higher |evel
in order to receive nonetary rewards that are contingent upon
their performance (Sundby et al., 1996; Wen, 1994). This
scientific managenment approach makes the fundanmental assunption
that all workers are notivated by nonetary rewards.

One limtation of scientific managenent is that its
principles are based on the belief that workers were
i nt erchangeabl e with machi nes, inplying that the workers had
little to contribute to the workplace beyond a strong back and
arnms (Robbins, 2004). Under Taylor’'s scientific nanagenent
scenari o, human resource nanagenent did not deal with a worker’s
enotions. The wage prograns that were set in place were

designed to buy an enployee’'s tine wwth an hourly wage, provided
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no i ncentive for workers to performat a higher |evel, and
considered neither skill nor performance as a factor in
determ ning pay (Risher, 1997).

For many years and in nmany industries, the theoretical
under pi nnings of Taylor’'s scientific managenent theory were
i nadequately inplenented and incentives were overl ooked as a key
to enpl oyee notivation and performance (Lawl er, 2000). Today,
per f ormance- based pay systens are anong the nost w dely
advocated reward systens and are argued by many to be nost
effective and equitable to both enpl oyees and the organi zation
(Lawl er, 2003 & 2005). Researchers have argued that enpl oyees
performat higher levels when their pay is related to
performance (Camman & Lawl er, 1973; Lawi er, 1971, 1995, & 2000).
Through enpirical studies, researchers have denonstrated that
many people prefer to use performance as a basis for rewarding
others (Dyer, Schwab, & Theriault, 1976; Fossum & Fitch, 1985).
Inplied in this viewis the notion that enpl oyees prefer their
pay to be determned first and forenost by perfornmance. Over
the last century, Taylor’s theories have hel ped transform hourly
jobs into positions where workers are paid for their skill or

t heir perfornance.
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Mot i vation Studies, Performance, and Pay

Most of the notivational research conducted in the years
follow ng Frederick Taylor’s teachings mnim zed the inportance
of pay in notivating (Bateman & Snell, 2004). Conducted in the
1920’ s, the purpose of the Hawt horne studies was to determ ne
what factors influence enpl oyee notivation and job satisfaction,
which were the first studies to consider factors associated with
human rel ations as notivators of workers (Robbins, 2004).

One of the Hawt horne studies was a series of experinents
directed primarily at analyzing the effects of working
conditions on enployee output or performance. Initially
designed to be a basic stinulus-response test, the study
expanded to enconpass how enpl oyee productivity is affected by
snacks breaks, rest periods, reduced hours, and altered
wor kdays, in addition to variable rates of conpensation (Batenman
& Snell, 2004). 1In a short tinme period, the experinents
denonstrated that there was an i medi ate increase in performnce
when the study participants had their pay tied to their
performance (Mayo, 1933). Thus, pay serves to notivate
enpl oyees when it is tied to performance. People are nore
satisfied with their pay when they feel that it is based on

their performance. Lawler (1971) states, "It is significant
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that the sane condition that notivates enpl oyees al so |l eads to
hi gher pay satisfaction,” (p. 257). This fact strengthens the
argunent that pay should be tied closely to performance.

Anot her of the Hawt horne experinments concl uded t hat
productivity was affected not only by pay, but also by feelings
of belonging to a group and by the supervisor’s attitudes toward
t he worker (Robbins, 2004). Consideration of the enployees by
t he supervisors inproved working conditions, which caused
workers to be nore content (Roethlisberger & Dickson, 1939).
Basically, the Hawt horne studies incorporated research relating
to enpl oyee attitudes and notivation on the job into scientific
managenent’ s focus on technical efficiency. Since then, the
maj ority of research on job satisfaction and notivation has

focused mainly on factors other than pay.

Merit Pay Systens

Per f or mance- based pay plans called nerit pay systens
facilitate greater work notivation by differentially rewarding
top perforners over marginal perfornmers (M| kovich & W gdor,
1991). Studies have shown that a discrimnating pay system can
i ncrease enpl oyees’ notivation to performby as nmuch as 40%

(Law er, 1995 & 2000). Al incentive plans have two fundanent al
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things in comon, defining the appropriate neasures of
performance and setting the rate of paynent per unit. Wen

wor kers believe rates to be randomy set, workers assune that

i ncreased productivity will result in a corresponding rate cut;
thus rate setting has to appear to be objective (Peach & Wen,
1992). Also, fundanmental to a fair nmerit pay systemis the use
of credible, appropriate neasures of performance (Lawl er, 1990;
M | kovich & Wgdor, 1991). If input neasures are problematic,
the input—outcone ratio will likely be conprom sed.

When enpl oyees consi der neasures inappropriate, the
inplication is that supervisors either are not eval uating
certain job facets that are inportant for a enployee’s success
or are not using neasures that capture critical job facets well
(Pettijohn, Pettijohn, & Taylor, 2000). For exanple, although
custoner orientation and satisfaction may be rel evant neasures
of performance, organi zations may focus exclusively on sales
vol une when meki ng pay-rai se decisions (Law er, 1995). Anot her
negati ve consequence of inappropriate neasures is performance
i ncongruence, whereby enpl oyees’ evaluations of their
performance are not congruent with their supervisor’s
eval uati ons (Ramaswam , 1996), which results in | ower procedural
fairness perceptions. Thus, the nore appropriate the

performance neasures that are used in nerit pay rewards, the
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greater are an enpl oyee’ s perceptions of both procedural
fairness and distributive fairness (Ramaswam , 1996).

In a nmerit pay context, enployees who experience
distributive fairness are likely to exhibit greater satisfaction
(Moorman, 1991; Neteneyer, Boles, MKee, & McMirrian, 1997).
According to equity theory, the greater the discrepancy between
t he amount enpl oyees believe they should receive and the actual
anount they receive, the greater is their tension or
di ssatisfaction (Lawl er, 1995 & 2000). Moreover, job
satisfaction is likely to be positively associated with the
degree to which the nmerit pay system adheres to the enpl oyee’s
sense of procedural fairness (Roberson, Mye, & Locke, 1999).
For exanpl e, enployees who perceive that procedures are unfair
may entertain feelings that they woul d have obtai ned a hi gher
nmerit pay under a procedure that was “fairer” and consequently
m ght feel angry and dissatisfied (Fol ger & Konovsky, 1989).

Furthernore, enployees’ perceptions of interactional
fairness may be associated with how enpl oyees perceive
managenent’ s eval uation of their contribution, thereby affecting
j ob satisfaction (Mborman, 1991). Although simlar value
j udgnments can be communi cat ed through formal procedures, the

quality interactions wth the supervisor in pay decisions
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provi de conpel li ng evidence of an individual enployee’s worth on

t he j ob.

Pay- f or - Per f or mance Sunmary

Li nki ng pay and perfornmance has been a cornerstone of
enpl oyee conpensation (Lawl er, 1971, 2000, & 2005). However,
this ideal often is not achi eved, because organi zational rewards
may be based on several factors beyond performance, including
budget availability, political behavior, seniority, supervisor—
enpl oyee dependence, and ot her extra-role behaviors (Bartol &
Martin, 1989; Podsakoff & MacKenzie, 1994). Yet, studies
consistently show t hat people val ue pay raises nore than any
ot her performance reward, including pronotion opportunities,
fringe benefits, and recognition awards (Chonko, Tanner, &
Weeks, 1992; Churchill, Ford, & Walker, 1979; Cron, Dubinsky, &
M chael s, 1988; Ford, Churchill, & Wal ker, 1985; |Ingram &
Bel | enger, 1983; Money & G aham 1999). Thus, perfornmance-based
pay systens have potential to create enployee satisfaction
Despite the recognition of pay affinity for enployees,
di ssatisfaction with pay and conpensation plans remains
prom nent in enployee surveys (Denton, 1991; Leonard, 2001).

When pay expectations are not net, enployees may believe that
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the organi zation has violated its obligations and di sregarded
its commtnents (Lester et al., 2002). However, this does not
mean that people expect to receive the highest nonetary reward;
rather, they expect a fair level of reward relative to their
performance (Denton, 1991). Thus, if every person received the
sane reward regardl ess of performance, it not only would raise
i ssues of inequity and distress but also would |ikely underm ne
people’s notivation to raise their effort and perfornmance | evel
(Denton, 1991).

Results of a study by Heneman, G eenberger, and Strasser
(1988) relate to the neasurenent of pay-for-performance
perceptions and pay satisfaction. Previous researchers reported
a positive relationship between pay-for-performance perceptions
and overall pay satisfaction (Carroll & Tosi, 1973; Kopel man,
1976; Mceli & Near, 1987; Penner, 1966). Pay-for-perfornance
systens have a great deal of potential to satisfy and notivate
enpl oyees while increasing productivity (Lawl er, 1995 & 2003).

The difficulty of these systens is that they inadequately
deal with the conplications inherent in the workplace due to
personalities and human dynam cs. The fact that the enpl oyees’
expectations are directly tied to their satisfaction should be
accounted for in performnce-based pay systens (Dreher, 1981).

These systens shoul d be enpl oyed in ways that maxi m zes enpl oyee
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sati sfaction and notivation while mnim zing the chances for

di ssatisfaction (Heneman, 1984). There is no one-size-fits-al
solution to successful inplementation of a pay-for-performnce
system Each performance-based pay systemw ||l have to be
tailored to fit each organi zation’s structure and needs, and
custom zed to the interpersonal dynam cs of each organi zation
(Lawl er, 1995 & 2000).

When pay-for-performance plans such as nerit pay are
properly adm ni stered, they have been shown to be related to
hi gh notivation, performance, and job satisfaction (Heneman,
1984; Heneman, Greenberger, & Strasser, 1988). As a result of
these rel ati onshi ps, many organi zati ons have i npl enent ed
i nnovative conpensation plans where pay is tied to performance
(M1l kovich & Newnman, 2004). At a theoretical level, there
shoul d be a positive rel ationship between pay-for-performnce
perceptions and pay satisfaction (Lawl er, 2000). To the extent
that performance is perceived by enpl oyees as being instrunental
to the attainment of a val ued outconme such as pay raise, then
pay satisfaction should be increased (Lawl er, 1971).

The enpirical research has confirmed this positive
rel ati onshi p between pay-for-performance perceptions and pay
satisfaction (Carroll & Tosi, 1973; Kopel man, 1976; Mceli &

Near, 1987; Penner, 1966). For obvious reasons, pay-for-
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performance perceptions woul d be expected to be directly related
to pay-raise satisfaction. These perceptions mght also,
however, be positively associated with the other dinensions of
pay satisfaction (Heneman et al., 1988; Sturman et al., 2005).
Specifically, there could be a relationship with pay-|evel
sati sfaction because in nmany organi zations salary increases for
performance in one year are built in to the base salary for
subsequent years (Dreher, 1981; Sturman et al., 2005). In
addi tion, pay-for-performance perceptions could be related to
the structure/adm nistration facet of pay satisfaction because
performance is often used as a criterion to nove enpl oyees
within salary grades (Heneman et al., 1988). This criterion may
or may not be preferred by enployees as the basis for the
al l ocation of pay in conparison with other potentially val ued
criteria, such as seniority. Finally, pay-for-performnce
perceptions may be related to satisfaction with benefits in that
it may take fewer benefits of |esser value to satisfy an
enpl oyee when performance is high and pay raises are |arge
(Dreher, 1981; Sturman et al., 2005).
Heneman and col | egues (1988) hypot hesi zed that while pay
for performance woul d be nost highly related to pay-raise
sati sfaction, pay-for-perfornmance perceptions would al so be

significantly related to pay |level, benefits, and structured
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adm ni stration satisfaction. They showed that not only were
pay-for-performnce perceptions related to pay-raise
satisfaction, they were significantly related to pay-|evel
satisfaction (Heneman et al., 1988).

This finding makes sense in the context of the studied

or gani zati on because pay raises, which were, in part, to be
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based upon performance, were built into the base salary. Hence,

one woul d expect that perceptions about pay for performance for

pay raises would carry over to pay levels as well. This finding

suggests that in devel opi ng specific neasures believed to be

related to a particular facet of pay satisfaction, as suggested

by Heneman & Schwab (1985), attention also needs to be given to

t he i nterdependent nature of the facets of pay satisfaction
relative to these specific neasures.

The i nportance of individual perceptions, in conparison
w th actual characteristics of the enployee and job, in
i nfluenci ng pay satisfaction was enphasi zed by Dreher (1981),
and the results of the study by Heneman and col | egues (1988)
reinforce this conclusion. The results fromtheir study
indicated that little variance was explained in overall pay
satisfaction or facets of pay satisfaction by nore objective
nmeasures |i ke salary |evel, salary increase, perfornmance

ratings, tenure, and pronotions.
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However, Heneman and col | egues (1988) found that a
significant anmount of variance was explained in overall pay
satisfaction and two facets of pay satisfaction by pay-for-
per formance perceptions. Wile actual characteristics of the
enpl oyee and job should be included as control variables in any
study of pay satisfaction, the data in Heneman and col | egues’s
1988 study suggest that enpl oyee perceptions concerning various
aspects of pay-system adm nistration deserve further study
(Sturman et al., 2005).

Perceptions of the pay-for-perfornmance plans were assessed
in a study of Australian industry that explored enpl oyees’
attitudes toward sone of the key criteria that usually determ ne
pay (Manman, 1997). His research proved conclusively for
Australian industrial workers that an enpl oyee’ s choi ce of pay
criteriais a function of factors such as education and age.
Integral to this study was the assunption that an enpl oyee wl|l
performat a maxi mum | evel when pay criteria are perceived to be
fair. A 1999 study by Mrabella continued Manman’s research
with Anerican enpl oyees, and confirmed his concl usi ons beyond
t he boundaries of Australia. Therefore, the inportance of
enpl oyee perceptions of pay criteria and the rel evance of these
criteria to successful pay plans should be incorporated into

pay-f or - per f or mance systens.
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Overvi ew of Enpl oyee Motivation Theories

Hi story of Mdtivation Theory

How does a manager notivate enpl oyees? To be effective
notivators, managers nust know what behaviors they want to
notivate people to exhibit. Mnagenent nust notivate people to
join the organi zation, remain in the organization, conme to work
regularly, performtheir jobs in a way that produces high out
put and high quality, and exhibit good citizenship (Bateman &
Snell, 2004). Good citizens are commtted, satisfied enpl oyees
who add value to the organi zation by perform ng above and beyond
the call of duty (Bartlett & Ghoshal, 2002). The conmmon recent
perception that loyalty is dead nust be rejected and the
chal  enge of creating an environnent that will attract and
notivate people so that they conmt to the organization
(Bartlett & Ghoshal, 2002; Law er, 2005).

The topic of enpl oyee notivation has fasci nated human
resources experts for over a century, and has been the focus of
nunmer ous research studies and results indicate that a nyriad of
factors are involved in notivating humans (Adans, 1965;

Her zberg, 1966; Maslow, 1943; M elland, 1966; House et al.
1974; Law er, 1971 & 2000; Rosen & Weaver, 1960; Terborg &

MIller 1978; Vroom 1964; Wi nstein & Hol zbach, 1973; Wyte,
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1955; Wofford, 1971). At the nost basic level, notivation
involves what’s inportant to a person, and offering it in
exchange for sone desired behavior (MIkovich & Newran, 2005).
The first conponent, what’s inportant to a person, is a

mul tifaceted, highly conplex, and extrenely individualized

di mensi on of notivation. The second part of this definition of
notivation focuses on the exchange of what is wanted. And, the
third part focuses on desired behavior, which in the workpl ace
is job performance. All of these conponents have been
extensively researched in notivation studies that have generated
nuner ous theories on enployee notivation (Robbins, 2004).

The theories of Mazlow, MC elland, and Herzberg are
content theories because they focus on identifying factors that
notivate people or what is inportant to people (Steers et al.
2004). In contrast, expectancy theory and equity theory are
process theories because they focus on the exchange between a
conpany and its enployees (M| kovich & Newran, 2005). “Process
t heorists view work notivation froma dynam c perspective and
| ook for causal relationships across tine and events as they
relate to human behavior in the workplace,” (Steers et al.
2004, p. 381). Finally, goal-setting theory focuses on the
third element of notivation, which is desired behavior. The

enphasis of a | arge body of goal-setting research is identifying
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desired behaviors and goals expected to flow fromthese
behaviors (M| kovich & Newran, 2005).

The use of rewards as a notivator has been studied by a
pl et hora of researchers (Adans, 1965; Herzberg, 1966; Masl ow,
1943; McCelland, 1966; House et al., 1974; Lawer, 1971 & 2000;
Rosen & Weaver, 1960; Terborg & MIler 1978; Vroom 1964,

Wi nstein & Hol zbach, 1973; Wyte, 1955; Wfford, 1971), yet
there is still controversy over the efficacy of perfornmnce-
based pay systens in notivating enployees. Wiile only a snal
sanpl e of the body of know edge on notivation, a detailed

exam nation of the above nentioned theories highlights the
evol ution of nodern notivation theory, presents an overvi ew of
t he thousands of research studies on notivation, and should be
hel pful i n understandi ng how rewards can be used to notivate

i ndividuals in the workpl ace.

Content Theori es

In 1943, Abraham Masl ow proposed a theory of enpl oyee
notivation that revol ves around a hierarchy of needs, which
builds fromthe nbst basic needs that are physiol ogi cal and
safety based to higher-order needs, such as social interaction,

to self-esteem and self-actualization. The appearance of one
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need usually rests on the prior satisfaction of another, nore
pre-potent need, yet, needs are never fully nmeet because they
are cyclical in nature. The higher-order needs becone
notivating factors after the | ower-order needs are net.

Finally, when a need is not net, it becones frustrating (Hersey
et al., 2001).

These essential features of Maslow s Hierarchy lead to
three general predictions about perfornmance-based pay. First,
base pay nust be set high enough to provide individuals with the
econom ¢ nmeans to neet their basic needs (Robbins, 2004).
Second, an at-risk programw || not be notivating since it
restricts an enployee’'s ability to neet | ower-order needs
(Bateman & Snell, 2004; M kovich & Newman, 2005). Third,
success-sharing plans may be notivating to the extent they help
enpl oyees pursue hi gher-order needs (Bunger & Trundle, 2004).
Therefore, pay-for-performance plans may not notivate or even
denotivate enployees if it inpinges upon the enployee’ s ability
to meet daily living needs, and incentive pay is notivating to
the extent that it is attached to achi evenent, recognition, or
approval (M| kovich & Newman, 2005). In conclusion, Maslow s
notivation theory supports the concept that perfornmance-based
pay systens may be notivating if they hel p enpl oyees achi eve

hi gher goal s.
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Anot her needs theory was developed in the early sixties by
McC el | and, which “ignored the concept of a hierarchy and
focused instead on the notivational potency of an array of
distinct and clearly defined needs, including achievenent,
affiliation, power, and autonony,” (Steers et al., 2004, p.
381). Mdelland (1966) argued that, at any given tineg,

i ndividual s are driven by several different and often conpeting
needs that serve to notivate when activated. By far the nost
attention to McCelland s theory has focused on the needs for
achi evemrent and power. Achievenent is defined as behavi or
directed toward conpetition with a standard of excellence and
power is defined as a need to have control over one’s
environment (Hersy et al., 2001). 1In contrast to Maslow s nore
abstract conceptualization, Mdelland s conceptualization

of fered researchers a clearly defined set of needs as they
relate to workpl ace behavior, and has found consi derabl e

popul arity in research on individual factors relating to work
not i vati on.

Wil e Masl ow and McCl el |l and focused on the role of
i ndi vidual differences in notivation, Frederick Herzberg sought
to understand how work activities and the nature of one’ s job
i nfl uence notivation and performance. In the |late 1950s and

early 1960s, Herzberg devel oped a two-factor theory called the

36
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noti vation-hygi ene theory because of the two different
categories of human needs that are independent of each other and
af fect behavior in different ways, hygiene factors and
notivators or satisfiers (Bateman & Snell, 2004). Since hygi ene
factors revolved around the extrinsic or environnental aspects
of the job, they serve as mai ntenance factors (M| kovich &
Newman, 2005). Herzberg found that when people are dissatisfied
with their jobs, they were concerned with the environnent in

whi ch they were working (Hersey et al., 2001). Satisfiers

revol ved around the actual job itself and served to notivate the
enpl oyee. In his notivation-hygi ene theory, Herzberg argued
that work notivation is largely influenced by the extent to
which a job is intrinsically challenging and provi des
opportunities for recognition and reinforcenent.

Her zberg found that while the presence of a notivating
factor serves to satisfy the enployee, the absence of a hygi ene
factor such as pay will not (Witsett & Wnslow, 1967).

Her zberg found that pay was only a factor in that workers are
negatively notivated when paid insufficiently, but he saw little
correlation with positive notivation. This supports Abraham
Masl ow s “hierarchy of needs,” which downgraded pay to the |evel

of nmerely satisfying basic human needs (Law er, 1971).
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Edward Lawl er reversed the trend with his renewal of
research on performance-conti ngent wages as a neans for inducing
hi gh productivity (Lawl er, 1971). Sone researchers argued that
Her zberg’ s research indicated that pay and other extrinsic
rewards can never be notivators, only a source of
di ssatisfaction. Yet, Lawler clearly disagreed, stating, “many
still hold this view, despite the fact that it is not consistent
with Herzberg s research results or with the research of nopst
who have followed up on his original work,” (Law er, 2000, p.
70). The research clearly shows that pay can be a source of
notivation when it is tied to performance and seen as a form of
recognition (Law er, 1995 & 2000; Locke & Latham 2004;

M | kovi ch & Newran, 2005).

Conparison of the Content Theories of Mbtivation

The main content theories on worker notivation can be
summari zed in a variety of ways. Paul Hersey and col | eagues
(2001) constructed a table summari zing these theories of
notivation, and it shows that while Maslow s Hierarchy has five
categories of notivators, they could be grouped into Herzberg' s
two classification schene. Additionally, Hersey and col |l eagues

(2001) describe McCelland s theory on the need for achi evenent
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and point out the overlapping simlarities between this and
Masl ow s theory of self-actualization. They further state, “...
McCl el land’ s concept of achievenent notivation is also rel ated
to Herzberg s notivation-hygi ene theory” (Hersey et al., 2001,
p. 70). An achievenent-oriented person is going to be notivated
by the job itself, and doing it to the best of their ability.

In fact, achievenent is one of the factors Herzberg lists as
notivator factors, rather than as a hygiene factor. So,
achievenment is a strong notivator of enployees. Additionally,
recognition of that achi evenent enhances notivation, as do
career advancenent and increased responsibilities.

Figure 1 is an Ishi kawa fi shbone di agram devel oped to
illustrate the simlarities of these theories and outline the
factors that are nost influential in notivating individuals.

Due to the overlap in the notivational factors identified in the
t heories of Maslow, MO elland, and Herzberg, the top

noti vational areas that are proposed by their theories can be
sumari zed in terms of Achi evenent, Recognition, Advancenent,
and Responsibility. The fishbone diagramdepicted in figure 1
is a synthesis of these primary factors that enhance enpl oyee
notivation. Also called a cause-and-effect diagram the

fi shbone diagramcan aid in the analysis of causes and how t hey
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alter the effect that is of interest. Enployee notivation is
the effect that is of interest in this diagram

According to all three theories and as pointed out in
figure 1, one of the main factors influencing enpl oyee
notivation is achievenent. Goal setting, problemsolving, and
performance neasures are all beneficial aspects of achi evenent
oriented notivation. Goal setting has great potential as a
noti vator and when properly used can increase performance while
contributing to enployee fulfillnment. Furthernore, achievenent
oriented notivation results in problem solving, which is another
proven enpl oyee notivator. Performance on the job and the end
product of the work can be powerful notivators for achi evenent
oriented enpl oyees, such that neasures of performance act as
f eedback for achi evenent oriented enpl oyees.

Recognition oriented factors al so cause enpl oyees to be
notivated (Hersey et al., 2001). Recognition plays directly
into achievenent, for it is very unlikely that an individual
will continue to strive to achieve wi thout recognition of their
efforts. Recognition has two aspects that require further
expl oration, acknow edgenent and reinforcenment. Acknow edgenent
of a job well done or a problem sol ved can boost an individual’s
sel f-esteem and boost their desire to achieve, which results in

reinforcing the behavior of achievenent oriented notivators.
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Perf ormance feedback is one way to convey to the enpl oyee the
recogni tion and acknow edgenent that is deserved. Bonuses or
ot her extrinsic rewards can al so be used to convey the deserved

recognition.

Figure 1. Ishikawa fishbone di agram of the nmain causes of
enpl oyee notivati on.

Achievement Advancement
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CAUSESOF EMPLOYEE MOTIVATION

Responsi bility and advancenent are notivational areas that

are intertw ned. Career advancenent usually is associated with
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new responsibilities, and fulfilling responsibilities
satisfactorily can result in receiving a pronotion (career
advancenent). Both of these are strong notivators of enpl oyees
and each has conponents to it that further enhances enpl oyee
notivation. In addition to boosting self-esteem and confi dence,
career advancenent is usually associated with extrinsic rewards
to enpl oyees and generates further incentive for enployees to

conti nue perform ng.

Process Theori es

Central to the process theory genre is a series of
cognitive theories of notivation that collectively attenpt to
under st and the thought process people go through in determ ning
how t o behave in the workplace (Steers et al., 2004). Perhaps
two of the nobst well known cognitive theories are expectancy
theory and equity theory.

Currently the nost widely accepted theory of work on
notivation is expectancy theory. Victor Vroonms (1964)
expectancy theory attenpts to predict the choices an i ndividual
wi |l make when forced to choose anbng several tasks. The
decision to put forth effort is supposedly the result of three

perceptions: valence, instrunentality, and expectancy (Vroom
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1964). The valence is the perceived val ue of the outcones or

t he val ue enpl oyees attach to the organi zation rewards offered
for satisfactory job performance (Bateman & Snell, 2004;

M | kovi ch & Newnan, 2005). Instrunmentality is enployees’
beliefs that the behavior or job performance will result in
obt ai ning the desired outcones or be rewarded by the

organi zation. Here, expectancy is defined as the enpl oyees’
perception concerning the likelihood that a particular act wll
be followed by a particular outconme, in other words, will their
efforts enable themto attain their performance goals (Bateman &
Snel |, 2004). According to expectancy theory, we choose the
behaviors that yield the nost satisfactory exchange.

Expectancy theory further argues that people behave as if
they cognitively eval uate what behaviors are possible in
relation to the value of the rewards offered in exchange.

People tend to formjudgnments about how effectively they perform
their jobs in part according to their sense of self-conpetence
and sel f-esteem (M| kovich & Newran, 2005). Therefore, people
who think nore highly of thenselves may inaccurately believe
that they are high performers and are likely to feel |ess
satisfied with their pay.

Expectancy theory predicts that enpl oyees will exert a high

| evel of effort if they discern that there is a strong
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relati onship between effort and performance, perfornmance and
rewards, and rewards and personal satisfaction (Robbins, 2004).
Ther ef ore, expectancy theory appears to provide a sinple and
convincing rationale for why pay-for-perfornmance plans coul d
enhance enpl oyee efforts, and it predicts that enployee
notivation will increase under pay-for-performance plans
provi ded five conditions are net (M| kovich & Newnan, 2005).
First, enployees understand the plan performance goals and view
t hem as reasonabl e, such that they believe they have the
necessary skill or ability to performat the required |level, or
no reward will work. Second, there is a clear |ink between
performance and pay increases such that a specified | evel of
performance is a precondition for receiving the reward. Third,
there is constant comunication and follow t hrough. Fourth,
enpl oyees value the reward and view it as significant, neaning
that the reward is | arge enough to influence behavior. And
finally, the reward nust be forenpbst in the m nds of enployees.
Adans’ (1965) equity theory is a second process theory that
al so focuses on what goes on inside an enpl oyee’s head. Not
surprisingly, equity theory argues that people are highly
concerned with equity or fairness of the exchange process
(M I kovich & Newman, 2005). Adans’ equity theory explains how

enpl oyees react cognitively and behaviorally to a perceived
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unfairness in the workplace (Pritchard, Dunnette, & Jorgenson,
1972; Steers et al., 2004). Adans (1965) argued that both
condi tions of underpaynent and over paynent influence subsequent
behavior. Furthernore, equity theory inplies that people are
noti vat ed when percei ved outputs equal perceived inputs
(Goodman, 1974; Locke & Latham 2004; Pritchard, 1969).

Equity theory focuses on the notivational effects of
distributive justice, which is based on conparisons of ones own
i nputs and outcones with those of others (Scholl, Cooper, &
McKenna, 1987; Sweeney & McFarlin, 2005). Thus, an inplication
of equity theory is that enployees will evaluate the adequacy of
their pay by conparing it to the pay of other enployees (Locke &
Lat ham 2004; Pritchard, 1969). Therefore, a well-defined pay-
performance link is needed for the successful execution of a
per f ormance- based pay system In addition, if outcones do not
mat ch expectations, enployees will react negatively (M1 kovich &
Campbel |, 1972). And, finally, since enployees evaluate their
pay-effort bal ance in conparison to other enployees, fairness
and consi stency of perfornmance-based pay across enpl oyees in an
organi zation is inportant, and relative pay matters (M| kovich &

Newman, 2005).
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CGoal - Setting Theory

As with Vrooni s expectancy theory, Locke’ s goal-setting
theory supports the rel ationship between pay and performance.
The process of setting goals is nost likely to inprove
per f ormance when goals are chall engi ng, specific, and agreed
upon by enpl oyees (Locke et al., 1981; Locke, 1982; M I kovich &
Newmran, 2005). Additionally, tying significant rewards, |ike
pay increases, to goal attainnent increases the |likelihood that
enpl oyees will neet goals (Bunger & Trunble, 2004). The anopunt
of reward needs to match the level of difficulty in achieving
the goal, but it is inportant that the enpl oyees believe that
the goal is attainable. By directing enployee behaviors toward
organi zati onal goals, pay-for-performance plans can inprove
performance (Lawl er, 2000; Pritchard & Curtis, 1973).

Many research studi es supported Locke’ s theory by finding
correl ati on between positive beliefs about goals versus enpl oyee
achi evenent (Locke et.al., 1981; Locke, 1982; Locke & Latham
2004; Terborg & Ml ler, 1978). Further studies, such as one by
Prichard & Curtis (1973) reported that pay incentives increased
the likelihood of goal achievenent. Once enployees realize that
a given |level of performance will lead to a set amount of

addi tional pay and that marginal inprovenment will not be
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rewarded, they have an incentive to understand the goal -setting
and apprai sal process and to work toward neeting their goals
(Sink & Sahl, 1995). Wen setting goals, objective perfornmance
measur es have been shown to be better notivators than subjective
measures, as enpl oyees assign them higher credibility and
typically accept their validity (Law er, 1995 & 2000).
Simlarly, payouts based on beating historical averages are
believed to have nore notivational value than perfornmance
targets, which enployees tend to view as arbitrary and

subj ecti ve managenent gi nm cks (Ledford, 1995). Furthernore,

t he enpl oyee nmust play in integral role in determ ning the
performance goals and the rewards associated with them (Hersey
at al., 2001; Nash & Carroll, 1975).

The strength of notivation in achieving goals is at a
maxi mum when the probability of success is approximately fifty
percent (Hersey et al., 2001). This relationship is exenplified
by the fact that when goals have a | ow probability of success
(they are too difficult), enployees are not very highly
notivated by the goal (Bartlett & Ghoshal, 2002). Simlarly,
when there is a high probability of succeeding at a goal (the
goal is too easy), enployees are not very highly notivated to

achi eve the goal (Bateman & Snell, 2004).
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Mot i vation Theories’ Support for Pay-for-Performance

In many respects the difficulty in know ng what individuals
want argues for using financial rewards as notivators. Al beit
noney may not be the nost inportant reward for sone peopl e,
unquestionably it is inportant to nost people. “Mney has a
certain universality about it because purchasi ng power and
status are attached to it in every society,” (Law er, 2000, p.
76). Lastly, nobney can be easily quantified and allocated into
varyi ng anounts.

The first key to a notivating reward systemis to use only
rewards that are valued, and enpirical evidence has denonstrated
t hat peopl e val ue noney. Support for pay-for-perfornmance is
mai nly theoretical and based on Vroonis expectancy theory and
Locke’ s goal -setting theory. Schay (1993) indicates that
toget her these theories predict that pay-for-performance plans
can notivate and inprove enpl oyee performance, if the follow ng
seven conditions are net: (1) significant rewards can be given
and tied to performance, (2) enployees are infornmed as to how
rewards are given, (3) supervisors are willing to explain and
support the reward system (4) rewards can vary dependi ng on
performance, (5) performance can be objectively and inclusively

measur ed, (6) neaningful performance eval uati on sessions can
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take place, and (7) high levels of trust exist between managers

and enpl oyees.

Pay and Sati sfaction

Pay versus Job Satisfaction

Bot h opponents and proponents of Taylor’s scientific
managenent approach have studi ed the connecti on between pay and
job satisfaction. The need to understand the factors that
i nfl uence enpl oyee job satisfaction derives fromthe desire to
i nprove productivity by notivating enployees. According to
Edward Lawl er (1971), “it is significant that the same condition
whi ch notivates enpl oyees al so | eads to higher pay
satisfaction,” (p. 257). By stating this Lawl er acknow edged
the integral |ink between pay satisfaction and notivati on.

The literature on pay satisfaction consistently shows
negative rel ationships with tenure and performance. This neans
t hat people that have worked at a job for many years are
dissatisfied wwth their pay. In addition it inplies that pay
di ssati sfaction and poor performance are associated. Job
di ssatisfaction, aggregated across numerous enpl oyees, creates a
wor kforce that is nore likely to exhibit higher turnover, higher

absent eei sm poor custoner service, |ower corporate citizenship,
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nore grievances and |l awsuits, strikes, poor nental and physical
heal t h, stealing, sabotage, and vandalism (Bateman & Snell,
2004). Al of these consequences of dissatisfaction are costly
to the organi zation, either directly or indirectly.

Yet, pay satisfaction has positive relationships with
salary level, salary increases, and job satisfaction (Heneman &
Schwab, 1985; Schwab & Wallace, 1974). Since there is a
positive relationship between salary increases and pay
satisfaction, a pay raise |leads to a higher salary, which in
turn produces greater pay satisfaction (Heneman & Judge, 2000;
Heneman et al., 1988; Heneman, Tansky, & Canp, 2000).

Fornmul ated in 1911 by Edward Thorndi ke, the | aw of effect states
that a behavior |eading to positive consequences, such as a
reward, will tend to be repeated (Bateman & Snell, 2004). The

| aw of effect fornms the theoretical basis for tying pay to job
performance in the hope of inproving productivity (Lawl er, 1971
2000, 2003). By developing a nore thorough understandi ng of pay
satisfaction, pay can be potentially used as a tool for nmanagers
to use to satisfy enployees and as a nechani smfor inproving

productivity (M| kovich & Newrman, 2005).
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Satisfaction with Rewards

A great deal of research has been conducted to detern ne
what factors contribute to satisfaction with rewards received by
an individual (Tables 1 & 2). Research results indicate that
satisfaction is a conplex reaction to many factors (Heneman &
Judge, 2000; Henenman et al., 1985; Heneman et al., 2000; M cel
& Near, 1987; Penner, 1966; Schwab & Wallace, 1974), which can
be sunmmari zed by four general conclusions. The first conclusion
is that satisfaction with a reward is a function of how nuch is
recei ved and how nmuch the individual feels should be received
(Locke, 1976; Lawier, 1971, 1981, & 2000; M kovich & Newran,
2005). An individual’'s perception of what should be received
greatly influences their |evel of satisfaction with what they do
receive (Lawl er, 2000 & 2003; M| kovich & Newran, 2005).
“Managers across different industries have tried hundreds of pay
pl ans over the years so as to find the optimal plan for inducing
the greatest productivity; yet an often overl ooked key el enent
was that the success of the pay plan depends on the enpl oyee’s
perception of how his pay is determned,” (Mrabella, 1999, p.
21). The enpl oyee’s perception of the determ nants of the pay
plan is essential to that person’s job satisfaction. Edward

Law er (1966, 2000, 2003) often noted that the best perforners
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were often the enpl oyees who saw t he greatest connection between
pay and performance. It was recognized that the remaining
enpl oyees were not effectively notivated by pay.

Furthernore, people’'s feelings of satisfaction are
determ ned by a conpari son between what they receive and what
they feel they should receive (Law er, 2000; M kovich & Newran,
2005). Equity theory advocates three possible outcomes from
this conparison: satisfaction, over-reward and under-reward
(Adans, 1965). Under-rewarded individuals beconme dissatisfied
and tend to decrease performance. On the other hand, over-
reward triggers feelings of guilt, and causes the individual to
conpensate for this inequity by increasing perfornmance (Adans,
1965; Kahn & Sherer, 1990; Law er, 2000). Therefore, an
enpl oyee’ s perception of what factors are inportant in
determ ni ng pay shoul d be consi dered by nanagenent in order to
devel op a pay plan that enhances the chances for providing
satisfaction (Deckop, Merriman, & Blau, 2004; M kovich &
Newman, 2005). Yet, increasing pay is not a sinple solution to
enhanci ng satisfaction because profitability can be dramatically
affected by such a potentially costly undertaking (Law er,
2003) .

As noted above, there are studies supporting a |ink between

pay satisfaction and various behavioral individual-Ievel
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outcones. Further supporting the Iink between pay satisfaction
and outconmes at the individual level of analysis are equity
nodel s of pay satisfaction (and their close derivatives,

di screpancy nodel s--see Heneman, 1985, for a review). Such
nodel s stipulate that individuals formjudgnments of pay
satisfaction by conparing their outcone (pay) to input ratio
relative to the ratios for conparison others (Law er, 1971
1973, 2000, 2003; Mceli & Milvey, 2000).

It is a natural human tendency for people to conpare their
own situation to the performance of others and what they
receive. People draw concl usions about what they should receive
by benchmarki ng both internal and external to the organi zation
(Deckop et al., 2004; MIkovich & Newran, 2005), and their
satisfaction is determ ned by how favorabl e the conparisons are
(Deckop et al., 2004; Law er, 1971, 1973, 2000, 2003). When an
i ndi vidual's outcone/input ratio is below that of conparison
ot hers, the individual may respond by |owering his/her |evel of
effort, thereby bringing his/her ratio closer inline with the
referent. The effects of under reward, and their refinenents as
expressed in justice theory (Heneman & Judge, 2000), have
recei ved consi derabl e support in the literature in denonstrating
the behavioral inplications of perceived injustice in reward

all ocation (Gerhart, Rynes, & Mnette, 2004). Therefore, both
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theory and enpirical evidence suggest that there are behavi oral
inplications resulting frompay satisfaction or dissatisfaction.

When peopl e assess what their pay should be, they al so
consi der factors such as education, experience, skill, training,
effort, age, seniority, loyalty, and both past and present
performance (Lawl er, 1971; Manman, 1990; M| kovi ch & Newman,
2005). Odinarily, people tend to nmake their conparisons based
on inputs beneficial to thensel ves because they feel that their
strongest factors should be wei ghed nost heavily in determ ning
their pay (Lawl er, 1966, 2003). Regardless of the pay plan
instituted, people will conpare their situation with the
situation of others when determning their level of satisfaction
(Adans, 1965; Lawli er, 2000; M I kovich & Newran, 2005).

The third research-based concl usi on about satisfaction with
rewards is that people often m sperceive the rewards of others
(Law er, 1971, 1973, & 2000; Mamman, 1990 & 1997). Individuals
tend to underestimate the performance of others while
overestimting the rewards others receive, which results in a
distorted perception that |eads to dissatisfaction and reduced
self-esteem (Law er, 1971 & 2000). Therefore, just tying pay to
performance will not necessarily lead to high pay satisfaction.

The anpbunt of pay nust approxi mate what the enpl oyees’
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perception of what it should be (Law er, 2000; M| kovich &
Newran, 2005).

The final conclusion fromresearch into reward satisfaction
is that overall job satisfaction is influenced by how satisfied
enpl oyees are with both the intrinsic and extrinsic rewards they
receive fromtheir jobs (Deckop et al., 2004; Lawer, 1973 &
2000; Mceli & Miulvey, 2000). One inplication of this
conclusion is that pay will not conpensate for a boring job,
just as an interesting job will not nmake up for |ow pay (Law er,
1981 & 2000; Mceli & Mulvey, 2000). 1In fact, it has been
determned that low pay is nore likely to result in job
di ssatisfaction than high pay is likely to result in job
satisfaction (Law er, 1971 & 2000). Even so, there is a
positive correl ati on between pay and job satisfaction, and
rewards have been shown to notivate workers (Law er, 1995 &

2000; M I kovich & Newran, 2005).

Lawl er’s Model of Pay Satisfaction

The specific interest in pay satisfaction can be traced to
Lawl er (1971), who set forth a discrepancy nodel of pay
satisfaction. According to this nodel, pay satisfaction is a

function of the perceived amobunt of pay that should be received
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| ess the perceived anmount that is received. These perceptions
are thought to be determned by a variety of actual and

per cei ved characteristics of the enpl oyee and j ob.
Characteristics of the enpl oyee include job performance and
tenure, whereas characteristics of the job include the |evel of
difficulty and amount of responsibility.

In his 1981 book, Pay and Organi zati onal Devel opnent,
Edward Lawl er expanded on his nodel of determ nants of pay
satisfaction (Figure 2). The nodel stresses the inportance of
soci al conparisons, and it gives inputs and outcones a prom nent
role, as does equity theory. It argues that satisfaction is
basically determ ned by the difference between perceived pay and
the person’s belief about what his pay should be. Lawer’s
nodel shows that a person’s perception of what his pay should be
is influenced by a nunber of factors, including perceived job
i nputs, such as skills, abilities, and training brought to the

job in addition to the behavior exhibited on the job.
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Figure 2. Mbdel of the determ nants of pay satisfaction.

(Law er, 1981)
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Law er’ s nodel has inspired nunerous researchers to conduct
pay satisfaction studies, and as a result, his nodel has been
refined in at |east two ways. The first refinenent was
suggested by Dyer & Theriault (1976). They tested three
hypot heses based on Law er’s nodel. First, they denonstrated
that persons with Ilower salaries are |less satisfied with their
pay than persons with higher salaries, which is |ogical.
Secondly, they concluded that pay satisfaction is negatively
correlated with self-perceived training and experience. This
means that persons w th higher perceived personal job inputs are
| ess satisfied with their pay than those individuals with | ower
percei ved personal job inputs. The third hypothesis tested by
Dyer & Theriault (1976) was that the amount of pay an enpl oyee
receives is positively associated with pay satisfaction.
Because of this positive relationship, Risher (1997) believes
conpensation can still be a potentially val uable tool that
managers can use to influence enpl oyee performance.

Dyer & Theriault’s 1976 proposed nodification to Lawer’s
nodel was based on the work of Goodman (1974), and was that pay
satisfaction is influenced by perceptions of the perceived
adequacy of pay-system adm nistration. Adequacy of pay-system
adm ni stration was defined as enpl oyee perceptions concerni ng

the appropriateness of pay criteria, understandi ng of pay
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criteria, accuracy of performance assessnent, and adherence to
pay policies or contracts. The nodified discrepancy nodel of
pay satisfaction received enpirical support in studies conducted
by Dyer & Theriault (1976) and Weiner (1980). In both of these
studies a significant anount of pay-satisfaction variance was
expl ai ned by the variabl es assessing the perceived adequacy of
pay- system adm ni stration. |In support of the revised
di screpancy nodel, the perceived adequacy of pay-system
adm ni stration explained a significant anount of variance in pay
satisfaction in addition to the variance accounted for by the
original discrepancy nodel of Lawl er (1971).

The second refinenent to Lawl er’s nodel was by Heneman &
Schwab (1985), who suggested that pay satisfaction was a
mul ti di mensional construct. In previous (and sonme subsequent)
research, pay satisfaction had been treated as a uni di nensi onal
construct. Enpirical research conducted by Heneman and Schwab
(1985) indicates that pay satisfaction has four subdi nensions.
These subdi mensions are | abel ed as satisfaction with pay |evel,
pay structure/adm nistration, pay raises, and benefits.
Satisfaction with pay level is the perceived satisfaction with
direct wages or salaries, whereas satisfaction with pay raises
refers to perceived satisfaction with changes in pay |evel

(Heneman & Schwab, 1985). Satisfaction with
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structure/adm nistration is defined as perceived satisfaction
with the internal pay hierarchy and with the nethods used to
distribute pay. Satisfaction with benefits concerns perceived
satisfaction with indirect paynents to the enpl oyees.

One inportant el ement of enpl oyee perceptions concerning
t he percei ved adequacy of pay-system adm nistration was the
extent to which pay is perceived by enployees to be linked to
performance (Law er, 2000). For exanple, when pay-for-
performance plans such as nerit pay are properly adm nistered,

t hey have been shown to be related to high notivation,
performance, and job satisfaction (Heneman, 1984). As a result
of these rel ationships, many organi zations have i npl enented

i nnovati ve conpensation plans in which pay is tied to
performance (M I kovi ch & Newran, 2004).

At a theoretical level, there is be a positive relationship
bet ween pay-for-performance perceptions and pay satisfaction
(Lawi er, 1981). To the extent that performance is perceived by
enpl oyees as being instrunental to the attainnent of a val ued
out cone such as pay raise, then pay satisfaction should be
increased (Lawl er, 1971). The enpirical research has confirned
this positive relationship between pay-for-performance
perceptions and pay satisfaction (Carroll & Tosi, 1973;

Kopel man, 1976; Mceli & Near, 1987; Penner, 1966). Caution
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shoul d be exercised, however, in interpreting this positive
relationship. Lawer (1971) points out that |low pay results in
di ssati sfaction and adequate or good pay do not necessarily
result in satisfaction by enpl oyees.

For obvi ous reasons, pay-for-perfornmance perceptions are
expected to be directly related to pay-rai se satisfaction
(Mamman, 1990, 1997). These perceptions can al so, however, be
positively associated with ot her dinensions of pay satisfaction
(Heneman & Scwab, 1985). Specifically, there may be a
relationship with pay-level satisfaction because in many
organi zations salary increases for performance in one year are
built in to the base salary for subsequent years (Henneman &
Schwab, 1985; Hennerman et al., 1998). |In addition, pay-for-
per f or mance perceptions can be related to the
structure/adm ni stration facet of pay satisfaction because
performance is often used as a criterion to nove enpl oyees
Wi thin salary grades (Henneman & Schwab, 1985; Henneman et al.
1998). Yet, the preference of enployees for these criteria as
the basis for the allocation of pay needs to be conpared with
ot her potentially valued criteria such as seniority and
education. Finally, pay-for-performance perceptions can be
related to satisfaction with benefits in that it may take fewer

benefits of |esser value to satisfy an enpl oyee when performance
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is high and pay raises are | arge (Henneman & Schwab, 1985;
Heneman et al., 1988). Heneman and col | egues (1988)
denonstrated that while enpl oyee perceptions of pay-for-
performance is be nost highly related to pay-rai se satisfaction,
pay-for-performnce perceptions are also significantly rel ated
to satisfaction with pay level, benefits, and the structure &

adm ni strati on.

Research Based on Law er’s Mbde

One i nportant outcone enpl oyees derive fromwork is their
pay (Lawl er, 1971). Pay satisfaction has been thoroughly
researched, as evidenced by the |arge nunber of studies
conducted and the nunerous theoretical nodels created (Tables 1
& 2). In addition to the factors included in Lawl er’ s nodel,
researchers have al so identified nunmerous potential determ nants
that are correlated to pay satisfaction (Table 1). There have
al so been nunerous hypot heses tested relative to pay
satisfaction and preferences for pay systens (Table 2).

Enpl oyee pay satisfaction can be a nore inportant facet of job
satisfaction to nmany enpl oyees than satisfaction with other
facets such as work, co-workers, and supervision (Henenman,

1985). One reason for the need to study enpl oyee pay | evel



Enpl oyee Preference for Pay SystemCriteria 63

satisfaction or dissatisfaction is because of its link to
subsequent enpl oyee behaviors, including absenteei sm and
turnover (Sturman, Trevor, Boudreau, & Gerhart, 2003; Wi ner,
1980), pro-union voting behavior (Deckop, 1992), and extra-role
behavi or, such as taking on extra responsibility (Scholl, et
al ., 1987).

Deckop (1992) argued that enpl oyees' behavioral responses
to pay satisfaction or dissatisfaction are affected by the
i ndi vi dual ' s enphasis on organi zati onal pay satisfaction versus
career pay satisfaction. According to Deckop (1992),
organi zati onal pay satisfaction is "the overall attitude that
i ndi vidual s have about their enployers that results fromthe pay
they receive,” while career pay satisfaction is "the overal
attitude that individuals have about their careers that results
fromthe pay they receive," (p.116). Understanding an
enpl oyee' s focus on organi zati onal versus career pay
satisfaction can allow for greater understandi ng of the
enpl oyee' s behavior. For exanple, behaviors |inked to enpl oyees
experienci ng organi zati onal pay dissatisfaction include reduced
effort, conplaints, union activity and intra-occupati onal
turnover, while enployees with career pay dissatisfaction are
nore likely to increase effort, retrain, or |eave the occupation

(Deckop, 1992).
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G ven such behavi oral consequences associ ated wi th pay
satisfaction or dissatisfaction, theoretical nodels by Law er
(1971), Dyer & Theriault (1976), Mceli et al. (1991), and
Deckop (1992) have been devel oped to understand the determ nants
of enpl oyee pay | evel satisfaction. A conmon variable across
these nodels is pay referents, i.e., the perceived pay of
conpari son others. Sociological research on the theory of
distributive justice suggests that feeling underpaid is affected
by social conparisons simlar to pay referents (Mrowsky, 1987).
Soci al conpari sons whi ch soci ol ogi sts have studi ed incl ude:
relative deprivation (Merton & Rossi, 1957), referenti al
structures (Berger et al., 1972), and living |l evels (Rainwater,
1974). Enpl oyee pay |evel satisfaction is predicted to be
af fected by perceived di screpanci es between the enpl oyee's
actual salary and the salaries of these pay referents (e.g.,
Deckop, 1992; Dyer & Theriault, 1976; Heneman, 1985; Law er,
1971; Mceli et al., 1991).

Quarstein, MAfee, & dassman (1993) found that worKking
col | ege students' overall job satisfaction was affected by nore
stable pre-hire situational characteristics such as pay and
conpany policies, as well as by nore transitory situational
occurrences such as interpersonal work rel ationships and

f eedback. Wiile one's pre-hire salary is known and certainly
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affects initial job acceptance, pay also represents a transitory
post-hire situational occurrence variable as the enpl oyee
eventual |y conpares his/her salary to referents inside and

out si de the organizati on.

Pay Referent Research

Goodman (1974) devel oped a taxonomny of pay referent
cat egori es which included: other-inside, other-outside, system
structure, system adm nistration, self-pay history, self-famly,
and self-internal. Subsequent studies (Berkowtz, Fraser,
Treasure, & Cochran, 1987; Heneman et al., 1988; Hlls, 1980)
have built on Goodman's (1974) work by devel oping nmulti-item pay
referent scales and testing their dinmensionality through factor
anal yses. Although conflicting results across these studies
exist, a cunulative integration of results seens to provide the
strongest support for five distinguishable pay referent
categories- -social, financial, historical, organization, and
mar ket .

Social refers to pay conparisons with famly, relatives,
and friends; financial |ooks at the adequacy of pay to neet
one's current financial needs; historical refers to one's job-

rel ated pay received in the past; organization deals with pay
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conpari sons within the conpany; and market refers to pay

conpari sons outside the organi zation. An integrative summary of
ot her pay referent research using one-itemreferents (Berkowtz
et al., 1987; Dreher, 1981; Scholl, et al., 1987; Shapiro &
Wahba, 1978; Sweeney, MFarlin, & Inderrieden, 1990) supports
this five-category pay referent taxonony.

These five pay referents have been operationalized using
two different response scal es--level and inportance. Level asks
subjects to conpare their pay to referents on sone type of
guantitative scale, e.g., 5-point, where the scale anchors go
from"a lot less” to "a lot nore" (Berkowitz et al., 1987;
Dreher, 1981; Lee & Martin, 1991; R ce et al., 1990; Ronen,
1986; Scholl, et al., 1987; Sweeney et al., 1990). Therefore,
it is expected that as an enpl oyee perceived a higher salary
| evel conpared to these pay referents, the enployee's pay
satisfaction should increase. There has been inconsistent
support for significantly positive pay referent |evel-pay
satisfaction relationships. For exanple, results by Dreher
(1981), Rice et al. (1990), Ronen (1986), and Sweeney et al.
(1990) are supportive, while Berkowitz et al. (1987), Lee &

Martin (1991) and Scholl et al., (1987) found m xed results.
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Table 1. Factors correlated to pay satisfaction (Adapted from Mrabella, 1999)

PAY FACTORS CORRELATED TO | STUDI ES WHERE FOUND CONCLUSI VE
PAY SATI SFACTI ON

Tenur e Mamman (1990, 1997); Lawl er (1966, 1971); Mrse (1953);

Law er & Porter (1966); Hulin & Smth (1967); Dyer &
Theriault (1976) ; Dyer, Schwab & Theriault (1976); Schwab &
Wal | ace (1974); Finn & Lee (1972)

Educati on Manmman (1990, 1997); Lawl er (1966, 1971); Andrews & Henry
(1963); Cantril (1943); Klein & Maher (1966); Penzer (1969);
Finn & Lee (1972)

Skill & training Manman (1990, 1997); Law er (1966, 1971); Goodman (1974);
Pritchard (1969); M I kovich & Canpbell (1972); Dyer, Schwab
& Theriault (1976); Dyer & Theriault (1976); Parent & Wber
(1994); Murray & CGerhart (1998); Gupta et.al. (1986);
Jenkins et.al. (1992)

Per f or mance Manman (1990, 1997); Law er (1966, 1971); Porter & Law er
(1968); Dyer & Theriault (1976); Dyer, Schwab & Theri aul t
(1976); Arvey & Mussio (1973); Graen (1969); Hackman &
Lawl er (1971); Mtchell & Albright (1972); Cherrington,
Reitz & Scott (1971); Reitz (1971); Weinstein & Hol zbach
(1973); Farr (1976); Terborg & MIler (1978); Dreher (1981);
Gupta (1980)

Responsibility Manman (1990, 1997); Law er (1966)

Mental effort Mamman (1990); Lawl er (1966); Dyer & Theriault (1976)

Physi cal effort Mamman (1990); Lawl er (1966); Dyer & Theriault (1976)
Labour mar ket Manmman (1990)

Cost of living Mamman (1990, 1997); Dyer & Theriault (1976) ; Dyer, Schwab

& Theriault (1976)
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Table 1. (con’'t.)
PAY FACTORS CORRELATED TO | STUDI ES WHERE FOUND CONCLUSI VE
PAY SATI SFACTI ON
Job status Manman (1990)
Gover nnent policy Manman (1990)
Mar ket rate Mamman (1997)
Speci al demands on the job |Manman (1997)
Col | ecti ve bargai ni ng Manmman (1997)
Wage paynent net hod Lawl er (1971); Wfford (1971); Mtchell & Al bright (1972);

(hourly vs. incentive) G aen (1969); Yukl, Wexley & Seynore (1972); Taylor (1911);
Roet hl i sberger & Dickson (1939); Dalton (1948); Wyte
(1955); Cherrington, Reitz & Scott (1971); Finn & Lee
(1972); Pritchard, Dunnette & Jorgensen (1972)

Anticipated future Law er (1971); Andrews & Henry (1963); Klein & Maher (1966)

ear ni ngs

Anmount of pay / pay |evel Lawl er (1971); Lawer & Porter (1963, 1966); Porter & Law er
(1968); Locke (1969); Mrse (1953); Centers & Cantri
(1946); Dyer & Theriault (1976); diver (1977); Schwab &
Wal | ace (1974); Heneman, G eenberger & Strasser (1988)

Nonnonet ary out conmes Law er (1971)

Ti me span Lawl er (1971); Jacques (1961); Richardson (1971)

Organi zation | evel Lawl er (1971); Lawer & Porter (1963, 1966); Andrews & Henry
(1963); Rosen & Weaver (1960); Porter (1961)

Gender Law er (1971); Hulin & Smth (1964); Mrse (1953); Stockford
& Kunze (1950)

Age Lawl er (1971); Morse (1953); Lawier & Porter (1966); Hulin &
Smith (1967)

Quality of performance Law er (1966)
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Tabl e 2. Conclusive findings in pay satisfaction

Pay System Criteria 69

HYPOTHESI S TESTED

STUDI ES VHERE FOUND CONCLUSI VE

Enpl oyees prefer multiple criteriato
determ ne their pay.

Manman (1990, 1997); Law er (1966);
Finn & Lee (1972); Scholl, Cooper &
McKenna (1987); Dorstein (1985);
Heneman & Schwab (1985)

There is a significant difference between
ol der and younger enpl oyees regardi ng tenure
as a criterion for pay systens.

Manman (1997), Mrabella (1999)

There is a significant difference between
respondents with high and | ow educati on
regardi ng education as a criterion for
systens.

pay

Manman (1997), Mrabella (1999)

Preference for cost-of-living criteria

Manman (1997); Bel cher & Atchison

vari es across organi zational |evels. (1976)

Enpl oyees have a common set of preferences Jacques (1963); Lawler (1971, 1981);

for criteria in pay determ nation. Campbel | (1984); G eene & Podsakoff
(1978)

Enpl oyees paid according to the anount they Law er (1971)

produce will be nore satisfied than those
paid by the amount of time worked.

Pay satisfaction increases when pay is
perceived to be based upon the criteria that
enpl oyees feel it should be based upon.

Law er (1966,
(1975)

1971); Nash & Carrol

Persons with |ow salaries will be |less
satisfied with their pay than those with
hi gh sal ari es.

Dyer & Theriault (1976)

(Adapted from Mrabel la, 1999)
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Table 2. (con't.)
HYPOTHESI S TESTED

Pay System Criteria 70

STUDI ES WHERE FOUND CONCLUSI VE

Positive rel ati onship between pay-for- Carroll & Tosi (1973); Kopel man (1976);

performance perceptions and pay Mceli & Near (1987); Henenman,

sati sfaction. Greenberger & Strasser (1988); Mceli
Jung, Near & Greenberger (1991); Nash &
Carroll (1975)

Amount of pay is positively associated with |Dyer & Theriault (1976); Lawer &

pay satisfaction. Porter (1966); diver (1977); Schwab &

Wal | ace (1974)

Pay satisfaction is negatively correl ated

with self-perceived training and experience.

Dyer & Theriault (1976)

Pay satisfaction is negatively correl ated
wi th tenure.

Schwab & Wl |l ace (1974)
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Pay Systens and Enpl oyee Choices

Conmpari son of Pay Systens

When fornul ati ng conpensation plans, there are a variety of
factors to consider including the criteria on which to base pay.
Thomas Mahoney (1989) advocates three bases for pay: job,
person/skill, and output/performance. Each of these pay systens
has been used with varyi ng degrees of success in numerous
organi zations (Law er, 2000 & 2003). Each pay systemhas its
own uni que characteristics that are incorporated into the
assessnent of an enpl oyee’s pay.

Job-based pay is salaried or hourly, and is typical of
stabl e mass production environments where tasks are clearly
defined (Lawl er, 1995; Mhoney, 1989). The job-based approach
to pay is founded on the assunption that the worth of a job can
be determ ned and that the person doing the job is worth only as
much to the organi zation as the job itself is worth (Law er,
1995). Frequently associated with Tayloristic fornms of work
organi zation, job-based is perhaps the ol dest form of pay
system although its use has decreased over the past two decades
due to its inconpatibility with nodemteam based fornms of work
organi zati on such as cellular manufacturing (Cannell & Long

1991). It is typically used to notivate workers to produce
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goods made through sinple, repetitive tasks with short cycle
times in traditional assenbly |ine systens of work organization
with little intrinsic interest provided by the work itself.

The essential principle of job-based is that enpl oyees
cannot be trusted to do their jobs w thout sone form of
i mredi ate incentive to act in the interests of the business,
gi ven that managenent and enpl oyee interests diverge w dely, and
enpl oyees are supposed to be self-serving. This view of work
behavi or originates fromthe perspective of agency theory
(Row i nson, 1997) whereby managenent and enpl oyee interests have
to be aligned with those of sharehol ders through incentive pay.
The j ob-based approach is often preferred by organi zati ons, but
rarely preferred by enployees (Lawl er 1995, 2000, & 2003). Yet,
j ob-based pay is typical of |ow paying jobs or blue-collar
positions (Cox, 2000; Mahoney, 1989).

Per son-based or skill-based pay is an alternative to job-
based pay, and determ nes an enpl oyee’s pay by the nunber of
skills that person has or the nunber of jobs that person can do
(Robbins, 2004). This formof pay purports to offer benefits to
the organization by tying pay to the range and sonetines depth
of skill acquired. A variety of potential objectives and
benefits are thought to exist to both organi zati ons and

enpl oyees. Enpl oyees are encouraged to becone nore flexible in
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their job tasks, thereby gaining greater awareness of the whole
manuf act uri ng process (Cox, 2000). This should |ead to inproved
gquality of work once they perceive the inpact that their own
actions have on the rest of the production process. Labor costs
shoul d decrease through worker flexibility in being able to
cover for other enployees' absence through holidays or sickness,
and i f enpl oyees becone responsible for some nmai ntenance tasks,
reduced downtinme for machinery can also result (Cox, 2000).
Payi ng peopl e based on their skills and conpetenci es does
not necessarily produce pay rates that are dramatically
different frompay rates that result fromjob-based pay because
peoples’ skills usually match reasonably well with the jobs they
are doing (Law er, 1995 & 2000; M| kovich & Newman, 2005).
Skill-based pay is best suited to organizations that typically
experience rapid technol ogi cal change, where tasks and out cones
vary (Lawl er, 1990, 1995, & 2000). “An alternative to job-based
pay that has recently been adopted by a nunber of organizations
is to pay people based on their skills and conpetencies,”
(Law er, 2000, p. 41). Pay based on skills and conpetencies
equates to person-based pay. Since person-based pay has
recently become nore widely used as a basis for pay, it has
received renewed interest fromresearchers (Lawl er, 1996 &

2000) .
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Ceneral ly, person-based pay appears to fit organi zations
that want to have a flexible, relatively permanent group of
enpl oyees that is oriented toward | earning, growh, and
devel opnment (Lawl er, 1995 & 2000). Skill-based pay systens are
nore likely to be appropriate for what Lawl er (1990) terns "high
i nvol venent cul tures”, where enpl oyee invol venrent and
participation initiatives already exist. Lawer (2000) further
el aborates that skill-based pay has been used often in plant
start-ups and in plants that are noving toward highly invol ved,
t eam based managenent systens. It also fits situations where
organi zations need to attract and retain talented people with
uni que and val uable skills that make thema comodity in
t hensel ves (Robbins, 2004). |In organizations where the
wor kf orce is know edgeabl e and fl exible, skill-based pay can be
used if the enpl oyees are capable of performng nmultiple tasks
and willing to do so (Law er, 2000; M I kovich & Newran, 2005).

The mai n organi zati onal benefits of person-based pay are
flexibility and i nproved communi cation. “Filing staffing needs
i s easier when enployee skills are interchangeable,” (Robbins,
2004, p. 226). Flexibility often neans that fewer enpl oyees are
needed, and it frequently reduces absentee and turnover rates
because people prefer being able to devel op, use, and be paid

for a wide range of skills. Additionally, nunerous studies have
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i nvestigated the use and effectiveness of person-based or skill-
based pay, and results indicate that the use of person-based pay
is expanding and that it generally | eads to higher enployee
performance, satisfaction, and perceptions of fairness of the
pay system (Lawl er, 1995 & 2000).

Per son-based pay results in inportant changes in an
organi zation’s culture and enpl oyees’ notivation (M| kovich &
Newman, 2005). “lInstead of being rewarded for noving up the
hi erarchy, people are rewarded for increasing their skills and
devel opi ng thensel ves,” (Lawl er, 2000, p. 41). The use of a
per son- based pay systemcan result in a highly tal ented
wor kforce that is supported by an organi zati onal culture that
enhances personal growth and devel opnent (Lawl er, 1995 & 2000).

Yet, there are several shortcom ngs associated with person-
based pay systens. For exanple, there may be an optimal nunber
of skills for any individual to possess, or enployees may not
want to give up the job they were hired for (Bateman & Snell,
2004). According to MIkovich & Newran (2005), “the bottomline
is that skill-based approaches may be only short-term
initiatives for specific settings... they do not appear suitable

for all situations,” (p. 157). Furthernore, person-based pay
systens can be challenging to adm nister because it is difficult

to assess how nuch a skill is worth. Skill assessnent can be
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difficult and has |l ead to nodified person-based systens, such as
conpetency pay (Lawl er, 1995). Even with these chall enges,
there are nunerous potential advantages to person-based pay and
its use is likely to growin the near future (Law er, 2000). A
key advantage of person-based pay is that it yields a fairly
obj ective basis for determi ning pay (Law er, 1995 & 2000).

Anot her obj ective basis for determ ning pay is performance.
Per f or mance- based pay has been extensively studi ed over the | ast
century (Law er, 1995, 2000 & 2005; Mahoney, 1989). A mgjority
of personnel managers from various public and private
organi zati ons agreed that pay-for-performance is an effective
tool for notivating enpl oyees and increasing productivity
(Kel l ough & Sel den, 1997). 1In order to better understand the
per sonnel managers’ attitudes toward pay-for-perfornmance,
Kel | ough & Sel den (1997) perfornmed a nultiple regression
anal ysi s and di scovered several |inkages. First, they found
that the anpbunt of experience a personnel manager has is
negatively correlated with their attitudes toward the pay plan.
This indicates that the nore experienced the personnel manager,
the worse their attitude is toward the pay plan, which is
attributed to the fact that experienced managers are nore
attuned to the many probl ens associated with admnistering nerit

pay systens. The second interesting connection that was
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identified was that respondents who have worked exclusively in
t he public sector were significantly nore positive in their
attitudes than were those with private sector experience.

Previously, Law er (1966) had exam ned pay systens in both
the public and private sectors by studyi ng seven organi zati ons,
consisting of three state governnents and four private
conpani es. Each of the three governnent organizations had
simlar conpensation systens including having conparabl e pay
ranges for simlar jobs, and |likew se, the four private
conpani es had conpensati on systens simlar to each other, but
different fromthe governnent organizations (Lawl er, 1966).

Law er’s (1966) study reveal ed that one significant factor
in both private conpani es and governnent agencies was that the
managers’ pay was significantly correlated with seniority,
education | evel and managenent level. |In addition, the quality
of job performance and the effort expended were significant
factors in the private conpani es pay systens. Wen enpl oyees
were asked how they would |ike their pay to be determ ned, the
results fromboth sectors were simlar, except for one, which
was that managers in the private sector also wanted their pay to
be based on performance. |In fact, performance was the first
choi ce for pay-bases anbng nmanagers in private conpanies, while

ranki ng fourth anong seven factors for managers in government
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agencies. Therefore, Lawer’s (1966) results suggest that when
organi zations tie pay to performance, the managers will see the
connection and will operate to increase performance. Mst
inmportantly, Lawer’s (1966) results indicate that the concept
of performance-based pay is acceptable to nmanagers, and that
jobs that typically utilize performance-based pay are ones that
i nvol ve m ni mal supervision but have identifiable, controllable
out comes.

According to Mahoney (1989), these three bases for pay do
not need to be mutually exclusive, and are often conbined in
conpanies. In fact, linking pay to performance is not only
possi bl e but also desirable in skill-based systens, especially
when high base salaries are an area of concern to a conpany
(Franklin, 1988; M I kovich & Newran, 2005). The choice of pay
systemcriteria is of interest to both organi zati ons and
enpl oyees, and because of this, pay has been the focus of
numer ous research studies (Lawl er, 1995, 2000 & 2003; M kovich

& Newman, 2005; Robbins, 2004).

Per f or mance- based Pay

For organi zations, the inportance of performance in pay

systens is a result of the relationship between perfornmance and
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productivity (Lawl er, 1995, 2000, & 2003; M kovich & Newran,
2005; Robbins, 2004). Enpl oyers and enpl oyees tend to choose
different factors to determ ne pay rates. Wen determ ning pay,
an enployee’'s title and their length of service are the two
factors that are usually favored by enployers (Law er, 2000).
When enpl oyees are rewarded according to seniority, or when
everyone receives the sanme annual increase, conpensation becones
an entitlenent rather than an incentive. As Kerr (1996) points
out, this approach is contradictory to managi ng scientifically,
and was exactly the kind of pay systemthat Frederick Tayl or was
trying to elimnate.

The i nportance of pay plan factors to enpl oyees has been
studi ed extensively because managers need to design pay plans
that are successful in attracting and retaining enpl oyees while
still neeting budget constraints (M1 kovich & Newran, 2005).

The chief threats to enployee |loyalty are pay dissatisfaction
and the nethods used to determ ne the factors involved in pay
systens (Lawl er, 1971, 1995, & 2000). While cradle-to-grave
enpl oynent is a thing of the past, Anmericans remain surprisingly
loyal to their enployers. Only 60% of Anerican workers are
satisfied with their job security, whereas 80% are conmtted to
their enployers (Robbins, 2004). However, the workers expect to

be rewarded fairly in exchange for this loyalty (LeBlanc and
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Mul vey, 1998; Robbi ns, 2004). The pay systemis the nost
inportant factor in determ ning enployee commtnent or intention
to | eave (Lawl er, 1995, 2000 & 2005). |If organizations devise
pay systens that take into account enpl oyee preferences,
concerns, comm tnment and performance, then retention is |likely

to increase (LeBlanc & Mil vey, 1998).

Enpl oyee Perceptions of Pay Pl ans

Recently sone research has discovered the fact that
enpl oyee participation is a critical success factor for pay
system ef fecti veness (Lawl er, 2003). The potential benefits to
be gai ned frominvol ving enpl oyees in pay system design and
i npl ementation are clear (M| kovich & Newran, 2005), but it is
illumnating to draw on sonme work on organi zational justice to
illustrate fromthe enpl oyees' perspective the significance of
perceptions of (in)justice or (un)fairness and to relate this to
opportunities for participation in pay system nmanagenent.

The concept of justice was initially used to investigate
enpl oyees' reactions towards the |level of reward offered (e.qg.
Adans' equity theory 1965). More recently it was applied to
anal yze the way that the allocation processes are managed. This

has been found to have a significant positive inpact on enpl oyee
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views of their organi zation, organizational conm tnent,
engagenent in Organizational Ctizenship Behaviours and

eval uati ons of supervisors (Fol ger & Konovsky, 1989; Moorman,
1991). Thus, the invol venrent of enployees in pay system design
can be a crucial factor in the success of the pay system

A research study conducted Heneman and col | eagues (1988)
focused on the worker’s perception of his being paid for
performance. By focusing on the enpl oyee’ s perception of
per f or mance- based pay, Henneman and col | eagues (1988) work
confirns the pay-for-performnce nodel derived from Vroon s
expectancy theory. Theoretically, there should be a positive
rel ati onshi p between pay-for-performnce perceptions and pay
satisfaction, and this was validated by many studies (Law er,
2000). Studies on blue-collar workers have shown that an
enpl oyee’ s satisfaction with his pay is the result of an
interaction between how he feels his pay is determ ned and how
he feels it should be determ ned (Law er, 1966; Currall et al.
2005) .

Mani pul ati ng the contingencies of a reward system can
create conditions under which performance is tied to
satisfaction (Cherrington, Reitz, & Scott, 1971; M kovich &
Newman, 2004; Orpen, 1982). By testing random rewards,

positively contingent rewards, and negatively contingent
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rewards, researchers were able to denonstrate that positively
tying performance to pay led to a positive correl ati on between
satisfaction and performance (Cherrington, Reitz, & Scott, 1971;
Orpen, 1982). Likew se, the research denonstrated that
rewarding | ow performers while ignoring high perforners (i.e.,
negatively contingent rewards) resulted in a negative
correl ati on between satisfaction and perfornmance (Cherrington,
Reitz, & Scott, 1971; Orpen, 1982).

Heneman and col | eagues’ (1988) study of hospital enpl oyees
di scovered three significant relationships with pay-for-
per formance perceptions, one with pay rai se satisfaction, one
with pay | evel satisfaction, and one with overall pay
satisfaction. Yet, when conparing actual pay |evel instead of
pay-f or-performance perceptions, the researchers found no
significant relationships. “To the extent that performance is
per cei ved by enpl oyees as being instrunental to the attainnment
of a valued outconme such as a pay raise, then pay satisfaction
shoul d be increased,” (Mrabella, 1999, p. 34). The enpl oyees’
perceptions of pay and preferences for pay have becone the focus
of nunerous pay-related research studies in an attenpt to better
under stand pay satisfaction and enpl oyee notivation (Law er,

1995 & 2000; Manmman 1997).






