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Why Merit Pay Doesn’t Worl:
Implications from Organization Theory

ﬁl
Author*

dJone L. Pearce, Ph.D.
University of California, Irvine

Compensation plans that base pay on an individual's recent performance, such as
merit pay, enjoy prominence in both the professional compensation literature and in
the popular imagination. Such plans have the attraction of clear communication of
performance expectations and give employees the opportunity to increase their
incomes through their own efforts. That these plans have become synonymous with
“fairness’’ is reflected in the widespread support for President Reagan's call for
merit pay for schoolteachers. Compensation textbooks and journals reflect the general
belief in these plans through their devotion of substantial space to discussions of the
design and implementation of such programs, despite the fact that individual
performance-contingent pay makes up a very small portion of most employees’ total

compensation.
In practice, however, we know that such pay programs are fraught with
problems (see Winstanley 1982; Pearce and Perry 1983; Pearce, Stevenson, and

Perry 1985). Edward Morse from Hay put it bluntly as 1986 drew to an end: “Our
traditional reward systems have failed. The decline in U.S. productivity growth during

the past 20 years signals loudly that our current [pay-for-performance] system is no
longer meeting our needs” (p. 85). Although the limitations of these plans have been
known for decades (see Sayles 1952; Whyte 1955; Meyer 1975), it is a rare author
who does not end the list of “‘merit pay problems” with upbeat suggestions for the

successful implementation of such programs (e.g., Hamner 1975).

*Published with permission from the author. Prepared especially for this book.
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470 Merit Pay

Here it will be suggested that advice concerning the improvement of the1
implementation of such plans has not substantially improved Fhe'n: success. Rﬁzt
organizations are messy, indeterminate places, and a compensation idea that 1sh !
feasible except in pristine laboratory environments needs to be reexamined. FUI’F 91:
it will be proposed that the failure of individual merit pay plans should not reﬂex.lve 5111
be blamed on the practitioners struggling to put these programs in place. Rather, it Wi
be suggested that these failures are the result of a flawed theoretical assur_npﬁ_on
behind individually contingent pay. Practicing managers are aware of the deficiencies
of their own organizations’ performance-contingent pay systems, but they have :dn
incomplete rationale to explain these inadequacies. The result is frustration. Individ-
ually contingent pay, as an idea, needs to be analyzed in its organizational context.
Therefore, in this paper, the implications of “‘organizational theory” for individually
based pay are developed.

Itis important to emphasize at the outset that the present argument is concerned
only with the problems of merit pay based on individual performance, not on groupP
or organizational performance-based merit pay or bonuses. Advocates of individual

performance-based programs suggest that to be effective, performance expectations
need to be clearly stated in advance. These true

pay-for-performance systems (rather
than the ones based mostly on retrospective subjective judgments) are the focus of the
present discussion.

These pay programs are based on the assumption that overall organizational
performance is the simple additive combination of indi

rma : vidual employees’ separate
contributions. Alternatively, it will be proposed that the greater the uncertainty;
interdependence, and complexity of organizational work, the greater the cooperation
among employees required for successful organizational performance, and that
u'qdwxdua'xl Perfonnance-based Pay can provide powerful disincentives for coopera-
tion. .Thls is not the traditional Suggestion that money is not a powerful motivator
(Deci 1975). Quite to the contrary, individually contingent pay programs can be
ffecﬁvely direct and sustain individuals' motivation; but
tion away from the actions that are most functional for

: ams properly. For examp] “it is
not the merit pay theory that is defective. Rath o e g

tation -ln:.:.the theory is at fault” (p. 220) i
1S is not to suggest that individ ; i
correctly implemented but tha fe
condemnation rather than tho
pay for individ
hi;h < cli‘:alufr: (&irafl?irma}?ce has led to a straining for explanations. The dazzle of
i g o r?]nt. as deflected theoretical attention away from a focus on
g motivated. The following arguments and testable propositions
e fully developed in Pearce (1985).

htf S receives reflexive
ughtful analysis. This unexamined belief in the idea of
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ORGANIZATION THEORY AND MERIT PAY

Individual performance-contingent pay derives from an assumption that the organi-
zation’s effectiveness is the simple additive combination of individuals’ separate
performances. Such pay programs are based on the development of “compensation
contracts” in which pay is linked to the employee’s performance in an explicit
agreement. The clarity, “fairness,” and motivating potential of these compensation
contracts distract us from the fact that the employee-employer relationship has not
been based on such “fixed contracts” for the simple reason that this is a less
productive relationship for the kinds of uncertain, interdependent, and complex work

organizations undertake.

Uncertainty in Organizations

The authority relationship between supervisors and subordinates has been a long-
standing interest of organization and management theorists. Simon'’s (1957) definition
of authority bears repeating: Subordinates accept authority whenever they permit
their behavior to be guided by the decision of a supervisor, without independently
examining the merits of that decision. When exercising authority, the supervisor does
not seek to convince subordinates, only to obtain acquiescence. Organization theorists
have argued that the authority of supervisors is accepted by employees in e:’c’c}]ange
for wages. It is important to recognize that this ‘“‘employment contract” is an
open-ended one. In exchange for pay, employees offer not specific services but their
undifferentiated time and effort, which can be directed by the supervisors as they see
fit. This is because, as Simon notes, from the viewpoint of the organization, there is_: no
point in offering inducements to employees unless their actions cguld be brought 1n.to
the coordinated system of organizational actions through their acceptance of its
authority. Simon argues that open-ended employment contracts allow organizations
ibili respond to future uncertainty.
e ﬂfi;ﬂ t;grt?o:?nanci requirements are indeed uncertain, the writing of a fixed-
compensation contract restricts the ability of managers to respon‘d‘ to these changes.
Pay for individual performance attempts to modn‘y_ these traditional employm_ent
contracts so that they are less open-ended and more l{ke the closed'—end-ed (behaviors
specified in advance) contracts of the marketplace. Simon (1957) implies that gr-}der
circumstances of uncertainty, closed-ended performance contracts would be d.lfflCl.lllt
to write. If conditions are genuinely uncertain, how can these contracts be detailed in

?
advar}ie.pracﬁce, these pay programs are frequently adapted to uncertainty by
combining “‘subjective judgment” with objective easias (La\‘,vler 1981). Such
adaptions certainly help to retain open-ended authonty. relationships, but they have
side effects of their own. For example, Carroll and Schnfaler ( 1?82) note that the more
subjective the rating criterion, the more rater judgment is requn'efd, not only regarding
the degree to which the ratee meets the criterion but also regarding what the measure
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actually means. Therefore, as Lawler (1981) notes, subjectively based judgments
require high levels of trust. Thus attempts to retain the authority relationship by usind
subjective supervisory judgments remove the clarity and fairness advantages of fixed
contracts.

Recognition of the importance of uncertainty in organizational life helps us tO
understand otherwise inexplicable research findings. For example, researchers have
found only a slight positive correlation between merit raises and performance ratings.
Others usually interpret these data as missed opportunities to use a valued reward to
increase motivation (e.g., Lawler 1971). Alternatively, supervisors may not tie such 2
salient reward to individually measured performance because they recognize not only
that good performance is not completely represented in performance appraisals but
also that these closed-ended contracts reduce their own ability to respond tO
unanticipated events. Supervisors face myraid uncertainties, requiring levels of
flexibility that cannot be captured in individual performance contracts. Such supervi-
sors use the discretion that merit raises afford to reward critical accomplishments, t©
cope with such concerns as inflation and salary compression, and to compensate for
a particularly unattractive assignment or absence of an expect(’ad promotion. Pay does,
in fact, serve a multitude of purposes in organizations, and mandating that it be

dorpina_ted by an individual's measured performance in the most recent performance
period impedes the ability of managers to manage.

Interdependence in Organizations

g‘epiensc;::::zgoft};ed'wzys in which individually contingent pay interferes with the
e three-par:t :\:a tuals on ‘thelr organizations, it is useful to draw on Thompson's
Al in’?eg(c)inzahon of dependence relations in organizations. First,
R s ; ei)endent when they must work together, interacting during
rarely be advocated in ther . COmpk.;t%‘their work. Individually contingent pay would
blame are virtually im oessﬁzie - thls. reciprocal interdependence,” since credit and
other kinds of interdeiender?cto assign to individuals. However, Thompson's twO

ki - : :
prohibiting individually contingent p‘;‘;t'lenhal TS e sy
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Individually contingent compensation contracts distract employees’ attention
from this more abstract dependence relationship and interfere with members’
commitment to their colleagues and employer. By treating them as labor contractors,
employees are encouraged to work only on activities represented in their contracts.
Drawing on Kerr (1975), we might hope that they will cooperate with their col-
leagues and supervisors, but we are rewarding them for fulfilling the terms of a fixed
confract.

Thus employees are seen by the organization and come to view themselves as
“‘contractors,” with a written “track record”” provided by the compensation system
that can be marketed to another employer. It can be speculated that it is this growing
use of performance-based compensation contracts for professionals and managers,
rather than massive changes in personal values, that has led to the popularly perceived
shift among American managers and professionals from “‘organization men” (Whyte
1956) to “job-hopping professional managers” (‘“The Money Chase” 1981). There-
fore, it should be no surprise to find that that recent advocates of Japanese-style
concern with fostering employee loyalty advocate abandoning individually contingent
pay in favor of organizationwide bonuses (Ouchi 1981).

It is further suggested that pay for individual performance, since it provides
incentives that run counter to the pooled interdependence among organization
members, can actually undermine the quality of employer-employee relationships.
Numerous scholars have attempted to articulate the positive attitude that frequently
emerges among employees in their relationship with their employing organization
(e.g., Pearce and Peters 1985). For example, Barnard (1938) describes the impor-
tance of “‘cooperation,” and recently there has been a renewed interest in “‘organi-
zational commitment” (Mowday, Porter, and Steers 1982; Wiener 1982).

These pay plans can damage organizational commitment, since they trgat the
employee as a labor contractor. Such contracts communicate that thg empiogf?r is only
concerned with the employee’s performance as it is reflected in the contract
measures’’ and is, in effect, indifferent to past contributions and expen‘enciz (since ti'ue
employer pays only for the recent performance pen‘od_), to the employee’s potential
for other kinds of work, and to any extenuating circumstances that may _have
influenced the recent performance measures. There is recent evidence ?hat rgentt pay
programs do have significant and long-lasting (fifteen months) negative effects on

organizational commitment (Pearce and Porter 1985).

Complexity in Organizations

The work of Williamson (1975) illustrates the cgmplfzmty of orga'nizational work and
helps to clarify why the fixed contracts of mdmdual'ly contmggnt pay can be
dysfunctional for overall organizational eﬂecnvenesfs. Thfs.economlst has sgught Fo
understand the conditions under which economic activity takes place either in
markets—in which transactions involve exchange b'etw.een autonomous economic
entities—or in organizations. He suggests that organizations are more efficient than
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; x transactions,
ketplace contracting under conditions of future ur?certamty, comple
?:5 c?g::endence B iy the;; actl:airr]ltagganizaﬁonal settings
i loyment contrac t more
Under these circumstances, emp o e e PR
i labor market contracting that m s that
have certain advantages over ; : Williamson argues
: t discussion, Willia - lists
icient. Particularly relevant to the presen : istic specialis
zfrfg;gaﬁons are better able to encourage cooperation an’flong OPP(;::Jz:ﬁainp circum-
izati the more efficient forms un :
loyees). Thus organizations are lent | Ation.
if;rrlllzesybecause they can more easily compensate individuals f'or cofOP:" systerms. It
Williamson’s work has important implications for the .demgn o Ii(eS: contracting
suggests that despite its advantages of clarity and apparent fairness, mar e dominate
is not suited to all types of economic exchange. Employment relations dep ondent on
the labor market today because work has become more corr_lplex, more Encertainty-
particular individuals, and must be conducted under conditions of future

iy icient to Use
If such conditions are not present, Williamson suggests that it is more efficie
marketplace contracting for services rather than employment.

. " is or her
Therefore, individually contingent pay, by tying an employee’s payhto::nploye )
performance during a specific time period, is an attempt to reformulate t eller Under
employee relationship into a pseudocontract between buyer and seller.

g ntracts
conditions of uncertainty, interdependence, and complexity, such pseudoco
cannot be completely specified. The

; ired
y can, at best, cover only a portion of the fri;nce
actions and become a forced and artificia representation of the kind of pef}flo s b0
that would be most effective for the org a familiar problem for tho

anization ( idh B
have had experience with merit pay programs). Further, since pay can be _5 st
powerful motivator, all the problems in the use of pseudocontracting in organiza
are made worse when pay is attached to fulfilling the terms of the contract. ould

Pay-for-individual-performance systems, despite their motivating power, WSuCh
not, then, be expected to result in enhanced organizational effectiveness. o
systems build in disincentives for the Mmanagement of uncertainty, interdependf1 thé
and complexity and so discourage the kinds of cooperative actions that lee_l o
izati abor contracting, If the organlzat;his
ictable, simple, and independent, .
t to hire contractors than emplovef"tg
e Is neither a labor contract (since the al"thonds
conventional employment relationship (with rewar

be more efficien
Pay for individual performan
relationship remains) nor a
allocated based on
contributions).

form. We Certainly could not expect the greater overall organizational effectivenes®
implied by Pay-for-performance advocates. i
is suggests a reinterpretation of the research reporting that executives’ pay 1%
uncorrelated (Redling 1981; Perham 1971) or, at best, weakly associated (Paﬁo_nl
1961: Gomez—Mejia, Tosi, and Hinkin 1984) with their organizations’ financia
performance. Instead of depl

oring this evidence as representing a lack of “the will to



Merit Pay 175

pay for performance” (Redling 1981), it may more accurately reflect attempts to pay
for performance that simply have no influence on corporate performance. Booz-Allen
and Hamilton (1983) reported that while the “shareholder value” of Standard and
Poor's 400 corporations declined 10.5 percent from 1970 to 1982, the use of
performance-based bonuses for these firms' chief executive officers nearly doubled
(from 23 percent of total compensation in 1971 to 41 percent in 1981). This appears
to reflect an increasing effort to tie a larger proportion of executive pay to measures of
performance. These compensation committees were apparently trying to pay for
individual performance, despite the fact that organizational performance was declining
during this period. This certainly doesn’t prove that individually contingent pay caused
the decline in firm performance, but it does suggest that the absence of a strong
positive relationship between executive pay and firm performance does not necessar-
ily reflect a lack of “the will to pay for performance.” Rather, perhaps, corporate
compensation committees have been using the wrong model of the ways in which
individuals’ performances contribute to overall organizational performance.

IMPLICATIONS

The argument developed here has implications for both research and practice.
Research hypotheses derived from these arguments need to be tested empirically; a
discussion of possible tests appears in Pearce (1985).

Regarding compensation practice, this article was intended to help explain the
gap between the popular belief in the power of merit pay and the actual track record
of these programs by examining one of the relatively neglected assumptions behind
individually contingent pay. At this point one could reasonably ask, Since virtually no
compensation system is actually dominated by individual perfonnance-conﬁ_nge{ut
compensation, what practical difference does it make if an important assumption is
flawed? _
Such a large discrepancy between compensation practice arfd popular theory is
demoralizing to practitioners and can lead to poor practice. Prof.eSSfon?l compensation
specialists are led to feel uncomfortable that their own organization's a.lctual system
deviates so far from “‘accepted advice,” and they have no way .to explain co’herently
why true pay for performance plays such a limited role in th_elr employees overall
compensation. This discussion is intended to confirm that there is no need to feel guilty
about the small role of merit pay. o

Virtually all compensation textbooks note that pay is intended to attract and
retain employees as well as motivate greater individual performance (Nash and Carf'o!l
1975; Ellig 1982; Wallace and Fay 1983). Wallace a_nd Fay argue that Com'per'ls.::mon
systems must meet employees’ expectations for equity or fairness fi‘nd that individual
job performance is only one of many factors—including prevalhng_ labor market
wages, the responsibility of the position, and skill and knowledge requirements—that
contribute to perceived compensation fairness. -Pay systems are already burdened by
spiraling labor market demand, pay compression, demands for comparable worth,
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ima
inflation, and the like, and advocating that they also l_)e_ harnessed as the primary
short-tex:m performance-contingent incentive is not realistic. ’ R
In conclusion, individually contingent pay plans are base (;l‘iﬁz N T
These plans attempt to mimic marketﬁla}:eﬂ(_:lontracts u(;dg; ;?SP :—, e Pl o b6 3
ity, and dependence for which they are n ; = h
;Zzzl?ﬁﬁcenﬁve, bI:I)Jt compensation specialists need to ensure th?lt tthe ;jggzrl; ;3:1 cegis
performance motivation doesn’t distract from a concern with wha pred Syl
being motivated. Paying peolﬂe ltcaln th;ahbasils hpfgtt;g:a:ﬁ;;zi g}e;]s; organization'cﬂ
imply does not build on the relativ ; >
?::Errﬁgsiegndg yof organizations succeed because of cooperation arr:::c;:g StZih
members, not because of members’ discrete, indepe:ndel?t p(:zrform}‘e;l e;::pertise
cooperation is particularly critical among employee?wnth either valuath::: i
(which may be the basis for the organization’s competitive advanj:age:) or1 s
to commit the organization’s resources (i.e., managers). l't is simp ytinnS D
organization’s interest to encourage short-term single—transachgn exp_eﬁta oamz&mons
such important employees. Pay is important, and the ways in whic ~org o
dispense it tell us a lot about the actions they e?tpect from. thelr demp L
Compensation theory could reflect organizational realities better if it had as g

; ; for
concern for the organizational context in which employees must work as it does
their levels of individual effort.
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basically means eliminating time clocks and giving all individuals the same benefits

package. It can be, and often is, extended to include many of the perquisites that are

allocated according to management level (e.g., parking spaces, office size). An
egalitarian approach can be combined with flexible benefits so that, although

individuals have different total compensation levels, they have access to all benefits in
the organization if they are willing to pay the price.

SUMMARIZING PAY CHANGES

The new management practices and strategies that are evolving in the United States
require new pay practices. Pay needs to be characterized by egalitarianism, loca
control of decision making, individual choice, and, most important, a strong
performance-based system that ties in to the business itself. The strategy of installing
multiple pay systems that reward organizational performance represents a potentially
effective approach to improving organizational performance by using pay as an
incentive. The alternative of essentially abandoning pay as a motivator is always there:

but it represents the abandonment of a very important potential incentive, something
that most organizations cannot afford to do.
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