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Federal Merit Pay: A Longitudinal Analysis

Jone L. Pearce, University of California, Irvine
James L. Perry, University of California, Irvine

Pay for performance has long been a goal of federal
personnel policy, but in practice few civil servants have
been denied their periodic salary increases, regardless of
their performance.! Merit pay, as mandated by the Civil
Service Reform Act of 1978 (CSRA), bases the compen-
sation of grades 13-15 supervisors and management of-
ficials on their rated performance.

Merit pay has probably been the most complex of the
CSRA’s provisions for two reasons. First, the various
payout mechanisms had to be established. Such ques-
tions as the appropriate size of pay pools and whether
managers at the various grades/steps should receive
identical salary increases for identical performance
ratings had to be determined before payouts could be
made. The difficulties of arriving at satisfactory solu-
tions to these problems are reflected in the timing of
OPM’s comprehensive merit pay guidelines, released in
draft in February 1981,> two and one-half years after
the passage of CSRA, and in the last-minute General
Accounting Office (GAO) intervention to alter the pay-
out formula.?

Second, merit pay was implemented concurrently
with the new, objectives-based performance appraisal
system on which merit payouts would be based. This
new performance appraisal system is significantly dif-
ferent from the trait-based systems used to rate most
federal managers prior to the change. Now the ele-
ments, or components, of each job need to be specified
and objective indicators of relative performance on each
element must be developed. Ratings on these in-
dividualized ‘‘contracts’’ are then combined for each
manager so that the performance of all the managers in
a pay pool can be rated for merit pay purposes.
Although there were objections to tying pay to a new,
untested, performance appraisal system,* virtually every
agency in the federal government was required by the
pressures of statutory deadlines to implement concur-
rently the new performance appraisal and merit pay
systems for managers.

This paper assesses the effectiveness of the new merit
pay system after the initial government-wide payout in
October 1981. Applying a longitudinal research design
to the motivational premises on which merit pay is
based, we evaluate the early reactions of employees to
merit pay. We conclude with a discussion of some of the
important contingencies affecting the motivational ef-
fectiveness of merit pay.
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B Merit pay for the federal employees is a controversial personnel
program that bases compensation of grades 13-15 supervisors and
managers on their rated performance. Under the Civil Service
Reform Act of 1978, merit pay was implemented concurrently with
a new, untested, objectives-based performance appraisal system.
The motivational model of behavior on which merit pay is based is
used here to analyze data from five federal agencies. The results in-
dicate that, as perceived by affected employees, the new perfor-
mance appraisal system does not effectively measure performance
and therefore does not serve the purpose of the merit pay program
to link pay to performance. Other implementation contingencies,
such as the pay cap on managerial salaries, uncertainties associated
with the presidential transition, and an eleventh-hour change in the
merit pay formula, also appear to have contributed to the per-
ceived ineffectiveness of merit pay. From a policy perspective, the
results suggest that performance appraisal systems need to be im-
proved to accomplish the motivational objectives of merit pay.
Furthermore, there is no indication that the merit pay experiment
at grades 13-15 has been sufficiently successful to proceed with
plans to include employees in Grades 1-12.

The Theory Behind Merit Pay

The merit pay provisions of CSRA are based on a
widely accepted perspective on motivation drawn from
Vroom’s expectancy theory.® In its simplified form, the
theory posits that if individuals expect to receive a
valued reward for high performance, they are more like-
ly to strive for this level of performance than if there
were no ‘‘pay off.”” Federal merit pay is expected to in-
crease effort and, therefore, performance by changing
the probability that performance will lead to the out-
come (salary increase) that is assumed to be positively
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valued by most managers. Therefore, the merit pay
initiatives of CSRA are expected to result in higher over-
all managerial performance since many, if not all,
federal managers will see more benefit in striving for
high performance under this program than under the
previous compensation system.

Although few would argue with the general proposi-
tion that pay-for-performance should increase per-
formance, Deci® has criticized motivation systems that
rely on externally mediated rewards, i.e., rewards such
as money administered by someone other than the in-
dividual. He argues that the results of his laboratory ex-
periments indicate that managers who are working on
intrinsically interesting jobs will lose interest in them or
that extrinsic rewards will motivate behavior at the ex-
pense of intrinsic motivation. Others, however, have
argued that Deci’s results do not appear to support his
work motivation conclusions, and they provide evidence
to support the traditional theory that rewards are ad-
ditive, with those actions that lead to the greatest
rewards most likely to be repeated.’

Unlike Deci, most behavioral scientists believe in the
merit pay principle and attribute the frequent failures of
merit pay to inadequacies in its implementation. In his
classic review of pay research, Meyer® concluded that
merit pay systems fail because managers actually make
relatively small salary discriminations between subordi-
nates. Furthermore, Meyer argued that the results of
merit pay decisions are likely to be a threat to most
managers’ self-esteem. For example, he found that 90
percent of the managers at General Electric rated them-
selves as above average. ‘‘The effects of the actual pay
increases on motivation are likely to be more negative
than positive. The majority of the people feel dis-
criminated against because, obviously, management
does not recognize their true worth.””® Other implemen-
tation difficulties, such as lack of trust between super-
visors and subordinates' and conflicting reward sched-
ules,™ have been blamed for the failures of merit pay for
managers in private sector firms.

The performance ratings on which payments are
based have also been recognized as important factors in
implementation. Each of the leading compensation texts
takes pains to demonstrate the importance of accurate
performance measurement as a basis for merit pay.'?
Latham!® has argued that goal-setting approaches to
managerial jobs work less well than for more routine
blue-collar or clerical jobs because managerial jobs are
more complex, with more need to adapt to changing
priorities, and so more difficult to measure objectively.

Although we possess some reseach evidence about the
application of merit pay systems in the private sector,
there is generally no comparable data for the federal
sector. Two exceptions are Rainey’s study of incentives
in business and government and a recent comptroller
general’s report on merit pay in the U.S. Postal Ser-
vice. In a comparison of perceptions of incentives in
business and government (involving state and federal
middle managers), Rainey argued that it may be more
useful for public organizations to stress improvements
of career development and performance evaluation and

PUBLIC ADMINISTRATION REVIEW

measurement than of managerial discretion over pay
decisions. He concluded that managerial discretion over
pay would create as many problems as it solved.

The comptroller general study concluded that the
Postal Service program, initiated in 1972, could be im-
proved because appraisals have not always been ac-
curate and the allocation of merit increases has de-
tracted from the recognition given high performers.
Previous evaluations of CSRA merit pay systems,
especially those based on the eight agencies which im-
plemented merit pay before the statutory deadline of
October 1, 1981, have focused on characteristics of the
payouts'® or implementation process,'® but not on merit
pay as a motivational program.

The present study reports evidence on managerial
motivation before and after implementation of merit
pay in five federal agencies. Since the purpose of merit
pay is to change managerial motivation, we will want to
know whether or not it makes a difference in the
motivation of a wide cross-section of federal managers.
Using the motivational model on which merit pay is
based to direct our inquiry, we seek answers to three
questions:

¢ Do federal managers value pay increases?

e Are federal managers likely to expect effort to lead to
high rated performance under the objectives-based
appraisal systems?

o Are federal managers more likely to expect good per-
formance to lead to increased pay under merit pay
than under the previous time-in-grade compensation
program?

Methods

Research Design

The study used a time-series design, involving
repeated measurements of employee attitudes at fixed
intervals, to assess the results of the merit pay inter-
vention. Agencies were required to implement the new,
objectives-based appraisal systems no later than Oc-
tober 1, 1980 and to award pay according to the results
of these appraisals beginning in October 1981. Surveys
were conducted at four points to correspond with sig-
nificant stages in the implementation process:

June 1980—The first pre-treatment survey preceded the
implementation of the appraisal systems that would
be used to evaluate performance for purposes of
allocating merit pay awards (pre-performance
appraisal).

December 1980—The second survey was conducted
after introduction of the new performance appraisal
systems in October 1980 (post-performance ap-
praisal).

June 1981—The third survey was taken near the end of
the appraisal period, by which time appraisal feed-
back and merit pay ‘‘dry runs’’ had been conducted
(pre-merit pay award).
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December 1981—The fourth survey was conducted after
merit pay awards were made in October 1981 (post-
merit pay award).

By tracking employee reaction to performance appraisal
and merit pay from the pretest in June 1980 to the post-
test in December 1981, we could identify whether the
interventions were having the anticipated effects on
employees. In terms of the motivational model under-
lying merit pay, we expected to find that pay was a
valued reward throughout the period, that effort would
be perceived as leading to high rated performance after
introduction of the new, objectives-based appraisal
system, and that good performance would be perceived
as being rewarded with increased pay after the merit pay
awards.

Research sites and sample. The research sites con-
sisted of organizational subunits in five diverse agencies
of the federal government, representing civilian and
defense agencies and technical and non-technical mis-
sions: the Transportation and Public Utilities Service
(TPUS) of the General Services Administration, Wash-
ington, D.C., the Naval Ship Weapon Systems Engi-
neering Station (NSWSES) in Port Hueneme, Cali-
fornia; NASA-Ames Research Center, Moffett Field,
California; twenty-one Social Security Administration
(SSA) offices in the Southern California area; both the
National and California State offices of the Department
of Agriculture Farmers Home Administration (FmHA)
and Soil Conservation Service (SCS); and the California
office of the Agricultural Stabilization and Conserva-
tion Service (ASCS)."

Federal Employee Survey (FES). Two forms of this
instrument were developed, one for employees GS-13
(or equivalent) and above and a second for GS-12 (or
equivalent) and below. The present study reports data
only from grade 13 to 15 managers and supervisors. The
instruments were pretested on a group of 30 federal
employees from two different agencies prior to field
administration. The final versions of the surveys re-
quired from 30 to 45 minutes to complete. Employees
were motified by personal letter about the date, time,
and location of the questionnaire administration.!®

Semi-structured interviews. Interviews were con-
ducted with a stratified, random sample of employees,
managers, and union representatives during each
quarterly site visit. The format of the interview included
structured and open-ended questions. The interviews in-
cluded questions about major CSRA initiatives as well
as potentially significant issues that arose during the
course of the study (e.g., the hiring freeze, the presi-
dential transition). These interviews were used primarily
to aid in the interpretation of the FES results.

Archival data. As a supplement to the employee at-
titude and interview data, archival data were collected
on organizational performance and other agency activi-
ties. Among the documents obtained were collective
bargaining agreements, annual budget/ expenditure
reports, and, when possible, work volume, labor pro-
ductivity, unit costs, and quality indicators.
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Value of Pay as a Reward

Managerial positions offer many rewards—salary,
challenging work, promotions, status, and the satisfac-
tion of making a contribution to a community or to na-
tional defense are just a few examples. If these other
rewards are more important than pay to federal
managers, they are not contingent on high performance,
we might expect merit pay to have little resultant effect
on performance motivation.

During their first merit pay appraisal period,
. . . managers seemed less likely to expect
more pay for higher performance than they
did under the previous compensation
program.

In Table 1, we see how merit pay managers rated the
various rewards available to them during each of the
four periods studied. In all four periods, ‘‘challenging
work responsibilities’’ and “‘retirement benefits’’ were
ranked first and second, respectively. In June 1980
(before performance appraisals for merit pay were in-
troduced) and December 1981 (after the first merit pay
awards), merit pay managers ranked these rewards,
together with ‘‘friendliness of the people you work
with’” and ‘‘location,” as more important than their
pay as reasons for remaining in their positions. Unlike
pay, the other four are geared to maintaining an
employee’s membership and are not awarded only to
high performers. Retirement benefits, for instance, are
not contingent on outstanding performance, only satis-
factory performance and tenure.

Manager perceptions of the different rewards fluc-
tuated during the 18-month period. The importance of
two rewards, friendliness of co-workers and job secur-
ity, declined significantly between December 1980 and
June 1981. The results for these rewards are probably a
reflection of actions taken by the Reagan administration
to freeze hiring and to reduce the size of the federal
work force beginning in early 1981. The decline in the
importance of challenging work responsibilities, which
initially occurred in December 1980 and has remained at
the lower level since then, probably represents the
uncertainty and changes in direction which the
managers of federal programs have experienced since
the November 1980 presidential election. The change
in the importance of pay coincides with President
Reagan’s decision to limit comparability increases in
October 1981 to 4.8 percent, rather than 15.1 percent,
which would have provided full comparability with
similar private sector jobs.

None of the fluctuations above appears to be the
result of merit pay, per se, but of concurrent environ-
mental events. In fact, although the importance of pay
declined significantly between June 1981 and December
1981, employees continued to express general agreement
with the pay-for-performance concept, as reflected in
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the results in Figure 1. After the introduction of merit
pay, their reported willingness to work harder in return
for contingent pay increased appreciably. Thus, it
appears that while the importance of pay may have
declined, it reemained sufficiently valued to motivate
increased effort.

Effect of Effort on Rated Performance

Since merit pay is contingent upon rated perfor-
mance, merit pay’s efficacy depends on whether or not
federal managers in our agencies expect effort to lead to
highly rated performance under the objectives-based ap-
praisal systems. Figure 2 presents managers’ assess-
ments of the extent to which effort led to high rated per-
formance between June 1980 and December 1981. Over
this period, managers became /ess likely to agree that
their new ‘‘appraisal process is effective’’ or ‘‘helps me
to improve my job performance.”’ In contrast, they are
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more certain of the standards used to evaluate their per-
formance and find it less difficult to document dif-
ferences in performance among managers. These
managers have a clearer understanding of the criteria on
which they will be judged, but apparently feel these
criteria are not the best ones to promote improved per-
formance or agency effectiveness.

This finding has important implications for merit
pay. The merit pay program itself is expected to increase
the subjective probability that performance will lead to
a valued outcome, yet if the objectives-based perfor-
mance appraisal system implemented concurrently with
merit pay results in a reduced expectation that effort
will lead to increased rated performance, overall
motivation will remain the same or be reduced.

Pay-Performance Contingency

In this section, we want to examine whether federal
managers are more likely to expect good performance to

TABLE 1
Merit Pay Managers’ Reports of the Importance of Organizational Rewards

Mean Response

T-test Probability®

June Dec. June Dec. June 1980- Dec. 1980- June 1981  June 1980-
Questionnaire Item? 1980 1980 1981 1981 Dec. 1980 June 1981 Dec. 1981  Dec. 1981
N=153 N=186 N=184 N=13§
How important are each of the
following factors in your decision
to remain in your present position?
pay 3.82 3.82 3.84 3.69 472 .381 .043%* .081*
(O “@) 3) Q)
challenging work responsibilities 4.54 4.37 4.31 4.31* L005*** 199 .480 .00 ***
1) (0] 0y (09}
friendliness of the people you 3.95 3.87 3.76 3.87 .141 .095* .107 151
work with 3) 3 ® 3
fringe benefits 3.55 3.49 3.49 3.48 .266 475 454 235
(€)) ® ® ®
promotional opportunities 3.71 3.58 3.56 3.55 .133 426 475 .107
©) @) @) @)
job security 3.61 3.72 3.58 3.65 .145 .077* .236 .350
() ©) (6) 6)
opportunity for public service 3.18 3.11 3.01 3.15 .280 181 117 418
€] € ©)] €©)]
retirement benefits 4.05 4.00 3.92 3.98 314 .205 .268 .270
) @) 2 ) '
1ocation 3.86 3.80 3.78 3.84 .310 439 .335 421
4 Q) )] “@)

aResponses are on a Likert-type scale of 1-5 with 1 = not at all to 5 = a great deal.

bThe figures reported indicate the probability that the difference between the means of the two samples cannot be due to chance alone. The
closer the t-test probability is to 1.0, the more likely the difference between the means could have occurred by chance. The closer the prob-
ability is to 0, the less likely the difference occurred by chance. One-tailed tests were used and the pooled variance estimate probability is

reported.
CRank order of item for time period specified.

*Probability < .10
**Probability < .05
**¥Probability < .01
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FIGURE 1. MERIT PAY MANAGERS' BELIEFS ABOUT THE VALUE OF PAY AS A REWARD
Strongly -
agree T
67T
Ag ree e e e e 0~~-~_~- _______o
O-—"""— -~~~--O_————-'—_
Somewhat 5 +
agree
Undecided 4 T
Somewhat 34+
disagree
.J —_— __
=
strongly -y L__| | + —
disagree June 1980 Dec. 1980 June 1981 Dec. 1981
Pre-Performance Post-Performance Pre-Merit Pay Post-Merit Pay
Appraisal Appraisal Award Award

MEAN RESPONSE

T-test PROBABILITYa

JUNE DEC. JUNE DEC. JUNE 1980- DEC. 1980- JUNE 1981- JUNE 1980-
QUESTIONNAIRE ITEM 1980 1980 1981 1981 DEC. 1980 JUNE 1981 DEC. 1981 DEC. 1981
N=154 N=177 N=183 N=133
=—emeeee ] personally want 5.79 5.90 5.87 5.95 .179 .382 .240 125
to see better performers
get larger financial rewards.
I would probably 3.97 4,15 3.92 4.47 .178, .110 <003 %%~ .007 ***

work harder on my job
performance if I thought

- I would then receive a cash
reward or unscheduled pay
increase.

a  The figures reported indicate the probability that the difference between the means of
the two samples cannot be due to chance alone.

to 1.0, the more likely the difference between the means could have occurred by chance.
The closer the probability is to 0, the less Tikely the difference occurred by chance.
One-tailed tests were used and the pooled variance estimate probability is reported.

*** Probability < .0l.
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FIGURE 2.

PUBLIC ADMINISTRATION REVIEW

MERIT PAY MANAGERS' BELIEFS ABOUT THE EFFECT OF EFFORT ON OBJECTIVES-BASED APPRAISALS

Strongly 7 1
agree
p—
Somewhat 5 |
agree o\o/—’——a\-o
Oum
Undecided 4 | O— _ _ =0 ~——
- o ———
———_0_ o ———
“——____:~'°-
Oeveeene ceessecccscens o, 7 :~s~~~~
— ML 55\0
somewhat . | o~ T 0mrn. —— -8
d'isagree ................... o)
Disagree 2 [
Strongly 1 | Il l 1
disagree June 1980 Dec. 1980 June 1981 Dec. 1981
Pre-Performance Post-Performance Pre-Merit Pay Post Merit Pay
Appraisal Appraisal Award Award
MEAN RESPONSE T-test PROBABILITY@
JUNE DEC. JUNE DEC. JUNE 1980- DEC. 1980- JUNE 1981- JUNE 1980-
QUESTIONNAIRE ITEM 1980 1980 1981 1981 DEC. 1980 JUNE 1981 DEC. 1981 DEC. 1981
N=154 N=185 N=185 N=136
wmem=—w==A11 in all, I feel that the current 4.23 4,04 3,69 3.31 .151 .013%* .019** . 001 ***
performance appraisal process is effective.
"""" I am not sure what standards have 3.51 3.49 3,06 2.99 .463 .005*** .355 .006***
been used to evaluate my performance.
I have no control over the factors 3,10 3.21 3.08 3.00 .253 .195 .337 .307
on which my performance is judged.
It is difficult to document the 4,95 4,58 4,69 4,65 .013%* .241 .411 .053*
actual performance differences among
managers and supervisors.
----- Overall, the current performance 3.99 3.87 3.80 3.57 .253 .330 111 .018**

appraisal process helps me to improve my
job performance.

The figures reported indicate the probability that the difference between the means of the two samples
cannot be due to chance alone. The closer the t-test probability is to 1.0, the more likely the
difference between the means could have occurred by chance. The closer the probability is to 0, the less
1ikely the difference occurred by chance. One-tailed tests were used, and the pooled variance estimate
probability is reported unless otherwise noted.

Probability < .10, **

Probability < .05, ***  Probability < .0l.
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lead to increased pay under merit pay than under the
previous ‘‘time-in-grade’’ compensation program. We
can trace the expectations of managers from June 1980
to December 1981 when all managers had received their
ratings and payouts.

Managers’ beliefs concerning the extent of the con-
tingency of their pay on high performance under the
previous compensation system and under merit pay ap-
pear in Figure 3. Managers are less likely to perceive
that high performance will lead to increased pay in
December 1981 than in June 1980. They feel that super-
visors and managers are not paid in proportion to their
contributions and merit pay does not encourage them to
perform well. During their first merit pay appraisal
period and after the first payouts, managers seemed /ess
likely to expect more pay for higher performance than
they did under the previous compensation program.

With the responses of all managers taken as a whole,
the results indicate that merit pay managers do not ex-
pect their pay to be based on their performance to any
greater extent under merit pay than under the previous
‘“‘time-in-grade’’ system. These managers may believe
that merit pay awards will be made but that they will be
contingent not on ‘‘performance’’ or ‘‘contribution to
the organization,’’ but on some other measure. Merit
pay increases will, after all, be based on a ‘‘substitute’’
for actual performance—a performance appraisal
rating derived from the new, objectives-based perfor-
mance appraisal system. It is possible that managers
who have had no experience with this type of perfor-
mance appraisal prior to the introduction of merit pay
do not trust it to record genuine ‘‘high performance”’
and these suspicions tend to increase after these
managers are rated.

It might be useful to see if those who do not trust their
current performance appraisal system are also the ones
who believe pay is not contingent on high performance
and, in addition, do not favor the present merit pay
practices. That is, do those who do not believe that their
performance is accurately measured also feel that merit
pay is not contingent on good performance? Table 2
shows substantial support for this explanation: those
who feel most confident that their appraisal process is
effective are also most likely to feel that good perfor-
mance will be rewarded, and to favor merit pay. Those
reporting greater distrust of performance appraisal—
that it is ineffective, unfair, and subjective, and that ap-
praisals do not help them to improve their performance
—also tend to report that pay is not contingent on good
performance. Only one indicator of distrust of ap-
praisals—reported difficulty of documenting mana-
gerial performance—was unrelated to expectations of
contingent pay and attitudes toward merit pay. These
findings have important implications, indicating that
acceptance of merit pay depends on accurate appraisals,
as perceived by those being rated.® Without perfor-
mance ratings that are perceived to reflect true perfor-
mance, merit pay will not motivate good performance
but only a quest for ‘‘high ratings.”’

JULY/AUGUST 1983
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Discussion

These results indicate that a diverse sample of federal
managers do not appear to be more highly motivated
under merit pay than under the previous time-in-grade
compensation policies. Although these findings repre-
sent the reaction to the initial year of merit pay only,
and may change with the passage of time, they serve to
identify two types of contingencies that influence the
prospect for developing a successful merit pay system.
The first set of contingencies involves the motivational
theory itself, e.g., the value of rewards and their linkage
to performance. The second set of contingencies
revolves around environmental support, e.g., congres-
sional appropriation of funds.

Using the motivational model on which the merit pay
program was based, we have identified a major weak-
ness in the current approach. It is not that federal
managers do not value pay as a reward, since they
report that it'is among the handful of important reasons
for remaining in their current positions. Where the pres-
ent merit pay program fails as a motivational program is
in the methods used to measure performance. These
managers report that effort is /ess likely to lead to a
good performance rating, and therefore these managers
believe that merit pay does not encourage them to per-
form their jobs well or contribute to their agencies’
effectiveness.

Qualitative evidence from Social Security Admin-
istration (SSA) field offices indicates the disruptions
that can occur when merit pay is tied to an insufficient-
ly-developed performance appraisal system. Setting
specific standards of performance for merit pay
managers in local claims offices has had a large impact
on the managers’ behavior. These is clear evidence that
the setting of these specific standards has focused
managerial actions on their attainment; managers work
hard to obtain good ratings on those standards that are
measured. Yet not all of those actions could be con-
sidered ‘‘good management.”’ Each manager and super-
visor interviewed related stories of ‘‘gaming’’ the statis-
tical measures of performance. ‘‘Gaming’’ is another
form of goal displacement, i.e., when the goal is no
longer ‘‘effective management’’ but ‘‘a good score on
the statistics.”” Most of SSA’s performance statistics can
be ‘‘manipulated’’ with no direct harm (or benefit) to a
claimant. For example, for the processing-time statis-
tics, one can simply fill out an application but not let the
claimant sign it until the earnings records and proofs are
received. Therefore, the two weeks it takes someone to
obtain a birth or marriage certificate are not counted in
processing time statistics, and the claimant experiences
no delay in payment, but the manager receives a better
performance rating.

Our results indicate that problems reside not only
with the appraisals themselves, but with their linkage to
pay. The CSRA requirement that the funds budgeted for
merit pay not exceed the cost of the previous system
places significant constraints on both the size of rewards
and the margin for error in performance appraisals. The
first constraint diminishes the probable value of a
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FIGURE 3. MERIT PAY MANAGERS' REPORTS OF PAY PRACTICES BEFORE MERIT PAY (JUNE 1980)
AND UNDER MERIT PAY (DECEMBER 1980, JUNE 1981, AND DECEMBER 1981)
Strongly 7
agree
/%
Somewhat 5k
agree
o —=0
o
—0
Undecided 4 | ©= -
Somewhat 3k
disagree
Disagree 2
strongly L4 ' | |
isagree June 1980 Dec. 1980 June 1981 Dec. 1981
Pre-Performance Post-Performance Pre-Merit Pay Post Merit Pay
Appraisal Appraisal Award Award
MEAN RESPONSE T-test PROBABILITYa
JUNE  DEC. JUNE DEC. JUNE 1980- DEC. 1980- JUNE 1981- JUNE 1980-
QUESTIONNAIRE ITEMa 1980 1980 1981 1981 DEC. 1980 JUNE 1981 DEC. 1981 DEC. 1981
N=152 N=176 N=182 N=134
w=ememe=]f [ perform especially well on my 4,05 3.90 3.67 3.63 .203 .098* .410 L019*% *
present job it is likely I would get a
cash award or unscheduled pay increase.
------- Supervisors and managers are paid 3.15 3,15 3.11 2.81 .491 .390 .034%* .033*%*
in proportion to their contribution to the
organization.
Under the present system, financial 4.37 4,26 4,40 4.47 .268 .188 .361 .298
rewards are seldom related to manager or
supervisor performance.
————A11 in all, current merit pay provi- 3.52 3.47 3.18 2,75 .409 .053* .014%% QQ1** *
sions encourage me to perform my job well.
a The figures reported indicate the probability that the difference between the means of the two samples

cannot be due to chance alone.

likely the difference occurred by chance.

probability is reported unless otherwise noted.

* Probability < .10.
** Probability < .05,

*hk

Probability < .01,

The closer the t-test probability is to 1.0, the more likely the
difference between the means could have occurred by chance.
One-tailed tests were used, and the pooled variance estimate

The closer the probability is to 0, the less
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TABLE 2
Correlations Between Confidence in Performance Appraisal and Contingency of Pay on Performance
Among Merit Pay Managers in December 1981

Trust of Appraisal

All in all, I feel
that the current
appraisal process
is effective.

The standards used
to evaluate my
performance have

It is difficult to
document the actual
performance differ-
ences among managers
and supervisors.

Overall, the current
performance appraisal
process helps me to
improve my job
performance.

been fair and
objective.

Pay is contingent on performance

If I perform especially well on my
present job it is likely I would get a
cash award or unscheduled pay

increase. )

Supervisors and managers are paid
in proportion to their contribution
to the organization. 17*

All in all, current merit pay
provisions encourage me to perform
my job well. L50%**

Favor Merit Pay

All in all, I am strongly in favor of
the merit pay provisions of the

Civil Service Reform Act. GTRxE

3BXxx —.18**

21xkx

L 29% % —.12* AT7**

) S -.01 STHEE

L32%*x —-.04

5] kkx

*Probability < .10
**Probability < .05
***Probability < .01

reward to an employee by setting an upper limit on the
potential salary gain associated with outstanding perfor-
mance. And since a fixed, rather than a variable, merit
pay budget heightens the significance of allocational
errors (for example, unnecessarily large payments to
poorer performers)—because one employee’s gain is
another employee’s loss—it becomes more difficult to
create expectations that rewards will be contingent on
performance. In a nutshell, if all managers and super-
visors receive relatively uniform performance ap-
praisals, the reward differentials among managers will
be trivial and merit pay will have negligible motivational
effects. Similarly, if performance appraisals are normal-
ly distributed across the ratings range, but are perceived
as arbitrary or inappropriate measures of performance,
merit pay will be of little motivational consequence. The
linkage between merit pay and performance appraisals
—specifically their accuracy and fairness—is, then, also
critical for the effectiveness of merit pay.

It is the role of the merit-pay-pool manager to
‘““manage the linkage between the performance ap-
praisal and the merit pay determination’’ so that they
““must be involved in both the performance appraisal
and the merit pay process.’’?! Raters are expected to
change ratings only as necessary ‘‘based on specific in-
formation concerning the employee’s performance, or
on the manager’s personal knowledge of and/or judg-
ment about such performance.’’? Unfortunately, there
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is no assurance that the exercise of such managerial dis-
cretion will not be arbitrary and, more important, that
employees will share a pool manager’s perception even
when changes are arguably appropriate. As reported by
the GAO in September 1981, some managements have
changed performance appraisal ratings without suffi-
cient or legal justification.?

Pool management at the research sites varied con-
siderably along a continuum from passive to active con-
trol of the ratings distribution.* In some cases, for
example, the Transportation and Public Utilities Service
of the General Services Administration, the perfor-
mance ratings of merit-pay-pool members were not
altered before the monetary distribution was calculated.
In contrast, at SSA, raters were asked to change the
ratings that the pool managers felt were out of line.

The modification of appraisal ratings to achieve agen-
cy merit pay goals may have a number of undesirable
consequences that are consistent with the results
reported here. A manager who requests changes in
ratings (or personally changes them) can be viewed as
manipulative by those in the pool, and this may result in
dissatisfaction with the appraisal used to compute pay
awards. Changing a rating may not only create immedi-
ate dissatisfaction, but it may undercut the perceived
validity of the entire performance appraisal system. A
less problematic management strategy for dealing with
inadequacies in performance ratings might involve
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devoting more effort to the early stages of the appraisal
process. At the Navy site, for instance, an audit of per-
formance appraisals by the management of one pool
concluded that objectives were rarely related to position
descriptions and that measurement standards were
unclear, especially for ‘‘above target’’ ratings. Under
these circumstances, any modification of ratings would
clearly appear arbitrary and improvement of the validity
and objectivity of appraisals would be a better manage-
ment strategy.

If the motivational theory underlying merit pay is cor-
ect, and if contingencies like those above can be over-
come,? the success of merit pay hinges on yet other con-
tingencies within the policy environment. For instance,
the system still needs to overcome the effects of policy
implementation failures like the September 1981 comp-
troller general decision. The comptroller general deter-
mined that the Office of Personnel Management for-
mula for calculation of merit pay was not in confor-
mance with CSRA, requiring immediate corrective ac-
tion. The result was that subsequent payouts, which
assured full comparability, provided only small merit
pay differentials between managers.

While this particular breakdown in interagency com-
munications may be a one-time occurrence, there are
other apparent environmental contingencies. The pay
cap on federal managerial salaries is among the other
threats to the potential success of merit pay. A legiti-
mate question confronting policy-makers is whether
these types of environmental contingencies can be
“‘managed’’ in such an uncertain political context. The
answer at this stage is ‘*“No,’’ and there is considerable
opinion that such contingencies cannot be overcome
because they are a permanent part of the political
environment.?

Conclusions

Why has the new merit pay system encountered so
many difficulties? There seem to be several reasons.
First, the new performance appraisal system was not
adequately pretested. The fact that pay was tied to an
“unknown’’ performance appraisal system exacerbated
the implementation problems. There are bound to be
problems—for example, unanticipated effects of certain
measures and difficulty in developing accurate measures
for certain job elements—in any new performance ap-
praisal system. All of these problems create stress for
those who are being evaluated. Yet under ‘‘normal’’ cir-
cumstances, most managers can assume that their own
supervisors will be aware of these temporary imperfec-
tions and will not withhold salient rewards because of
them. Under merit pay, this supervisor flexibility was
either removed or made so administratively cumber-
some (as in the SSA example) that the effort was simply
not worth the heavy investment. Furthermore, the
reward tied to this untried appraisal system was a very
visible and a very salient one; and this ‘‘merit pay spot-
light,”” focusing on the new appraisal system, led to
heightened anxiety over its apparent imperfections.
Under these circumstances, implementation of both
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merit pay and objectives-based performance appraisal
were more stressful and prone to failure than if perfor-
mance appraisal had been fully implemented prior to at-
taching merit pay to it.

Second, there is an inherent contradiction in the
guidance that calls for accurate appraisals based on con-
sultation with the ratee along with ‘‘managed’’ ratings
to ensure against payout inequities. Performance ap-
praisal ratings must be accurate representations of a
manager’s performance, and they must also be managed
by pay pool managers and personnel specialists to main-
tain equity across pay pools, with a sufficient dispersion
of ratings within a pool to ensure that the size of the in-
crease received by the ‘‘best’’ managers is large enough
to motivate their effort. This represents a significant
contradiction in the merit pay system. If the ratings are
accurate, why should they be manipulated? Will this not
make them less accurate? In fact, this contradiction
seems to be based on several assumptions: that all pay
pools contain the same proportion of high/average/low
performers; that managerial performance is naturally
distributed in a manner that allows high performers to
receive increases two to four times greater than low
performers; and, finally, that the only reason actual
ratings do not reflect this is that raters either willfully,
or through ignorance, distort their ratings. These
assumptions seem tenuous at best and deserve to be
more openly debated.

Finally, merit pay, a traditional motivational tech-
nique in the private sector, has encountered difficulties
that are peculiar to its public sector context. It is doubt-
ful that any merit pay system in the private sector has
had to function in the face of an inherently ambiguous
performance environment, tight budgetary restraints,
freedom of information about individuals’ salaries, dif-
fuse authority for implementation, a major managerial
succession, and significant changes in organizational
goals. Yet, these types of factors are continuing features
of the public sector context for merit pay. Although
merit pay is desirable in principle, its effectiveness may
be severely constrained or negated within the environ-
ment of the federal sector.?” This issue also deserves fur-
ther scrutiny and debate.

This analysis suggests several policy implications.
Although merit pay is still in its ‘‘fair trial stage,’’ steps
might be taken now to increase the probability that its
operation will at some point concide with the intent of
its designers. The validity of performance appraisals
will need to be improved, and supervisory training in
standards development and appraisal feedback in-
creased. Only when the performance appraisal systems
become accepted indicators of actual performance will a
motivating link between performance and pay be possi-
ble. Greater support will have to be generated from
Congress and OMB to assure adequate funding for
federal compensation programs. The analysis also in-
dicates that any effort to extend merit pay to lower level
professional and administrative employees, as recom-
mended by the President’s Reorganization Project,
would be premature. There is no indication that the
merit pay experiment at grades 13-15 has been suffi-
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ciently successful to warrant the coverage of employees
in grades 1-12. This choice should probably be deferred
until there is evidence affirming the original decision to
bring merit pay to the federal service.
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