¢ ©

COMPENSATION

George T. Milkovich

Cornell University

Jerry M. Newman
State University of New York—Buffalo

With the assistance of Carolyn Milkovich

McGraw-Hill
Irwin

Boston Burr Ridge, IL  Dubugue, 1A Madison, Wl New York San Francisco  St. Louis
Bangkok Bogotd Caracas Kualalumpur Lisbon London Madrid Mexico City
Milan Montreal New Delhi Santiago Seoul Singapore Sydney Taipei Toronto



Table of Contents

1 The Pay Model 1 1. Does the Research Measure Anything
Useful? 20

Compensation: Definition, Please? 2 2. Does the Study Separate Correlation

Society 2 from Causation? 20
Stockholders 3 3. Are There Alternative

Managers 4 Explanations? 21

Employees 6 Your Turn: Glamorous Internships? Or
Global 7

House Elves? 23
Forms of Pay 7

Cash Compensation: Base Wage 8 2 Strategic Perspectives 25

Cash Compensation: Merit Pay/Cost of
¢ Living Adjustments 9
" .. Cash Compensation: Incentives 9
Long-Term Incentives 10
Benefits: Income Protection 10
Benefits: Work/Life Focus 11
Benefits: Allowances 11
Total Earnings Opportunities: Present
Value of a Stream of Earnings 11
Relational Returns from Work 12
APay Model 12
Strategic Compensation
Objectives 12
Four Strategic Policies 15
Pay Techniques 17
Book Plan 18 '
Caveat Emptor—Be an Informed
Consumer 19

Strategic Perspectives 29
Support Business Strategy 29
Which Pay Decisions Are Strategic? 32
Stated versus Unstated Strategies 33
Steps to Develop a Total Compensation
Strategy 34
Step 1: Assess Totat Compensation
Implications 35
Step 2: A Total Compensation
Strategy 41
Steps 3 and 4: Implement and
Reassess 41
Source of Competitive Advantage:
Two Tests 41
Adding Value 41
Difficuit to Imitate 42
Basic Issue: Does “Best Fit” Pay Off? 43
“Best Practices” 44



iv Contents

So What Matters Most? Best Practices, or
Best Fit? 44

Still Maybe after All These Years 46

So What's the Deal? 48
" Transactional and Relational
Returns 49

Your Turn: Difficult to Copy: Not! 53
Your Turn: Ethics in Compensation 53

PArRTI

Internal Alignment: Determining the
Structure

3 Defining Internal Alignment 57

Compensation Strategy: Internal
Alignment 359

Supports Work Flow 59

Supports Fairness 61

Directs Behavior toward Organization
Objectives 62

What Shapes Internal Structures? 62

External Factors: Economic
Pressures 64

"External Factors: Government Policies,
Laws, and Regulations 64

External Factors: Stakeholders 65

External Factors: Cultures and
Customs 66

Organization Factors: Strategy 66

Organization Factors: Human
Capital 66

Organization Factors: Design of Work
67

Organization Factors: HR Policies 67

Internal Labor Markets: Combining
External and Internal Forces 67

.Employee Acceptance: A Key

Factor 69
Structures Vary 69
Levels 69

Differentials 70
Criteria: Job- or Person-Based 72

Strategic Choices in Designing Internal
Structures 72
Tailored versus Loosely Coupled 72
Egalitarian versus Hierarchical 73
Career Path Differentials 75
Consequences of Alignment 76
Efficiency: Competitive
Advantage 77
Fairness 78
Compliance 78
What the Research Tells Us 79
Equity Theory 79
Tournament Theory 79
Institutional Model: Copy Others 81
Which Structure Fits Best? 81
Your Turn: So You Want to Lead the
Orchestra! 84

Job Analysis 87

Similarities and Differences Form the
Internal Structure 89
Structures Based on Jobs or People 89
Job-Based Approach: Most
Common 91
Why Perform Job Analysis? 91
Job Analysis Procedures 92
What Information Should Be
Collected? 93
Job Data: Identification 95
Job Data: Content 96
Employee Data 97
“Essential Elements” and the Americans
with Disabilities Act 100
Level of Analysis 101
How Can the Information Be
Collected? 102
Conventional Methods 102
Quantitative Methods 103
Who Collects the Information? 103
Who Provides the Information? 106
How to Resolve Discrepancies? 107
Job Descriptions Summarize the Data 108
Describing Managerial/Professional
Jobs 108
Verify the Description 110



Job Analysis: Bedrock or Bureaucracy? 111
Judging Job Analysis 112
Reliability 112
Validity 113
Acceptability 113
Practicality 114
A Judgment Call 114
Your Turn: 3M’s Dual Ladders 116
Your Turn: Job Analysis 117

Evaluating Work: Job
Evaluation 119

Job-Based Structures: Job Evaluation 120
Defining Job Evaluation: Content, Value,
and External Market Links 122
Content and Value 122
Linking Content with the External
Market 123
“Measure for Measure” versus “Much
Ado about Nothing™ 123
Major Decisions 124
Establish the Purpose 124
Single versus Multiple Plans 125
Choose among Methods 125
Ranking 125
Classification 126
The Federal Government’s General
© ' Schedule 127
* Point Method 129
Conduct Job Analysis 131
Determine Compensable Factors 131
Scale the Factors 137
Weight the Factors According to
Importance 139
Criterion Pay Structure 139
Apply to Nonbenchmark Jobs 140
Who Should Be Involved? 141
The Design Process Matters 141
Appeals/Review Procedures 142
“I Know I Speak for All of Us When I
Say I Speak for All of Us” 142
The Final Result: Structure 143
Balancing Chaos and Control 143
Your Turn: Job Evaluation for the
State 147

6 Person-Based Structures 153

Person-Based Structures: Skill Plans 154
Types of Skill Plans 156
Purpose of the Skill-Based Structure 157
Skill Analysis 159
What Information to Collect? 159
Whom to Involve? 161
Establish Certification Methods 161
Research on Skill-Based Plans 164
Person-Based Structures: Competencies 165
Defining Competencies 167
Purpose of the Competency-Based
Structure 169
Competency Analysis 170
Objective 171
What Information to Collect? 171
‘Whom to Involve? 173
Establish Certification Methods 174
Research on Competencies 175
One More Time: Structure 179
Administering the Plan 179
Results: How Useful? 180
Reliability of Job Evaluation
Techniques 180
Validity/Usefulness 180
Acceptability 181
Bias in Internal Structures 181
The Perfect Structure 184
Your Turn: Targeting Teachers Pay 188

Part 11

External Competitiveness:
Determining the Pay Level

7 Defining Competitiveness 193

Compensation Strategy: External
Competitiveness 195

Control Costs 196

Attract and Retain Employees 196
What Shapes External Competitiveness? 198
Labor Market Factors 198

How Labor Markets Work 200

Labor Demand 202



Marginal Product 202
Marginal Revenue 202
Labor Supply 204
Modifications to the Demand Side 204
Compensating Differentials 205
Efficiency Wage Theory 206
Signaling 207
Modifications to the Supply Side 208
Reservation Wage 208
Human Capital 203
Job Competition 209
Product Market Factors and Ability
to Pay 210
A Dose of Reality: What Managers
Say 211 :
Organization Factors 212
Industry 212
Employer Size 212
People’s Preferences 213
Organization Strategy 213
Relevant Markets 213
Occupations 214
Geography 214
Product Market Competitors 214
Defining the Relevant Market 216
Competitive Pay Policy Alternatives * 216
‘Pay with Competition (Match) 217
Lead Policy 218
Lag Policy 219
Flexible Policies 219
Which Policy Achieves Competitive
Advantage? 222
Pitfalls of Pies 222 N
Consequences of Pay Level and Mix
Decisions 223
Efficiency 223
Fairness 224
. Compliance 225
Your Turn: Sied Dog Software 227
Your Turn: Managing a Low-Wage, Low-
Skill Workforce 227

Designing Pay Levels, Mix, and Pay
Structures '

Major Decisions 231
Set Competitive Pay Policy 231

The Purpose of a Survey 232
Adjust Pay Level—How Much to
Pay? 232
Adjust Pay Mix—What Forms? 232
Adjust Pay Structure? 232
Special Situations 233
Estimate Competitors’ Labor
Costs 233
Define Relevant Market Competitors 234
Fuzzy Markets 236
Design the Survey 237
Who Should Be Involved? 237
How Many Employers? 238
Which Jobs to Include? 241
What Information to Collect? 245
Interpret Survey Results and Construct a
Market Line 250
Verify Data 250
Statistical Analysis 255
Update the Survey Data 257
Construct a Market Pay Line 258
Combine Internal Structure and External
Market Rates 261
Set Competitive Position: The Pay Policy
Line 262
Set Competitive Positions: Grades and
Ranges 262
Why Bother with Grades and
Ranges? 263
Develop Grades 263
Establish Range Midpoints, Minimums,
and Maximums 264
Overlap 265
Set Competitive Position: Broad Banding
265
Balancing Internal and External Pressures:
Adjusting the Pay Structure 269
Reconciling Differences 269
Market Pricing 270
Review 271
Your Turn; Word-of-Mouse: Dot-Com
Compensation Comparisons 273
Appendix 8-A: Statistics to Calculate a
Market Line Using Regression
Analysis 274



PAarT III

Employee Contributions: Determining
Individual Pay

9

10

Pay for Performance:
The Evidence 279

What Behaviors Do Employers Care
About? Linking Organization Strategy
to Compensation and Performance
Management 280

What Does It Take to Get Employees to
Behave in Desired Ways? What
Motivation Theory and Research
Says - 283

What Does It Take to Get Employees to
Behave in Desired Ways? What
Compensation People Say 288

Total Reward System 288

Does Compensation Motivate Behavior?
General Comments 292

Does Compensation Motivate Behavior?
Specific Comments 293

* Do People Join a Firm because

of Pay? 293

Do People Stay in a Firm (or Leave)
because of Pay? 294

Do Employees More Readily Agree to
Develop Job Skills because
of Pay? 296

Do Employees Perform Better on Their
Jobs because of Pay? 296

Designing a Pay-for-Performance Plan

Efficiency 300

Equity or Fairness 301

Compliance 302

Your Turn: Clinton Pharmaceutical 304

Pay-for-Performance Plans 307

What Is a Pay-for-Performance Plan? 308
Does Variable Pay Improve Performance
Results? The General Evidence 309
Specific Pay-for-Performance Plans: Short
Term 309
Merit Pay 309

11

Lump-Sum Bonuses 311
Individual Spot Awards 311
Individual Incentive Plans:
Types 312
Individual Incentive Plans: Advantages
and Disadvantages 316
Individual Incentive Plans:
Examples 316

Team Incentive Plans: Types 317

Comparing Group and Individual
Incentive Plans 323
Team Compensation 323
Gain-Sharing Plans 325
Profit-Sharing Plans 331
Earnings-at-Risk Plans 332
Group Incentive Plans: Advantages and
Disadvantages 333
Group Incentive Plans:
Examples 333

Explosive Interest in Long-Term

Incentives 334
Employee Stock Ownership Plans
(ESOPs) 335
Performance Plans (Performance Share
and Performance Unit) 337
Broad-Based Option Plans
(BBOPs) 337

Your Turn: Understanding Stock

Options 340

Appendix 10-A: Gain Sharing at Dresser

Rand 342

Appendix 10-B: Profit Sharing at 3M 345

Performance Appraisals 353

The Role of Performance Appraisals in

Compensation Decisions 354

Common Errors in Appraising

Performance 355

Strategies to Better Understand and

Measure Job Performance 357
Strategy One: Improve Appraisal
Formats 358
Strategy Two: Select the Right
Raters 367



Strategy Three: Understand Why Raters
Make Mistakes 369
Training Raters to Rate More
Accurately 373
Putting It Ail Together: The Performance
Evaluation Process 374
Equal Employment Opportunity and
Performance Evaluation 377
Tying Pay to Subjectively Appraised
Performance 379
Performance- and Position-Based
Guidelines 381
Designing Merit Guidelines 381
Promotional Increases as a Pay-for-
Performance Tool 382
Your Turn: Policy Implications of Merit
Pay Guides 385
Appendix 11-A: Sample Appraisal Form for
Pfizer Pharmaceutical 387

PART IV

Employee Benefits

.12 The Benefits Determination
Process 423

Why the Growth in Employee
Benefits? 426
Wage and Price Controls 426
Unions 426
Employer Impetus 426
Cost Effectiveness of Benefits 426
Government Impetus 426
The Value of Employee Benefits 427
Key Issues in Benefits Planning, Design,
and Administration 429
Benefits Planning and Design
' Issues 429
- . Benefits Administration Issues 430
Components of a Bernefits Plan 434
Employer Preferences 434
Employee Preferences 438

13

Administering the Benefits Program 440
Employee Benefits
Communication 441
Claims Processing 446
Cost Containment 446
Your Turn: Mondaille Hydraulics 449

Benefits Options 455

Legally Required Benefits 456
Workers’ Compensation 456
Social Security 460
Unemployment Insurance 463
Family and Medical Leave Act 465
Consolidated Omnibus Budget

Reconciliation Act
(COBRA) 465
Retirement and Savings Plan
Payments 465
Defined Benefit Plans 466
Defined Contribution Plans 467
The Employee Retirement Income
Security Act 469
Life Insurance 471
Medical and Medically Related
Payments 471
General Health Care 471
Health Care: Cost Control
Strategies 474
Short-and Long-Term Disability 476
Dental Insurance 476
Vision Care 477

Miscellaneous Benefits 477

Paid Time off during Working

Hours 477
Payment for Time Not Worked 477
Child Care 478
Elder Care 479
Domestic Partner Benefits 479
Legal Insurance 480

Benefits for Contingent Workers 480

Your Turn: Romance Novels, Inc. 483

Appendix 13-A: The Top Ten Companies in

Employment Benefits 485



PARTV

Extending the System

14 Compensation of Special Groups 491

Who Are Special Groups? 492
Compensation Strategy for Special
Groups 492
Supervisors 492
Corporate Directors 494
Executive Compensation 494
Compensation of Scientists and
Engineers in High-Technology
Industries 502
Sales Force Compensation 505
Compensation for Contingent
Workers 509
Compensating Dot-com Employees 511
Your Turn: Compensation of Special
Groups 513

15 Union Role in Wage and Salary

Administration 515

The Impact of Unions in Wage
Determination 517
Union Impact on General Wage
Levels 517
- The Structure of Wage Packages 519
Union Impact: The Spillover Effect 521
Role of Unions in Wage and Salary
Policies and Practices 521
Unions and Alternative Reward Systems 525
Lump-Sum Awards 525
Employee Stock Ownership
Plans 526
Pay-for-Knowledge Plans 526
Gain-Sharing Plans 527
Profit-Sharing Plans 527
Your Turn: General Technology 529

16 International Pay Systems 531

Managing Variations:
The Global Guide 534
The Social Contract 537

Culture 539
Culture Matters, but So Does Cultural
Diversity 541
Trade Unions and Employee
Involvement 542
Ownership and Financial Markets 544
Managerial Autonomy 546
Comparing Costs 547
Standard of Living: Basket of Goods
versus Big Mac 548
Comparing Systems 550
The Total Pay Model:
Strategic Choices 550
National Systems 551
Japanese National System 551
Total Compensation in Japan 551
German National System 557
Strategic Comparisons: Japan, Germany,
US. 560
Strategic Market Mindset 562
Localizer: “Think Global, Act
Local” 562
Exporter: “One Size Fits All” 563
Globalizer: “Think and Act Globally
and Locally” 563
Expatriate Pay 564
Elements of Expatriate Compensation 566
The Balance Sheet Approach 568
Expatriate Systems — Objectives?
Quel Dommage! 571
Borderless World — Borderless Pay?
Globalists 3572
Are We Global Yet? 573
Your Turn: International Compensation 575

PARrT VI

Managing the System

Government and Legal Issues in
Compensation 583

Government as Part of the Employment
Relationship 584



18

Fair Labor Standards Act of 1938 586
Minimum Wage 587
“Living Wage” 590
Hours of Work 591
Child Labor 594
Prevailing Wage Laws 595
Pay Discrimination: What Is It? 595
The Equal Pay Act 596
Definition of Equal 597
Skill, Effort, Responsibility, Working
Conditions:; Definitions 597
Factors Other than Sex 598
Reverse Discrimination 599
Title VII of the Civil Rights Act of 1964,
Civil Rights Act of 1991 600
Pay Discrimination and Dissimilar Jobs 601
Proof of Discrimination: Use of Market
Data 602
Proof of Discrimination: Jobs of
“Comparable Worth” 603
The Earnings Gap 604
Differences in Occupational
Attainment 604
Differences in Personal Work-Related
Characteristics 607
-Differences in Industries and Firms 608
Differences in Contingent Pay 610
Differences in Union Membership 610
Presence of Discrimination 610
Global Gap 611
Comparable Worth. 612
The Mechanics 613
Union Developments 615
A Proactive Approach 615
Your Turn: Conducting an OFCCP
 Audit 618
Your Turn: Levi Strauss 618

Budgets and Administration 619

. Administration and the Total Pay

Model 621

Managing Labor Costs 622
Controlling Employment; Head Count
and Hours 622
Controlling Average Cash
Compensation 624
Control Salary Level: Top Down 624
Current Year’s Rise 625
Ability to Pay 625
Competitive Market 625
Turnover Effects 626
Cost of Living 626
Rolling It All Together 628
Control Salary Level: Bottom Up 629
Managing? Or Manipulating? 631
Inherent Controls 633
Range Maximums and Minimums 633
Compa-Ratios 634
Variable Pay 634
Analyzing Costs 635
Communication: Managing the
Message 636
Say What? 639
Participation: Beliefs, Payoffs, and
Practices 641
Pay: Change Agent in Restructuring 641
Structuring the Compensation
Function 642
Centralization-Decentralization 642
Flexibility within Corporatewide
Principles 643
Reengineering and Outsourcing 643
Controls as Guidelines: Let (Thoughtful)
Managers Be Free 644
Your Tumn: Two Harbors Teachers 646
Appendix 18-A: CompensationWebsites
647

Glossary 653
Name Index 673
Subject Index 677



