Chap 10
Strategic Reasons for Incentive Plans:
Variable Pay (incentive plans):
· Tying pay to some measure of individual, group, or organizational performance 
· Establish performance threshold that employee must reach to qualify for incentive payments 

Incentive plans as Links to Organizational Objectives:
· Link compensation rewards to organizational goals and strategy 
· Employees assume “ownership” of job, thereby improving efforts and overall job performance 
· Encourages employee to put out more effort 
· Attract and maintain top performing employees 
· Success of incentive program depends on:
· Identifying important organizational metrics by which to measure employee performance
· A customized incentive plan that effectively measures employee outpt and rewards exceptional employee performance
· Don’t always work. 
· Fail to satisfy employee expectations for pay gains 
· Failed to give adequate attention to the design and implementation of plan leaving employees confused about how incentive payments are calculated 
· Employees have little ability to affect performance standard
· More likely to work when morale is high,  employees believe they are being treated fairly, and there is harmony between employees and management

Requirement for a Successful Incentive Plan
· Employees must have desire for the plan, influence by how successful management is at in introducing plan and convincing employees of benefits
· Employees must be able to see clear connection between incentive payments and job performance (objective quality/quantity standards to judge by)
· Need commitment from employees to meet the standards, requires mutual trust and understanding b/w emp and supervisors thru open 2 way cahnnels of communication
· Should not been seen as entitlement, should be viewed as a reward that must be earned through effort
· Clearly and continuously communicated to employees  and evaluation of program

From class:
Successful Incentive plans:
- Employees have a desire for an incentive plan
- Employees are encouraged to participate
- Employees see a clear connection between the incentive payments they receive and their job performance
- Employees are committed to meeting the standards
- Standards are challenging but achievable

Setting performance measures:
· Measurement key to success because it communicates the importance of goals 
· What gets measured and rewarded gets attention 
· Ex: Goal is leader in quality: focus should be on customer satisfaction, timeliness, or being error free
· Failure can often be traced to the choice of performance measures, measures should be quantitative, simple and structured to show a clear relationship to improved performance
· Must consider extent that employee can actually influence the measurement
· Guard against “ratcheting up” performance goals by continually trying to exceed previous results, leads to emp frustration and perception that standards are unattainable, results in mistrust of management and backlash against incentive program

Administering incentive plans: 
3 important points related to effective administration of incentive plans:
1. Effective when incentives are based on actual differences in individual, team, or organizational performance.  Allowing incentive to become pay guarantees eliminates the motivation intent of the incentive. Purpose is to motivate performance.
2. Annual salary budgets must be large enough to reward and reinforce exceptional performance. When compensation budgets are set to ensure that pay increases to not exceed certain limits, constraints may prohibit rewarding outstanding individuals or group performance
3. Overhead costs associated with plan implementation and administration must be determined/controllable. Can include cost of establishing performance standards and the added cost of record keeping. The time consumed in communicating the plan to employees, answering questions, and resolving any complaints about it must also be added to these costs. 

Individual Incentive Plans
· Must be flexible, many factors can impact the choice of incentive pay programs (technology, job duties, org goals)
· Can be determined by things like # of units produced, achievement of goals, productivity improvements 
Piecework:
· Straight piecework:
· Employees receive a certain rate for each unit produced
· Differential piece rate:
· Employees whose production exceeds the standard amount of output receive a higher rate for all of their work than the rate paid to those who do not exceed the standard amount
· Simple to compute, can predict labour costs with considerable accuracy, since costs are same for each unit of output 
· More likely to succeed when:
· Units of output can be measured readily
· The quality of product is less critical
· The job is fairly standardized and a constant flow of work can be maintained 
· Computing it: $12.75 and hour, 12 minutes for each unit.. 5 units per hour so each units piece rate is $2.55 (12.75/5)
· Drawbacks:
· May not be effective motivator
· Peers can disapprove of increase in other peoples output (rate busting) so people avoid exerting max effort because peer approval outweighs their desire for money 
· Jobs where individual contributions are hard to measure or where the work is mechanized so employees have little control over output not suited for piecework
· Innappropriate when:
· Quality is more important than quantity 
· Technology changes are frequent
· Productivity standards are difficult to develop

Standard Hour Plan:
· Sets rates based on the completion of a job in a predetermined standard time for completing a job
· If employee finishes work in less than expected time, their pay is still their hourly rate times the standard time
· Ex: take 5 hours to install engine, emp does it in 4, pay is till hourly wage X 5 hours
· Quality can suffer as employees rush their work
· Common among long-cycle operations or jobs or tasks that are non-repetitive and require variety of skill

Bonuses:
· Incentive payment that is given to an employee beyond their normal base wage
· More pay for exerting greater effort, but still have security of base wage
· Common among managerial and executive employees
· May be determined on basis of cost reduction, quality improvement, or performance criteria established by org
· Spot Bonus:
· An unplanned bonus given for employee effort unrelated to an established performance measure 

Merit Pay:
· Links an increase in base pay to how successfully an employee performs his or her job
· Normally given on the basis of an employee having achieved some objective performance standard, superiors subjective evaluation plays large role
· Must be 7-9% increase to be motivating
· Strategic compensation policy must differentiate between outstanding, good and average performance
· Problems:
· Can be continued year after year, even when performance declines, and employees see it as a entitlement, unrelated to their performance
· Can be increases based on seniority or favoritisms
· Women receive less than men in merit pay
· Can create feelings of pay inequity
· Merit Guidelines:
· Guidelines for awarding merit raises that are tied to performance objectives 

Lump-sum Merit Pay:
· Lump-sum Merit Program:
· Program under which employees receive a year-end merit payment, which is not added to their base pay, at time of a review
· Provide clear link between pay and performance  
· Will have to adjust base salaries upward after a certain period of time

Incentive Awards and Recognition
· Pay-for-performance compensation strategy 
· Recognizes productivity gains, special contributions or achievements, and service to the org
· Popular non-cash awards include merchandise, theatre/sports tickets, vacations, gift cards
· Non-cash rewards most effective as motivators when paired with a meaningful employee recognition program.
· Not so much recognizing them for their efforts, but letting them know they are valued and appreciated 
· Should support business goals and objective EX: quality improvement is the goal, recognition needs to be tied to those behaviours that further the achievement of quality 

Sales Incentives
Unique Needs of Sales Incentive Plans:
· Complicated due to wide range of sales jobs
· Performance standards are difficult to develop due to the different nature of each job and because their performance is often affected by external factors beyond their control (economic/seasonal fluctuations, sales competition, change in demand, nature of the sales territory) So sales volume alone may not be an accurate indicator of the effort salespeople have exerted 
· Managers also confronted with the problem of how to reward extra sales effort and at the same time compensate for activities that do not contribute directly/immediately to sales 
· Sales employees must also have some degree of income stability 
Types of sales incentives:
· Straight Salary Plan:
· Permits salespeople to be paid for performing various duties that are not reflected immediately in their sales volume 
· Allows them to devote more time on providing services and building up the goodwill of customers without jeopardizing income
· Straight Commission Plan:
· A compensation plan based on a percentage of sales 
· Maximum incentive, easy to understand 
· Encourage aggressive sales 
· Draw: cash advance that must be paid back as commissions are earned 
· Combined salary and commission plan:
· A compensation plan that includes a straight salary and a commission
· Salary plus bonus plan
· Compensation plan that pays a salary plus a bonus achieved by reaching targeted sales goals 

Incentives for Professional Employees 
· Ex: Engineers, Scientists, Attorneys
· In some instances they cant advance beyond a certain point unless they take on an administrative role, this can cause org to lose a good professional and gain a poor administrator 
· To avoid this some orgs have extended salary range for professional positions to equal that for administrative position
· Double track wage system where professionals who do not want an administrative position still have the opportunity to earn comparable salaries 

The Executive Pay Package
5 Basic components:
1. Base salary
· 30-40% of total annual compensation, largest portion received in long-term incentive
· Levels of competitive salaries have greatest influence on exec base salaries
· Competitive benchmarking, comparisons based on org size, sales volume, or industry grouping

2. Short-term incentives/bonuses
· Main element is annual bonuses
· Usually paid in cash, keeping with the pay-for-performance strategy 
· Providing reward soon after the performance links it to the effort on which it is based, 
· Deferred bonuses are used for source of retirement benefits or to supplement a regular pension plan
· Based on individuals contribution to the org
· Percentage of company’s total profits
· Percentage of profits in excess of a specific return on stockholders investments 
· Performance ratings or achievement of specific objectives
· Balanced Scorecards: 
· Ties operational yardsticks to traditional financial gauges when computing exec pay, yardsticks may measure thinkgs like customer satisfaction, ability to innovate, product/service leadership
3. Long-term incentives or stock plans 
· Stock options primary LT incentive for executives (rights granted to execs to purchase shares of the org at an established price for a fixed period of time)
· Main reason being that managers will have significant stake in the success of the business 
· Connect pay to long term performance measures, rather than ST success
4. Benefits
· Benefits package may parallel one offered to other groups of employees
· Programs for extended health insurance, life insurance, retirement pland and vacations are common
· Execs benefits are broader in covereage and free of charge
5. Perquisites 
· Special nonmonetary rewards given to executives; often referred to as perks
· Demonstrates execs importance to the org
· Pecking order, conveys authority, “badge of merit”
· Can be viewed as wasteful spending and overly lavish
· Can sometimes save time (private jet) and maintain health (spas, health clubs) cost of perks should be weighed against added efficiency and managerial effectiveness they create 

Executive Compensation: Ethics and Accountability
· Large differences between executive and employee pays can threated the credibility of leadership, especially when execs fire thousands of workers and their companies underperform
· Highly criticized 
· Corporate compensation committees justify big bonuses in the following ways:
· Large financial incentives are a way to reward superior performance
· Business competition is pressure filled and demanding 
· Good executive talent is in great demand
· Effective executives create shareholder value 

Group Incentive Plans
· Emphasis on cost reduction and quality management has led many orgs to implement group incentive plans 
· Allows employees to share in the benefits of improved efficiency 
· Cooperative rather than individualistic spirit
Team Compensation
· Team incentive plans:
· Compensation plan in which all team members receive an incentive bonus payment when production or service standards are met or exceeded
· Seek to establish psychological climate that fosters team member cooperation and a collective desire to fulfill goals/objectives
· Hard to establish since not all teams are alike 
· Each team needs a specific pay structure to function at its peak
· 3 Step approach:
1. Set performance measures
2. Determine size of incentive bonus 
3. Payout formula is established and explained to employees, distributed evenly in proportion to base pay or on basis of contribution to the team
Gainsharing Incentive Plans’
· Programs under which both employees and the organization share financial gains according to a predetermined formula that reflects improved productivity and profitability 
· Math formula, compares baseline of performance to actual productivity, when productivity (ratio of outputs to inputs) exceeds baseline an agreed-on savings is shared with employees 
· Increase in productivity is gained when:
· Greater output is obtained with less/equal input
· Equal production output is obtained with less input 
· Scanlon Plan:
· Emphasizes participative management and encourage cost reduction by sharing with employees any savings resulting from the reductions
· Improshare:
· Based on number of finished goods that the employee work teams complete in an established period 


Enterprise Incentive Plans
· Differ from individual and group plans in that all orgs memebers participate in the plans compensation payout 
· Rewards employees on the basis of success of the org over period of time (one year)
· “Culture of ownership” through cooperation and teamwork among all members 
Profit-Sharing Plans
· Profit Sharing:
· Any procedure by which an employer pays, or makes available to all regular employees, in addition to base pay, special current or deferred sums based on the profits of the enterprise 
· Opportunity to increase earnings by contributing to the growth of org
· Stimulate employees to think and feel more like partners in the enterprise and concern themselves with welfare of org as a whole
· Variations in profit sharing:
· Differ in proportion of profits shared with employees and in the distribution and form of payment (5-50%, usually 20-25%)
· Equal basis or or based on regular salaries or by some formula that considers seniority/merit 
· Payments dispersed in cash, deferred or made on the basis of combining the tow forms of payment 
· Weaknesses of profit sharing
· Savings can be results of factors over which employees have no control (economic conditions, inventory speculation)
· Loses can occur when employee contributions have been at maximum
· Payments only made once a year or deferred to retirement can reduce motivational value 
Employee Stock Option Plans
· Prevalent method of motivating and compensating hourly employees, as well as salaried execs and personnel 
· By allowing employee to purchase stock, org hopes that will increase productivity, assume partnership role in the org, and thus cause the stock price to rise. 
· Grant right to purchase specific # of stocks at guaranteed price (the option price, usually at fair market value) during designated time. 
· Criticism focuses on the extravagance of executive stock option plans and dubious corporate accounting procedures 
Employee Stock Ownership Plans (ESOPS)
· Stock plans in which an org contributes shares of its stock to an established trust for the purpose of stock purchases by employees (stock plans in which employees can acquire shares in the firm that employees them)
· 3 types:
· Employee stock bonus plan:
· Simplest, employer provides company shares to employees at no cost to the employee by just granting them or by linking the granting to some kind of performance pay plan
· Employee stock purchase plan
· Allows employees to purchase shares but not pay full market price 
· Employee stock option plan
· Employees are given the option to purchase shares in the company at some future date, at a set price, which they would exercise if the market price rises to exceed this price
· Advantages of ESOPs:
· Increase employee pride of ownership in org, providing incentive for them to increase productivity and help the org prosper/grow
· Employees interested in how the company is managed and hold managers to higher/different performance standards
· No required cash payouts 
· For employees, it is a form of saving for retirement… can even become millionaires 
· Problems:
· Better for publicly held companies than private, private has potential inability to pay back the shares of employee when they retire, no alternative of disposing shares on the open market, so when shares fall so does employees retirement plan
· More retirement comes from these plans, the more dependant pensioner becomes on price of company shares, vulnerable to stock market fluctuation
· Demotivated if share price fall
· Productivity gains not guaranteed
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