. WORKING PAPER SERIES - 131

ALTERNATIVE PAY SYSTEMS

by
Daniel J.B. Mitchell*

*Daniel J.B. Mitchell
Director
Institute of Industrial Relations
Uik AN
Los Angeles, California 90024-1496
(213) 825-4339

and
Professor

Graduate School of Management
UsCalEaA,

DRAFT: > August 1987

INSTITUTE OF INDUSTRIAL RELATIONS
UNIVERSITY.OF ,CALIFORNIA.

LOS ANGELES



CHAPTER 4

Alternative Pay Systems

Draft chapter of 'Human Resource Management: An Economic Approach"

(©) Daniel J.B. Mitchell 1987

richap4.hrm



Chapter 4: Alternative Pay Systems
I. The Basic Alternatives.

i. The Derived Demand for Labor.

ii. Time, Incentive, and Share Systems.

iii. Empirical Evidence: Time vs. Incentive
Systems.

iv. A Union Influence?

v. The HRM Influence.

I11. Time-Based Systems.

i. Time Units and Employment Stability.
ii. Varying Hourly Pay Rates.

I1I. Incentive Pay Systems.

i. Incentive Design.
ii. Quality and Contingency.
iii. Incentives and the Ongoing Employment
Relationship.
iv. Discontinuities in the Productivity/Pay
Relationship.

IV. Share Systems.
i. Productivity Gain Sharing Plans.

The External Market and Productivity Gain
Sharing. \

Hiring Plans: Employer vs. Worker Interests.
Macroeconomic Benefits of Productivity Gain
Sharing.

Stakeholders and Productivity Gain Sharing.

ii. Profit Sharing.

Empirical Evidence.

Union Wage Concessions_and Profit Sharing.
The Influence of Tax Preferences.

The Conventional HRM View of Profit Sharing.
The Macroeconomic Side of Profit Sharing.
Stakeholders and Profit Sharing.

iii. Employee Stock Ownership Plans.

Redistributing Wealth Through ESOPs.

Tax Subsidies to ESOPs.

Is the ESOP Game Honestly Played?

The Incidence of ESOPs and their Future.




Chapter 4: Alternative Pay Systems

In the previous chapter the concept of pay for performance
was discussed. It was noted that employers often use evaluation
systems to measure employee contribution to firm output, and then
reward superior employees with pay increases, bonuses, and other
economic benefits. However, it turned out to be easier to
endorse the general concept of pay for performance than to

implement it.

Use of performance appraisals requires the employment of an
appraiser, typically a supervisor. Not only is there a direct

cost involved when an appraiser is employed, but there is also a

potential for incorrect appraisals. The previous chapter noted
that the incentives surrounding supervisors often tend to
undermine accurate employee evaluations. Thus, use of a

discretionary monitoring system involves costs of error as well

as the direct expense of retaining the monitor.

Since monitoring/supervising is expensive, it has 1long been
the goal of employers to develop a cheaper alternative.

Sometimes the recruitment process can be used to seek an

alternative. For example, employers can try to select candidates
for employment who appear "self motivated” or who can "work
without direction."” But searching for such persons is itself

expensive and, in any case, without monitoring, the employer will



not be able to tell if individuals who seemed self motivated in

fact act that way once on the job.

One possibility, which was mentioned in the previous
chapter, is to build incentives into the pay system so that
employees will be rewarded automatically for desirable behavior.
Much of the Scientific Management movement of the early part of
this century involved the development of appropriate incentives.
And even today, writers and consultants in the HRM field will
sometimes make glowing (if wuncritical) comments about‘ what
incentive pay can accomplish. Witness the following excerpt from

a recent HRM text:

"There are no losers with incentive pay systems. The
organization gains through cost reductions, increased
productivity and improved employee attitudes. The long-run

benefits are increased productivity and organizational survival.
Eventually, depending upon the performance variables wused in the
incentive pay system, other results occur such as an increase in
sales due to employees’ ideas to improve the utility of a product
or service.

"Customers also benefit from incentive pay systems through
lower prices, better quality products and services, and improved
product features. The lower prices result from productivity and
efficiency improvements...

"Stockholders also gain through incentive pay system by
sharing in some of the productivity and efficiency increases.
Stockholders benefit through increased dividends and an
appreciation in the price of their stock... Citizens or taxpayers
gain in public organizations through an improvement in service
and lower taxes and fees."?

The difficulty with such views 1is not that they are

necessarily wrongs; quite the contrary. Incentive pay systems can
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be useful in some circumstances. But incentives, like
performance appraisals, have their pitfalls. They often do not
turn out to be cheaper and more effective than conventional

systems of pay.

1. The Basic Alternatives.

Generally, employees do not make formal contracts with their
employers when they are initially hired. Even where employers
are unionized, the written contract which 1is negotiated is
between the union and the employer and not with the individual
worker. However, the absence of a written contract does not mean
that the employee/employer relationship 1is a simple one. In
fact, when an employee 1is hired, a complex (although implicit)

exchange is arranged.

i. The Derived Demand for Labor.

The employer’s demand for labor is what economists call a
"derived demand." That 1is, with the possible exception of
certain personal service occupations (some of which are better
left unnamed!), the employer does not directly "enjoy" the labor
being hired. Rather, labor services which are purchased are a
means to an end. Labor is an input to the production process and
from the resulting production flows the employer’s profits.

Thus, what the employer wants is not the employee’s mere presence



at the work site (although that 1is a prerequisite), but rather

the employee’s presence combined with productive activity.‘

It is not just worker time which is being bought but time
and what can be generally described as "effort." Thus, when the
employee accepts a job offer, he/she 1is implicitly agreeing to
both the sacrifice of "leisure” time and a willingness to take
direction and meet standards. Those who argue for incentive pay
systems are basically proposing that since the employer isibuying
more than just time, the pay system should reflect more than time

alone in providing rewards.

Apart from just output and productivity, employers may want
"loyalty" from employees. Loyalty can be interpreted 1in various
ways; e.g., not "bad mouthing” the company’s products or services
but instead boosting their reputation, not giving away trade
secrets to competitors, etc. However, also included under the
loyalty label is a commitment to remain with the company for some

indefinite period.

Loyal employees reduce hiring and turnover costs for the
firm. It is for this reason that employers are often reluctant
to hire employees whose resumes are suggestive of "opportunistic®
job hoppers. A job hopper may not remain with the firm long
enough to permit a recoupment of the firm’s investment in that

employee.



ii. Time, Incentive, and Share Systems.

Given the employer objectives of obtaining a productive and
loyal workforce, various compensation systems suggest themselves.
First is the time-based system. Under such a system, workers are
paid based on time on the job. However, as the previous chapter
showed, time systems are often combined with subjective
performance appraisals and related merit plans. Thus, workers

are not literally being paid merely to make an appearance.

A second option is an explicit incentive system. Under
incentive plans, pay (or a portion of pay) is automatically tied
to the achievement of some tangible objective such as a level of
production by the individualy employee. In cases where the
employee is part of a work team, the incentive payment may be

linked to group achievement rather than individual performance.

Finally, there 1is a third category of "share" systems.
Under these plans, the employee benefits from the overall
performance of the establishment or enterprise. Since the
individual’s contribution to the overall establishment or

enterprise is likely to be small, such share arrangements are
often viewed by HRM specialists as loyalty generators rather than

as direct productivity incentives.



iii. Empirical Evidence: Time vs. Incentive Systems.

Table 1 shows the incidence of time and incentive pay
systems for various occupational groups, based on a sur#ey of
private and public employers. It is apparent from the tablle that
incentive systems are not the norm. To the contrary,; only two
groups give evidence of any significant coverage by incentive
plans: plant/service occupations and sales occupations. Even
among these two classifications, however, only a small minority
of the employers surveyed reported using either individual or

group incentive systems.

It is not surprising that plant/service and sales workers
should be more likely to be covered by incentive plans than‘other
employees. In both cases, a measure of output is co@monly
available which 1is subject to measurement and verification.
Plant/service workers often are employed in manufacturing
establishments which produce tangible, countable outputs.
(Within manufacturing, 18%4 of employers responding reported that
they had individual incentives covering plant/service workers; 8%

reported group incentives).

For sales workers, there is an additional reason for use of

incentives. O0Often sales workers are employed in situations where



Table 1

Percentage of Employers Reporting Alternative
Time and Incentive Pay Systems, 1980

Plant/ Office/ Professional/
service Clerical technical Sales
Time systems:
Hourly rate 86% 43% 16% Q%
Weekly rate S 21 19 17
Monthly rate 8 30 40 43
Annual rate S 11 28 26
Incentive
systems:
Individual 11 - * 7
Group =) - * 3
First—-level Middle
supervisors managers
Time systems:
Hourly rate 11% b%
Weekly rate 18 13
Monthly rate 36 40
Annual rate 34 39
Incentive
systems:
Individual * *
Group * 2

*Less than 1 percent.

Note: Percentages may sum to more than 100% due to multiple plans
used by an employer for a particular occupational group.

Source: Bureau of National Affairs, Inc., Wage & Salary

Administration, PPF survey no. 131 (Washington: BNA, 1981), p. 6.



close supervision simply is not possible. Sales personnel who
operate away from their offices are obvious examples. But also
those sales worker who wait on customers often fall into this
category. If supervision 1is not a feasible option, commission

sales arrangements can be used as a substitute.

Unfortunately, surveys regarding incentive and other pay
systems are sporadic and often cover unrepresentative samples. A
study conducted by the Conference Board at about the same time as
the survey of Table 1 was taken suggested that 36% of

manufacturing firms had wage incentive and bonus plans covering

"production or operations" workers.= This level suggests a more
extensive use of incentives than Table 1. There is no way to
reconcile the conflicting evidence. The neglect of employer pay

systems and other HRM practices constitutes an important hole in
official government surveys of the labor market. However, all
recent surveys suggest incentives are not used for determining

pay of the vast majority of employees.

Studies based on employer responses to questionnaires-—-
such as those just cited -- often fail to indicate the proportion
nf workers covered by particular HRM practices in the workplace.
Instead, they report the number of employers who have examples of
the practices, even though in some cases relatively few employees
within the reporting firm may be affected. An exception was a

1970 study by the U.S. Bureau of Labor Statistics (BLS) which
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found that only 14% of urban "plantworkers" in medium to large
sized firms were covered by incentive systems (20% in
manufacturing). Virtually no office workers were found to have

incentive arrangements.®

Perhaps most revealing about the 1970 BLS survey was its
finding that use of incentives declined during the 1960s. A
subsequent BLS study relating only to manufacturing industries
indicated that wuse of incentives continued to decline in the
1970s.“ This downward trend appears to be part of a long term
process. In the 1920s, use of incentives was extremely
widespread, reflecting both the popularity of scientific
management and employer disdain for alternative motivational
devices. Thereafter, however, time-based pay systems became much

more common.
iv. A Union Influence?

One factor sometimes cited for the decline in the popularity
of incentives after the 1920s was the subsequent rise of unions.
Many unions, but not all, opposed incentive plans in the past.
However, despite this history, it is not clear that contemporary
unions inherently oppose incentive systems as a method of pay.
In the mid 1980s, for example, one study of 400 union contracts
found pay incentives included in almost a third of them, with the

ratio rising-to 47% in manufacturing.®



In theory, if unions are successful in capturing some of the
returns that would otherwise go to profits, they could be
expected to take a pragmatic view of incentives. For example,
they would favor pay incentives in cases when such incentives
were more efficient than other arrangements, assuming that some
of the efficiency gains could be "captured” by their members.
However, the fact that use of incentives has varied substantially
over time suggests that opinions about such efficiency are often
sub jective and are prone to "fads." Given this history, union
officials may sometimes be suspicious of management claims on

behalf of incentives.

If workers are risk averse, unions might oppose those
incentives which appeared likely to create income variability for
their members. There was a push by unions in the 1940s and 1950s
for a ‘"guaranteed annual wage" (discussed below in this chapter)
which may still be associated with a wunion distaste for
incentives in some instances. Unions might also oppose those
incentive programs which made it more difficult for them to
exercise group control over the pace of work. The pace of work
is a condition of employment, and unions can normally be expected

to wish to influence all such conditions, not just pay.



v. The HRM Influence.

Apart from their actual policies regarding incentives,
unions probably had an indirect effect of encouraging voices
within management who favored the time-based alternative to
incentive pay. As unions grew in strength in the 1930s,
management responded by strengthening the HRM function inside the
firm. HRM specialists could be expected to support pay systems
which require discretion rather than formulas. Formula systems
leave authority in the hands of industrial engineers who set the
accompanying production norms. Discretionary systems, in
contrast, strengthen the HRM function’s 1importance within the
firm, since they require the employment of experts with knowledge
of evaluation and motivation techniques. In short, there was an
incentive for HRM professionals not to be keen on incentives!

\

By the 1980s, however, the HRM function was more firmly
ensconced in the typical enterprise than in the 1930s. There was
pressure to respond to competitive pressures through productivity
enhancing devices. Moreover, the computer revolution brought
with 1t an improved data handling capacity and an orientation
toward quantitative studies to determine the best HRM techniques.
These developments could and should lead to a revived interest in
incentive arrangements. Demonstrated effectiveness of incentives
relative to time-based pay systems, rather than preconceptions,

should be the determining factor in their adoption, retention, or
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rejection. The use or non-use of an incentive pay system should

be a pragmatically determined, empirical matter.
11. Time-Based Systems.

Table 1 shows that one of the options to be selected under a
time-based system is the wunit of time on which pay is based.
Hourly rates tend to be most commonly used in the plant/service
occupational group. White collar workers are more likely to be
paid on the basis of a longer unit of time such as a week, month,
or year. Generally, the further the job hierarchy ladder is

ascended, the longer is the unit of time on which pay is based.

The data of Table 1 were reinforced by a 1984 survey by the
U.S. Bureau of Labor Statistics (BLS) which found that about one
fourth of professionals and less than one fifth of managers were
paid on an hourly basis. But for workers in blue collar
occupations, hourly rates characterized 75-90% of the workforce.
All told, about &6 out of 10 wage and salary earners were found to

be paid on an hourly basis.®
i. Time Units and Employment Stability.

It might 1initially appear that the varying practices
regarding time units are inconsequential. After all, hourly

rates can always be expressed in weekly, monthly, or annual terms
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by simply multiplying by some appropriate number of "normal"
hours. And annual, monthly, or weekly salaries can be similarly
expressed in hourly equivalents. However, the time specification
indicates a component of the implicit employment contract, as
evidenced by the distinction HRM professionals often make between
their policies for hourly workers and their policies for others.

The hourly choice is not simply a matter of arbitrary arithmetic.

Typically, those whose pay 1is based on short time units—--
particularly hours -—- are more subject to employment instability
and layoffs than those whose pay is based on longer time units.
The demand for their services is seen as closely linked to
production levels which may vary, even within a weekly period.
If production falls, whether due to recession, bad weather, or
mechanical breakdown, hourly workers are the most likely to be
laid off. They may be told not to report for work for the
remainder of a week. Or they may be told not to report at all

unless and until further advised.

Such indefinite layoffs do not necessarily mean that the
employer/employee relationship ends. Many firms have systems of
recall from layoff so that when production picks up, laid off
workers are rehired. However, except for a relatively small
number of union-represented workers who receive "supplemental

unemployment benefits” from their employers while awaiting
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recall, laid off workers cease being paid and suffer a

significant drop in income.?

Table @2 provides 1insights into the relative emp}oyment
stability of different occupational groups. The fi;st two
columns show trends in employment over two recession periods:
1973-75 and 1979-82. In both cases, employment fell only for the
blue collar and service occupational groups, the groups most

likely to be paid on an hourly basis.

Unemployment rates provide still another measure of
potential job instability. We will return to the issue of
unemployment in a later chapter. However, at this point we can

simply define unemployed workers are those who are seeking work,

but cannot find a job, or who are on layoff status awaiting
recall. The unemployment rate is simply U/(E+U) where U = the
number of unemployed and E = the number of employed workers. As

Table 2 shows, the blue collar and service groups consistently
show above average unemployment rates, not only at years at the
bottom of a recession (such as 1982), but also in vyears of

recovery and economic growth (such as 1986).

Ideally, the best measure of employment stability would be
the probability that an employed worker in a particular
occupational classification would lose his or her job in a given

year. Data are not published which precisely indicate those

13



Table 2

Some Measures of Employment Stability by Occupational Group

Proportion
Percent Change in |Civilian Experienc-
Employment During [(Unemployment |ing Some Un-
Recession Periods |Rates employment?
Occupational
Group 1973-75 1979-82 1982 1986 1984
Managerial/
professional
occupations +b6.6% +8.8% 3.3% 2.4% 6.8%
Technical, sales,
administrative
support +6.9 +4 .1 6.1 4.7 11.8
Service
occupations +5.2 +4.4 10.8 8.6 18.1
Precision
production, craft
and repair -2.6 -6.5 10.6 7.2 21.2
Operators,
fabricators, and
laborers -8.4 -12.1 16.7 10.9 26.0
Total= +.9 +.7 Q.7 7.0 15.3

tIndividuals are assigned to occupational groups by occupation of
the longest job they held in 1984.

2]lncludes farming, forestry, and fishery workers not shown
separately.

Source: Employment and Earnings, vol. 31 (January 1984), pp. 14,
1673 Employment and Earnings, vol. 34 (January 1987), p. 1683
Shirley J. Smith, "Work Experience Profile, 1984: The Effects of
Recovery Continue,"” Monthly Labor Reviews; vol. 109 (February
1986), p. 42.




probabilities. However, the right hand column of Table 2

presents an approximation.

The column shows the proportion of workers who had a job at
some time in 1984, but who also experienced one or more spells of
unemployment during that year. For managers and professionals,
the proportions with some unemployment fell in the 6-12% range,
while for the blue collar and service groups the range was 18-
26%. These data again suggest a positive association between

hourly pay status and likelihood of job loss.

ii. Varying Hourly Pay Rates.

There is no necessity that workers who are paid on an hourly
basis receive the same rate of pay for each hour worked. In
fact, it 1is a standard practice to pay higher rates of pay for
"overtime" hours than for regular hours. This practice is

required by the federal Fair Labor Standards Act (FLSA) which

requires "time and a half," e.g., a S0% premium, for weekly hours
exceeding forty for "nonexempt" workers.® (Nonexempt workers in
HRM terminology are those subject to the FLSA3 "exempt" employees
are generally higher paid professionals and managers as defined

in the law to whom overtime requirements do not apply). Similar

regulations are found in state labor codes.
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Although the 50% overtime premium has a basis in law, it is
likely that some overtime differentials would be paid even if the
law were not in place, especially to hourly-paid workers. The
overtime features of the FLSA were originally passed in 1938 as
an anti-depression measure designed to encourage employers to
hire more workers rather than use overtime. Yet we know from
early surveys that in the 1920s overtime premiums were offered to
employees (although typically after 1longer ‘"regular" workweeks

than the 40 hour standard found in the FLSA).

Figure 1 provides an economic rationale for the use of an
overtime pay premium. Consider a worker who has Ha hours
"available" in a given period (say, a week) which could be used
for work or leisure. The worker must chose between 1leisure and

work-related income.

If the hourly wage (W) is constant (the same for each hour
worked), the worker will face a simple linear trade off between
earnings and leisure. Each hour worked subtracts one hour from
potential leisure time, but adds W to total earnings. Given a
free choice, the worker would chose to work until the earnings-
leisure trade off line BHa reached his/her highest possible

indifference curve.

Such a situation is shown at point €. The earnings-leisure

trade off line is just tangent to indifference. curve 1°. Thus,

15
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the worker is employed for Ha-Hy hours, has OHn leisure, and
receives total earnings of En. Let us regard this configuration
as reflecting a "normal” work time duration. If the employer
wishes to purchase more hours from the worker, a pay premium for
"extra" hours could be offered. The extra or overtime hours
could be paid at a rate W(1+X), where X is the premium pay as a

proportion of W, e.g.s .S.

With the premium, the earnings—-leisure trade off line now is
represented by B’CHa. The worker would now maximize utility at
point C’, where the new earnings-leisure trade off line is just
tangent to indifference curve 1I". An extra Hn-He would be

worked, raising the worker’s total earnings to Ee.

Workers are generally not free to pick and choose their
"normal” hours at a given employer. Unexcused absence is grounds
for discipline. The proportion of working time lost to absences
is typically small, about 3-4% among full time workers, and about
two thirds of such absences are related to illness and injury.”

Thus,; employees have limited hours discretion once hired.

But workers do have some choice in seeking full time or part

time work. Those who take positions as temporaries can vary
their hours to suit personal preferences and family
responsibilities.*® For workers seeking longer hours (and added
income), "moonlighting"” —-- that is, holding more than one job--

16



is an option. About 5% of all employees are moonlighters and
their median weekly hours substantially exceed those of single
job holders.:? Thus, through choice of the kinds of jobs they
accept, workers can influence their hours, although -- of course

-— workers are not always able to find the job of their choice.

The 1issue of hours at work will be discussed in a later
chapter. Nevertheless, at this point it can simply be noted that
practices vary with regard to employee discretion concerning
overtime or other "irregular" hours. In some firms, irregular
hours are assigned; in others employment during such hours is

voluntary.

The degree to which production is a team activity is
important in explaining the 1limits placed by employers on
employee choice of hours. However, given that working especially
long hours, or weekend hours, or holiday hours is often more
distasteful to employees than working regular hours, it 1is not
surprising that pay premiums are often offered. In effect, the
employment contract states to the employee that while there may
be involuntary assignments of hours, an attempt will be made to

offer some compensation for the possible unpleasantness involved.
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I1I11. Incentive Pay Systems.

As noted, incentive pay systems cover only a relatively
small portion of the workforce. Yet such systems seem to be
paying for performance directly. Why 1is it that automatic pay
for performance (as opposed to discretionary pay for performance
under merit plans) is used infrequently? Why did the popularity

of incentive pay decline?

Although difficulties in measuring the output of an
increasingly white collar workforce play an obvious role in
answering these questions, they do not provide the whole
explanation. Finding the right incentive plan -- one which
creates just the incentives the employer wants to engender -- can
be a complex matter. Maintaining the incentives at the correct

setting once they are installed also poses problems.

i. Incentive Design.

Suppose vyou wanted to have a house built. You face the
problem of making a contract with a builder which will meet your
mutual objectives. The builder wants to make an adequate profit.

You want to have the house built to vyour basic design at a

"reasonable" cost. In a sense, both you and the builder have a
common goal, i.e., working out a satisfactory agreement. But you
are also adversaries, a situation found 1in any buyer-seller

18



relationship (including the employment relationship). “More" for

one party probably means "less" for the other.

One possibility would be for you to agree to an arrangement
to pay the builder on the basis of time and materials'. The
builder would bill you for all materials wused and for all
worktime expended. Another option would be for you to agree
before the job begins on a fixed price for the entire project.

Which option is better from your perspective?

Faced with these two options, many customers would chose the

latter. They may fear that simply paying for time and materials
leaves them open to contractual abuse. The builder might work
excessively slowly and wastefully, running up large bills. At

least with the latter option, they will know the cost of

construction in advance.®

But, of course, the builder might prefer the option of
having the customer pay for time and materials. This approach
would mitigate the risk of having to absorb unexpected cost
increases, e.g.s a sudden jump in the price of lumber or the cost
of labor. And the matter 1is really not so simple from the
customer perspective. If the builder bhas a fixed price, there
may be an incentive to hold down costs by skimping on quality.

In short, with a fixed price contract, you might end up with a

19



house at the agreed-upon price, but it might not be quite the

quality of house you had in mind.

One solution would be for vyou to hire a "monitor" (an

additional expense!) who would watch for quality deficiencies and

insist they be corrected. You could offer to accept the
builder’s preferred option of "pay as vyou go," if the monitor
were given authority to police quality standards. Of course,

even supposing a satisfactory monitor could be found, some
definition of quality would need to be established and agreed
upon in the contract with the builder. And even with a
definition, there <could still be a disagreement between the
monitor and one of the parties to the transaction over whether

quality standards were adequately met.

Apart from the quality issue, there are other contingency
problems to be considered. For example, suppose bad weather were
to delay the project, or to cause damage to the partially
completed structure. Who would shoulder the resulting expense?
With a time/materials contract, the customer would presumably
absorb the cost. With a fixed price contract, the builder would
bear the risk. But suppose that 1in the former case, weather
damage was arguably due to negligence of the builder (who should
have covered the structure with a tarpaulin in case of rain). Or
what if, in the latter case, weather damage occurred because the

customer had insisted on redesign of certain elements of the

20



house, delaying 1its completion wuntil after the rainy season had

begun.

Designing just the right contract that will perfectly
satisfy you and your builder wunder all contingencies is
difficult, if not impossible. of course, commercial contracts
are written in spite of these imperfections, often containing
ambiguities and unresolved issues. As a result, contractual
disputes are a regular feature of the market place. There are
analogies between these disputes and the problems which arise
with pay 1incentive systems in the workplace. And there are
additional complications stemming from the ongoing nature of the

employer/employee relationship.
ii. Quality and Contingency.

It was noted that in the house construction case, a contract
guaranteeing a fixed price for completion of a project could
create perverse incentives for the builder to skimp on quality.
The same problem arises in the incentive pay case for employees.
If the incentive payment is geared to the quantity produced,
there will)l be a temptation for employees (built into the system)

to increase quantity at the expense of quality.

Of course, it would be possible to try to include quality in

the incentive formula. For example, the quantity payment could
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be subject to some type of quality inspection. Only items
passing a quality test would be included in the payment formula.
But adding quality requires a costly monitoring process (as in
the house construction example). There may be a subjective
element in such a process, which could lead to friction. AnNd
even if quality can be precisely measured, questions of fault for

quality deficiencies arise.

Failure to meet a standard of quality does not always result
from improper or inadequate workmanship. If a batch of output
fails a quality test, it could be due to inferior materials
(provided by the employer) or mechanical breakdowns (on machines
owned and maintained by the employer). Should employees be
required to sacrifice income because of quality deficiencies in
such cases? Or should the employer bear the burden? And who

should determine whose fault the quality shortfall was?

Again, as in the house example, unforeseen contingencies can
arise which wupset the working of a pay formula. Suppose a power
failure causes workers in a plant to be idle. Or suppose needed
materials do not arrive at the plant due to bad weather, a strike
at a supplier, or poor inventory control. What payments should
workers receive if production stops for reasons beyond their

control?

ee



Of course, it is possible to spell out rules governing such
contingencies, but it is wunlikely that such rules will produce
incomes exactly equal to what would have been received in the
absence of a production disruption. Thus, further sources of
friction arise. These frictions are really disagreements over
what the employer/employee contract provides. . The more potential
frictions there are, the more supervisors and overhead personnel
will be required to deal with them. As such overhead cost
accumulates, the advantages of a pay incentive system over an

ordinary time-based system erode.

iii. Incentives and the Ongoing Employment Relationship.

The house construction example essentially is a one-shot
transaction. A contract -- even though imperfect -- is
eventually drawn up to cover the building of a particular
structure. The structure is built and once construction is

completed, the buyer/seller relationship ends.

In the case of a workplace incentive system, however, there
is an ongoing relationship between employer and employee. The
indefinite duration of the employer/employee association means
that the contract will have to be periodically updated. Changes
in technology, in particular, pose dynamic problems for incentive

systems. These problems arise because worker productivity is
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likely to increase by reason of improved technology, even if

employee effort levels remain constant.

Generally, as technology raises productivity, the rates of
incentive pay per unit of output will have to be decreased. Each
arrival of new equipment and each improvement in technique will
require rate changes. Otherwise, pay rates per wunit of
production would become excessive. If, for example, new
machinery raises output by 10%, a 10% reduction in the per-piece
pay rate would be required to hold equivalent bhourly pay
constant. Thus, new norms will bhave to be established
periodically and errors in judgment regarding norm setting may

lead to worker over- or underpayments.

Workers will know that if they continually outperform the
expected norms, standards probably will be increased. Thus,
there will be incentives for workers to restrict output to levels
which will not trigger re-evaluations of expected normal
productivity. Incentives, in short, can easily become
disincentives as employees respond to the rules of the game in

rational economic fashion.

iv. Discontinuities in the Productivity/Pay Relationship.

Determining of norms of production 1is important in the

design of incentive rates because simple piece rate formulas may
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not provide the correct incentives for workers. As noted, a
criticism of time-based systems 1is that the employer is really
trying to buy a time/effort combination, but pays only for time.
A similar problem exists with incentives; the employer 1is not
directly paying for effort under a piece rate system, only an

output proxy for effort.

It is commonly assumed that -- ignoring the dynamic problems
discussed in the previous section -- installing a piece rate
marries the employer’s interest with the employee’s. When a

piece rate is in effect, both parties want more output, according
to this view. However, Figure 2 shows that the appealing notion
of creating mutual interests can be very misleading. A piece

rate can separate the interests of employer and employee.

To understand this point, it 1is necessary to make some
assumptions about the Conditiohs of production. Assume that the
employee can generally produce more widgets per period of time by
expending more effort. However, diminishing returns to effort
are likely to be present. Eventually, at exceedingly high effort
levels, productivity may actually begin to decrease as exhaustion

sets in

Assume further that the widgets produced can be sold in the
market place for a fixed price P. Then, in value terms, the

relationship between individual employee effort per period. can be
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expressed by function TRPe on Figure 2, the total revenue product
of effort. This function shows the value of effort in the
product market, i.e., the gross revenue received by the employer
resulting from widget sales. The function has the form of an
inverted U with a peak at effort level Emaxs the poidk where
exhaustion overwhelms additional output and productivity begins

to fall.

Although increases in effort below the exhausti&n point
produce added revenue for the employer, the same increaseﬁ result
in disutility for the employee. Translated into value terms,
this disutility is expressed by function TEV, the total effort
value for the employee. TEV represents the total dollar value
which must be paid to the employee to produce a willingness to
work at a given effort level. The increasing disutility of
effort is reflected in TEV’s steepening slope as the effort level

rises.

Suppose now that the employee and employer made a time-based
bargain, but with an effort level also explicitly specified.
Suppose further that effort could be costlessly monitored so that
the bargain would be honestly kept. The effort level wupon which
both parties would agree in this time bargain would be Ex. Ex is
optimal in a welfare economics sense, since the slopes of TEV and
TRPe are identical at that level of effort. That is, the

marginal "cost" of effort to the worker is exactly equal to the
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marginal value of effort to the employer. Graphically expressed,

tangent BB’ is exactly parallel to tangent AA’.

0Of course, such effort bargains are difficult to enforce in
the real world. Indeed, the enforcement problem 1is the
justification usually presented for incentive rates. Incentive
systems are supposed to induce appropriate employee effort
without monitoring. So now suppose that the employer instead
offers a simple piece rate (either X cents per widget or Y% of
sales revenue) to the worker. Assume that this rate is set at a
level which would -- at effort E+ -- produce exactly the same
income for the worker that he/she would receive under the optimal
contract just discussed. The total incentive payment for the
worker, as a function of effort level, is shown by the TIPe

curve.

TIP= has the same general shape as TRPe (an inverted U), but
is flatter, since the piece rate gives only a portion of the
value of output to the worker. Although TIPe intersects TEV at
point C (corresponding to optimum effort level Ey), neither the
employer nor the employee will want effort to remain at that
level. Under a simple piece rate, the employer’s pnet revenue,
after subtracting TIPe from TRPe, is maximized at Emax. Thus,

the employer will want the employee to expend effort right wup to

the exhaustion point. Use of the simple piece rate causes the

employer to want a too-high level of effort.

27



The opposite effect occurs for the employee. Under a simple
piece rate, employee welfare will be maximized where the marginal
income received by the worker 1is just equal to the marginal
disutility cost of effort. Such maximization occurs at effort
level Emm. At that effort level, the slope of TIPe is just equal
to the slope of TEV. Use of the simple piece rate causes the

employee to offer a too-low level of effort. Thus, the simple

piece rate system of Figure 2 does not marry the interests of

employer and employee, rather it spreads them apart.2™@

This aberrational behavior occurs because the piece rate
does not reflect the marginal value of effort to the employer.
Only if the employer set the rate so that all value went to the
worker,; would optimum effort (E+) be expended. But the employer
cannot offer such a rate in the simple terms we have presented.
There would be nothing 1left for profits at a piece rate per
widget of P (the market price) or a share rate of 100%4 of

revenue.

To overcome this paradox of contracting, the employer must
offer a more complex piece rate whose average value is less than
its marginal value at effort level E+. In practical terms, such
an offer will entail a piece rate with a step function providing
higher incentive payments above E+ than below it. For example,

the employer could provide a simple hourly wage, but no incentive
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bonus, for output below the level corresponding to Ey. A bonus

could be offered for output at or exceeding that level.

Real world incentive system often do include such step
functions, with bonuses occurring at particular output levels.
The Bedaux Point System, an incentive plan developed in the early
part of this century, functioned in that fashion, for example.
But, since E~ is not readily observable, industrial engineers
must try to establish the productivity levels at which the bonus
should be given. In the absence of perfect information -- which
would obviate any need for an incentive pay system in the first
place -- such norm setting is 1likely to be accomplished through

rules of thumb, past trends, or other fallible techniques.

As already noted, it is in the interest of employees to have
norms and step points set at comparatively low effort levels.
The arrival of a time and motion analyst to establish such
criteria was a common source of labor unrest when incentive pay
was in vogue. And the same problem exists today. Time can be
measured and the quantity of output can be measured. But effort

cannot be directly verified.

Any incentive payment system must therefore involve the

hiring of overhead personnel - supervisors, industrial
engineers, time and motion specialists, etc. -- to (partially)
overcome this measurement deficiency. The more overhead and
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frictions the process entails, the less likely it |js that
incentive pay will be preferred by employers over conventional
time-based compensation systems. After all, the idea of an
incentive system is that it economizes on the need for

supervision, relative to time-based systems.

IV. Share Systems.

Share systems are almost always used in conjunction with
some other form of payment plan, whether time-based or incentive.
There are three basic type of share systems: 1) productivity gain
sharing plans which divide the savings from improved productivity
between the employer and the employees, 2) profit sharing plans
which give employees a portion of company profits, and 3)
employee stock ownership plans which entail giving some equity
ownership rights to workers. Each type of plan will be discussed

briefly below.

i. Productivity Gain Sharing Plans.

Productivity gain sharing plans are designed to stimulate

worker productivity by dividing the gains from added productivity

betweer the employees and employer according to a formula. Such
plans are often installed at the plant level. It 1is always
difficult to determine when an HRM innovation -- such as
productivity gain sharing -- was first initiated. However,
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modern gain sharing 1is wusually credited to Joseph Scanlon, a
union official who designed such a plan in the 1930s as part of a

deal to save a financially distressed company.:“

There are three commonly cited forms of productivity gain
sharing. The Scanlon Plan is based on the ratio of payroll to
production value (sales plus inventory accumulation). A base
level of this ratio is established from historical company or
plant data. A decrease in the ratio below the base level is
viewed as a labor cost saving and the total value of the saving
is divided between the firm and the employees (in the form of a
bonus payment). Scanlon payouts typically occur on a monthly or

quarterly basis.>S

Refinements are sometimes added to the Scanlon method. For

example, the 1impact of product market prices is sometimes

factored out, since a rise in product value might result simply
from product price inflation. As with incentive plans, the base
ratio is sometimes adjusted when significant changes in

technology occur.

Generally, modern Scanlon Plans are implemented as part of a
series of ‘"quality of working 1life" measures. Forums and
mechanisms are provided for employee participation in managerial
decisions and for suggestions. Because of Scanlon’s union

background, however, the plans are generally wused in unionized



settings and efforts are made not to disrupt existing collective
bargaining processes. Little is known about the incidence of
Scanlon Plans other than that they are infrequently used and tend
to be found in smaller firms. One study estimated that about 400

such plans were in place in the early 1980s.2e

Rucker and Improshare Plans

Rucker Plans were also developed in the 1930s. They are
similar to Scanlon Plans, except that production value is
measured by value added, i.e., sales plus inventory accumulation
minus the cost of materials. The proportion of savings which is
shared between employees and the company is set equal to the base

period ratio of labor costs to production value.

The use of value added rather than sales in Rucker Plans is
closer to the way economists measure the activity of a plant,
firm, or industry. For example, in the national income accounts,
the proportion of GNP originating in an industry is estimated
using a value added measure. In practice, however, there will be
little difference between a sales measure (as in Scanlon Plans)
and a value added measure if the ratio of materials costs to

total sales is not highly variable.

No estimate is available of the number of Rucker Plans in
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operation. But as in the case of Scanlon Plans, only a small

proportion of employers are believed to use them.

Improshare Plans are based on physical productivity rather
than on value-based indexes of output. Base period output per
labor hour figures are set on a product 1line basis using
historical data. If productivity rises by, say, 5% relative to
the base level, the saving is divided equally between the firm
and the workers. Thus, the 5% saving would translate into a 2%
percent bonus. Improshare Plans are not designed to be part of
quality of working life or worker involvement programs. Again,
their incidence is unknown but small. Payouts under Improshare

are often as frequent as weekly.2?

The External Market and Productivity Gain Sharing.

Productivity gain sharing plans are linked in the minds of
their proponents with internal company developments. That is, it
is implicitly assumed that either forces which affect
productivity are the result of influences within the company, or
-- if not -- that the formulas wused will filter out external
factors such as inflation. There is reason to believe, however,
that productivity gain sharing 1is not isolated from general

economic trends.
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One of the stylized facts of productivity at the national
level is its procyclical movement. That is, productivity tends
to decrease or decelerate during recessions and to increase or
accelerate during periods of economic expansion. Table 3
illustrates this cyclical phenomenon during the 1970s and early
1980s. During recession periods, the rate of productivity
advance has tended to be lower than during subsequent expansions.
The procyclical effect is particularly apparent from the right
hand column of Table 3 which removes the 1969-86 productivity

trend from the data.

When first discovered, the fact that productivity was
procyclical was viewed as a paradox. Surely, when the economy
falls into recession, and 1labor is 1laid off, the capital/labor
ratio must rise. In microeconomic theory, increases in the
capital/labor are associated with increases in productivity. So

why does measured productivity fall in recessionary periods?

There 1is a two-fold answer to this riddle. First, if
capital is measured as a stock, i.e.y, the value of plant and
equipment, then the capital/labor ratio will be anti-cyclical.?®

However , the relevant measure for capital is the flow of

services, not the stock. If a plant works fewer hours per week
(for example, if overtime is eliminated), its capital will be

used that much less. Thus, as a first approximation, the flow-
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Table 3

Productivity and the Business Cycle, 1969-86
{Nonfarm, Business Sector)

Annual Rate of Change in Output Per Hour:
As Recorded Detrended?
Recession 1969-71 2.0% .9%
Expansion 1971-73 2.5 1.4
Recession 1973-74 -2.1 -3.2
Expansion 1974-79 1.1 0.0
Recession 1979-8e2= 0.0 -1.1
Expansion 1982-86 1.6 .S

Over the entire period, 1969-8B6, output per hour rose at about a
1.1% annual rate. Productivity figures from the left-hand column
were detrended by subtracting the 1969-86 rate from them.

®There were actually two back-to-back recessions during this
period.

Source: U.S. President, Economic Report of the President, January
1987 {(Washington: GPO, 1987), p. 294; Monthly Labor Review, vol.
110 (June 1987, p. 102.




based capital/labor ratio will be constant over the business

cycle.

Second, firms will retain certain workers when orders and
production levels decline. Some employees, ranging from iguards
to accountants, are ‘"overhead" workers. The need for their
services is largely a reflection of maintaining an organization,

not the amount of activity in the organization.

In addition to overhead workers, other employees, even those
more closely linked to production, may be retained to avoid
turnover costs. If the fall off 1in business is considered
temporary, the firm may prefer to retain the services of those
workers who would be expensive to replace during the coming
upturn. Such employees might be used to carry out maintenance
projects which had been deferred during the period of high
production.®? Firm inventory policies (which reflect the costs
of carrying currently unsold or unused goods), will be related to
layoff policies. If carry over costs are not too high, layoffs

can be reduced.

Since productivity is likely to be procyclical for these
reasonss; productivity gain sharing plans will tend to pay bonuses
(or to pay higher bonuses) during boom periocds. They will pay no
bonus (or pay a smaller bonus) during business downturns. Thus,

the firm acquires another advantage -- procyclical labor costs--
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through these plans. This advantage has not traditionally been
stressed (or even recognized) by plan proponents. However, it
means that the firm pays most to labor when its "ability to pay"”

is greatest, and receives labor cost relief during hard times.

Hiring Plans: Employer vs. Worker Interests.

Although productivity tends to be procyclical, at any moment
in time the conventional microeconomic wisdom is likely to apply.
That is, the marginal productivity of labor will decline as more
labor is added to the production process while other inputs are
held constant. If employers are simply increasing working hours
(say, by adding a second shift), the flow-based capital/labor
ratio need not fall. But if more workers are added per unit of
time, marginal productivity will be decreased as the flow-based

capital/labor ratio is reduced.®

This phenomenon -- when combined with a productivity gain
sharing plan —-—- has the potential for creating a division of the
interests of employees and management. Adding workers to the

workforce tends to lower productivity and thus to decrease the

gain sharing bonus. The bonus-lowering effect can be expected to

separate workers into what economists call "insider" and
"outsider" interests.=? In this case, the insiders (workers who
already have jobs with the firm) would feel in conflict with

outsiders (those who might seek jobs).
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Unfortunately, because studies of productivity gain sharing
plans are so rare (and are often produced by advocates of such
plans), little evidence 1is available on the severity of this
conflict. But one study did report "active resistance (by
workers) to any talk of increasing the size of the work
force..."®* Anecdotal evidence thus supports the existenc;'of an

insider/outsider conflict.

As we will see in the discussion of profit sharing‘below,
however, although employees may favor restrictions on new hires,
employers are likely to feel quite differently. Studies of wage
determination (to be discussed in a later chapter) have found
that wages are much less flexible -- particularly in a downward
direction -- than simple textbook economics would suggest. Thus,
in a conventional wage system (without productivity gain sharing
or profit sharing) employers will limit their hiring. The.limits
are based on their (inflexible) wage levels. Even if there are
outside job aﬁplicants willing to work for less than the going
inside wage, without a share system, this willingness will not

create additional jobs.

With a productivity gain sharing plan, or any system with
similar characteristicss, however, the firm has an incentive to
hire more employees, if any are available. The additional hires

"dilute" the bonus pool, thus lowering labor costs per worker.
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This dilution effect occurs because their marginal productivity
will be less than the average productivity of the firm’s

workforce.

If the bonus is based on average productivity, than adding
more workers will pull down the bonus. In effect, the added
workers end up working for 1less than the previous inside pay
level (counting the bonus), even though the hourly wage component
of total pay is not lowered. And the new hires also reduce pay

for others in the employer’s workforce at the same time.

Macroeconomic Benefits of Productivity Gain Sharing.

Like simple incentive pay plans, productivity gain sharing
turns out to have more complex impacts on the employment
relationship than might be 1initially supposed. These plans
cannot always be assumed to create harmony of interests between
employer and employee. However, note that some of the effects
productivity gain sharing has are beneficial to society but

external to the firm.

Whenever an activity has external benefits which are not
captured by those responsible, economy theory suggests not enough
of the activity will take place. With productivity gain sharing
-— at least in some forms —-—- the externally beneficial "activity"

is more flexible pay and (potential) additional hiring.
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Additional hiring, and more stable employment of existing
workers, is a social benefit in a world in which éhronic

unemployment problems persist. In a subsequent chapter, we will

see that the added wage flexibility, which accompanies
productivity gain sharing, could improve macroeconomic
performance. And, if the employer incentive for additional

hiring prevails, lower unemployment could also result.

Stakeholders and Productivity Gain Sharing.

At various points, we have noted that employees are
stakeholders in the firm. That is, because mobility is costly to
both the firm and the worker, employees find their welfare linked
to the economic viability of their employers. Productivity gain
sharing partially recognizes this employee interest. But since
productivity and profitability are not identical, the stakeholder
aspect of the employer/employee relationship is only imperfectly

reflected by such plans.

ii. Profit Sharing.

Profit sharing plans are defined in this chapter to include
only compensation systems which use a formula (either specified
in writing or solidified by ongoing practice) to provide a share
of profits to employees. It is 1important to stress this

definition. Unfortunately, the term "profit sharing” has come to
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be used loosely by compensation administrators to cover a variety
of tax-deferred savings/retirement plans, some of which have
little to do with profits. One study of 437 firms which reported
that they had profit sharing found that over 40% in fact did not
use a fixed formula to determine the bonus. This practice was
common in small and medium sized firms, but relatively rare for

plans covering 1,000 or more employees.==

Loose terminology regarding profit sharing has a 1long
history. For example, in the early part of this century, Henry
Ford referred to his company’s policy of paying higher wages to
employees who met standards of moral character as ‘“profit
sharing.” To be meaningful, however, the practice of paying high
wages which do not vary with profits cannot be included under the

profit sharing label.

The actual bonus formulas used in profit sharing plans vary
widely. Some plans provide "first dollar" coverage, sharing each
dollar of profits with employees according to a fixed percentage
or schedule. Others have hurdle rates of return, requiring that
only profits above a given level will be shared. In some cases,
certain adjustments to profits are made before the employee share
is calculated. For exampie, profits received from foreign
subsidiaries may be removed from the "pot" before any sharing

takes place.
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Unfortunately, there are no comprehensive surveys of the
types of formulas in use. If we confine the definition of profit
sharing to plans which wuse a profit-based formula to determine
the bonus, one study suggests that 3 out of 10 plans have a
hurdle element in the formula.=2 But this estimate should be

taken only as a general indication.

Empirical Evidence.

The BLS began collecting information on the proportion of
employees covered by various fringe benefit plans in the early
1980s. Unfortunately, the survey is limited to medium and large
firms, which accounted for only 29% of private, nonfarm payroll
employment in 1986. Since small firms typically have less
sophisticated HRM practices, it is 1likely that the BLS survey
overstates coverage of the various benefits it reports, including
protfit sharing. That 1is, the ;proportion of workers covered by
profit sharing in the entire economy is probably smaller than it

is at medium and large sized firms.

Table 4 summarizes the coverage of profit sharing plans by
broad occupational groups from the BLS survey. Twenty-two
percent of employees included 1in the report participated in
profit sharing. At one time production workers were somewhat

less likely than white collar workers to be under profit sharing.
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Table &

Profit Sharing and Employee Stock Ownership Plans

in Medium to Large Firms,

1986

Percentage of Employees Participating in
Profit Sharing and ESOP Plans

Profit Sharing Plans: ESOP Plans
Cash and |Tax

All Cash Deferred Deferred |[Credit Other
All employees 22% 1% 18% 3% 28% 2%
Professional,
administrative| 22 1 18 3 30 3
Technical,
clerical ee 1 18 4 31 2
Production 22 1 17 4 26 2
Note: For profit sharing plans, details may not sum to totals

because some employees participate in more than one type of plan.

Source: U.S. Bureau of Labor Statistics, Employee Benefits in
Medium and Larqge Firms, 1986, bulletin 2281 (Washington: GPO,
1987), p. 81. N



However, the data of Table 4 suggest that this tendency no longer

applied, at least for medium and large firms by 1986.

Union Wage Concessions and Profit Sharing.

The blue collar/white collar distinction with regard to
profit sharing probably eroded in the 1980s due to developments
in the union sector of the economy. Until the 1980s, profit
sharing was extremely rare in union contracts. However, unions
found themselves forced to negotiate concessions on wages and
workrules in the early 1980s. In some cases,; they were able to
obtain profit sharing in return. Large numbers of workers in the
automobile industry, for example, were covered by profit sharing
plans negotiated as part of concession deals at General Motors
and Ford in 1982. Since that time, profit sharing has spread
among union members in such industries as lumber, airlines, and

steel.

We will have more to say about unions and profit sharing in
a later chapter. However, it should be noted at this point that
although unions were not receptive to profit sharing plans until
the 1980s, unions offer certain advantages to their members
regarding such plans. These advantages are not available to

nonunion workers.
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First, since profit sharing 1involves a calculation of
profits, unions can perform an auditing function to ensure that
appropriate bonuses are paid. Profits are subject to alternative
estimation practices. Creative accounting can raise or lower
measured profitability. Without their own auditor, workers may
be unable to determine whether they are receiving adequate profit

sharing payments.

Second, if profit sharing becomes a significant portion of
total compensation, worker interest in the managerial decisions
which affect profitability may rise. Unions could offer a
mechanism for worker participation 1in such decisions. In the
past, unions resisted the suggestion that they should take on a
managerial role, preferring instead a traditional adversarial
relationship with management. But in the 1980s, there was
evidence of a shift in this attitude among certain key union
leaders. Thus, for those officials, profit sharing has a new-

found appeal .B«

The Influence of Tax Preferences.

Certain types of profit sharing are eligible for
preferential tax treatment. Basically, if the profit sharing
bonus is paid into a trust fund used for retirement purposes, it
may be deducted as a business expense by #he firm. However, the

employee has no tax liability until the contribution is paid out
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(typically at the time of retirement or upon separation from the

firm). Thus, the employee benefits by way of a tax deferral.==

The influence of these tax provisions is clear from Table 4.
Those profit sharing plans which pay out only a current cash
bonus (and thereby receive no tax preferences) account for a mere
1% of total employment in the BLS survey. Most of the profit
sharing coverage involves plans which provide deferment of the
bonus (payment into a trust fund), or which had both cash and

deferred features (possibly offering the employee a choice).

Although the tax code wundoubtedly tilts the mix of profit
sharing plans toward the deferred variety, it probably has little
effect on the basic decision of whether to have a profit sharing
plan in the first place. There are other savings plans which
employers can provide to employees and which offer similar tax
deferral features, but do not involve a formula geared to
profits. Thus, if the employer’s objective is simply to provide
a savings or retirement vehicle, alternatives to profit sharing

are available which have equally attractive tax implications.

The Conventional HRM View of Profit Sharing.

Profit sharing, particularly in a large firm, may cover a
broad range of corporate activities and products. This company-—

wide aspect of profit sharing means that the connection between
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individual employee effort and profit sharing bonuses is remote.
A worker in one division of a firm may receive a smaller or
larger bonus based on developments in another division. Profits
may fluctuate due to product market conditions, changes in
interest rates, and other external factors. Or they may vary due
to managerial decisions regarding marketing, investments, and

other areas which do not reflect employee effort.

Because of the loose connection between effort and profits,
HRM specialists have generally not viewed profit sharing as an
incentive plan. Rather, its benefits -- as seen by proponents--
are said to be in the area of general morale boosting. In
addition, profit sharing is viewed as potentially creating a more
loyal workforce. Loyal workers are more likely to remain with

the firm and thus reduce the costs of turnover.

Often, because profits may fluctuate for many reasons, an
extensive communications program is seen as a necessary companion
to profit sharing. The causes of profit variations need to be
explained to employees, particularly in years when the bonus paid
out mysteriously declines or disappears entirely. In the past,
therefore, profit sharing was often the province of large,
nonunion firms, with progressive HRM policies encompassing

elaborate communications mechanisms.
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Having profit sharing was sometimes seen by employers as
part of a strategy for remaining nonunion. Al though there is
little evidence on the effectiveness of this strategy, one study
did report lesser union success 1in winning representation
elections at companies where profit sharing was being used.=e
This history of union avoidance accounted, in part, for tﬁe one-

time tradition of union aversion to profit sharing arrangements.

As in the case of productivity gain sharing, much of the
evidence on the effectiveness of profit sharing from the HRM
perspective is anecdotal, and 1is often produced by proponents.
Since profit sharing appears to be much more widespread than
productivity gain sharing, it can be assumed that many employers
have found it to be useful as part of an overall HRM program.
But 1t remains limited to a minority of the workforce. Thus,
many employers apparently do not believe that it would be in
their interest to install profit sharing as a motivational

device.

Some economists have argued that the fact that profit
sharing is not used for a large majority of the workforce proves
that it is not generally an effective motivational device.=®7
However. it 1is possible to take a more agnostic viewpoint. For
example, there is evidence that the Japanese practice of paying

workers large bonuses is really a type of profit sharing.®=® If
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Japanese firms find such schemes in their interest, it is not

clear why U.S. firms would not.

Previous references in this text to implicit
employer/employee contracting suggests that "fairness" 1is an
important consideration in defining the relationship. However,
fairness is a vague concept. If profit sharing were the norm,
firms not offering it might appear unfair. Perhaps this is the
case in Japan. And perhaps profit sharing could become the norm
in the U.S. if it received encouragement, say, from additional
tax preferences. There 1is a natural tendency, in the labor

market and elsewhere, to feel that what exists is normal.

The Macroeconomic Side of Profit Sharing.

Recently, some economists have argued that profit sharing
should be encouraged, not because it is particularly effective as
an HRM device, but instead because it offers macroeconomic
benefits. Since macroeconomic benefits flow to society at large,
and not to the individual firm, it has been proposed that the
government should provide encouragement in the form of special
tax incentives. In effect, profit sharing 1is said to have
positive externalities; thus it will be wunderutilized from a

social welfare viewpoint unless subsidized.
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The most prominent advocate of this position is MIT
economist and professor Martin L. Weitzman.®” A full exploration
of the Weitzman position will be deferred to a later chapter.
However, in brief, Weitzman argues that widespread profit sharing
(and a variety of similar share plans -- including some of the
productivity gain sharing plans previous described) would create
an incentive for employers to increase hiring and to stﬁbilize
employment. If many firms actually did increase their empioyment

levels, the national unemployment rate could be reduced.

Firms would increase their hiring, according to Weitzman,
because the marginal cost of adding a worker would fall under
profit sharing, and would be below the average cost. Each
additional worker would contribute some extra output, and
therefore, some extra profits. But only a fraction of these
profits would be shared with workers, so that it would (usually)

pay to hire more employees.®°

According to Weitzman, the effect of a generalized demand
for workers would be a permanent labor shortage. Even if
aggregate demand tended to fall, firms would hang on to their
workers due to the shortage. The result, he claims, would be a
full employment, recession proof economy, without inflationary

tendencies.
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Weitzman’s proposal for massive encouragement of profit
sharing has stimulated considerable debate in economic circles.
One of the criticisms made by commentators on his suggestion is
that inside workers (those currently with jobs in the firm) would
resist new hires (outsiders). Just as in the productivity gain
sharing case, new hires would tend to dilute the bonus payment
and lower average compensation for all workers already employed.
If this resistance were severe, it might lead to restrictions on
hiring and thwart Weitzman’s goal of lowered unemployment.

Again, this counterargument will be taken up in a later chapter.

Stakeholders and Profit Sharing.

Profit sharing comes closer to recognizing employees’

stakeholder interests in their enterprises than productivity gain

sharing. The basis of the bonus under (true) profit sharing is
profitability -- the wultimate measure of the firm’s economic
health -- and not productivity. However, because profit sharing

plan formulas vary widely, their impacts may differ substantially
from company to company. Productivity gain sharing plans
typically aim at making the bonus a significant element of total
pay. Some profit sharing plans, in contrast, may pay out

relatively small bonuses.
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iii. Employee Stock Ownership Plans.

Examples of firms encouraging their employees to purchase
their stock have existed for many years. Such programs go back
at least to the 1920s, when some firms with more advanced HRM
policies offered stock ownership incentives to employees, as part
of what was then called "welfare capitalism.” Plans of that era
sometimes offered stock at a discount, or waived brokerage fees.
Similar plans still exist today, whereby employees as individuals

can accumulate company stock.

Redistributing Wealth Through ESOPs.

Over the vyearsy, a number of social reformers have argued
that corporate stock should be more widely owned than is actually
the case. The good society; according to this view, is one in
which every worker is a mini-capitalist. It has also been
argued, along the lines wused by profit sharing proponents, that
if workers owned the stock of their own employer, they would be
more loyal, more concerned about the well-being of their firm,

etc.

During the 1950s, such a position was advocated by Louis
Kelso .32 Under what became known as the Kelso Plan, federal tax
incentives would be given to the establishment of stock trusts to

be established by employers for their workers. By the mid 1970s,
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this idea had captured the fancy of Senator Russell Long, chair
of the Senate Finance Committee. Beginning in 1974, Long
fostered changes in the tax code designed to favor establishment
of Employee Stock Ownership Plans (ESOPs) and related
arrangements. The result was a substantial expansion of these

programs.

Tax Subsidies to ESOPs.

Perhaps the high point of the tax subsidy to ESOP plans came
with the formation of so-called PAYSOP plans which provided a tax
credit up to 1% of payroll if an equivalent amount of stock were
given to the PAYSOP trust. Additional benefits were available to
employers who matched employee contributions to the PAYSOP. As
the President’s Office of Management and Budget noted, the total
subsidy from the tax payer to this arrangement was in excess of
100% of the costs!®® Not surprisingly, when Congress decided: to
reform the tax code in 1986, the tax subsidy to PAYSOPs was

eliminated.

Regular ESOPs also receive special tax considerations.
There are two basic types of ESOPs. In an "unleveraged" ESOP,
the employer simply contributes stock to a trust fund for the
benefit of employees up to limits specified in the tax code. The
employer deducts the value of the stock as a bu;iness expense

from corporate taxes. And the employees’ tax liability is
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deferred until they withdraw the contributions (at retirement or
separation from the firm). Thus, an unleveraged ESOP is not much
different in tax treatment from a conventional defined

contribution pension plan.

It was, however, the "leveraged" ESOP that particularly
excited Kelso and Long. As originally established in 1974, the
leveraged ESOP was seen as a financial tool for employers as well
as a "share the wealth”" mechanism for workers. Employers would
create trust funds for ESOPs and wuse them as financial

intermediaries for raising capital.

Instead of the employer borrowing from a bank directly, for
example, the ESOP trust borrows from the bank and the trust
receives an equivalent value qf stock from the employer in
exchange for passing on the proceeds of the loan. The employer
thereafter makes contributions to the trust to pay off the loan.
Since the contributions are made to an employee benefit plan (and
not directly to the bank), the employer is able to deduct both
principal and interest payments from corporate income taxes. In
contrast, in a conventional loan transaction (without an ESOP),

only interest can be deducted.
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Is the ESOP Game Honestly Played?

Proponents of ESOPs have touted the "advantage" the firm
receives through the tax deduct of the loan principal. But is it
really an advantage? Suppose the loan from the bank is for, say,
$1 million. When all is said and done, the employer has 1) paid
the bank its interest (a tax deduction with or without an ESOP),
2) repaid the bank its principal of $1 million, and 3) given away

$1 million in stock to the employees via the ESOP.

If the stock 1is in fact worth $1 million, there is no
subsidy involved in allowing a tax deduction of $1 million (plus
interest). The stock contribution represents a claim on the
company and an asset to the employees. Just as the firm deducts
the cost of the money it pays out in wages (another kind of asset
given to employees), so it should be able to deduct the cost of

giving away stock.

Thus, despite the hoopla, the tax provision permitting
deduction of principal should not have been a strong enticement
to create leveraged ESOPs. Nor should there have been a strong
inducement to create unleveraged ESOPs, since the shares given to
employees (through the trust) are costs to the firm’s other
shareholders. Yet as Table 5 shows, the net formation of ESOPs
-- as recorded in reports filed with the Internal Revenue Service

-- rose rapidly after the tax code was revised in 1974.
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Table S

Cumulative Number of Stock Bonus and ESOPs, 1975-84

Sum of Approvals Minus
Terminations of ESOP and
Stock Bonus Plans

Summer 1975 275

Dec. 1976 1033

Dec. 1977 1874

Dec. 1978 2682

Dec. 1979 3225

Dec. 1980 3670

Dec. 1981 4175

Dec. 1982 4516

Dec. 1983 4957

Dec. 1984 5467

Note: Figures are based on reports to

Service.

Source: Estimates provided to the author

Research Foundation.

the Internal Revenue

by the Profit Sharing



If the firm’s stock is publicly traded, so that an outside
market value can be easily verified, there will be little
opportunity for abuse in valuation of the stock given to the
plan. But where stock is closely held -- as in many smaller,
family owned companies -- there is a danger that the value of the
stock contributed to the ESOP trust could be artificially
inflated to obtain an excessive tax deduction. A 1985 report
based on 239 ESOPs found that only 13% were associated with firms
whose stock was publicly traded.®2® Another survey put the figure

at one fourth in 1983.3«

Concerns that the ESOP mechanism was being abused were

reflected in a 1980 government report. Excess stock valuations
(and, therefore, excess tax deductions) were apparently being
encouraged by the tax code. Apart from the question of valuation

of stock contributed, the report noted problems related to the
marketability of non-traded stock, and the 1limited voting rights
allowed to employees for "their" shares.®® Perhaps hoping to
attract more firms into the ESOP pool, including larger, publicly
traded enterprises, Congress passed a further tax incentive for
ESOPs in 1984. The 1984 rules allow banks and other lenders to
exclude half of the interest they receive from ESOPs from
corporate income taxes. Borrowing through an ESOP 1is thus made
cheaper_than borrowing directly, since lenders will give reduced

interest rates to ESOPs reflecting the tax subsidy.
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The Incidence of ESOPs and their Future.

In 1986, according to Table 4, 30% of employees at medium
and large firms were covered by some form of ESOPs. Yet tﬁe vast
majority of these workers were under tax-credit ESOPs (the
PAYSOPs previously discussed). Given the 100+ percent tax
subsidy to PAYSOPs, it is surprising that the figure was not much
higher. Regular ESOPs covered only 2% of the employees within

the scope of the survey.

ESOPs have strong proponents and much of the research done
on ESOPs has been by proponents.®® But there is mixed evidence
on their contribution to firm productivity or profitability.
Recently, there has been a surge of interest in the use of ESOPs
to transfer full or majority ownership to employees. In some
cases, workers (and their unions) have bought failing enterprises
and attempted to put them back into viable financial condition to
preserve jobs. Some of these efforts have produced well
publicized successes —-- such as Weirton Steel in West Virginia.®7
Less publicity has accrued to cases where worker ownership has
flopped, such as Rath Packing, a meatpacking company which went

bankrupt under an ESOP.>©



As long as some provisions of the tax code continue to favor
ESOPs, they will remain on the scene. But their impact on
productivity or employee 1loyalty remains uncertain. Nor have
they transferred substantial stock to employees. And while ESOP
success stories will inevitably attract favorable coverage, ESOPs
will also receive unfavorable publicity when, for example, they
are used by management to fend off hostile takeovers. Thus, with
their close cousins, the PAYSOPs, now stripped of tax incentives,
ESOPs seem destined to remain an interesting -- but not very

important -- form of compensation.

There is an economic justification for this limited role for
ESOPs. From a microeconomic viewpoint, ESOPs reflect only
imperfectly, the stakeholder interests of employees in the firms
which employ them. Once an employee’s connection with the firm
is severed —-- through retirement, quit, or permanent layoff--
that stake ceases to exist. Yet with an ESOP, the employee who
leaves the firm takes his/her equity, as stock, cash, or as an
annuity. In contrast, with profit sharing or productivity gain
sharing, claims on the company exist only for current employees.
Thus, profit sharing and productivity gain sharing better

recognize employee stakeholder interests relative to ESOPs.

From a macroeconomic viewpoint, ESOPs are also defective.
The advantages that Weitzman has argued accompany profit sharing

and similar arrangements do not accrue from ESOPs. ESOPs, at
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least as they are structured in the U.S., create more

stockholders, but do not make compensation more flexible or

change the firm’s hiring incentives. Thus, profit sharing plans

have a better claim than ESOPs on the tax subsidy which ESOPs

currently receive.
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