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Abstract

mpensati trat and Performance: A estion of Fit?

Corinne Derive

This research evaluates the compensation-strategy-
rerformance relationship and focuses on the middle
management compensation system. The thesis is organized
around two major objectives: (1) to investigate the
differences in compensation design and administration
characteristics associated with the businecs strategies of
Cost Leader versus Differentiation (Porter, 1980). (2) to
analyze whether organization performance is 1linked to
different combinations of business strategy and
compensation syvstem.

The study required collecting data on three types of
variables including (1) compensation policy design and
administration decisions, (2) business strategy and (3)
organization performance. These data came from Broderick'’s
(1986) Ph.D dissertation, the COMPUSTAT database (1989) and
the Fortune magazine Corporate Reputation surveys (1980-
1987).

High-performance cost 1leader oriented firms were
predicted to be different from high-performance
differentiator oriented firms in terms of their
compensation design and administration characteristics.

Research results suggest that there are some compensation

iii



patterns which are associated with either a cost leader or

with a differentiation strategic orientation. These

patterns, however, are not always similar to what was

predicted in the literature. The research results further

indicate that cost leader oriented firms have higher

organization performance under the following conditions:

that is when they (1) de-emphasis internal equity 1in

compensation design, (2) have a lower compensation level

than their competitors, (3) have a lower enmphasis on
incentives, (4) emphasize incentives rewarding growth and
innovation, (5) have open communication on compensation
issues, (6) encourage participation and (7) have a

decentralized but standardized compensation structure. In
contrast, differentiator oriented firms have higher
organization performapce when they (1) emphasize external

equity practices, (2) have higher compensation level than

competitors, (3) do not emphasize incentives based on
performance, (4) do not emphasize open communication on
compensation issues, (5) discourage participation and (6)

have a centralized but not standardized compensation

structure.
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Introduciory Section

In our dramatically changing world, traditional
management practices are trying to aim at moving targets,
"Responding to environmental turbulences requires new
organizational mindsets" as Ulrich and Wiersema put it
(1989, p:115). With increasing rates of environmental
changes, as well as the diversified nature of most large
firms, continuity and durability of organization strategy no
longer guarantee success. The management of change remains
the challenge of the 1990s. To compete in this and the next
decade of transformation requires that executives create and
maintain organizational assumptions and practices that help
clarify and cope with continual environmental change.
Successful managemeq} amid such turbulence requires
organizational and strategic adjustments. Objectives of
these adjustments are to foster better performance, control
costs and enhance flexibility. These are all necessary to
successfully compete in fierce markets. To build this
internal capacity to deal with change, executives need to
reevaluate their assumptions and game plans and inaugurate
practices to instill strategic and organizational
capability.

"Once the most productive nation in the world, the U.S.
now lags most of its global competition in productivity

"

growth explain Cameron, Freeman and Mishra (1991, p:57).

They argue that a good share of the blame for this decline
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rests squarely on white-collar employees and management (top
executives as well as middle managers). They illustrate this
by highlighting that between 1978 and 1886 the number of
production workers in the U.S. declined by 6% while real
output rose by 15%. That represents a 21% gain in blue-
collar productivity. During the same period, however, U.S.
manufacturing firms expanded the number of white-collar non
production workers by 21%, representing a 6% decrease in
productivity.

Declining white-collar productivity has created a cost
structure in many U.S. companies that contributes to limit
global price competitiveness and consequently market share
growth. As a conseguence, top managers as well as middle
managers are challenged by the pace and magnitude of this
change. Human resources managers are not excepted. They are
confronted daily with questions about how to respond to
changes in technology, changes in organizational structure,
and changes in business strategy to cope with increased
competition. Employees themselves have changing values and
expectations and increasing demographic diversity. When
confronted with the need for rapid and large scale change,
human resources managers, like +their counterparts in
marketing, finance and preduction, tend to adopt strategies
that enable them to manage their work forces effectively in
the face of uncertainty. Developing a human resources
strategy requires defining the work force performance goals

needed to support the organization’'s overall business



strategy and the human resources implications of these
goals, diagnosing the organization’s internal and external
environment to pinpoint human resources strengths and
weaknesses relative to these goals, and designing the mix of
human resources policies and programs that exploits
strengths and downplays or corrects weaknesses. The aim is
to shape a work force that is focused on strategic
performance goals and capable of achieving them.
Compensation is a critical piece of the overall human
resources strategy. Because compensation is both visible and
important to employees, a compensation program designed to
communicate and reinforce strategic goals increase the
probability that employees not only will understand what
these goals are but also will achieve them (Milkovitch &
Broderick, 1990). Because employees also understand that
compensation dollars are important to the orgenization, the
strategic intent of other human resources efforts (sucl. as
performance management, recruiting, career development, and
the like) are also clearer if their designs are consistent
with the compensation program. In short, realization of
compensation strategy requires that "the money match(es) the
message" as Milkovitch and Broderick put it (1990, p:25).
But why spend the time developing compensation
strategy? In the past recent years, many compensation
researchers and consultants have been advocating that the
design of an .ffective compensation system demands not only

a close articulation between human resources <trategies and



pay strategies, but also a clear fit between compensation
system components and organizational structure and strategy.
This is why L.L. Gomez-Mejia and T.M. Welbourne wrote in
1988 thet:

A number of writers are now arguing that compensation

as a field of study is undergoing a transformation from

being micro-oriented, bureaucratically based, applied

discipline that emphasizes tools and techniques to a

broader field focusing on such concepts as

"eongruency", "fit" and "linkages" thst involve close

articulation between the pay system and other

organizational functions." (Gomez-Mejia & Welbourne,

1988, p:173).

The compensation system, when properly designed, is a
key contributor to the effectiveness of the organization
(Lawler, 1980; 19881; Kerr, 1985; Wallace & Fay, 1988). If
managers make compensation decisions consistent with the
organization’s business strategy, responsive to external and
internal conditions, and consistent with the overall human
resources strategy, then the organization is more likely to
be competitive. Basic to Lawler's book {Pay and
Organizational Effectiveness, 1981) and to the search for
the right compensation system is the belief that how people
are paid has a direct impact on organizational
effectiveness. How people are paid affects their
absenteeism, productivity and the quality of work they do
(Lawler, 1971). Few doubt the validity of this belief, but
widely divergent views exist about what the most effective
system is. Beliefs, myths, opinions and counter-opinions

abound in the literature on organizations concerning how

much people should be paid and what methods should be used



to pay them. Probably no other topic concerned with the
management of work organizations is a subject of more
debate, controversy and misunderstanding. The reasons for
this are not hard to identify. Pay is an important cost item
for organizations. There has been little research on how it
affects organizational performance and it is a highly
emotional issue for many individuals. It 1is ©precisely
because it is an emotional issue that generally accepted
precise answers, based on rigid formulations and data, are
so difficult to obtain. This statement is based on belief,
not systematic evidence. Few studies link the implementation
of compensation strategy with business success. Indeed there
are so many factors unrelated to compensation that can
influence business strategy success that disentangling the
effects of compensation strategy is a difficult task
(Milkovitch & Broderick, 1990). Finkelstein and Hambrick
confirm this statement asserting that while empirical work
has found a link between compensation schemes and strategic
choires, the eventual tie to firm performance has not
clearly been made (1988). Only recent studies do offer
guidelines on the effects of certain decisions, specifically
pay-for-performance plans, on firm performance.

For many years both researchers and practitioners have
attempted to learn why some organizations achieve higher
levels of performance than other organizations. Thompson
(1967) and Schendel and Hatten (1972) suggest that the

success of an enterprise seldom depends upon a single



factor. Rather, it largely stems from the ability of
administrators to reach and maintain a viable balance among
a combination of different factors (Lenz, 1980). Empirical
studies address particular aspects of this broad problem of
managing multiple dependencies. Several studies center upon
relationships between environment and performance, while
others address the influence of strategy and organizational
structure and processes upon performance (Lenz, 1980; White
& Hammermesh, 1981; White, 1986; Roderick & Hammermesh,
1981; Robinson & Pearce, 1988), This research indicates that
success depends upon a contingent relationship between
environment and strategy. However, few, if any, empirical
studies focus upon the broader issue of the joint influence
of compensation policies and strategy upon organizational
performance. In part, this is due to the fact that some
pieces to test the strategy~compensation-performance
relationship were missing. The empirical investigation of
this relationship requires appropriate measures for
strategy, compensation policies and performance. Hambrick
(1980) explains that the lack of a non-situation specific
concept of business ~irategy, that can be operationalized,
has impeded the empirical investigation of this relationship
at the business level.

Fortunately, the development of generic business
strategies along with the validation of the contingent
approach to organizations have begun to redress this problem

( Miles & Snow, 1978; Porter, 1980; Hambrick, 1983;



Galbraith & Nathanson, 1978). This circumstance, coupled
with the delineation of business wunits within large
diversified companies, permits the empirical study of
business unit strategy-compensation "fit". This was the
purpose of Broderick®' s study (1986). She first argued that
a set of important pay policy decisions can be identified
and measured and then demonstrated that pay policy decisions
vary systematically across organizations with different
business strategic types, using Miles and Snow's typology
(1978).

Thus, strategic groups provide a useful intermediate
frame of reference. But, with the recognition of limitations
and defects in previous constructs representative of generic
strategies (the Miles & Snow's typology for instance),
Porter’'s framework :(1980) of generic strategies and
competitive dimensions proposes an alternative guide for
strategy formulation. This potentially valuable research
tool for <c¢lassifying the strategies of all competitors
within an industry has received particular notice among
academicians and has been used and validated by
practitioners (Dess & Davis, 1980; Pearce & Robinson, 1988).
This is why we find it of a great interest to study the
"fit" between compensation strategies and Porter's generic
strategies of Cost and Differentiation.

The purpose of this study 1is to investigate the
compensation-strategy-performance relationship for middle

managers. The literature review gives evidence that



compensation policies and reward items vary with the group
of employees involved (Carroll, 1987; Lawler, 1971; 1981),
Since very few studies have addressed compensation issues
for middle management, middle managers are chosen in this
research as the group of employees on which the study's
investigation of compensation policies would focus. An
advantage of this choice is that wusually compensation
systems for middle managers include a higher number of
incentive options than compensation systems for lower level
managers or non-management employees. This increases the
likelihood of collecting data on a variety of incentives
decisions. Another advantage is that the pay of middle
managers, as opposed to that of top executives, is less
likely to be influenced by the decisions of people from
outside the organization. This decreases the chances that
data on compensation policies would be considered
confidential (Broderick, 1986).

The study is organized around two major objectives. The
first objective is to extend Broderick’s (1986) study, by
using Porter’'s generic strategies, instead of Miles & Snow's
strategic types. The following question will be addressed:
(1) Do the business strategies of cost yrergus
differentiation influence the choices of compensation design
and administration characteristics for middle managers?
The second objective is to go beyond the descriptive focus
of the first question and analyze whether organization

performance is linked to different combinations of business



strategy and compensation system. The cumulative implication
of previous research indicates that high performing firms
should exhibit different combinations of these two factors
than low performing firms with the same generic strategy.
Thus, the second question addressed is the following:
(2) Does the existence of a "fit" between compensation
system and business strategy contribute to improve

organigation performance?



CHAPTER I

LITERATURE REVIEW

This chapter reviews theory and research in such
areas as compensation, organizational design and structure,
organization strategy and organization behavior in order to
investigate the compensation, strategy and performance
relationship. This research is primarily focused on
strategic compensation. Though compensation may include both
monetary and non-economic rewards, this research focuses
primarily on economic rewards. The first section of this
chapter presents the compensation literature relevant to our
investigation and defines important elements of compensation
systems. The second section presents a review of theory and
research on how these compensation dimensions might be
differentially associated with business strategy choices and
introduces our conceptual framework. The third section
addresses the major issue of our research, the compensation-
strategy-performance relationship. Following this, the

hypotheses which will guide this research are presented.

Compensation Literature

The purpose of this section 1is to review the

compensation literature and define important elements of

compensation systems. Key dimensions of the design and

10



administration of compensation systems will be derived from

the literature.

An_Introduction to Compensation
Towards a Definition of Compensation

The idea of compensation is deeply rooted in every
culture and society, be it ancient, medieval or modern.
Traditionally, the term compensation meant economic or
monetary rewards that are often used in work contexts.
However, we shall use the term in its broadest possible
sense to include all forms of rewards: monetary, payments in
kind and non-economic rewards such as praise, recognition,
etc. In this broad sense, compensation is one of the most
important aspecis which affect human relationships. Most of
the writiugs focusirg on the use of human resources
management to help implement and reinforce organizational
goals and strategies have emphasized the special role of the
compensation system (Salter, 1973; Galbraith & Nathanson,
1978; Balkin & Gomez-Mejia, 1987; 1990).

Organizations must design compensation systems in order
to remove the goal limitations to performance because they
can not rely upon the voluntary and spontaneous selection of
the behavior which will produce the most effective task
performance (Galbraith & Nathanson, 1978). This premise is
not based on an assumption that people are lazy or
recalcitrant; it simply means that organizations can not

rely on a perfect matching of personality and role
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requirements without devoting additional administrative
effort. Galbraith explains that every organization is
dependent upon its members to choose to perform those
behaviors which will produce the desired effects on its
environment. By definition, the more consistently
individuals choose the appropriate behaviors for the role
related situations with which they are faced, the more
effective is their performance. This is why the function of
organizational design is to remove as many factors as
possible which would 1limit individuals in making these
choices. Galbraith and Nathanson (1978) points out that in
order to deal with this problem, organizations have
developed devices such as compensation systems. But like the
choices among structure attributes, there is no one best
compensation system., Similarly, not all individual
compensation systems are equally effective.

Unlike small scale business enterprises in traditional
societies which compensated their emplovees through basic
wages, modern organizations offer a wide variety of rewards
to employees in order to remain competitive. An extensive
list of such rewards offered by today's organizations has
been compiled by Kanungo and Hartwick (1987). The type and
number of reward items in a compensation package of an
organization depends upon the organization’s needs. In the
literature, the reward system may include economic rewards,
such as salary, merit pay, incenctive pay, bonuses, insurance

policies, cost of living increases and the like, and non-
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economic rewards, such as personal growth, personal
challenge, feedback, autonomy, Jjob enrichment programs,
premotion, socialization, career planning, training
opportunities (Kanungo & Mendonca, 1990; Lawler, 1971).
Another possilble way of dealing with rewards could be in
making the distinction between extrinsic and intrinsic
rewards. This classification has been gquestioned by several
authors. Others have found different additional ways of
classifying rewards ({Galbraith & Nathanson, 1978;
Lawler,1971; Kanungo & Mendonca, 1990)

Economic compensation may be received directly in the
form of cash (e.g., wages, merit increases, incentives, cost
of living adjustments) or indirectly through benefits and
services (e.g., pensions, health insurance, paid time off).
Non-economic reward items which do not involve any monetary
payments or benefits ;re, for instance, personal challenge
in assignments, feelings of worthwhile accomplishments,
personal growth and development. Thus, according to Kanungo
and Hatwick (1987) the entire domain of compensation or
reward items can be classified into three basic categories:
(1) direct cash payments, (2) benefits and (3) non-economic
rewards. We can therefore refer to the totality of
compensation items as the reward system with two major

components: (1) economic compensation system and (2) non-

econnmic reward items.

In this research, we will narrow the focus of the

economic issues and use the definition of compensation

13



proposed by Milkovitch and Newman (1990): "Compensation
refers to all forms of financial returns and tangible
services and benefits employees receive as part of an
employment relationship”. This definition excludes other
forms of non-economic rewards or returns that employees may
receive, such as promotion, verbal recognition for
outstanding work behaviors, feelings of accomplishment, and
the 1like. Such factors may be considered as part of an
organization’s total reward system and are often coordinated
with compensation (Milkovitch & Newman, 1990). We have
chosen this definition because this research focuses
primarily on economic types of rewards, in work

relationships, and within an organizational context.

The Forms of Compensation Systems

Programs that distribute compensation to employees can
be designed in an unlimited number of ways, and a single
employer typically will use more than one program. These
compensation delivery programs typically fall into four
forms: (1) base salary, (2) merit pay, (3) incentives and
(4) employee services and benefits (Milkovitch & Newman,
1990).

Base wage is the basic cash compensation that an
employer pays for the work performed. Base wage tends to
reflect the value of the work itself and generally ignores
differences in contribution attributable to individual

employees. Some pay systems set base wage as a function of
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the skill or education an employee possesgees. Periodic
adjustments to base wages may be made on the basis of
changes in the overall cost of living or inflation, changes
in what other employers are paying for the same jobs, or
changes in experience/performance/skill of employees. A
distinction is often made between salary and wage, with
salary referring to pay for those workers who are exempt
from regulations of the Fair Labor Standards Act (for U.S.
workers), and hence do not receive overtime pay. Managers
and professionals usually fit this category. Their pay would
be calculated at an annual or monthly rate rather than
hourly, because hours worked do not need to be recorded. In
contrast, workers who are covered by overtime and reporting
provisions of the Fair Labor Standards Act, "non-exempts'",
usually have their pay calculated at an hourly rate referred
as a wage.

Merit pay rewards past work behaviours and
accomplishments. It is often given as lump-sum payments or
as increments to the base pay. Merit programs are commonly
designed to pay different amounts, often at different times,
depending on the level of performance. It is important to
note that merit pay is defined as a reward. A reward is
given for meritorious performance. A return is given in
exchange for something of value (Milkovitch & Newman,
1990).

Incentives also tie pay directly to performance.

Incentives may be long or short term-oriented, and can be

15
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tied to the performance of an individual employee, a team of
employees, a total business unit, or even some combination
of individual, team and unit. Usually very specific
performance standards are used in short-term incentive
programs. Long-term incentives are intended to focus
employee efforts on longer range results. Managers or
professionals are often offered long-term incentives (e.g.,
stock ownership, bonuses) to focus on long-term
organizational objectives such as return on investment,
market share, return on net assets and the like. Incentives
and merit pay differ. While both may influence performance,
incentives do so by offering pay as an inducement. Merit, on
the other hand, is a reward that recognizes outstanding past
performance (Milkovitch, 1990). Merit pay is typically based
on individual performance; incentives may be based on the
performance of an individual, team or unit.

Employee services and benefits are the programs that

include a wide array of alternative pay forms ranging from
time away from work (vacations, jury duty), services (drug
counseling, financial planning, cafeteria support), and
protection (medical care, life insurance, and pensions).
Because the cost of providing these services and benefits
has been rising and health care expenditures have been
increasing at rates in excess of 16%, they are an
increasingly important forms of pay. Many employers now
manage benefits as closely as they manage direct

compensation.
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The pavotal role of compensation in organigzations

It is important to recognize that the need for adequate
compensation is fundamental to human nature snd, therefore,
to the human condition. This fact alone should be sufficient
to demonstrate the pivotal role of compensation. However,
there are other considerations which further emphasize the
critical nature of compensation. We can explore these
considerations from the vantage point of: (1) society, (2)
individuals and (3) organizations.

Compensation in the form of monetary rewards has always
been a societal concern, principally because it affects
justice, taxes and the health of the economy. Different
religions, down the ages, have decreed that the principles
of justice should govern compensation. After the industrial
revolution, for instance, the concept of a "just" wage was
extended to include a "living" wage. The minimum wage
legislation prqvided some safeguards to the non-unionized
workers. Howevér, all workers have benefitted considerably
from the social security legislation which provides in
Canada and in the States, for medicare, unemployment
insurance, workmen’s compensation and old age pensions.
Societal concerns today are also focused on the issue of pay

equity for women and minorities. This issue of "equal pay
for work of equal value", also known as '"comparable worth"
is well underlined in the compensation literature

(Milkovitch & Newman, 1990; Balkin & Gomez-Mejia, 1987;

Lawler, 1981; Wallace & Fay, 1988). Societal concerns about
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economic compensation arise also because of its effects on
taxes and the health of the economy. Compensation to
government and municipal employees generally comes from tax
revenues. Increases in compensation without a corresponding
increase in productivity can, and do, lead to inflationary
pressures which could impact adversely on the
competitiveness of business and industry.

Secondly, individuals are obviously concerned about
compensation., It is their sources of income. For the vast
majority of people, monetary compensation is the primary, if
not the only, source of income which determines social
status and standard of 1living. The paycheck 1is a crucial
determinant of the individual's socio-economic well-being.
Compensation is also considered as being a return on their
investment in education and skills development. The paycheck
also represents a return on the individual's investment in
his/her education and skills training. The time spent in
school or in a profession constitutes his/her investment not
only of time but also of effort and expenditures.
Individuals also expect that their compensation provides
adequate and fair feedback on their work contributions.
Concerns and expectations about their monetary compensation
are inextricably linked to their Jjob satisfaction (Lawler,
1971). Of course, monetary compensation is only one efément
contributing to job satisfaction. Non-monetary rewards are
equally important. Other elements such as satisfaction with

co-workers, supervisors, working conditions, Jjob security
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and the 1like, play also an important role. Nevertheless,
satisfaction with financial compensation has been found to
be a major contributor to job satisfaction (Mendonca, 18981).

Finally, from the point of view of organizations,
economic compensation 1s also an obvious concern.
Compensation is a major item of expenditure. In
manufacturing organizations, for instance, the compensation
package constitutes as much as 50% to 60% of the total
operating costs. In service organizations and in the
government and its agencies, the compensation package can go
as high as 80% of total costs. The real concern of
successful organizations then is to view its compensation
package as an investment in people, its most valuable
resource. Organizational concerns about a compensation
package that includgs both financial and non-financial
elements are also e;pressed in terms of its motivating
potential (Lawler, 1981). Motivation theories asserts that a
well-designed compensation package can effectively motivate
employees towards the organizationally desired behaviors.
This is the compensation package, both economic and non-
economic, that motivates an employee to perform at varying
levels of performance, to grow on the job, accept challenge
and responsibility, or to be absent from work (Lawler,
1981). In Canada, for instance, the total costs to the
economy due to absenteeism is estimated at between 3 to 7

billion dollars, which is 10 to 11 times the cost of
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strikes. In brief, society, individuals and organizations

demonstrate the pivotal role of compensation.

Designing a Compensation System: The Importance of Employee

Motivation

Lawler’'s (1971; 1981; 1990) research on pay and
organizational effectiveness has demonstrated that a
properly designed compensation program is an effective
response to the concerns presented above and constitutes an
important element of the strategies to socialize and manage
the human resources. Until recently, organizational concerns
about compensation issues arising from the external
environment stemmed from the unions. With the advent of the
pay equity legislation, alluded to under societal concerns,
organizations are now forced to 1look at compensation
programs not in paternalistic terms, but in terms of
fairness and equity.

Kanungo and Mendonca (1991) recognize that the real
test of the effectiveness of a compensation system is
whether it enables the organization to attract and retain
employees, to motivate them to high performance in their
present job, to induce them to want to prepare themselves to
seek and accept additional responsibilities and challenges
and to promote commitment and loyalty to the organization.
To design a compensation system which will successfully meet
these tests, it is essential to understand the motivational

dynamics inherent in the reward-behavior relationships.
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Employee motivation, therefore, is a critical consideration
in the development of the compensation system. It is
important to have a fairly clear idea of why and how a
reward item motivates the recipient to manifest a certain
desired behavior. "Whereas the environment provides the
organization’s underlying strengths, capuabilities and
objectives of the foundational structure of the compensation
system, the consideration of employee motivation is the
raison d'etre of the compensation system, and, accordingly,
constitutes the core and integral element of the
foundational structure" (Kanungo & Mendonca, 1991).

Theories of motivation provide the essential
characteristics which a reward item must possess if it is to
be effective in motivating employees towards the desired
work behaviors. The content approaches to work motivation
which explain human behaviors as an attempt to satisfy a
need, proposes that rewards affect work behavior in
substantially different ways depending on whether they are
intrinsic rewards or extrinsic rewards. The process
approaches to work motivation, explain human's behavior and
motivation as an individual’'s attempt to restore equity or
reduce the inequity the individual experiences in work
situations (Equity Theory) and as an individual’s effort to
perform only if he/she values the reward item and if it is
received as a consequence of his/her behavior (Expectancy
Theory). The Porter-Lawler model (1981) suggests that the

critical attributes of organizational compensation items are
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(1) contingency upon performance, (2) valence (highly
desired reward by employees) and (3) saliency (employees
must be aware of the existence of the reward and the

conditions for earning it (Kanungo & Mendonca, 1991). Thus,

‘if the reward items offered by the organization are seen by

the employees in terms of these attributes, then the
compensation system will, to the extent of such perceptions,

have a significant influence on work motivation.

The Foundations of Compensation Strategy

"Compensation strategy is the repertoire of
compensation decisions and pay choices available to
management that may, under some conditions, have an impact
on the organization's performance and the effective use of
its human resources" (Gomez-Mejia & Welbourne, 1987). From
this perspective, the degree of success associated with
various pay choices depends on those contingencies facing
the organization at any given time (Balkin & Mejia, 1987).

The examination of compensation decisions in

organizations and compensation dimensions associated with

these decisions is necessary to understand the conceptual

framework of this study.

An Examination of Compensation Decisions

In the literature, decisions on compensation structure,

level, mix, incentives and compensation administration were

consistently identified as important to the overall design
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and administration of an organization's compensation system.
In a number of texts (Milkovitch & Newman, 1990; Rock &
Berger, 1991; Sibson, 1990), they were the essential
elements of an organization’s compensation system. Those
compensation system design as well as compensation
administration elements were considered necessary to the
day-to-day operation and maintenance of an organization’s
compensation system ( Lawler, 1981; Ellig, 1982; Henderson &
Risher, 1987; Milkovitch & Newman, 1990). They are briefly
defined in the following paragraph.

Compensation Structure is defined as the distribution

of monev rates paid to different Jjobs in an organization
(Broderick, 1986; Milkovitch & Newman, 1990). The actual
compensation structure for a group of Jjobs or employees is
determined by a number of compensation decisions. For
example, in developing a compensation structure for a group
of jobs, the organization must decide the degree of emphasis
placed on internal norma relative to external prices,

Compensation Level is defined as the average of the

total distribution of these rates (Broderick, 1986;
Milkovitch & Newman, 1990). The actual compensation level is
determined by a number of compensation decisions. For
example, in developing a compensation structure for a group
of jobs, an organization must determine the going rate for
the jobs in the external labor market.

Compensation Mix refers to the emphasis on a particular

form of compensation in the total compensation package
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offered for a specific group of employees. Typical forms of
compensation include base salary, benefits and incentives,
that is pay increases related to performance. Organizations
that wish to reward employee loyalty and seniority often
emphasize base salary and benefits in compensation mix
decisions. Organizations wishing to reward employee
performance often emphasize incentives (Broderick &
Milkovitch, 1990).

The compensation decisions associated with incentives
require that organizations determine how to best communicate
to their emplocyees the broad outlines of the performance
desired. Broderick (1986) asserts that there are at least
three decisions considered. The first involves the time
orientation the organization wishes to communicate and
reward. By emphasizing long-term incentives, that is pay
contingent on performance over a three to five year period,
long term objectives are shown to have high priority.
Alternatively, an emphasis on short-term incentives, that is
pay contingent on a one to two year period of performance,
is a signal of the importance of short-term objectives
(E11ig, 1982). The second decision reflects the performance
emphasis desired. Typically the literature describes choices
between entrepreneurial and production (including cost
control) performance criteria. The third decision reflects
the degree of risk involved in employee attempts to perform

as desired.
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Compensation administration decisions influence the

style in which a compensation system’s design is developed

and maintained, day to day. The characteristics of an
organization’'s administration are described in the
organization behavior literature as: communication,
centralization, formalization and standardization

(Broderick, 1986; Milkovitch & Newman, 1990). The definition
of these characteristics is extended to compensation system
administration (Broderick, 1986; Carroll, 1987). Communica-
tion decisions can range from an emphasis on open
communication of all types of compensation information to
relative restriction of information. Compensation
centralization decisions determine the level at which
employees participate in, and authorize, different types of
compensation decisions. Closely related to centralization
are decisions that establish the degree to which the
implementation of compensation system design is governed by
standard operating procedures, work rules and supervision.
Examples of formalization in a compensation context might
include the degree to which job analysis, evaluation and
wage surveys are governed by structured questionnaires,
evaluation manuals and established wage survey procedures.
Finally, the compensation standardization decisions involve
the degree to which compensation is either tailored to a
specific organization unit or standardized across all units.
For example, in some firms, the same performance criteria

can be used for incentives in all units. In other firms,
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differences in objectives may justify establishing unigue
performance criteria (Salter, 1973; Broderick & Milkovitch,
1986).

An understanding of those compensation decisions is
useful to determine the compensation policy dimensions

associated with these elements, which are the focus of this

study. In addition, the necessary first step is the
identification of compensation policy design and
administration decisions, before addressing any issue

regarding compensation system and strategy "fit" (Broderick,

1986).

An examination of Compensation dimensions

All compensation decisions presented above involve
trade-offs. These trade-offs are related to important
compensation system objectives. Broderick (1986) also
suggests that compensation decisions might be differentially
related to more aggregate compensation policies.

Eighteen different studies have explicitly examined
strategic compensation dimensions (Gomez-Mejia, 1987). This
literature spans such areas as executive compensation,
diversification strategy, product-life cycle, incentive pay
and research and development compensation. These articles
were categorized by Gomez-Mejia and welbourne (1987) and are
presented in table 1. The compensation dimensions associated
with the compensation decisions of structure, level, mix and

administration are described below. Compensation policy
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dimensions are distinguished from more technical
compensation dimensions such as those related to methods of
job evaluation or choice of the wage survey to be used in
determining compensation level (Lawler, 1981; Milkovitch &
Newman, 1984),

Compensation Structure: The choice of a compensation
structure involves decisions in the following dimensions:
(l)internal versus external equity, (2)job versus skills,
(3)performance versus seniority, and (4)hierarchical versus
egalitarian.

Internal versus External Equity: The emphasis placed on
internal versus external equity in the compensation system
depends on whether divisions are autonomous or dependent. If
autonomous, they are free to develop their own policies;
therefore, internal equity in relation to the entire
corporation is not critical, and external equity becomes the
main concern. The opposite would be true for dependent
divisions. The findings of Balkin & Gomez-Mejia (1987)
indicate that "related products" strategy firms emphasize
internal equity over external equity. These authors suggest
that more '"freewheeling" compensation practices that are
responsive to varying conditions, contingencies, and
individual situations seem to be most effective for single
product firms and strategic business units at the mature

stage.
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Strategic Compensation Dimensions Used by Varlous Authors
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Job versus Skills: Job-based pay is generally used in
traditional compensation systems where the company assumes
that job value can be determined and that worth is primarily
comprised of the contributions of the job (rather than
individual incumbents) to the organization. Skill-based pay,
on the other hand, tends to be used in non-traditional
settings where jobs are fluid, employvee exchanges are
frequent, and the entire human resources philosophy fosters
employee participation and trust. Few companies pay
exclusively for individual skills rather than the job
itself, These organizations tend to hire professionals such
as academics, lawyers and physicians (Lawler, 1981).

Performance versus Seniority: Most authors agree that
this decision should be evaluated in terms of organizational
goals as well as the firm’s ability to measure performance.
If a company can accurately measure performance and align
rewards accordingly, the compensation svstem should be
perceived as fair by the employees and serve as a powerful
reinforcer of desired behavior (Kerr, 1988). If not, the
system will be perceived as unfair and become highly
disruptive. Unfortunately, failures in pay-for-performance
systems are not uncommon. Many firms want to pay for
rerformance, but due to their inability to measure
performance, they ultimately pay for seniority (Fombrun,
1989; Gomez-Mejia, 1987).

Hierarchical versus Egalitarian: Whether the

compensation system leads to a hierarchical or egalitarian
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atmosphere tends to be an indirect result of other strategic
compensation decisions rather than a goal in and of itself.
If a company provides money and various perquisites for
moving up the corporate ladder, the traditional hierarchy
tends to result. If, instead the firm de-emphasizes the
traditional differentials between job grades, allows
individuals to increase earnings without moving into
management, and minimizes status-related perquisites, an
egalitarian atmosphere becomes the norm. Firms that
concentrate on harvesting current market share and
maintaining existing profit 1levels tend to reinforce a
hierarchical structure. On the other hand, those firms
making high investments and undertaking significant
financial risks in order to expand market share attempt to
foster a more egalitarian style. Milkovitch (1988) suggests
that the egalitarian atmosphere allows companies flexibility
to deploy the work force into new areas, projects or
positions without compensation changes. This could explain
why growth firms prefer this style of management.

Compensation Level: The choice of the compensation
level involves decisions regarding the market pay position
compared to the external market.

Compensation Level versus Market: Milkovitch & Newman
(1990) refer to this dimension of compensation strategy as
"competitiveness" which represents the total compensation
package in relation to the competition. This makes sense

because the entire compensation package is what will attract

30



and retain employees. Unfortunately, researchers seem
limited to measuring base pay in relation to the market.
Setting compensation rates higher than market will usually
enhance a firm’'s ability to attract and retain employees.
Faying greater than market can also create a climate where
employees feel part of an elite group. Paying lower than
market can be an effectivc strategy for low-skilled jobs or
positions where qualified applicants are readily available.
High base pay should be associated with firms that
continually search for new products and market opportunities
because their employees take more risks, and their tasks are
more complex (Carroll, 1987). However, Balkin & Gomez-Mejia
(1987) found that growing firms are associated with a lower
base salary relative to the market. Their reasoning is that
these firms have greater incentives in the compensation mix
in order to minimize'}ixed costs incurred at this stage of
growth.

Compensation Mix: The choice of a compensation mix

involves decisions in the following areas: (1)fixed pay
versus incentives, (2)intrinsic versus extrinsic rewards and
(3) bonus versus deferred compensation.

Fixed Pay (Base Salary and Benefits) versus Incentives:
Higher risks tend to be associated with opportunities for
larger income. Mature firms trying to maintain their present
market share generally offer more job security, and that
translates into higher base wages and benefits but less

incentives (Balkin & Gomez-Mejia, 1987, 1990). Those firms
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that are aggressively trying to expand their market share
(causing employees to incur more personal risks) make use of
higher incentives and lower base wages. This enables these
firms to minimize fixed compensation components and channel
resources into additional growth areas (Balkin & Gomegz-
Mejia, 1987).

Intrinsic versus Extrinsic Rewards: Lawler (1984; 1990)
suggests that a firm can obtain a competitive edge if it
combines a good compensation package with intrinsic rewards
(e.g., achievement, recognition, etc.) that meet the
psychological needs of the employees +the firm hopes to
attract and retain. Hambrick and Snow (1989) argue that
intrinsic rewards are important in organizations that seldom
make major adjustments in their technology, structure or
methods of operation. This is because there 1is little
glamour associated with this type of business, so
recognition and responsability serve as important non-
monetary rewards to retain achievement oriented employees.

Bonus versus Deferred compensation: Frequent bonuses
and merit pay raises are associated with an emphasis on
short-term performance, while deferred compensation is
associated with a 1long-term perspective (Salter, 1973;
Rappaport, 1978; Carroll, 1987; Kerr, 1987). There is
disagreement as to whether frequent rewards should be
utilized by firms with a high need for cost efficiency and
stable tasks or by companies with a high need for innovation

and unstable tasks. This controversy reflects different
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views about whether short or 1long-term goals are most
important in each type of firm.

Compensation Incentives: The choice of compensation

incentives involves decisions in the following dimensions:

(1)individual versus group performance, (2)short versus
long-term orientation, (4)risk aversion versus risk taking
and {5)quantitative versus qualitative measures of
performance.

Individual versus Group Performance: This issue is
related to the problem of assessing performance. It has been
argued that individual performance should be used as a basis
for compensation because it can be a powerful motivator
(Carroll, 1987). However, management's inability to
accurately measure individual contributions often results in
rewards being incongruent with actual performance (Lawler,
1987). Using group performance as a basis for compensation
is recommended when corporate goals or the nature of work
demands close cooperation in the work force (Carroll, 1987;
Gomez-Mejia & Balkin, 1987). It has been suggested that
combining group and individual performance criteria can
enhance the reinforcement value of a pay for performance
system (Tichy, Fombrun & Devanna, 1982). Lawler (1983)
suggests wusing base salary contingent wupon individual
performance and bonuses dependent on group performance. Or a
bonus pool could be established based on group performance
and allocated based on individual performance.Lawler’s

suggestions are based on the presumed advantage of using
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both group and individual performance measures. Carroll
(1987) notes that firms with a strong concern for product
and market innovation find it difficult to use individual-

based performance measures due to their lack of stable

"individual output indicators necessary to conduct these

evaluations. These firms are better off if they rely on
narrowly defined group performance measures to make
compensation decisions. Carroll claims that this approach is
more likely to foster creativity and cooperation in these
types of companies. However, an empirical study by Gomez-
Mejia (1987) found that within firms similar to those
described by Carroll, compensation managers report that it
is important to use both individual and group performance
measures as a basis for compensation in order to maximize
the motivational impact.

Short versus Long-Term Orientation: Most of the work in
this area focuses on top executive compensation, and there
are many conflicting views on the subject. Some authors
contend that short-term incentives cause managers to
consider only the short-term performance of the
organization, and this often results in decisions that are
inconsistent with 1long-term objectives (Lawler, 1983;
Hambrick & Snow, 1987; Stonich, 1981; Rappaport, 1978).
Moving to the opposite extreme, focusing entirely on the
long-term picture can mean foregoing the reinforcement value
provided by frequent rewards closely tied to desired

behaviors. An extensive battery of measures can be used to
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provide managerial incentives. Included are return on
assets, stock price, earnings per share and net profit. New
approaches are constantly being introduced to measure and
reward long-term performance. However, no single method has
been found that is entirely satisfactory. A few case studies
discuss alternatives for balancing short-term and long-term
goals, but there is little empirical research (Gomez-Mejia &
Welbourne, 1987). The time horizon for compensation may also
be culture bound. According to Fombrun (1984; 1989), three
levels of culture affect each employee’s overall orientation
toward short-term or long-term performance: societal,
industry and corporate cultures. In Canada and the United
States, all three of these tend to be much more concerned
with short-term performance (Kanungo & Mendonca, 1990), so
it will be difficult to reorient managers towards rewards
continfent on long-term performance. One of the major
challenges when making strategic compensation choices is to
develop effective means of leading the change toward a long-
term perspective. Unfortunately, boards of directors do not
generally consider the performance of a firm’'s stock (a
long-term measure of stockholder welfare) when rewarding top
management (Kerr, 1985). Finally, short-term performance is
easily quantifiable, and the information needed for
measurement is easily obtained. This is not true for
measures of long-term performance. Managers are often
reluctant to commit to long-term goals because they appear

risky and rather nebulous (Carrol, 1987).
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Risk Aversion versus Risk Taking: According to Stonich
(1981), the Japanese believe that increased job security
reduces individual risk and variability of income and so
allows employees to make corporate decisions that involve
taking risks when needed. Job security permits managers to
identify with corporate goals without worrying about the
consequences of their business decisions for their personal
life and standard of 1living. There seems to be overall
agreement that risk taking is rewarded in high growth
companies while risk aversion tends to be reinforced in
mature firms that concentrate their efforts on maintaining
market share (Gomez-Mejia & Welbourne, 1987),

Quantitative versus Qualitative Measures of
Performance: It has been suggested that firms growing
through mergers and acquisitions should wuse objective
evaluation measures because they are more accurate
indicators of performance for each quasi-autonomous unit,
while companies expanding internally through vertical
integration should use subjective measures for each unit due
to their dependence on corporate headquarters (Kerr, 1985;
Pitts, 1977). It is also argued that firms that are trying
to be "first movers" in new product and market areas should
utilize subjective performance measures to better assgess
entrepreneurial activities because objective, quantifiable
data are not easily found (Kerr, 1982; Carroll, 1987). Firms
trying to maintain secure positions in relatively stable

product or service areas are said to rely on objective
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performance measures because quantifiable data is readily
available. Objective measures ultimately result in an
emphasis on short-term goals. Because of this drawback,
Salter (1973) recommended utilizing both types of measures
to best serve the corporation's needs.

Compensation Administration: The choice of a

compensation administration style involves decisions in the

following dimensions: (1)corporate versus division
performance, (2)centralized versus decentralized
administration, (3)open versus secret compensation,

(4)participation versus nonparticipation of employees and
{5 )bureaucratic versus flexible compensation policies.
Corporate versus Division Performance: When utilizing
only division performance as a measuring stick to distribute
rewards, a corporation looses synergy and may find itself
with less control over its business units than might be
desired. Using only corporate performance allows some
divisional managers to receive undeserved rewards (Hambrick
& Snow, 1887). Rewarding based on corporate performance is
more common in firms that have narrow and relatively stable
product market domains and that are vertically integrated.
The reasoning behind this association is that the
headquarter’s staff acts as an integrative force and is
involved in decisions affecting division performance;
therefore performance should be assessed based on the amount
of cooperation and synergy obtained across the various units

in addition to financial measures of division performance.
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In these situations, financial measures are not necessarily
representative of only division performance but reflect the
contributions of corporate involvement. Therefore,
divisional managers should not be exclusively evaluated on
division performance because it is not totally within their
control. Division performance has been recommended by Kerr
(1985) and others as a reward criterion for firms at the
start-up phase or those growing through acquisitions.
Because firms that grow by acquisition tend to be autonomous
and free from corporate controls and influence, measures of
divisionJ performance are more accurate indicators of the
contributions made by managerial and technical staffs. In
order to spur growih, an entrepreneurial climate is desired
in start-up and growth firms. This can be best accomplished
by wusing division performance as a measure. Another
Justification for using division performance for these firms
is that a corporation is not concerned with transferring
employees between headquarters and the division because the
product knowledge of employees is unique at each location.
Therefore, these types of firms would not acquire the
advantages associated with using corporate performance as a
measure; they would only incur the disadvantages (Gomez-
Mejia & Welbourne, 1987).

Centralized versus Decentralized Administration:
Compensation and administration can be tightly controlled by
corporate headquarters or can be delegated to various

plants, divisions, and other subunits within the firm.
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Lawler (1983) asserts that centralized compensation works
best when the expertise from headquarters is necessary and
when internal equity is emphasized. Decentralized
compensation works best when local innovation is beneficial
to the organization or when the strategic business units are
either in different markets or at different stages in the
prcduct life cycle. Miles and Snow {1984) suggest
implementing centralized compensation when economies of
scale can be realized or when legislative requirements
dictate centralization for ease of administration.
Centralized compensation is associated with diversified
"related products" firms trying to protect their present
market share and business units interested in minimizing
cests while retaining their position in the market (Carroll,
1987; Balkin & Gomez-Mejia, 1987). Greater control over
compensation decisions is consistent with the higher
bureaucracy associated with these corporate and business
unit types. Single product firms carving out new market
niches and undertaking projects with significant financial
risks tend to exercise less direct control over compensation
decisions. These single-product firms have a more organic
management style, with less formal policies and the ability
to decentralize decision-making.

Open versus Secret Compensation: Lawler (1983; 1990)
suggests that keeping compensation issues secret breeds
dependent employees. It also leads to 1low trust. Open

compensation, on the other hand, can encourage communication
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and involvement, in addition to pressuring management to
effectively administer the system. The empirical research

conducted by Balkin and Gomez-Mejia (1987) found open

compensation systems to be most effective in organizations

with compensation policies that emphasize risk-sharing,

flexibility, strong "pay for performance" norms,
decentralized decisions, employee participation in
establishing agreed-upon objectives, and a long-term

-

compensation orientation.

Participation versus Nonparticipation of Employees: Low
participation appears to fit the traditional, bureaucratic
compensation approach. Participation is associated with non
traditional compensation systems and highly knowledgeable
workers who are actively involved in other aspects of
organizational decision-making (Lawler, 1983; Balkin &
Gomez-Me jia, 1987).

Bureaucratic versus Flexible Compensation Policies:
Hambrick and Snow (1987) warn that frequent changes to the
compensation system can result in a lack of coherent
policies leading to a compensation system misaligned with
organizational strategy. They suggest that the system should
be formalized yet flexible enough to allow for modifications

when necessary.
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Summary of Dimensions of Compensation Policy Design and

Administration: Conceptual Framework

Compensation Policy Dimensions

The dimensions of policy design and administration
investigated in this study and the specific compensation
policy decisions believed to be associated with them are
listed in table 2 and are supported by compensation
researchers (Gomez-Mejia & Welbourne, 1987; Broderick, 1986;
Milkovitch & Newman, 1990), These dimensions are
differentiated in terims of their policy intent. They
summarize in a different manner the most important
dimensions presented in the literature.

The first four dimensions deal with compensation design
and policy decisions. The first dimension involves

compensation structure design decisions and is designated an

"internal versus external equity"” emphasis. The second

covers compensation level and is associated a '"meet/lag

versus lead" policy. The third covers compensation mix
decisions and is called a "membership versus performance"

emphasis. The fourth involves the incentives decisions and

is named "efficiency versus growth performance" emphasis.
The 1last five dimensions deal with the compensation
administration policy decisions. The fifth dimension

involves compensation communication decisions and is

designated an "open versus restrictive" emphasis. The sixth

dimension covers compensation participation and is called a

41



"high versus low" emphasis, The seventh dimension is

compensation decentralization and is associated a '"high

versus low" emphasis. The eighth dimension is compensation

structure formalization and is associated a "high versus

low emphasis. Finally, the ninth dimension is called

compensation standardization and is associated a "high

versus low" emphasis.
Level of Analysis: Compensation for Middle Managers

The literature review gives evidence that compensation
policies and reward items vary with the group of employees
involved (Milkovitch & Broderick, 1990; Sibson, 1990;
Lawler, 1971; 1981). For example, the job valuation criteria
chosen will be different for highly professionals,
generalists and leborers. Emphasis should be laid upon
external equity (external market wages) in valuing
professional jobs, while, in contrast, it should be 1laid
upon internal equity (internal norms and work group customs)
in valuing the jobs of laborers, and upon both in wvaluing
the job of generalists (Broderick, 1986). Another example
would be the timing of pay incentives. Whether it should be
short or long term oriented will also depend on the group of
employees involved. Another example is that policies on
compensation formalization, for instance, might vary with
the employee level in the organization and the compensation
decision involved (Salter, 1973; Kerr, 1984), Many other

examples could be given to illustrate this point. It is
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therefore important to determine the group of employeexs on

which compensation dimensions will be studied.

Table 2 : Compensation Policy Dimensions

COMPENSATION DESIGN

1/ Compensation structure design
(external vs internal equity emphasis)

2/ Compensation level
(meet/lag vs lead market pay position)

3/ Compensation mix
(membership vs performance)

4/ Compensation incentives
(efficiency vs growth performance objectives)
COMPENSATION ADMINISTRATION

5/Communication
(open vs restrictive)

6/ Participation
(high vs low)

7/ Decentraligation
(high vs low)

8/Structure formalization
(high vs low)

9/Standardization
({high vs low)
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Why focus on middle managers ? First, the number
and influence of middle managers have been increasing in
orgianizations over the past few years. Administration costs
associated with middle management positions have expanded in
a parallel manner. Second, it is interesting to focus on
this group of employees since, while manufacturing firms
expanded the number of white collar and management employees
(top managers as well as middle managers) during 1978-1986,
productivity did not increase. In contrast, manufacturing
fiirms decreased the number of blue collar workers during the
same period, but their productivity increased (Cameron,
Freeman & Mishra, 1991)., Third, most of the empirical
studies on strategic compensation is done at the top
executive level. Very few studies deal with the compensation
systems of middle managers. In addition, effective
compensation administration for middle level positions is a
particularly difficult and important subject in many firms.
Many compensation practices applied to middle level
positions were designed for office or factory positions and
simply extended upward. Others were designed for management
positions and extended downward to middle-level positions.
In either case, compensation practices have rarely worked
well for middle Jjobs, primarily because they were not
designed for these positions (Sibson, 1990). It is therefore
interesting to focus on this employee level.

It is important at this stage to define middle level

positions. Sibson (1990) defines middle managers as the ones
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who translate the company'’'s strategy, expressed in general
terms, at the top management level, to operational details,
They are neither operational workers nor in the top
management group. Middle group employees would include sales
persons and professionals, but also a disparate group of
supervisory, administrative and technical positions. In 1990
dollars, the supervisory, administration and technical
positions would generally include salaried personnel earning
between $ 15 000 and $ 50 000 a year (Sibson, 1990).
However, there i:s some ambiguity in the definition of a
middle manager since there is no clear distinction between
a supervisor and a middle manager from one side, and a
middle manager and an executive from the other. A first
line manager can be referred to either as a supervisor or as
a manager, depending on his/her skili{ and experience. For
example, the head of quality control or of the auditing unit
is usually referred to as a manager rather than a supervisor
because of the skill level required for that unit. A second
level manager, typical of middle management positions, is
one where the subordinates of this position have their own
subordinates. The definition of middle managers becomes more
ambiguous once more approaching the higher levels where,
from a certain position and on, the position is classified
as an executive position. Therefore, any managerial position
that has not been classified as an executive position and is
above a supervisory position, is considered to be a middle

management one.
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Because we are using in our research Broderick's data
collected for her Ph.D. dissertation, it is important to
give her definition of a middle manager position, since this
‘definition was written on the questionnaires mailed to
'organizations. According to her, "The lower 1limit on the
definition of middle managers is the point at which a
manager becomes bonus eligible or is offered some form of
incentive program. The upper limit on the definition is the
point at which executive compensation begins" (Broderick,
1986).

Advantages of choosing middle managers as the group of
employees on which the study’s investigation of compensation
policies would focus are the following: (1) Usually,
compensation systems for middle managers include a higher
number of incentive options than compensation systems for
lower 1level managers or non management employees. This
increases the likelihood of collecting data on a variety of
incentives decisions. (2) The pay of middle managers, as
opposed to that of executives, is less 1likely to be
influenced by the decisions of people from outside the
organization. This decreases the chances +that data on
compensation policies would be considered confidential
(Broderick, 1986). Therefore, this study will investigate
the compensation policy dimensions presented in table 2 for
middle level managers.

In conclusion, we want to underline the role of

compensation design and administration in total human
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resources strategy. Compensation is only part of the
policies and programs that organizations use to manage
employees. Decisions regarding employment security,
development and training, career opportunities, employee
assistance programs and organizational design, along with
compensation, form patterns of human resocurces policies
{Milkovitch & Newman, 1990). Compensation can act as an
instrument of change or simply act as a support of the
overall human resources strategy. The implementation of
profit-sharing plans, for example, acts to signal
competitive environments to encourage employees to identify
with corporate performance, and to support corporate values.
Alternatively, other human resources initiatives, such as
transiforming organizational structures, forming work teams
and developing other flexible arrangements mayv act as the
change agent in the overail human resources strategy. In
such cases, compensation's role may be to support, rather

than be on the cusp of human resources strategy (Milkovitch,

1990; Lawler, 1981; 1990). Compensation decicions are part
of the pattern of human resources decisions: "They do not
operate in a vacuum" (Lawler, 1990). The rush to implement

compensation programs, particularly incentive pay, without
first examining their role in the total human resources
strategy, often results in failure and employee distrust.
Hence determining compensation’s role in the overall human

resources strategy is a strategic decision.
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Strategy and Compensation: Conceptual Framework

This section presents the conceptual framework of our
research. It proposes first a definition of the concept of
strategy and presents a review of the different types of
constructs representative of business strategy. It also
provides the rationale for using Porter'’s generic
strategies in this study. Second, this section addresses
the first question of our research: "Do the business
strategies of cost leader versus differentiation influence
the choices of compensation design and administration

characteristics for middle managers 7 It presents a
review of the strategy~structure literature before
investigating how compensation systems might vary with
strategy. Hvpotheses about how compensation policies will

vary with different strategy choices will be presented in

section three of this chapter.

An Introduction to Organization Strategy

In this section, a definition of strategy is proposed
and the choice of the business level strategy as our unit
of analysis is explained. Porter’s generic business

strategies are also presented.

Towards a Definition of Strategy

Organizational strategy is one of the broadest and

most complex concepts used in studying organizations.
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Because the concept of strategy has been evolving rapidly
in the business policy literature, it is important to
7

_ﬁé?&ne which concepts of strategy is used and what unit of

analysis is studicd in this research.

The word ‘"strategy" is derived from the Greek
"strategos" -literally, "the art of the general" (Hart,
1967). In early organizational literature, strategy was

viewed as a situational art in which the chief executive
would craft a comprehensive plan of action that matched

environmental opportunities and threats, internal strengths

and weaknesses, and managerial values (Hambrick, 1983;
Chandler, 1962). In contrast to the Harvard Business School
normative approach , Chandler’s research was the first to

employ strategy as a descriptive concept. In his view,
strategy 1is the key: mechanism used for charting a new
direction and its impact on organizational structure and
performance is substantial.

Strategy refers to the determination of the basic long-term goals
and objectives of the enterprise and the adoption of courses of
action and the allocation of resources necessary for carrying out
these goals (Chandler, 1962 p:13).

Clearly, this definition of strategy includes elements

of both ends (objectives and goals) and means (courses of

action and allocation of resources). Today, strategy
theorists do not agree about whether the concept should
include goals and objectives as well as the means used to

achieve them (Hofer & Schendel, 1979).
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As the strategy concept received more systematic
attention, some of its nuances came to 1light: (1) the
distinction between intended and realized strategy
(Mintzberg, 1978); (2) the temporal qualities of strategy
(Miller & Friesen, 1980; Mintzberg, 1978) and (3) the
relationship between strategy &and internal organizational
features (Galbraith & Nathanson, 1978; Miles & Snow, 1978;
Porter, 1980).

Researchers have, however, reached a general consensus
on distinguishing between strategy formulation and strategy
implementation. This formulation/implementation dichotomy
is useful conceptually, but 1t implies that strategy is
developed consciously and purposefully (Snow & Hambrick,
1980). Although this may be true in many instances,
Mintzberg (1978) has described how organizational
strategies can emerge unintentionally. Therefore, in order
to include both premedidated and emergent strategies in
theoretical conceptualizations, Mintzberg as well as Miles
and Snow (1978) have suggested that researchers should view
strategy as "a pattern in the organization's 1mportant
decisions and actions". Typically, these decisions will be
directed at (1) maintaining the organization’'s alignment
with its environment and (2) managing its major internal
interdependencies. Although, since then, strategy has been
defined 1in a variety of ways, we Tetain Hofer and
Schendel’s (1979) definition since it is consistent with

the needs of contingency theory and with the views of most
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scholars in the field of strategic management (e.g.,
Porter, 1980, Schendel & Hofer, 1979). According to this
definition:

A strategy describes the fundamental characteristics of the match
that an organization achieves among its skills and resources and
the opportunities and threats in its external environment that
enab{es it to achieve its goals and objectives (Hofer & Schendel,
1979).

Defining strategy in this manner allows researchers to
move beyond the abstract and normative aspects of strategy
toward those decisions which actually involve
organizational goals and the allocation of resources

necessary to achieve goals.

The Different Types of Strategy

Strategies exist at different levels in an
organization. They are classified according to the scope of
what they are intended to accomplish. Strategic management
literature highlights three 1levels in the hierarchy of
strategies: (1) corporate level, (2) business level and (3)
functional level. Since functional strategies are narrower
in scope than business and corporate strategies and deal
with the activities of the functional areas, production,
finance, marketing, personnel and the like, the study of
strategy in business policy tends to occur either at the
corporate or at the business level of analysis (Hofer &
Schendel, 1979; Hrebiniak, Joyce & Snow, 1980; Beard &

Dess, 1981).
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Corporate strategy defines the nature and range of
businesses a firm intends to operate. It is conceived in
terms of variation in the portfolio of industries in which
a firm does business. Hofer and Schendel (1979) define
corporate strategy in terms of "variation in the deployvment
of a firm's resources among the portfolios of industries
within which all business firms compete". Corporate level
strategy is concerned primarily with answering the question
of: "What set of businesses should we be in?" (Hofer &
Schendel, 1979 p:27}). Consequently, scope and resource
deployments among businesses are the primary components of
corporate strategy.

At the business level, the key strategic question is
"How should we compete in this business?". Hofer and
Schendel (1979) define business-level strategy in terms of
"variation in firm characteristics relevant to competitive
success or failure within a given indust»y".

At the business level, strategy focuses cn how to compete in a
particular industry or product-market segment. Thus distinctive
competences and competitive advantages are usually the most
important components of strategy at this level (Hofel & Schendel,

1979 p:27,28).

Business level Strategy

The rationale for focusing on the business level of
strategy and the alternatives for operationalizing business

level strategies in research are presented below.
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Why Focus on Business Level Strategy ?

In order to develop an integrative model of
compensation, strategy and performance, which is the
objective of this research, we must choose a common unit of
analysis. The distinction between corporate-level strategy
and business-level strategy is of key importance in doing
empirical strategy research (Hofer & Schendel, 1979).

For our investigation, we have chosen the business
unit of multibusiness firms as our unit of analysis. There
are two related reasons for this choice. Most important,
there are strong theoretical links and empirical
associations between industry, environment, structure and
performance. Therefore, a unit of analysis corresponding to
distinct industries is needed. As described by Hall (1983},
business units within multibusiness firms do correspond to

specific and discrete industry environments or markets.

The fundamental concept in the identification of strategic
business units is to identify the discrete independent product-
market segments served by the firm. In essence, the idea is to
decentralize on the basis of strategic elements, not on the basis
of size or span of control (Hall, 1983 p:18).

Second, human resources management specialists have
often related human resources issues, and hence
compensation decisions, to the business unit 1level of

strategy. Even if both the corporate and business levels of
strategy influence compensation strategy development, there
exists 1increasing calls for a contingency approach to
compensation such that different parts of the organization

should employ different compensation procedures and systems
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in order to more closely conform to actual differences in
strategic mission. Differences in strategic mission
generally point to the need for different business units to
focus differently on long-term considerations relative to
short-term concerns, and to differential concerns related
to using cost leader versus differentiation strategies, or
defender versus prospector strategy (Carroll, 1987). As a
consequence, the business level of strategy is chosen for
this research, since it 1is more appropriate to study
compensation design and administration characteristics at
the middle management level.

Alternatives for Operationalizing Business-Level Strategy

in Research:

Over the past several years, numerous models for
visualizing business strategies have been proposed.
Typically, these models are used in developing normative
propositions regarding the appropriate strategy for an
organization operating within its chosen environment (i.e.
industry). Recently doubt has begun to emerge concerning
the underlying assumptions of previous conceptual
frameworks and the usefulness of prescriptions based on
them. With the recognition of limitations and defects in
previous constructs representative of strategies, other
researchers have proposed alternative guides for strategy
formulation. Alternatives for operationalizing business-

level strategy in research are briefly presented here.
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Research on business~-level strategy  has involved
basically four different apprcaches to operationalizing the
construct (Hambrick 1980).

(1) First, one view of strategy was to consider it as
a situational art that can best be studied through in depth
case studies. Strategy, in turn, is characterized textually
and no attempt is made to measure strategic behavior.
Textual operationalizations of the strategy construct are
particularly useful in theory building, but are of limited
use in theory testing (Mintzberg, 1977).

(2) Another approach to strategy was to rely on one or
a few key variables to portray strategic behaviors.,
Examples are studies that have viewed market share as the
dominant strategic variable, or studies that have focused
on a limited number jof strategic variables in a single
functional area (e.g. marketing). These views of strategy
are tvpically accompanied bv relatively reliable
measurement of the key variables, since the researcher is
drawn to the more quantifiable of those available. Because
such research typically involves only one or two key
strategic variables, wusually on interval scales, these
partial operationalization of strategy can be used
meaningfully as predictor, mediator or criterion variables.
The apparent limitation of such a view of strategy is that
it does not capture the breadth of decision areas that

constitute strategy.
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(3) A third view of strategy was to consider it as a
quantifiable interaction of a broad set of variables.
Typically, a regression analysis is carried out to
determine the effects of the various combinations of
variables on organizational performance. These researchers
have been able to generate an inventory of potentially
important strategic variables and test the relationship of
these variables with other constructs, such as
organizational performance (Hatten & Schendel, 1879; Lenz,
1978; 1980). Although the multivariate approach to strategy
pPinpoints interwoven statistical associations, its results
are not necessarily generalizable, A multivariate analyvsis
is most useful when strategy is viewed as a predictor
construct in a research design.

(4) The fourth and perhaps most recent approach to

operationalizing business-level strategy is through
strategic typologies, 1in which each strategic type is
viewed as having its own distinct pattern of

characteristics. Recently, two notable attempts have bheen
made to empirically establish typologies of business level
strategies. One, developed by Miller and Friesen (1977) and
the other by Miles and Snow (1978). Miller and Friesen's
framework does not distinguish between corporate level and
business strategy, but it encompasses elements of both. The
authors used @Q-typed factor analysis to determine ten
strategic types (or "archetypes") based on their quantified

assessments of 81 published business cases. The variables
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that entered into their analysis included dimensions of
strategic content (e.g. product market innovation), and
strategic process (e.g. centralization). Each of the ten
archetypes (six successful, four unsuccessful) was labeled
according to the scores of its member firms on five Kkey
factors. For instance, "the impulsive firms" (one of the
unsuccessful archetype) had high heterogeneity, high

dynamism, low intelligence/rationality. high centralization

and high risk-taking temperament. The "stagnant
bureaucracies"” (another unsuccessful category) had low
heterogeneity, low dynamism, low intelligence/rationality,

moderate centralization, and low risk-taking temperament.
Thus, each of the ten empirically derived archetypes had
its own fairly comprehensive strategic profile.

Miles and Snow (1978) originally developed their
strategic typology to help explain differences among
textbook publishing firms they studied. They later
extended, verified, and applied the typology in several
other industries. The primary dimension underlying their
typology is the organization’'s rate of product-market
change. For example, organizations that really change their
products or markets are Defenders. Those that readily and
frequently alter their products and markets are
Prospectors. Analyzers represent an intermediate category,
and Reactors are inconsistent in their approach to product
market change. Miles and Snow have enriched their typology

beyond a one-dimensional classification scheme by
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documenting the co-alignment of other dimensions which
correlate with the key product-market change variable. For
example, Defenders tend to compete primarily on price,
delivery or quality; they invest relatively large sums in
jrocess engineering; they have relatively mechanistic
structures and processes; and they are run primarily under
the influence of production and accounting executives.
Similarly, organizations in the prospector, analyzer and
reactor categories have their own comprehensive profiles.
Using a strategic typology to study 1linkages with
other organizational structure and process dimensions can
be problematic. But researchers have tested for the
association between the strategic types and other variables
that did not constitute the basis for typing in the first
place. If strong associations emmerge, the typology takes on
new richness: the descriptions of some or all of the types
can be expanded. Any typology will have limited
applicability. For example, the Miles and Snow typology may
not apply in some industries and may have serious
limitations in others. The primary strength of a typology
is that its endeavour to capture both the comprehensiveness
and the integrative nature of strategy. Their usefulness in
research is still open to question and clearly will vary
according to the research question asked and the
characteristics of the particular typology applied

(Hambrick, 1980).
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Any attempt to categorize the complex phenomenon of
business strategy into a limited number of strategy types
will necessarily involve simplification. It is necessary to
concentrate on certain aspects of business strategic
posture while ignoring others. For this reason, recently,
the normative propositions advanced by Porter (1980) have
had a profound impact on the study of strategic management
as well as generating intense interest in the popular press
{New York Times, January 2, 1981; Fortune, October 5,
October 19, November 2, 1981)., Porter’s generic business
strategies do not correspond directly to other strategy
types, like the Boston Consulting Group (B.C.G) model or
Miles and Snow (1978) approaches. But these conceptions are
not necessarily mutually exclusive. For example, pursuing a
cost leadership strategy does not necessurily preclude
building, maintaining or harvesting the business, or
prospecting for a new market area. Business strategy is not
unidimensional; these are different aspects of a complex
phenomenon. However, as a first step, in studying business
strategy-compensation fit relationships it makes sense to
prcceed by selecting a simple business strategy concept
which incorporates a few <critical dimensions, yet has
strong theoretical underpinnings. Porter’s generic business
strategies meet these tests. This is why we will choose

Porter's framework in our empirical investigation.

59



Porter’s Generic Strategies

For a business in a competitive environment, success
and survival depend primarily upon creating a defendable
competitive position. Porter identified three potentially
successful generic strategy approaches for —creating a
defensible position and out-performing competitors in a

given industry. The first, oversll cost leadership, which

although not neglecting quality, service and other areas,
emphasizes low cost relative to competitors. The second

strategy, Differentiation, requires that the firm create

either a product or a service recognized i1ndustrv-wide as
being wunique, thus permitting the firm to command higher

than average prices. The thiid is a focus strategy, 1in

which the firm concentrates on a particular ¢group of
customers, geographic markets or product line segments.
This can be either a cost leadership or a differentiation
strategy. The strategies of overall cost leadership,
differentiation and focus are briefly presented.

Cost leadership requires aggressive construction of
efficient-scale facilities, vigorous pursuit of cost
reductions from experience, tight cost and overhead
control, avoidance of marginal customer accounts, and cost
minimization 1in areas like R&D, service, sales force,
advertising and so on. A great deal of managerial attention
to cost control 1is necessary to achieve these aims. Low
cost relative to competitors becomes the theme running

through the entire strategy, though quality, service, and
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other areas can not be ignored. Having a low cost position
yields the firm above average returns in its industry
despite the presence of strong competitive forces. Its cost
position gives the firm a defence against rivalry from
competitors because its lower costs mean that it can still
earn returns after its competitors have competed away their
profits through rivalry. A low cost position protects the
firm against all five competitive forces (threat of new
entrants, bargaining power of buyers, threat of
substitutes, bargaining power of suppliers, rivalry among
existing firms), (Porter, 1980).

The second generic strategy is one of differentiating
the product or service offering of the firm, creating
something that is perceived industrv-wide as being unique.
Approaches to differentiating «can take many forms: design
or brand image, technology, features, customer service,
dealer network or other dimensions. Ideally, the firm
differentiates itself along several dimensions. It should
be stressed that the differentiation strategy does not
allow the firm to completely ignore costs. Instead, they
are not the primary strategic target. Differentiation, if
achieved, is a viable strategy for earning above-average
returns in an industry because it creates a defensible
position for «coping with the five competitive forces,
albeit in a different way than cost leadership.
Differentiation provides insulation against competitive

rivalry because of brand loyalty by customers and resulting
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empirical attention. The notion was implicitly raised by
Fouraker and Stopford (1968), who found that organizations
with functional structures had difficulty pursuing an
international diversification strategy while organizations
with product, divisionalized, structures were able to
diversify much more easily. Hall and Saias (1980) noted
that structure may constrain and even determine strategy in
three major ways: (1) structure can determine the
introduction and subsegquent development of strategic
planning in an organization, (2) st ructure affects
managers' perceptions of both internal and external events,
and (3) structure can affect the strength, speed, and
character of strategic decisions. Their conclusion was that
the strategv-structure relationship is complex, iterative
and svmmetric (Hrebiniak, Jovce & Snow, 1984},

Most recently, structure has been viewed as part of
the implementation of strategy (Hrebiniak & Joyce, 1981).
Thus, strategic decisions are actualized by first
developing primary structures {functional, product, matrix
and so forth) and then supplementing these with operating
structures, goals, incentives and controls. This is the one
of the rare frameworks developed thus far that integrates
major planning and organizing decisions at multiple levels
of strategy and structure. According to contingency theory,
Hrebiniak (1984) proposes a logical order among the
elements considered in implementing strategy and provide a

process and framework for determining the content of



implementation activities. According to them, important
questions concerning the relative desirability of altering
strategy, structure, compensation and contrcl systems (or
some combination of these) are addressed based on the
nature of the strategic problems encountered and the time
available for implementation.

Miles and Snow (1978) have developed a general model
of the adaptation process, the adaptive cycle. Consistent
with the strategic choice approach to the study of
organizations and contingency theory, the model parallels
and expands ideas formulated by theorists such as Chandler
{1962) and Thompson (1967). Essentially, proponents of the
strategic choice @perspective argue that organizational
behavior is only partially pre-ordained by envirocnmental
conditions and that the choices top managers make are the
critical determinants of organizational structure and
process. The question becomes: how do organizations move
trough the c¢ycle and what strategies do organizations
employ in solving their entrepreneurial, engineering and
administrative problems? By answering that gquestion, Miles
and Snow divide organizations in three strategic types,
defenders, prospectors and analyzers, presented earlier in

this chapter. A fourth +type of organizations 1is the

reactor, a form of strategic failure, in that
inconsistencies exist among its strategy, technology,
structure and process. Each type has its own unique

strategy for relating to its chosen market(s), and each has
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a particular configuration of technology, structure and
process that is consistent, that "fits", with its market
strategy. These typologies specify relationships among
strategy, technology, structure and process to the point
where entire organizations can be viewed as integrated
wholes in dynamic interaction with their environments.

Any tvpology is unlikely to encompass every form of
organizational behavior - the world of organizations is
much too changeable and complex to permit such a claim -
nevertheless, Miles and Snow have observed that, when
compared to other organizations in their industry,
organizations fit predominantly into one of the four
categories. Their beunaviors are generally predictable given
jts tvpological classification.

The concept of fit between strategy and structure 1s
also illustrated by Porter (1980). In his book "Competitive
Strategy" (19801}, Porter presents the organizat ional
requirements to implement successfully t he generic
strategies presented above. He primarily focuses on the
commonly required skills and resources and on the common
organizational requirements associated with each generic
strategy.

These requirements are, according te him, necessary to
implement successfully both strategies. For instance, the

commonly required skills and resources for the overall cost

leadership strategy are (1) substained capital i1nvestment

and access to capital, (2) process engineering skills,
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(3) intense supervision of labor, (4) products designed for

ease of manufacturing, and (5) low cost distribution
systems. This approach requires: (1) tight cost control,
(2) frequent detailed control reports, (3) highly

structured and formal organization and job design and (4)
incentives based on meeting strict quantitative targets.

The commonly required skills and resources for the

differentiation strategy are (1) strong marketing
abilities, (2) product engineering, (3) creative flair, (4)
strong capability in basic research, {5) corporate
reputation for quality or technological leadership,

(6) long tradition in the industry or unique combination of

shills drawn from other businesses, and (7) strong
cooperation from channels, This approach requires:
(1) strong coordination between functional areas (e.g.,
R&D, product development and marketing), (2) subjective
performance measurement and gualitative long-term

evaluation criteria and (3) amenities to attract highly
skilled labor, scientists or professionals.

No explicit requirements are made regarding overall
compensation policies for each generic strategy. Table 3
summarizes the proposed differences in compensation
policies across Porter’'s generic strategies. Some logical
differences in compensation policy decisions can Dbe
inferred directly from Porter’s framework.

Porter did not discuss compensation policy decisions

associated with the three generic strategies. He did
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however present the commonly required skills and resources
and common organizational requirements of each strategy.
This permits inferences about the compensation policy
decisions 1likely to be associated with each generic
strategy. In fact, the proposed differences in compensation
policies across Porter's generic strategies are inferred
from several sources. They are derived first from Porter’s
statements (1980). Also the development of contingent
framework in organizational design (i.e. Contingency
Theory) suggests that the administration policies of all
organization systems should be consistent with those
characteristics of its overall administration. Thus, this
logic is applied here to extend descriptions of overall
administration policies to the compensation policies level.
Table 3 indicates that there might be a particular set of
pelicy alternatives associated with the cost and

differentiation strategies.
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In brief, inferred compensation policies for cost
leader organizaticns are: cost emphasis, efficiency-related
performance objectives, incentives based on meet ing
quantitative targets, quantitative, short-term evaluation

criteria and high formalization and standardization. 1In

contrast, inferred compensation policies for
differentiating organizations are: external equity
emphasis, reward for performance, growth related
performance objectives, qualitative and long-term
evaluation criteria, 1lead market pay position and open

communication.

As a conclusion, the internal structure and process,
when designed to "fit" the strategy, are key contributors
to the effectiveness of the organization. Compensation
systems are part of the organization structure and process.
Their design is a critical issue that managers have to face
when designing internal structure and process within the
organization, in accordance with strategy. Next section

presents the compensation-~strategy relationship.

Strategic Compensation: A _ Question of "fit" between

strategy and compensation

The notion that compensation policies are strategic,
thereby affecting the mission of the organization, has
considerable currency (Milkovitch, 1988). While some may
write it off as another fad, a less cynical view is that a

strategic perspective on compensation is part of a growing
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recognition that macro-organizational issues are an
important part of the study of human resources management.

According to Milkovitch (1988), the importance of a
strategic perspective on compensation rests on three
fundamental tenets. The first is that compensation policies
and practices differ widely across organizations and across
employee groups within organizations. The second tenet is
that the decisions managers and employees make, help shape
these differences. Indeed, a strategic perspective implies
the anticipation of environmental pressures and assesses
whether these pressures require changes in compensation
systems. Perhaps most fundamental of all tenets on which a
strategic perspective on compensation is based is the
belief that fitting compensation systems to environmental
and organizational conditions makes a difference; that
making compensation éolicies and practices contingent on
organizational and environmental conditions (strategy) has
some desired effects on employee behaviors and the
performance of organizations (Ehrenberg & Milkovitch,
1987). This section explains what it means to be strategic.
Next section will explain what factors are affected by
strategic compensation.

Milkovitch (1988) offers the following definition of

strategic compensation:

A strategic perspective on compensation focuses on the patterns
of compensation decisions that are critical to the performance of
the organization. Such decisions, in all likelihood, vary by
employee groups within organizations (Milkovitch, 1988).

72



Given this definition, the majnr research tasks are
then to (1) identify the compensation decisions and
emplovee groups that are strategic, (2) develop measures or
descriptions of these decisions, {(3) extract any basic
combination or patterns of decisions that may be related to
a variety of organizations and environmental conditions,
and finally (4) determine if compensation strategies affect
workforce behaviors which in turn affect the implementation
of an organization strategy.

Issues of wvariation, interrelation and fit are well
developed in the strategy 1literature. It contains many
analyses of congruence between strategy and other
organizational variables (Miller & Friesen, 1984; Miles &
Snow, 1978; Miller, 1986; Hambrick, 1983, 1984). This body
of research suggests that coherent or matching strategy
tyvpes are more effective. The concept of fit is based on
the notion that strategies are decomposable, consisting of
elements (e.g., technology) that are interesting for their
individual importance as well as their role in overall
strategic plan {Venkatraman, 1986). If the various elements
are not integrated or congruent with the overall strategy,
the organization has an unclear, or missing, strategic
direction leading to suboptimal or even dysfunctional
outcomes {Lawler, 1987). In other words, because strategy
elements should be mutually determined by a firm, the
interrelationship implies that an important normative test

for a firm's strategy is internal consistency (Porter,
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1980; Galbraith & Schendel, 1983). A growing number of
writers are advocating a strategic approach to the
compensation system based on such notions as "congruency",
"fit", "linkages", which call for a close articulation
between compensation and business unit missions (Carroll.
1987; Lawler, 1981; Balkin & Gomez-Mejia, 1987). In a
futuristic environmental scanning of major compensation
trends, Hay Management Consultants (1986) concluded that
linking compensation syvstems to organizational strategies
will be the major challenge as we move into the 21st
century. The underlying assumption is that, when properly
designed, the compensation system of an organization can be
a key contributor to the accomplishment of its strategic
objectives, However, careful analysis needs to be made of
the role that compe?sation can and should play in the
strategic plan of the firm. Unless compensation strategies
reinforce the organization’s overall strategy, the return
on compensation dollars will be less than optimal and even
negative 1in some cases 1f compensation policies induce
behaviors that run counter to a firm's strategic objectives
(Lawler, 1981).

The most voluminous literature that specifically
addresses strategic concerns in compensation can be found
in the executive compensation area (Salter, 1973). Closely
related to the work on executive compensation are some
studies that examined the relationship between strategy and

rewards for middle managers. Based on expectancy theory,
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the evidence was provided that middle managers are not
motivated to implement strategies that conflict with their
own self-interest. Napier and Smith (1987) report that

highly diversified firms offer larger bonuses to their

‘middle managers when compared to less diversified

companies. Some additional research has examined
compensation strategy in terms of specific industries and
employee groups. For example, Balkin and Gomez-Mejia (1987)
found that the effectiveness of compensation incentives for
scientists and engineers was related to the growth stage of
the product life cycle and inversely related to company
size. All things considered, however, surprisingly little
empirical investigation has been conducted that could serve
as a guide 1in designing compensation systems that are
alined with business wunit strategies. As a consequence,
there is definitively a need for this research.

According to Carroll (1987), choices of compensation
policies are certainly influenced by the choice of a
business strategy. Carroll argues that the Miles and Snow
typology seems to have the clearest implications for
compensation system differences. Defender and prospector
firms have exactly opposite orientations, with the former
emphasizing cost controls and the latter innovation. 1In
addition, the structures are likely to be different, with
the defender I 'rm having a mechanistic structure and the
prospector firm a rather organic structure. Since different

types of structures and differences in the stability of
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tasks influence what types of incentives systems can or
cannot be used, these strategies lead to differences in the
types of compensation systems that are appropriate. Carroll
(1987) describes how some compensation system
characteristics might vary in the prospector firm versus
the defender firms. This is based on the fact that the
prospector and defender firms differ not only in the
relative emphasis they place on cost efficiency versus
innovation, but also 1in structural characteristics and
task-stability as well. Performance measures will  be
quantitative for the defender and qualitative for the
prospector. The frequency of performance as well as the
freqguency of incentives wi1ll be higher in the defender firm
because objgective data are available and such firms tend to
have a short term orientation. The size of the bonus given
to managers and the amount of differentiation should be
higher in the prospector firm because there are higher
risks and greater difficulty in making good in unstable
markets. However there should be at least moderate-size
bonuses and differentiation in the defender firm because
differences in performance do exist, and they must be
rewarded with noticeable bonuses if motivation is to be
encouraged. Also incentive plans are appropriate in the
defender organization but not in the prospector
organization because stable individual output measures are
not likely to exist in the latter. Group bonus systems are

most appropriate for the prospector firm because only group
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performance can be measured and also because creativity is
fostered by encouraging intra-group cooperation and good
information flows among individuals. There should be some
emphasis on long-run performance in both defender and
prospector firms, with more emphasis required in the
latter. In addition, high pay is probably especially needed
in the prospector firms because there is more risk in
employment in such firms and the tasks for managers are
more complex than in the more stable and established
product firms. Finally, deferred compensation alternatives
might be more valuable in the prospector firms since often
in such firms there is a high turnover of managers and
often they leave with much valuable knowledge badly needed
in the firm. Most gainsharing plans for workers would not
seem appropriate for the prospector firm, because for their
effective use, thev require a stable performance standard
and also allow only moderate work process changes. As &
conclusion, Carroll provides us with a view of what should
be the compensation characteristics and differences 1n
emphasis in the defender or the prospector firm, given
differences in goals, structures and task stability.
Business strategy does really influence the choice of

compensation policies. Table 4 summarizes these results.
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Table 4

Managerial and worker compensation system differences 1
defender versus_prospector firms

in

COMPENSATION SYSTEM DEFENDER PRCSPECICR
CHARACTERISTICS FIRM FIRM
Performrearce Mezsures Used Quanttatve Qualitaz.
Frequerc. of Pericrmance Measurement Ver, Frequent Less Freguent
Size'oi Ecrus Payments Mcderate High
Amourt of Ment Diferensaton Mcderate Hign
Degree of Use of Individuai Bonus Plans Fen Nerie
Degree ot Use of Greoup or Organizatona! Zznus
Plans Mccerate Hizh
Decree ci Emphasis on Leng-Run Perferrarze
in the C-mpensason System Nccerate H:igh
Degree of Emphasis on Stori-Run Perornarce
in the Compensaticn System E.zn Mccerate
Internal Pav Equity E.sn Hich
Pay Leve! as Compared to Marke! {ocerate Hign
Use of Dererred Compensaton to Encouraze
Emplc.—ent Stabikiny Mcderate Hign
Use of Gainshanng Plens (Scanlon et ) H.gh Low
Degree ct Use of Guaranieed Compensato~ :or
Keu Operasves Manacers and Profacsonz s Mcderate Hgn
Sunrce : Carroll {1987, Husiness Strategies and
Compensation Svstems, 1n New Perspectives on Compensat iQn,
RBalhkin and Gomez-Mejyia eds.

The results of Carroll’s (1987 research

interesting since thdéy can be derived and applied to

are
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Porter (1980) strategies of cost leadership and
differentiation. In analyzing the proximities between the
typology of Miles and Snow and Porter's generic strategies,
Segev (1989) demonstrated that similarities exist between
the cost Jleader (Porter) and the defender (Miles & Snow),
and the differentiator (Porter) and the prospector (Miles &
Snow). Cost leaders and defenders are in the short-run low-
risk strategies, while the prospector and t he
differentiator incorporate high-risk level 1n the short-
run. Therefore, even if some differences remain between the
Porter's strategies of differentiation and c¢ost and the
Miles and Snow's strategic types of propector and defender,
Segev concludes that his research will enable researchers
to relate previous findings in the context of one tipolos:
to the framework of the second typology. As a consequence,
it is possible to derive from Broderich’s study (1986) and
Carroll’s research (1987) some proposed differences 1in
compensation policies across Porter's generic strategies.

We suggest that organizations with a cost leaderdship
strategy are most likely to have a compensation design
policy emphasizing internal equity, with a meet/lag market
pay position, membership and efficiency performanc
objectives and compensation administration policies
reflecting restricted communication, centralization in
decision making, high formalization and standardization.
Organizations with a differentiation strateg: are  most

likely to have a compensation design policy emphiasising
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external equity, a lead market pa) position, performance,
efficiency performance objectives and compensation
administration policies reflecting open communication,
decentralization in decision making, low formalization and
low standardization. Table 5 summarizes these proposed
differences in compensation policies across Porter's
generic strategies,

So far each reward system design feature has been
treated as  an independent factor. This was done for
evposition of the concepts bhut it fails to emphacsize the
importance of overall reward system congruence.,
Compensation system design features are not stand-alone
items {(Lawler. 1984). There 1is considerable evidence that
they affect each other and, as such, need to be supportive
of the same {1ypes of behavior, reflect the same overall
managerial philosophy, and be generated by the same

business strategy.
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TABLE 5

Proposed Differences in Compensation Policies

across Porter's Generic Strategies

COMPENSATION BUSINESS STRATEGIES
POLICIES

. COST LEADERSHIP DIFFERENTIATION
DESIGN

Compensation Structure
1.Equity emphasis
{external vs internal)

Compensation Level
2.Market position
{meet/lag vs lead)

Compensation Mix
3.Mixn (membership vs
performance)

Compensation Incentives

Internal
(specific
skills)

Meet or lag

Membership

4.Incentives {(efficiency Efficiency

vs growth performance)

ADMINISTRATION

5.Communication

(restrictive vs open)

6.Participation
{high vs low)

Restrictaive

Low (intense
supervision)

External
{general
skills)

Lead

Performance

Growth

Open

High
{cooperation)

7.Decentralization Low High
{low vs high)
8.Formalization High Low
{structure & level)
(high vs low)
9.Standardization High Low
(high vs low)
The importance of congruence s not Titmyted to

the compensation

svstem in an

81

organitatiron.

qust

1 }l(



compensation svstem needs to fit the other features of the
organization in order that total human resocurces management
system congruence exists. This means that the compensation
system needs to fit such things as the way jobs are
designed, the leadership style of the supervisors, the
types of career tracks and the like. Overall, the design of
an effective compensation system demands not only a close
articulation between the business strategy and the
compensation syvstem, but also a clear fit between the
compensaltion svstem and the other design features of the
organization. Lawler (1984) suggests that the Kkey strategic
decisions about the compensation system need to be made 1n
an 1nteractive fashion in which tentative compensation
svstem deci1gn decisions are driven by the business strategy
and then are tested against how other features of the
organization are being designed., The key, of course, is to
ultimately come up with an integrated human resource
management strategy that 1is consistent in the wax it
encourages people to behave, that attracts the kind of
people that can support the business strategy, and that
encourages them to behave appropriately (Lawler, 1984).
Lawler (1990) even considers the use of compensation
systems as a change agent in organizations. Compensation
policies can affect organization <climate and therefore
induce organization change. According to him, compensation
is a common language shared by all, and because of this, it

is a medium through which an organization can communicate

82



with all 1ts emplovees. Thus, compensation practices can
influence the whole climate of the organiczation. They can
be a direct indication to employees of a change 1n
management thinking or management style. All too often
organizations expect dramatic changes in behavior becausc
of an announced reorganization, when in fact the
compensation system is communicating to individuals that
change is undesirable. Failing to change or adapt first the
compensation svstem prevents organirations from
implementing the mnew structure and objectives., The reason
is that individuals are still driven by the compensation
svstem that measures them on traditional measures and
rewards them according to what they accomplish on those
familiar measures. For example, individuals who are ashed
to reorganize and reduce their staff may not be motivated
to do this, if the payv rate for their job depends on the
number of subordinates that they have and the amount of
budget they control. Therefore, the right "fit" bhetween
organization strategy and compensation syvstem may he found
in targeting the compensation system to the Lind of
organizational structure and practices that are desirable

from a strategic point of view.
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Compensation, Strategy and Performance

This section focuses on the compensation, strategy and
performance relationship and addrescses the second objective
of our research: "Does the existence of a "fit" between
compensation system and business strategy contribute to
improve organization performance ?". It presents first an
introduction to the impact of the "fit" on performance and
a review of the different wavs of defining and measuring
organization performance in research. Following this, the
model and hvpotheses which will guide this research are

presented, with relevant literature support.

The Impact of Fit on Organization Performance

There 1is currently a convergence of attention and
concern among managers and management schelars across basic
issues of organization success and performance or failure.
Whether attention is focused on the very survival of
organizat ions in aging industries, the pursuit of
excellence in mature industries or the preparation of
organizations for the rapidly approaching challenges of the
21st century, the concern of performance is real and highly
motivated.

Clearly, neither organizational high performance nor
lJow performance has an easy explanation. For many vears
both researchers and practitioners have attempted to learn

why some organizations achieve higher levels of performance
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than other organizations. Thompson (1967) and Schendel and
Hatten (1972) suggest that the success of an enterprisc
seldom depends on a single factor; rather, it largely stems
from the ability of administrators to reach and maintain a
viable balance among a combination of different factors.
Nevertheless it 1is becoming increasingly evident that a
simple, though profound, core concept is at the heart of
many organization and management research findings as well
as many of the proposed remedies for 1ndustrial and
organizational renewal. The concept 15 that of "fit" among
an organization’s strategy, st ructure and management
processes, such as compensat ion svstens. Suceessful
organizatiocns achieve strategic fit with their markhet
environment and support their strategies with appropriatelas
designed structures and management processes,, l.ess
successful organirations tyvpically evhibit poor fit
externally and/or internally (Miles & Snow, 1984).

Miles and Snow (1984) argue that "minimal fit"” among
strategy, structure and process, such as compensation
systems, is essential to all organizations operating in
competitive environments, If a misfit occurs for =a
prolonged period, the result is wusually failure. "Tight
fit", both internally and externally, is associated with
excellence. Tight fit is the underlying causal dynamic
producing sustained, excellent performance and a strong
corporate culture. "Early fit", the discovery and

articulation of a new pattern of strategy, structure and
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process, frequently results in performance records which in
sporting circles would merit Hall of Fame status (Miles &
Snow, 1984). According to these authors, the invention or
early application of a new organization form may provide a
more powerful competitive advantage than a market or
technological breakthrough. "Fragile fit" involves
vulnerability to both shifting external conditions and to
inadvertent internal unraveling. Even Hall of Fame
organizations may become victims of deteriorating fit
(Miles & Snow, 1984).

The relationships between the strategic compensation
policies a firm pursues and the firm's economic performance
is a central issue in human resources management. Yet,
while a variety of theories exist about the effects of
various strategic compensation policies, surprisingly

little evidence exists on the extent to which strategic

compensation policies vary across firms and, more
importantly, on the effects of pursuing alternative
compensation strategies that match strategy. Business

policy research suggests that coherent or matching strategy

types, that is organizations where strategy fits
organization variables, including formal organizational
structure, technology, human resources practices and
compensation systems, are predictive of future firm's

performance (Hambrick, 1983).
Carroll (1987) even argues that there have been

increasing calls for a contingency approach to compensation
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such that different parts of the organization should employ
different compensation procedures and systems in order to
more closely conform to actual differences in performance
emphases and measurements and to differences in strategic
mission. Carroll's arguments for using a contingency
perspective in the compensation system to support the
strategic objectives and plans of the organization are
linked with the success of the organization. Everyone now
agrees that organizations face a far more competitive
environment than was the case a few years ago and that
gaining strategic advantage by 1linking compensation to
strategy is a requirement for an organization’'s
effectiveness and success, and even survival.
tnfortunately, hard evidence of the beneficial effects on
organization performance of using a more strategic.,
contingency perspective for compensation is lacking at
present.

This is why, the purpose of this research is lo learn
whether performance varies in accordance with a firm's
overall combination of strategy and compensation. The
cumulative implications of previous research indicate that
high performing firms should exhibit different combinations
of environment, strategy and organization structure and
process than low performing firms {Lenz, 1980). For
instance, high performing firms should have a "fit" between
strategy and compensation (Lawler, 1990; Braderick, 1986;

Milkovitch, 1988;).
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However, eventhough the contingency theory school has
done much work on the strategy-structure relationship,
there is no certainty that "fit" is actually optimal for
organization’s success. In fact, Evans (1986) and Green
(1987) suggest that pursuing fit may lead to a rigid and
inflexible system. If this is the case, naive concepts of
"fit" need to be carefully reexamined and new, more complex
paradigms may have to be developed. Milkovitch (1988)
offers an alternate way of thinking about fit. Rather than
alluding to fit as something static, he suggests that
obtaining a state of fit is much like "shooting at a moving
target". This implies that although fit is desired, the
strategies that are appropriate today might easily become
incongruent tomorrow. A major problem is that once a
compensation system is in place, employvees develop a set of
ewpectations that makes change difficult and potentially
disruptive. Management should be reluctant to make
strategic compensation decisions that could be ideal under
present conditions but may become obsolete in the near
future.

In order to understand the impact of +the "fit' on
organization performance, a review of the different wavs of
operationalizing organization performance in research is

necessary. This is the objective of the next part.
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Measuring and Defining Performance in Research

Once the compensation system and strategy fit is
focused on, the next issue 1is how to measure firm
performance., The empirical investigation of the strategyv/
compensation/performance relationship requires appropriate
measures of performance. Organization performance (lLenz,
1980) and organization effectiveness (Cameron, 1991) are
but two of the 1labels under which aspects of strategic
performance have been researched., Despite these attempts
there is 1little agreement on how strategic performance
should be defined and measured. Three major frameworks
frequently used to conceptualize performance were examined
in the 1literature: (1) The goal approach (Etzioni, 1964)
seeks a definition based upon explicit goals or goals which
can be implied from the behavior of organizational members.
{2) The systems resources approach provides a framework to
assess performance in terms of the key internal and
external factors upon which the organization depends for
survival. {3) The constituency approach views the
organization as existing to benefit rumerous
"constituencies", both internal and external to the
organization, with organization performance assessment
focused on fulfillment of constituent needs [(Thompson,
1967). Therefore, regardless of the framework chosen to
conceptualize organization performance, it is apparent that

performance is a complex and multidimensional phenomenon,
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Today, organization performance refers to the
achievement of an enterprise with respect to some criteria
(Lenz, 1980). We will define performance in this study
according to the definition provided by Hrebiniak, Joyce
and Snow {1989). They view performance as “a
multidimensional outccme of organizational behavior". They
argue that organizations develop strategies and structures
to achieve various goals: "Performance refers to the degree

of fulfillment of these purposes.’ As a variable,
performance is difficult to define and measure and its
relation to environment, strategy and structure componenis,
such as compensation svstems, is not well understood. Four
major factors contribute to the problem of predicting and
explaining organization performance: (1) level of analysis,
(2) referent and perspective, (3) time frames and (4)
measures {Hrebiniak, 1978; Cameron, 1986; Venkatraman &
Grant, 1986).

First, performance has not been consistently defined
by researchers wusing the strategy-structure performance
framework. Discrepancy occurs between the definitions of
economists and those of strategy analysts. Traditionally,
industrial economists have examined performance at the
level of +the total «conomy. At +this level, the most
important aspects of performance include production and
allocative efficiency, technical efficiency and progress,

full employment and an equitable distribution of income.

Strategists on the other hand usually are concerned with
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performance at the firm or business-unit level. Performance
at this level is defined as growth, profitability,
leadership and so forth. Therefore, one must be careful to
specify the level at which performance is being analyzed
before attempting to link it to strategy and compensation
system. In this research, performance is being primarily
analyzed at the business-unit level.

Second, performance referents vary according to the
different perspectives of an organization’s stakeholders.
For example, stockholders might egquate high performance
with the creation of shareholders’ value (Rappaport, 1878);
managers and emplovees might see performance s growth or
job security; customers may regard quality and service as
key indicators, and so forth. Because organizations have
many stakeholders, we will measure performance in this
study in a way that accounts for these important referents.
This 1is especially crucial to the generalizability of
performance findinsgs.

Third, the literature is unclear about the appropriate
time frames to use when defining and measuring performance.
There is virtually no systematic evidence, for instance, on
how performance lags strategy and compensation system
"fit". This makes it difficult to relate a performance
measure to strategy and compensation measures. Does a
strategic decision made now impact performance one year or
two, or more vyears later? It was studied when and how

performance "leads" strategy, that is how 1long it takes
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before performance stimulates consideration of strategic
change and how organizations respond to crisis situations.
No systematic results came out from these studies (Schendel
& Hatten, 1972; Bourgeois, 1980)

Finally, once defined, performance must be assessed.
Measures of performance must be identified that are both
accurate and consistent over time. Performance measures
frequently used by economists, such as return on equity,
stock price earning ratio, price-cost margins, and so on,
tend to be relatively accurate and consistent (controlling
for accounting differences across firms, industry and time)
especially when compared to softer measures such as a
firm's ability to innovate, be socially responsible and so
forth (Hrebiniak, Joyce & Snow). However., there is a
substantial disagreement concerning the measurement of
performance. Any organization’'s performance can be assessed
from several different levels and perspectives, at
different times, using different indicators. Some authors
have even suggested that the performance construct be
abandoned altogether. It can be argued, however, that
without a performance referent, managers cannot objectivel)
or consistently evaluate the quality of their strategic
decisions. Conventional measures of strategic performance
used in research are quantitative measures such as return
on investment (ROI), return c¢n sales (R0OS), return on
equity (ROE), return on total capital (ROTC), growth in

revenues, cash flow/investment, market share, cost relative



to competitors, variations in ROI, and so on. According to
Woo and Willard (1983) profitability measured by KROI and
ROS, relat.ve market position, change in profitability and
cash flow and growth in sales and market share are the best
measures of performance,

However, measures of performance rooted in financial
accounting, such as the ones described above, have come in
for a lot of criticisms (McGuire & Schneeweiss, 1983). The
problems that have been cited with this approach are (1)
scope for accounting manipulation, (2) undervaluation of
assets, (3) distortions due to depreciation policies,
inventory valuation and treatment of certain revenue and
expenditure items, (4) differences in methods of
consolidating accounts and (5) differences due to lack of
standardization 1in international accounting conventions.
This is why Chakravarthy (1986) demonstrate the inadequacy
of traditional measures of performance that are only based
on a firm’s profitability for measuring its strategic
performance. This author gives an empirical evidence that
conventional measures of performance, whether they be
measures of profitability like ROS, ROE, ROTC or financial
market measures, are unsatisfactory discriminants of
excellence. He proposes alternative perspectives on
measuring strategic performance that goes beyond accounting
measures of performance. He argues that the rudimentary
surveys done by Fortune magazine, the Fortune survey of

corporate reputation points to the need to 1look bevond
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performance measures that address only the concerns of
stockholders. In these surveys, each firm’s reputation is
ranked on such key attributes as financial soundness,
quality of management, long-term investment value, quality
of products, ability to attract, develop and keep talented
people, community and environmental responsibility. These
measures of performance account for the different
perspectives of stockholders, customers, employees and
community. Therefore, this study will use both financial
accounting and non-financial measures of performance.
Despite these problems of definition and measurement,
however, it is widely believed that performance should be
an integral part of studies of the relationship bectween
compensation and strategy, and not only a control variable,
as it used to be in many studies. Next section presents our

model and hvpotheses to be tested.
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A Model of Compensation, Strategy and Performance:

Hypotheses to be tested

This section presents our model of compensation,
strategy and performance and the hypotheses that will guide
this research. Table 5 presented earlier in this chapter
suggested that organizations with a cost leadership strategy
are most likely to have a compensation design policy
emphasizing internal equity, with a meet/lag market pay
position, membership and efficiency performance objectives
and compensation administration policies reflecting
restricted communication, centralization in decision making,
high formalization and stanaardization. Organizations with a
differentiation strategy are most likely to have a
compensation design policy emphasizing external equity, a
lead market pay position, performance, efficiency
performance objectives and compensation administration
policies reflecting open communication, decentralization in
decision making, low formalization and low standardization.
This section provides with the rationale and 1literature
support for why cost leaders and differentiators will
improve their organization performance if they adopt
matching compensation profiles.

HYPOTHESIS 1: Organigations following an overall cost
leadership strategy will emphasize internal equity in
compensation system design; Organigations following a

differentiation strategy will emphasize external equity in
compensation design.
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HYPOTHESIS 2: (1)If organigations with a cost leadership
strategy emphasige internal equity, overall organizational
performance, as measured by profitability, efficiency,
solvability, a better use of corporate assets and ability to
keep talented people, will be higher; (2)If organigations
with a differentiation strategy emphasige external equity,
overall organization performance, as measured by
profitability, efficiency, value as a long-term investment,
innovation rate, quality of products and ability to attract
new talented people, will be higher.

Decisions on internal structures determine the
distribution of base pay to different jobs or skills,
Internal equity, also called internal consistency in the
literature, refers to comparisons among Jjobs and skill
levels 1inside a single organization. The focus 1is on
comparing Jjobs and skills in terms of their relative
contributions to the organization’s objectives (Milkovitch,
1986, 1990). In some other cases, the distribution of base
pevy is determined by market ©pricing, through matching
competitors’ compensation structures reported in the market.
A number of articles written by compensation specialists
described difference in compensation design decisions and in
emphasis on internal versus external equity in designing the
compensation structure that should be found in organizatious
with different business strategies (Cook, 1973; Salscheider,
1981; Smith, 1982; Miles & Snow, 1978; Milkovitch, 1990;
Carroll, 1987; Muczyk, 1987). Muczyk (1987), for instance,
suggested that the companies pursuing a cost reduction
strategy should design their compensation system with an
emphasis on internal consistencies and bureaucratic

orientations. The compensation mix that Muczyk (1987)

suggested to be adequate for firms with a cost reduction

96



-

strategy is the same as the one described by Kerr (1984) for
mechanistic organizations; that is emphasizing base
benefits, high Jjob security, internal equity, restricted
communication and formalization. Broderick (1986) focused on
the Miles and Snow strategic typologies and related
compensation policies. She proposed differences in the
compensation structure and level decisions associated with
an internal vs external equity dimensions of compensation
policy. She found that Defenders will emphasize internal
equity and tend to meet or lag the market. Prospectors will
emphasize external equity and tend to lead the market.

Analyzers will emphasize a combination of the two. Carroll

{1987) confirmed that defenders which have a high need for

cost efficiency, need to highly emphasize internal pay
equity while prospectors, which have a high need for
innovation, should emphasize external pay -equity. Kerr

(1984) found a similar pattern of differences in reward
systems across organizations.

Based on Segev's (1989) results which demonstrate that
jt is possible to relate findings in the context of the
Miles and Snow typology to the Porter’s framework, we can
infer from both Broderick (1986) and Carroll (1987)’s
findings that cost leaders will emphasize internal equity
and differentiators will emphasize external equity in their
compensation design. Organizations with a cost strategy
{cost leaders) will emphasize internal equity in their

compensation decisions with the intent of limiting
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unfavorable employee comparisons with their compensation
within the organization 1itself. Internal equity would
involve an employee's comparison between the rewards for
his/her Jjob and the rewards for other jobs within the
crganization. They want to avoid comparisons in the
external labor market, which would put pressure on them to
lead the external labor market average rate to Kkeep talented
people within the organization. This emphasis on internal
equity is consistent with their tight cost control policy of
minimizing wage and salary costs. In addition, in order to
minimize turnover costs, they might also emphasize promotion
from within and the need for Jjob specific skills and
experience (internal equity emphasis). This will help to
predict labor costs and production volumes (Milkovitch,
1990; Broderick, 1986; Muczyk, 1987 ; Carroll, 1987) .
Minimizing wage and salary costs and turnover costs will
therefore contribute to maximize overall organization's

profitability, since a low cost position will help the firm

to have above average returns, despite the presence of
strong competitive forces (Porter, 1980). Job valuation
criteria, skill requirements and skill acquisition

approaches are indicators of an organization’s compensation
structure (Lawler, 1991). Each of these elements are
investigated here to make clear the relationship between an
internal versus an external equity focus for & particular

strategy and improvements in organization performance.

98




Job valuation criteria: The selection of internal norms

and work customs to value jobs is viewed as a policy focus
on internal equity (Milkovitch, 1990; Broderick, 1986
Milkovitch & Broderick, 1986), This focus is believed to
increase emplovee acceptance of the compensation offered for
their jobs, and hence enhance employee retention and
motivation (Belcher, 1974; Lawler, 1981; 1991; Milkovitch &
Newman, 1984). This, in turn, improves performance on the
job, which contributes to improve overall organization’s
profitability and efficiency ratios. It enables to better
use human resources and keep talented people. The logic
behind this belief is based on the notion that emplovees
would assess the equit. or fairness of the compensation
offered by the organization, Such assessments would
positively or negatively influence the organization’s
ability to attract, retain and motivate its workforce
{Lawler, 19881; Milkovitch, 1990). Since the ability to
attract, retain and motivate employees is considered a basic
compensation objective, these equity assessments are
important. A focus on both internal work customs and norms
and a promotion from within (acquiring specific skills)
would likely support internal equity comparisons, which, as
said, will contribute to improve performance for firms with
a cost leader strategy.

Skill reguirements: However, training for more job or

specific skills might be more cost effectively acquired

within the organization with a cost leadership strategy.
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Following the above 1logic, the compensation literature
suggests that a decision on specific versus general skills
would influence compensation structure and level., An
organization with more specific skill reguirements, such as
cost leaders, might be able to hire people with little
training. It might be expected to offer a lower average pay
rate, and to depend on customs and norms to value jobs (cost
leadership). Lower wage costs will contribute to increase
organization performance ratios.

Skill acquisition apvroaches: Decisions on skill

acquisitions is also believed to influence compensation
structure and level. Certainly they would be related to
decisions on job valuation and skill reguirements. A
decision to promote from within would be wost consistent
with specific skill requirements and job valuation based on
organization norms and work customs. The compensation
literature suggests that this pattern of compensation policy
decisions would allow the organization to trade compensation
for training dollars and increase employee retention. This,
in turn, might improve organization profitability by
decreasing salary and training costs (low input/output).
This will increase financial performance. It will also lead
to low quality products {not highly trained people)
(Belcher, 1974; Lawler, 1981; 1991; Milkovitch & Newman,
1984; Nasu & Carroll, 1975; Henderson, 1982). In brief, an
internal equity emphasis, with promotion from within and

requirements for job specific skills and experience, is
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consistent with a cost strategy of maintaining market share

and controlling production costs (Porter 1880).

In contrast, organizations with a differentiation
strategy (differentiators) will try to encourage
compensation comparisons in the external labor market.
Externsl equity would involve an employvee’'s comparison
between the rewards for his/her job within the organization
and the rewards for similar Jjobs in the external 1labor
market. Differentiators want to attract from the external
labor market highlv skilled labor scientists or creative and
talented people with general problem-solving skills, who
will contribute to improve R & D activities, product
development and innovation. To do so, they will have to
implement a compensation level policy that lead the market.
This, is consistent with their commonly required skills and
resources described by Porter (1980) of strong marketing
abilities and strong capability in basic research.
Differentiators will tend to hire from the external labor
market at all levels and emphasize the importance of general
problem solving skills. This is consistent again with the
differentiator’s needs to attract people capable of solving
general problems involved in establishing and launching a
new product. As a consequence, overall organization growth
will be accelerated. Job valuation criteria, skill
requirements and skill acquisitions are also investigated

here for the differentiation strategy case.
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Job valuation criteria: The external equity focus is

considered more appropriate for organizations with general
skills requirements which can easily be matched in the
external labor market (Belcher, 1974; Lawler, 1981; 1991;
Milkovitch & Newman, 1984). This is believed to increase
employee acceptance of the pay offered for their jobs
(Equity Theory) and hence increase performance on the job.
Employing more skilled and talented people will maximize
organization’s profitability and efficiency at the business
level. It is also responsible for improving products quality
and innovation rate {key success factors for
differentiators) since people will be trained and rewarded
for that purpose.

Skill requirements: Training for more general problen

solving or mechanical skills could probably be acquired most
cost effectively outside the organization (Those are the
skill requirements for Differentiators). However, an
organization with more general skills requirements {(such as
differentiators) might be expected tc offer a high average
pay rate, and to price jobs in the market in order to
attract such skills (Belcher, 1974; Lawler, 1981;1991;
Milkovitch & Newman, 1984; Nash & Carroll, 1975; Henderson,
1982). This in turn might lead to less cost efficiency (high
input/output), but higher innovativeness and higher products
quality (highly trained ©people) and higher ability to

attract new talented people.
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Skills acquisition: A decision to hire at all levels

would be most consistent with general skill requirements and
job valuation based on market prices. This pattern of policy
decisions would allow the organization to trade training for
compensation dollars and increase its ability to attract
skills in the labor market. Thus, a focus on external equity
in designing the pay structure will enable differantiators
to improve performance. As a conclusion, we hypothesize that
cost leaders will improve their performance by emphasizing
internal equity in their compensation design and that
differentiators will improve their performance by

emphasizing external equity.

HYPOTHESIS 3: Organizations following an overall cost
leadership strategy will have compensation level policies
that meet or lag the market; Organizations following a
differentiation strategy will have compensation level
policies that lead the market.

HYPOTHESIS 4: (1)If organizations with & cost leadership
strategy bave compensation level policies that meet or lag
the market, organizational performance, as measured by
profitability, efficiency, solvability and ability to keep
talented people, will be higher; (2)If organizations with a
differentiation strategy have compensation level policies
that lead the market, organization performance, as measured
by profitability, efficiency, innovation rate, quality of
products and ability to attract new talented people, will be
higher.

Descriptions of the compensation level policies involve
assessrents of both the organization's ability to pay a
particular average rate and its need to compete with other
organizations in attracting —certain types of skills.
External competitiveness refers to how an emtloyer positions

its compensation relative to what competitors are paying.
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For instance, how much do other employees pay accountants,
and how much do the organization wish to pay accountants in
compari..1 to what other employers would pay them? As stated
earlier in the literature review, organizations may set
their compensation levels higher than their competitors,
hoping to attract the best applicants. In the literature,
the policy regarding external competitiveness has a twofold
effect on objectives: (1) to ensure that the pay rates are
sufficient to attract and retain employvees {(i.e if emplovees
do not ©perceive their compensation as equitable in
comparison to what other organizations are offering for
similar work, they are more likely to leave) and (2) to
control 1labor costs so that the organization's prices of
products and services can remain competitive. So external
competitiveness directly affects both the efficiency and
equity objectives. The compensation 1literature considers
selection of a market pay position to be related to other
policy decisions on compensation structure and the tvpe of
st~ategy followed. For example, the literature savs that a
leading compensation level would offer the organization a
market advantage in attracting needed skills (Lawler, 1991;
Milkovitch & Newman, 1984; Broderick, 1986). Wage surveys
would be carried out to determine the compensation levels
offered by competitors for particulsar skills. Cost leaders
and differentiators could then decide whether to set its
average compensation rates above (LEAD), below {(LAG) or

about equal (MEET) to those offered by its competitors.
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An organization with a cost leadership strategy, which
has a strong need to control costs and focus on internal
equity will not try to lead the market. It will, to the
contrary, either meet or lag the market. The rationale for
.this suggestion is that cost leader’'s primary objectives are
to control for labor costs, so that the organization’s
prices of products and services can remain competitive.
Attracting best skilled researchers is not their primary
objective. Broderick (1986)’s results suggest that defenders
will have a compensation policy that either meet or lag the
market. Carroll (1987) confirms these results by arguing
that defenders' emphasis on pay level as compared to market
will be very moderate. As suggested by Segev (1989), it is
possible to extrapolate these results to Porter’'s (1980)
framework. Therefore, there is some basis to argue that cost
leaders should either lag or meet the market in the design
of their compensation policies (Segev, 1989; Muczvk, 1987;
Kerr, 1987). A decision to meet or lag competitors’ pay
position is assumed to decrease the level of skills
available to the organization. This is consistent with the
cost leader’'s policy decisions emphasizing job wvaluation
based on organization norms and work customs, specific skill
requirements and promotion from within. Cost leaders are
presumed more likely to develop necessary skills internally.
A Compensation level that meets or lags market competition
is considered consistent with an internal equity focus. If

reward comparisons are focused internally, it is not
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necessary to provide leading market pay levels to retain
employees (Belcher, 1974; Nash & Carroll, 1975; Mahoney,
1879; Milkovitch, 1990; Lawler, 1986; 1990). If they only
meet or even lag market competition, they will be able to
minimize their salary costs, hence maximizing overall
organization’s profitability. This available cash flow would
be useful to develop internally process engineering and
specific skills.

In contrast, if a Differentiator takes the decision to
lead the market, it would thus be consistent with
differentiator’s policy decisions of emphasizing job
valuation based on market prices, general skill requirements
and hiring at all levels. Presumably, organizations with
this pattern would depend on the market for needed skills.
Compensation levels that lead market competition are
consistent with the external equity focus. They increase the
likelihood of attracting the needed skills and retain
talented people (Belcher, 1974; Lawler, 1981;1991;
Milkovitch & Newman, 1984). Those talented people will
contribute to R & D innovation and product development.
This, in turn, will improve organization’s growth and
performance.

Broderick’s (1986) results confirm this hypothesis if
we consider Segev's study (1987) that suggests that
differentiator patterns are very similar to prospector
patterns. As a matter of fact, she found that prospectors

are more likely to lead the market. Carroll (1987 )confirmed
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this hypothesis by asserting that prospectors, which have a
higher need for innovation than differentiators, will
emphasize a lead market pay position in their compensation
policies in order to ensure that the compensation rates are
sufficient to attract and retain the best researchers and
knowledgeable emplovees with general problem solving skills.
First, satisfaction with compensation level will increase
motivation and hence organization effectiveness (Lawler,
1971; 1981; 1990). Second, highly skilled emplovees and
talented researchers with general problem-solving skills
will contribute to accelerate organization growth by
developing intensively R & D activities, product development
and innovation. Therefore, we hypothesize that cost leaders
will increase their performance by emphasizing a meet/lag
market pay position, and differentiators by leading the
market.

HYPOTHESIS b5: Organizations following an overall cost
leadership strategy will tend to reward for membership and
seniority (with base salary and benefits) rather than for
performance (with merit pay and incentives based on
performance objectives); Organizations following a
differentiation strategy will tend to reward for performance
rather than membership and seniority.

HYPOTHESIS 6: (1)If organigations with a cost leadership
sirategy emphasize compensation for membership,
organizational performance, as measured by profitability,
cost efficiency, solvability and ability to retain talented
people, will be  higher; (2)If organizations with a
differentiation strategy emphasize compensation for
performance, organiegation performance, as measured by
profitability, efficiency, innovation rate, quality of

products and ability to attract new talented people, will be
higher.
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The primary decision that the compensation literature
associated with compensation mix is a choice between paying
for employee membership and seniority or performance (Kerr,
1984; Lawler, 1981; Broderick, 1986; Milkovitch, 1990). This
involves selecting the appropriate form of compensation to
emphasize. Belcher (1974) classified employee contributions
to an organization into two broad categories: (1) membership
and (2) performance. Rewards accrued to an employee
simply by virtue of Jjoining and remaining in a organization
are associated with membership. A compensation mix emphasis
on base salary, benefits and seniority related increases is
viewed as an appropriate means of communicating the
importance of membership to emplovees and the importance of
retention and internal skill development. A compensation
mix emphasis on incentives is viewed as an appropriate means
of communicating +the importance of emplovee performance
{Broderick, 1986; Lawler, 1981}.

Organizations witn a cost leader strategy will
emphasize compensation for membership in their compensation
decisions with the intent of maintaining a loyal specialized
workforce and limiting turnover. Paving for membership and
seniority is consistent with promoting from within and
providing internal training and development. These are
necessary organizational requirements consistent with cost
leader’s needs to succeed in maintaining its market share
and its vigorous pursuit of cost reductions from experience.

Cost leaders will tend to use such compensation elements as
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base salary, benefits, pay increases based on seniority or
change in the cost of living to motivate their emplovees.
The rationale supporting this hypothesis is that an
organization with specific skill requirements, as it is the
case for cost leaders, would have invested money in training
employees, and as a result, would be extra-interested in
retaining them. A focus on internal egquity could foster
retention by decreasing external comparisons that might lead
to dissatisfaction with compensation packages. 1t could also
increase emplovee's sense of job security. It couid also
avoid much of the internal conflict and dissatisfaction due
to incentives based on performance (Lawler 1981, 1991).
These increases in satisfaction and job security will tend
to increase emplovee motivation and hence performance on the
job. This, associated with retention of people trained
internally, will contribute to cost reduction from
experienced emplovees and maximization of organizational
efficiency.

A number of other compensation specialists have
described the compensation emphasis on performance versus
membership consistent with a specific product market
strategy (Cook, 1973; Salscheider, 1981; Ellig, 1982; Smith,
1982). Broderick (1986) and Carroll (1987), both using the
Miles and Snow typology, suggest that defenders will have an
emphasis on pay for membership. Thus, as it is possible to
apply the findings in the context of the Miles and Snow

(1978) typology to the Porter’s (1980) framework (Segev,

109



1989), cost leaders will also improve their organizational
performance by rewarding their emplovees for membership and
seniority.

In contrast, organizations with a differentiation
strategy will emphasize compensation for performance in
their compensation decisions since they are concerned with
their empioyees’ abilities to directly contribute to product
market growth and innovation. They will “end to use
incentives as a compensation element to instill product and
market development. This, in turn, will contribute 1to
attracting talented people from the external labor market
and motivate them to acquire the required general skills
needed for R & D activities and innovation. The compensation
literature does not directly states that a compensation mix
emphasis on performance is most consistent with external
equity focus. However, if a differentiator had a
compensatioan mix emphasis on membership, questions about the

fairness of performance measurement could lead to turnover

and other forms of employee dissatisfaction. This would
damage internal development and innovation. As a
consequence, if employees are focused on external

comparisons, with a compensation for performance systenm,
such problems might be less severe. Compensation for
performance will enhance R & D activities, innovation and
product development. It will increase employvee’s feelings of
job security, fairness, equitable distribution of rewards

and hence satisfaction with pay. This, will contribute to
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increased performance on the job, reduce turnover and hence
improve overall organization performance. Improved quality
of products will also lead to higher margins. Broderick’s
(1986) results also suggested that prospectors, who also
emphasize innovation and product development, will have an
emphasis on pay for performance. Using Segev's (1989)
results, it is possible to assert that differentiators will
improve their organization performance by rewarding their
employees for performance. Therefore, we hypothesize that
cost leaders will increase their organization performance by
rewarding for membership and seniority and differentiators
by rewarding for performance.

HYPOTHESIS 7: Ors;anizations following an overall cost
leadershi] strategy will hesve efficiency-related performance

objectives; Organigations following a differentiation
strategy will have growth-related performance objectives.

HYPOTHES1S 8: (1)If organizations with a cost leadership
strategy emphasize efficiency-related performance
objectives, organization performance, as measured by
profitability, cost effectiveness, financial soundness,
solvability and value as long term investment, will be
higher; (2)If organizations with & differentiation strategy
emphasize growth-related performance objectives,
organization performance, as measured by profitability,
innovation rate, quality of products and ability to attract
new talented people, will be higher.

Incentives policy decisions can also be related to
employee pay equity perceptions. The compensation literature
stresses that if incentives are to be viewed as equitable,
they must be based on performance measures that employees
considered fair. This means that the organization must

determine clearly the general types of employee behavior
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required to meet its performance objectives {(Lawler, 1990).

Efficiencv-objectives would typically require regulated and

well defined types of behaviors such as reducing overtime,
accident and absenteeism rates or increasing quality control
standards and staying within budget (Broderick, 1986). This
would be consistent with cost strategy and will contribute
to maximize organization's profitability and effectiveness

through budget and cost control. Growth-oriented behaviors

would have targets such as a given percent growth in market
share. The specific behaviors required to effect such growth
might well be unknown.

Organizations with a «cost strategy will emphasize
efficiency-related performance objectives in compensat ion
decisions (e.g. achieving quantifiable quota of production,
reducing absenteism rates, increasing quality control
standards, staying within budget). The literature suggests
that efficiency is often associated with incentives, based
on cost control or production-related performance criteria
and low incentive payments (Milkovitch, 1980; Lawler, 1990;
Muczyk, 1987; Broderick, 1986). Efficiency-related
performance objectives are consistent with cost 1leader's
organizational requirements of tight cost control and
incentives based on meeting strict quantitative targets.
That type of organizations wants employee performance
focused on cost control, efficient produ~ticn to maintain
market share and profit margins and cost minimization in

areas like R & D, service, sales force, advertizing and the
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like. This will then contribute to higher organization
performance. Broderick (1986) using the Miles and Snow's
strategic types suggested that defenders would presumably
want to reinforce —cost control or production related
employee behaviors, and then emphasize efficiency related
performance objectives. Using Segev'’s (1989) results, it is
possible to predict that cost leaders will behave in the
same way.

In contrast, organizations with a differentiation
strategy will emphacize more growth-related performance
objectives (e.g., growth in market share, number of new
products created per year). This is consistent with their
requirements of product market growth and innovation. That
tvpe of organizations wants employee performance focused on
innovations in product or market research and deveiopment of
marketing and product engineering skills and resources.
Differentiators do not allow the firm to ignore costs, but
rather they are not the primary target. Growth related
performance objectives will contribute to corporate
reputation for quality or technological leadership, one of
their commonly required skills and resources. Broderick
(1986), wusing the Miles and Snow’s strategic types,
suggested that prospectors would probably want to reinforce
innovative kinds of employee behaviors and then emphasize
growth-related performance objectives. Using Segev's (1989)
conclusions, we can infer that dif‘ferentiators will behave

in the same way. If employvee performance is focused on
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innovation in product and market research, and quality of
products, organization growth and performance will be
accelerated. Therefore, we hypothesize that cost leaders
will increase their organization performance, if they have
efficiency-related performance objectives in their
compensation policies and differentiators, if thevy have
growth-related performance objectives.

Decisions on compensation administration were cited in
the literature review to be strategic and important to the
organization, since they can influence managers’ sense of
ownership and emplovees’ views of the fairness of their
compensation. Boch ownership and fairness are thought in the
literature to be achieved through communication,
decentralization and ©participation ( Milkovitch, 1990;
Lawler, 1990, Broderick, 1986). These are the purpose of the
remaining hypotheses.

HYPOTHESIS 9: Organigations following an overall cost
leadership strategy will have formal communication channels,
but will use them to circulate only limited information on
compensation policies; Organizations following a
differentiation strategy will have an open communication and
will wuse their communication channels to circulate a broad
range of information on compensation policies.

HYPOTHESIS 10: (1)If organizations with a cost leadership
strategy circulate only limited compensation information,
organization performance, as measured by profitability,
efficiency and financial soundness, will be higher; (2)If
organizations with a differentiation strategy circulate a
broad range of 1information on compensation policies,
organigzation performance, as measured by efficiency,

profitability, innovation rate, quality of products and
ability to attract new talented pecple, will be higher.
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The compensation 1literature suggests two types of
decisions related to communication policies: (1) decisions
on the types of information and (2) decisions on the methods
used to circulate that information. Organizations have the
choice between choosing to give emplovees only very limited
information about compensation policies or choosing to
present detailed information. The decisions associated with
how to circulate compensation information involve choices
among different methods or channels of communication (such
as policy manuals, formal meetings, enployee attitude
surveys, formal compensation grievance procedures, and the
like), {Belcher, Lawler, Milkovitch & Newman, 1984;
Henderson, 1982). In the compensation literature,
communication decisions are considered to have an important
influence on employee acceptance of the fairness or equity
of compensation system operation (Lawler, 1971; 1990).
Compensation systems in which information of all types is
circulated through a number of different channels are
associated with high levels of employee trust (Milkovitch,
1980}. More restrictive communication channels are
associated with employee speculations about the rewards
received by workers above and below them in the hierarchy.
These speculations usually lead to distortion and
dissatisfaction. As a consequence, this decreases employee
motivation to work, and contributes to decreases in overall
organization performance and quality of products (Lawler,

1990). This is why an organization with a differentiation's
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strategy should choose to <circulate a broad range of
information, so that it can reduce speculations, distortions
and dissatisfaction. They will be more open to emplovee
gquestions and will circulate a large range of information on
compensation. They will exercise little control over the
information available to employees. This is consistent with
their needs of innovation, creative flair capability in
research as well as strong coordination among functions in R
& D, product development and marketing. Information channels
are the basis for effective coordination. In addition, such
open communication might contribute to encourage employvee
comparisons with the external labor market {(which is one of
their objectives). This will 1lead to better individual
performance on the job and, as a consequence, to better
organization performance. A differentiator does not need
many communication channels, since it is supposed to have a
strong cooperation and informal communication. In addition,
open communication will contribute to better coordination
and cooperation among departments and better organization
effectiveness. It will also encourage employee comparisons
with the external labor market and since the firm is leading
the market, talented ©people will be attracted, +thus
cooperating to the overall organization’s success. Broderick
(1986) and Carroll (1987) supported these proposed
differences since they suggested that prospectors will more

likely pursue an open communication policy on compensation
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issues. According to Segev’'s (1989) results, we can infer
that differentiators will behave in the same way.
Unfortunately, open communication is also felt to be a
potential source of dissatisfaction (Lawler, 1981). Direct
comparisons among co-workers can lead to disagreements about
the wvalue of individual contributions . Morecver, such open
communication <can also mean less control over the
compensation system operations. This in turn, can lead to
less motivation and less job performance, hence diminishing
the overall organization performance. In that situation,
limited information and discretionary ©procedures would
increase the organization performance {or limit the
decrease). This could be the strategy followed by cost
leaders. Organizations with a cost strategy will have many
formal communication channels but will use them to circulate
only limited information on compensation. The fact that they
will tend to carefully control the amount and type of
information which flows through communication channels to
emplovees is consistent with their requirements of tight
cost control and efficiency. This is also consistent with
their need to retain employees and to promote the internal
devel opment necessary to the overall cost leadership
strategy. For example, by giving too much information on
compensation policies, they might encourage employee
comparisons with the external labor market (which is not one
of their objectives). This will enable them to control

compensation systems and related costs. In addition, this
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strategy would be consistent with the overall organization
administration pelicy with close supervision and restricted
communication, In addition, too much information on
compensation policies might encourage emplovee comparisons
with the external labor market and could induce them to quit
the firm for another one +that pays better, making the
overall organization performance suffer. Broderick (1986)
and Carroll (1987), wusing the Miles and Snow typology,
suggested that defenders will more likely limit and regulate
information on compensation issues. According to Segev's
(1989) conclusions, we can infer that cost leaders will
behave in the same wayv. Therefore, we hypothesize that cost
leaders will increase their organization performance if they
restrict, regulate and 1limit information on compensation
issues and differentiators, if they pursue an open
communication policy regarding compensation issues.
HYPOTHESIS 11: Organizations following an overall cost
leadership strategy will not encourage employee
participation in compensation decision making; Organizations
following a differentiation strategy will encourage such
participation.

HYPOTHESIS 12: (1)If organizations with a cost leadership
strategy do not encourage employee participation 1in
compensation decision making, organization performance, as
measured by profitability, efficiency (cost control) and a
better use of corporate assets, will be higher; (2)If
organizations with a differentiation strategy encourage such
participation, organization performance, as measured by
profitability, efficiency, innovation rate, quality of
products and ability to attract new talented people, will be
higher.

HYPOTHESIS 13: Organizations following an overall cost

leadership strategy will restrict authority to approve
compensation policy decisions to high-level managers;
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Organizations following a differentiation strategy will
allow relatively lower level of managers to be involved in
approving compensation decisions.
HYPOTHESIS 14: (1)If organizations with a cost leadership
strategy restrict authority to approve compensation policy
decisions to high levels, organization performance, as
measured by profitability, efficiency (time and cost
control), will be higher; (2)If organizations with a
differentiation strategy allow relatively lower lIlevel
managers to be in involved 1in approving compensation
decisions, organigation performance, as measured by
profitability, efficiency, innovation rate, quality of
products, quality of management and ability to attract new
talented people, will be higher

These four hypotheses are related to the centralization
characteristic of compensation systems. There are two types
of centralization decisions described in the compensation
literature, The first involves +the degree of employvee
participation in compensation decision making (hypotheses 11
and 12). The second involves the extent to which lower
levels of management are authorized to approve such
decisions (hypothesis 13 and 14). In general a policy
discouraging participation would probably be associated with
one restricting decision-making authority. Together they may
represent a centralized administration system. On the other
hand, a policy associated with high levels of participation
and broad decision-making authority would be considered as a
decentralized system. Lawler (1990,1981) indicates that the
degree to which compensation decisions are centralized or
decentralized can influence employee acceptance of the
compensation system, and therefore increase or decrease

their performance at work, conseguently affecting the

overall organization performance.
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The 1literature says that centralized compensation
administration systems are generally less acceptable to
employees than decentralized svstems. This is why
differentiators should adopt a rather decentralized syvstem.
Organizations with a differentiation strategy will encourage
employee participation in compensation decision making and
will allow relatively 1low 1level employees to approve
compensation decisions, with the intent to encourage strong
cooperation from channels and strong coordination among
functions in R&D, marketing, product development. This, is
consistent with their organization requirements and needs to
enable ©people to develop new approaches to problems.
Authority to make decisions would have to be widely
distributed since decisions have to be taken gquickly and at
different levels of the organization. Time is t.o
differentiators what cash is to cost Leaders. In addition,
people with general skills and broad aptitudes may be less
accepting of a very centralized system and more likely to
turnover. Employee participation in compensation issues will
be better accepted among employees and would contribute to
keep talented ©people and motivate them. Motivated and
talented people will contribute to improve overall
organization’s performance. Broderick (1986) suggested that
prospectors will encourage employee participation in
compensation decision making and will not restrict authority
to high level employees. These patterns of centralization

are also supported by Lawrence & Lorsch (1966). According to
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Segev’'s results, we can infer that cost leaders will also
encourage employee participation in compensation decision-
making and will allow relatively low level employees to
approve compensation decisions.

However emplovees might be more willing to accept
centralized compensation administration if the
organization's overall administration is centralized. Such
consistency might appeal to an employee's sense of equity or
fairness (Lawler,1990). Organizations with a cost strategy
will discourage employee participation in compensation
decision making and restrict authority to approve
compensation decisions to high 1level managers with the
intent to encourage intense supervision labor and implement
a structured organization with centralized responsabilities.
This is consistent with the cost leader’'s product
maintenance strategy which requires requiring aggressive
construction of efficient scale facilities, cost
minimization, overhead control and centralization of
administration processes. This c¢an be explained by cost
leaders having developed programs in compensation, as well
as other areas, that lead to the maintenance of market
share, So, first, discussing those programs might be time
and money consuming. Second, employees in such organizations
have very specific skills. It might then be possible that
only top managers have these general problem solving skills
to make decisions on compensation design and administration

policies. In addition, centralized systems offer more
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control over the compensation system, increasing cost
effectiveness, organization's efficiency.Restricting
decision making to a few people might also make coordination
easier. This is the type of strategy a cost leader should
adopt to 1increase its overall organization performance.
Broderick (1986) suggested that defenders will discourage
employee participation and will restrict authority to high
level employees to approve compensation decisions. According
to Segev’s (1989) results, we can infer that cost leaders
will behave in the same way. Therefore, we hypothesize that
cost leaders will increase their organization performance if
they discourage emplovee ©participation in compensation
decision making and differentiators, if they encourage such
a participation.

AYPOTHESIS 15: Organizations following an overall cost
leadership strategy will have highly formalized rules and
procedures regulating the implementation of compensation
structure, level and mix policies; Organizations following a

differentiation strategy will have less of these formalized
procedures.

HYPOTHESIS 16: (1)If organizations with a cost leadership
strategy have highly formalized rules and procedures
regulating the implementation of compensation structures,
level and mix policies, organization performance, as
measured by profitability, efficiency (cost control) and a
better use of corporate assets, will be higher; (2)If
organizations with a differentiation strategy have less of
these formalized procedures, organization performance, as
measured by profitability, efficiency, innovation rate,
quality of products and ability to attract new talented
people, will be higher.

These two hypotheses are related to the formalization
dimensions of compensation systems, that is the degree to

which compensation system design and administration is
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dictated by rules and procedures (e.g. written job analysis,
evaluation manuals, trained analysts, supervision by a
compensation committee). In the literature, formalization
decisions are associated with the implementation of policy
on compensation structure, level and mix and with the
implementation of policy on incentives. Both required
choices about the degree to which such implementation should
be governed by written rules and procedures. Milkovitch and
Newman (1984) explained that there might be few instructions
or operating procedures for carryving out job analysis,
writing Jjob descriptions or doing Jjob evaluation and wasge
surveys. On the other hand, in some organizations, these
activities might be regulated by extensive procedures, done
by specialists and reviewed by committees.

Organizations with a cost leader strategy will have
formalized rules and procedures regulating the
implementation of compensation system {(structure, level and
mix) in the intent to support their product strategy. This
is consistent with their organization requirements of cost
control. They want i1o keep control over the way in which
decisions are taken and implemented and in which work is
done. They need frequent, detailed reports within a
structured organization with centralized responsabilities
(Porter, 1980). As a consequence, formalized rules and
procedures regulating the implementation of compensation
policies might be necessary, since rewards regulate work

behaviors. Tight cost control and overhead control will tend
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to maximize overall organization's profitability. This low
cost position will yield the firm to have above average
returns, despite the presence of strong competitive forces.
Lawler {1990) suggests that the formalization of an
organization’s compensation system should be similar to the
formalization characteristics of its overalil administration.
The rationale is that, again, such consistency would lead to
higher employvee acceptance of the compensalion system. As &
consequence, a cost leader should have a ralher formalized
structure and a differentiator a rather non-formalized
structure., Higher formalization would also be expected to
offer the organization greater control over compensation
svstem operaticn, Again, the cost leader would maximize its
organization performance, through control cost and increased
individual performance, in implementing a formalized
compensation structure and mix, However Salter (1973) noted
that organizations with more maintenance oriented product
market strategies such as cost leaders might wuse a more
subjective flexible process in implementing incentives, c¢ven
if these incentives are supposed to meet strict quantitative
targets. This is consistent with an emphasis on membership
in compensation mix {(Salter, 1973). Incentives processes are
mostly developed and standardized in compensation for
performance strategies.

In contrast, organizations with a differentiation
strategy will have very few rules regulating the

implementation of compensation system (mix, structure and
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level) in the intent to have more flexibility., This is
consistent with the fact that, neither the problems
encountered in pursuing a growth strategy, nor the employees
hired in these types of firms were amenable to specific
rules and procedures (Broderick, 1986). It is consistent
with a differentiator’'s organizational requirements of less
formalization, strong cooperation and an environmeunt that
promotes creative flair, R & D activities and quick problem
solving skills acquisition (Porter, 1980). An abundance or
written rules and work procedures will impede R & D
activities and innovation. As a consequence, organization
performance would suffer. However Salter (1973) noted that
organizations with growth oriented strategies, such as a
differentiator strategy, should use a more formal and
regulated process to implement incentives and bonuses, even
if Lthese incentives are supposed to be measured subjectively
with more gualitative targets. Emplovees in these types of
firms are more likely to be motivated by the challenge of
obtaining a particular incentive., For these reasons, Salter
explains that "defining precisely the rules of the game" and
making a formal, objective statement about how a particular
incentive can be won (and not about on which criteria) is
more acceptable., This will increase performance on the job
and products quality. The latter will enable higher product
margins. Both will contribute to higher overall organization
performance. Therefore, we hypothesize that cost leaders

will increase their organization performance if they have
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highly formalized rules and procedures regulating the
implementation of compensation structure, level and mix
policies and differentiators if they do the opposite,
HYPOTHESIS 17: Organizations following an overall cost
leadership strategy will have standard uniform compensation
policies throughout the organization; Organizations
following a differentiation strategy will have compensation
policies tailored to the needs of individual business units.
HYPOTHESIS 18: (1)If organizations with a cost leadership
strategy have standard uniform compensation policies
throughout the organization, organization performance, as
measured by profitability, efficiency, a better use of
corporate assets and ability to keep talented people, will
be higher; (2) If organizations with a differentiation
strategy have pay policies tailored to the needs of
individual units, organization performance, as measured by
profitability, efficiency, innovation rate, quality of
products and ability to attract new talented people, will be
higher.

The compensation literature indicates that decisions on
compensation structure, level, mix and incentives can vary
with organization unit covered. An organization can have
uniform policies across divisions, or it can tailor policies
to the unique needs of each unit. Compensation
standardization decisions involved this choice. Highly
standardized compensation administration would involve
uniform policy application. Decisions to standardize or
tailor compensation policies across units involve tradeoffs
between coordination and emplovee acceptance of the
compensation system.

Organizations with a cost strategy will have a standard

or uniform compensation system throughout the business unit.,

since high standardization will <contribute to bhetter
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control and coordination of the compensation system. A
standardized compensation system is also consistent with
their product maintenance strategy and low cost position.
There is no need to differentiate compensation policies
across units, which permits cost minimization. In addition,
a standardized compensation system also contributes to an
intense supervision of labor and helps in persuading people
to transfer across units. Standardization is consistent with
an internal equity emphasis and promotion. It is also
easier o get employees to accept the importance of
performance objectives that are compatible with the goals of
cost controls of the entire organization. This low cost
positicn will permit the organization to have above average
returns despite the fierce competition., Broderick (1986) and
Carroll (1987) suggested that defenders will have standard
uniform compensation policies throughout the organization.
Therefore, according to Segev’'s (1986) results, we can infer
that cost leaders will do the same.

Such standardization might however weaken the perceived
links between rewards and performance in cases where the
objectives of the unit are truly different from those of the
entire organization., In such cases, emplovees might feel
that standard policies do not reflect the unit's unique
characteristics. As a result, they would be less likely to
consider the compensation system acceptabie and thus,
motivation will be Jlowered, which affects the overall

organization performance, Thus, organizations with a
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differentiation strategy will have compensation policies
tailored to the needs of individual units, since a low
standardization would mean higher employvee acceptance of
compensation policies tailored to each unit’s needs.
Differentiators are less concerned with internal mobility;
they are more concerned with compensation policies that
motivat - performance, R & D and innovation in each unit.
This is why they might require compensation policies which
are tailored to the specific goals of each unit, and the
specific objectives of each product line. Broderick (1986)
and Carroll (1987) suggested that prospectors will have
compensation policies tailcred to the needs of individual
units. Using Segev’s (1986) results, we can infer that
differentiators will do the same. Therefore, we hypothesize
that cost leaders will increase their organization
performance, if theyw have a standard uniform compensat on
policies throughout the organization, and differentiators,
if they have compensation policies tailored to the needs of

individual units.

Figure 2 presents a model of compensation, strategy and
performance. This model summarizes the hypotheses presented
in this section and will guide the method section presented

next.
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Figure 2
A Model of Compensation, Strategy and Performance

Compensation System Business Strategy
Design Differentiation Strategy
1. Structure 1. Uniqueness oOf products Industry-wide
2. Level 2. Capital intensity
3. Mix 3. Product innovation
4. Incentives 4. Lack of value-added parsimony
5. Advertising emphasis
Administration Cost Leadership Strategy
5 Communication 1. Low-cost position
6. Participation 2. Labor intensity
7. Decentralization 3 Current assets parsimony
8 Formalization 4. Value-added parsimony
9. Stondardization 5 High employee productivity

FIT

Organization Performance

Financial Performance

1 Financial soundness

2. Profitability

3. Efficiency

4 Solvabilty

5. Value ¢s a long-tenm investment

Non-Financial Performance

6 Externalreputation
+ Innovativeness
* Quadlity of products
¢ Quality of management
+ Ability to ottract, develop and keep people
» Community and environmental responsibility

128




CHAPTER 11

METHOD

Methodological Approach: Overview

This study is designed to (1) describe and (2) evaluate
the impact of the Jjoint influence of compensation and
strategy on organization performance. The choice of a
comparative, multi-organizational analysis versus a single
or small sample case study as a methodological approach is
based on two main reasons: First, as the literature review
indicates, much of our knowledge 1is built on research
conducted with one organization or a small sample of
organizations. We lack the more systematic information from
larger scale, multi-organizational samples. Second, this
choice is influenced by the availability of Broderick's
(1986) dissertation and data set. This data set was created
in 1984 for her Ph.D. dissertation on "Pay Policy and
Business Strategy : Toward a Measure of Fit". For this
purpose, she gathered data on compensation policies for
middle managers and business strategy decisions on a sample
of U.S. manufacturing firms.

The study design required collecting data on three
types of variables: (1) compensation policy decisions, (2)
business strategy and (3) organization performance. These
data came from three sources. The first source of data was

Broderick's data set with information from U.S manufacturing
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firms on the compensation design and administration
dimensions presented in the literature review. The second
source of data was the COMPUSTAT database. Data were
extracted from this database in order to measure business

strategy and organization performance. The third source of

data was the Fortune magazine Corporate Reputation surveys

{1980~1987) which is used to measure non-financial

organizational performance.

Site, Sample, Data Collection
The three main sources of data are presented in this

section and each data set is described.

Description of Broderick’s Study Design

In order to empirically investigate the compensation-
strategy-performance relationship, compensation policy
decisions and procedures at the middle management level had
to be translated into measures on which data could be
collected. Broderick (1986) did this by developing scaled,
anchored items for each of the compensation design and
administration decisions for middle managers identified in
chapter I. Additionally, these measures had to be developed
in a form that can be used across a number of organizations.
Broderick used simple Likert scales in her questionnaire.
Most of the scales used allowed for the rating on one of
five anchored scale values. It is important to point out

that the written descriptions accompanying each scale value
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were taken from the literature and that the accuracy and
clarity of these descriptions were verified by a group of
compensation professionals, from consulting firms and a
variety of business organizations in the banking, utilities,
electronics, pharmaceuticals, o0il refining and cigarette
manufacturing sectors. The items developed became part of a
questionnaire mailed to compensation managers at a number of
manufacturing firms. This questionnaire is presented in
Appendix I.

Target population and sampling strategy

Broderick wused the COMPUSTAT (Investors Management
Sciences, Incorporated) database to select firms. She
selected manufacturing organizations with the four digit SIC
codes 2001-3999 for 1980-1983, with no foreign ownership and
with an average employment of 100 or more. Other firms were
eliminated. This sampling strategy was used since it
provided a sample with enough business units for the study’s
empirical analysis. There were 1,024 firms in the
manufacturing SIC codes alone. Second, this sampling
strategy helped in defining the target population more
narrowly. This wusually reduces uncontrolled variance that
might influence the analysis of compensation policies.

The other refinements were made in order to assure some
stability in the database measures of the business unit (SIC
code), net sales and employment. Firms not associated with
the same four digit, manufacturing SIC code over the period

1980-1983 were eliminated. This sampling strategy was
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supported by Hambrick (1983) who indicated that firms in the
same product market for at least four years had some stable
association with it. The 4-digit SIC code unit can be
considered as an appropriate measure of the industrial
environment within which a given firm competes. This unit of
analysis has been used frequently by policy and industrial
economics researchers and is supported by Porter (1980).

In addition, firms with an average employment of less
than 100 for 1980 to 1982 were eliminated. The lower limit
of 100 was applied because it was felt that business units
with at least this number of employees would be more likely
to have specific compensation policies for middle managers.
The resulting target population was a total of 1,000 firms.

A group of compensation professionals from consulting
firms and a variety of business organizations identified the
appropriate respondent for the target organizations,i.e.,
the highest-level compensation person in each organization.
Ir most cases, it was the Compensation Manager or Director.
In smaller firms, it was the Director of Human Resources or
Industrial Relations. The 1list of such respondents was
generated from the annual membership directory of the
American Compensation Association (ACA) and the Standard and
Poors Register (vol. III, 1984).

The questionnaire on compensation systems for middle
managers was sent to the target population of the 1,000
firms, in June 1984. These mailings were first class. There

was a return-pre-addressed envelope included. Respondents
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were assured of the confidentiality of their responses. The
response rate was 203 out of 1,000 firms or approximately
20%. Only 199 firms were complete enough to be used in the
analysis., A 20% return rate limits the generalizability, but
this response rate is comparable to those in other
organizational-~level studies with surveys of similar length

and complexity (DeBejar, 1983).

The COMPUSTAT Database

In order to empirically investigate the compensation-
strategy fit, business strategy had to be translated into
measures on which data could be collected. It was not
possible to gather questionnaire measures of strategy from
these companies. Instead, financial data were extracted from
the COMPUSTAT database (Standard & Poors COMPUSTAT Services,
Inc.) for the period of 1983-1985. This database contains
the financial statements of some 10,000 firms for each year
in finance, retail, manufacturing, agriculture, services.
Some of the figures extracted from the COMPUSTAT database
were also used to measure financial performance of
organizations. Financial ratios were computed for each
organization., Data on all firms (N=1,024) in the relevant
two-digit industrial groupings were also obtained in order
to standardize the various financial indices on the basis of

industrial group averages.
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The Fortune Magazine Corporate Reputation Surveys

While COMPUSTAT provided quantitative financial
performance data, it was desirable to use more qualitative
non-financial performance indices. Mailing a second
questionnaire to the same sample of companies was time
consuming, uncertain (companies may not answer this time and
this could result in reducing the sample size), and quite
questionable given that it would require respondents to try
and reflect back on the firm in the performance in the 1984
context. As a consequence, data on organizational
performance were collected through other sources. The
Fortune magazine corporate reputation surveys complement the
COMPUSTAT database by offering data on financial as well as
non-financial performance measures for large u.s
manufacturing firms. The Fortune magazine offers corporate
reputations surveys, which gathered data on eight key
attributes of reputation, such as reputation for (1) gquality
of products, (2) quality of management, (3) innovativeness,
(4) ability to attract and develop talented people,
(5) financial soundness, (6) use of corporate assets,
(7) 1long-term investment value, and (8) community and
environmental responsibility. This permits to measure
organization performance with financial and non-financial
criteria (Dess & Robinson, 1984). Surveys covered about 300
companies in 32 industry groups. They polled more than 8,000
high executives, outside directors and financial analysts,

who were asked to rate those companies in their own industry
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on eight key attributes of reputation. Unfortunately, the
Fortune survey only assesses the largest ten firms in each
industry category. This means that analyses with these
indices will involve a subset of the 199 firms with

questionnaire data.

Measures
The model developed in this study and diagrammed in
detail in figure 2, chapter 1 (page 129), identifies several
key dimensions., The first set of key dimensions concerns the

measurement of compensation policiy decisions. Our model

identifies two key types: (1) the compensation system design
(compensation structure, level, mix and incentives) and

(2) its administration (compensation communication,

centralization, formalization and standardization). Ten
variables measure the compensation system for middle
managers within each organization for the calendar year
1984.

The second set of key dimensions concerns the

measurement of business strategy. The model identifies seven

variables useful in differentiating strategic orientation:
(1) Lack of assets parsimony, (2) Lack of value added
parsimony, (3) Lack of current assets parsimony, (4) Product
innovation, (5) Lack of cost parsimony, (6) Advertising
emphasis, and (7) Employee productivity. The first variable
is a strategic position variable; the last six variables are

strategic choic variables (Hambrick, 1983). All those
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variables were measured for the 1983-19885 period and two-
digit SIC industry group means &and standard deviations for
the larger population of firms (n=1024) allowed standardiza-
tion of all strategy measures.

The third set of key dimensions concerns organization

performance. The model identifies two key dimensions: (1)
financial performance measures and (2) non-financial
measures. Financial measures include measures on:
(1) financial soundness, (2) profitability, (3) efficiency,

{4) solvability and (5) value as long term investment. Non-
financial variables measure the external reputation of the
firm related to innovativeness, quality of products, quality
of management, ability to attract, develop and keep talented
people, and community and environmental responsability.
COMPUSTAT performance measures were gathered for the years
1983 to 1985 and standardized for industry group norms. The
Fortune reputation survey provided the data for several of

these companies.

Compensation Construct Operationalization
Table 2 presented in chapter one, section one (page
43), summarizes the compensation policy dimensions which are
measured., Measures on compensation policy decisions come
from Broderick’s (1986) data set. Conceptually, there is a
distinction between policy decisions on compensation system
design and compensation system administration. Exploratory

principal components analysis was used to establish many of
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the final scales described below. In general, items retained
had loadings of 0.5 or higher on a single factor and off-

factor loadings of less than 0.3.

Compensation Design Dimensions

Compensation policy design decisions include those on
compensation structure, level, mix and incentives.
Exploratory factor analysis identified scales generally
related to the following constructs.

(1) Compensation structure: This construct involves the

extent to which there is an external versus internal equity
emphasis in compensation system design. Exploratory factor
analyvsis vielded no specific scale related to this
construct. This is why the internal versus external equity
emphasis was operatianalized with one item in part 1-A, 1,
(a,b,c) on page 289 of Broderick questionnaire {(see appendix
I).

(2) Compensation level: This construct involves the

extent to which there is a meet/lag versus lead market pay
position. Exploratory factor analysis yielded one scale
related to this construct. Compensation level was
operationalized with items part I-B, 3 and 4 on page 290 of
Broderick questionnaire (see appendix I).

(3) Compensation mix: This construct involves the

extent to which compensation mix rewards for membership
versus performance. Exploratory factor analysis yielded two

scales related to this construct. (a) The proportion of
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compensation forms was operationalized with one item in part
II1-A, 1 and (b) the compensation increase guidelines was
operationalized with one item in part II-B, 3 on page 291 of
Broderick questionnaire (see appendix I).

(4) Compensation incentives: This construct involves

the extent to which incentives are based on efficiency
versus growth performance objectives. Exploratory factor
analysis yielded one scale related to this construct.
Compensation incentives was operationalized with one item in
part II, B, 6, c on page 293 of Broderick questionnaire (see

appendix I).

Compensation Administration Dimensions

Compensation administration decisions include those on
compensation communication, participation, decentralization,
formalization and standardization.

(5) Communication: This construct involves the extent
to which communication on compensation policies 1is open
versus restrictive. Exploratory factor analysis yielded one
scale related to this construct. Communication was
operationalized with seven items in part III, C, 3 (a to g)
on page 296 of Broderick questionnaire (see appendix I).

(6) Participation: This construct involves the extent

to which employee participation in compensation decision
making is high versus 1low. Exploratory factor analysis
yvielded two scales related to this construct.

(a) Participation on compensation decisions related to Jjob
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analysis and job evaluation methods, wage survey results and
pay increase guidelines was operationalized with 10 items in
part III, A, (a to j) on page 293 of Broderick questionnaire
and (b) participation in the development of incentive plans
was operationalized with one item in part II, B, 6, a (see
appendix I).

(7) Decentralization: This construct involves the

extent to which authority to approve compensation policiy
decisions is restricted to high level managers versus lower

level of management. Exploratory factor analysis yielded

three scales related to this construct. (a) Decentralization
on compensation decisions regarding Jjob analysis, job
evaluation and performance evaluation criteria WAS

operationalized with six items in part III, A, (b,c,d,e,i)
on page 293 cof Broderick questionnaire; (b) decentralization
on compensation decisions related to budget plan and
increase guidelines was operationalized with three items in
part 111, A, (a,h,j); and (c) decentralization on
compensation decisions related to market wage surveys was
operationalized with two items in part III, A, (f,g) (see
appendix I).

(8) Structure/level/mix formalization: This construct

involves the extent to which the implementation of
compensation structure, level and mix is formalized.
Exploratory factor analysis yielded four scales related to
this construct. (a) Formalization of procedures related to

job descriptions and evaluation was operationalized with

140




five items in part 1II1I, B, (f,g,h,i,n) on page 295 of
Broderick questionnaire; (b) formalization on Jjob analysis
procedures was operationalized with two items in part 111,
B, (a,b); (c) formalization of procedures related to
performance appraisal was operationalized with two items in
part III, B, (p,q); and (d) formalization of procedures
related to market wage surveys was operationalized with two
items in part III, B, (m,5) (see appendix I).

(9) Standardization: This construct involves the extent

to which compensation policies are standardized throughout

the organization (i.e.,uniform versus tailored to each

individual unit’'s needs). Exploratory factor analysis
yielded two scales related to this construct.
(a) Standardization of compensation structure and

compensation 1level policies was operationalized with one
item in part I, B, 6; (b) standardization of incentive plans
was operationalized with two items in part II, B, 6, (b,d)
on page 293 of Broderick questionnaire (see appendix I).
These measures of compensation policy decisions were
developed using simple Likert scaler. Most of these scales
allowed for the rating of the organization on one of five
anchored scale values. Each scale required the survey
respondent to indicate the extent to which the middle-
management compensation system in the business unit is
characterized by each particular compensation construct to

the organization.

141



Strategy Construct Operationalization

Measuring strategy involved the evaluation of the seven
corporate-level financial indicators from the COMPUSTAT
database. Principal components analysis was used in
determining the scaled measures of strategy. Prior to this
analysis, all ratios were standardized within two-digit SIC
codes. The following financial indices were included in the
initial factor analysis.

(1) Lack of assets parsimony: This construct indicates

the lack of assets parsimony of the business and is measured
by three ratios:

(1) gross book value of plant & equipment/revenues

(2) net book value of plant & equipment/revenues

(3) total net investment/revenues

(2) Lack of value added parsimony: This construct

involves the extent to which the value added of the product
is high versus low. It is measured by the following ratio:

(4) Value added=
(revenues - cost of good sold - rental expense)/revenues

(3) Lack of current assets parsimonyv: This construct

indicates a lack of current assets parsimony. 1t is measured
by three ratios:

(5)inventory/revenues

(4) Product innovation: This construct indicates the
extent to which innovativeness is an important strategic
objective. It is measured by the following ratio:

(6) R&D expenses/revenues
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(5) Lack of cost parsimony: This construct indicates

the importance (high versus 1low) of costs within the
business unit. It is measured by two ratios:

(7)Cost parsimony=Total costs/revenues
(8)Administration parsimony=Administrative costs/revenues

(6) Advertising emphasis: This variable measures the

importance of advertising expenses. It is measured by the
following ratio:
(9)advertising expense/revenues

(7) Employee productivity: This construct indicates the

extent to which employees are highly versus ©poorly
productive. It is measured by the two following ratios:

(10)value added/number of employees (I)
{11)revenues/number of employees (II)

The literature review (Porter, 1980; Hambrick, 1980;
Robinson & Pearce, 1988; Dess & Davis, 1984) indicates that
a cost leader oriented firm will emphasize current assets
parsimony, a rather low product innovation and low R&D
expenses, a low value added, low prices and low costs, low
marketing and promotion expenses, but a high employee
productivity. In contrast, a differentiator oriented firm
will not emphasize current assets parsimony, but will have
high product innovation, high value added, rather high
prices and high costs, high marketing and promotion
expenses, and a rather low employee productivity. The

literature does not suggest anything regarding organizations
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that might have both strategies or none of these two

strategic patterns.

The results of the Principal Components Analysis of
COMPUSTAT strategy indices wusing the wvarimax rotation

indicate that lack of administrative costs parsimony,

measured by administrative costs/revenues, lack of value

added parsimony, measured by (revenues - cost of good sold -

rental expense)/revenues, product innovation, measured by

R&D expense/revenues, lack of current assets parsimony,

measured by inventory/revenues, and advertising emphasis,

measured by advertizing expense/revenues load on a single
factor which is close to the differentiator construct. Lack

of cost parsimony, measured by total costs/revenues

{negative lcading), employee productivity (I}, measured by

value added/number of employees, and employee productivity

(I1), measured by revenues/number of employees load on a
single factor which is close to the cost leader construct.
Table 6 presents the factor loadings related to
differentiators and cost 1leaders. In this table a blank
indicates that the coefficient was less than .30. It should
be noted that a third factor was related to capital
intensity items. Those items were excluded from the final
analysis presented in table 6. Differentiation construct was
defined by the average of the five items that loaded on
factor one (see table 6). Cost leadership construct was

defined by the average of the three items that loaded on

144



factor two. Additional analysis of the differentiator and
cost leader scales indicated that 21¥ of the sample firms
clearly had a cost leader oriented strategy (above the mean
on the cost leadership score and below the mean on the
differentiation score) and 24% clearly had a differentiator
oriented strategy (above the mean on the differentiation
score and below the mean on the cost leadership score).
Thirty nine percent of the sample firms had no well defined
strategic pattern (below the mean on both scales) while 16%
seemed to follow both strategic orientations (above the mean
for both scales), emphasizing both a low cost position vis a
vis their competitors and product innoveiion, as well as
differentiation by uniqueness of products industry-wide. It
has to be noted that less than 50% of the sample firms were

clearly following one of the two strategic orientations.
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1.
2.
3.
4.
5.
6.

8.

TABLE 6

Principal Components Analysis of COMPUSTAT Strategy Indices

Lack of administrative costs parsimony

Lack of value added parsimony
Product innovation

Lack of current assets parsimony
Advertizing emphasis

Lack of costs parsimony

Employee productivity (1)
Employee productivity (II)
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Factor 1
Differentiators

. 913
.879
. 759
. 586
+476

Factor 2

Cost Leaders

-.672
.807
.635



Performance Construct Operationalization

Measures of organization performance came from the
Fortune magazine’s surveys and the COMPUSTAT database. They
were gathered for a period of three years (1983-1985) in
order to generate averages which represent more typical
performance characteristics. These averages were
standardized within two-digit SIC codes., Corporate
reputations are based on organizational external reputation
for excellence assessed by industry experts (Friedman,
1986). All non-financial measures came from surveys of
corporate reputations conducted annually by Fortune
magazine,

Financial performance measures

(1) Financial soundness: This construct indicates the

extent to which the organization has financial soundness. It
is measured by the following ratio:
{1)Current ratio=current assets/current liatilities

(2) Profitability: This variable measures the extent to

which the organization is profitable. It is measured by six

ratios:
(2) Gross margin = gross profit/revenues
(3) Net profit margin =

((Earnings before interest & tax)-taxes}/revenues
(4) Return on assets (ROA) =
((Earnings before interest & tax)-taxes)/total
assets
(5) Return on investment (ROI) =
((Earnings before interest & tax)-taxes)/Invested capital
{Invested capital = Long term debt + shareholders’ equity)
(6) Earnings per share (EPS) =
net income (or net profit)/number of common
shares
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(3) Efficiency: This construct indicates the extent to
which the organization is efficient. It is measured by two
ratios:

(7)Inventory turnover = Cost of good sold/average inventory
(8) Average collection period =

{Accounts receivable x 360)/net sales

(4) Solvability: This construct indicates the extent to

which the organization’'s solvability regarding long-term
debt is high versus low. It is measured by one ratio:
(9) Times interest earned =

({Earnings before interest & tax)-taxes)/interest

charges

(6) Value as long term investment: This construct

indicates the extent to which the organization is considered
by investors to have a low versus high value as a long term
investment. It is measured PER:

(10) Price earning ratio (PER) = Stock Price/EPS

Non-financial performance: External reputations

The principal components analysis of the eight Fortune
reputation indices produced one factor indicating that the
firm’s external corporate reputation is measured by a single
construct, labeled "reputation'". These sub-dimensions are:

(1) Innovativeness, measuring the extent to which the

organization is little versus highly innovative in product

development; (2) Quality of products, measuring the extent

to which the organization ©produces quality products;

(3) Quality of management, measuring the extent to which the

organization has a reputation for having high quality of
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management.; (4) Ability to attract, develop anu keep people,

measuring the extent to which the organization is able to

attract, develop and keep people; (5) Community and

environmental responsibility, measuring the extent to which

the organization has a reputation for having community and

environmental responsabilities; (6) Financial soundness,

measuring the extent to which the organization has a

reputation for financial soundness; (7) Assets parsimony,

measuring the extent to which the organization is little
versus highly parsimonious regarding the use of corporate

assets and (8) value as long-term investment, measuring the

extent to which the organization is considered by investors
to have a low versus high value as a long-term investment.
The average three-year rating across these dimensions were
computed to indicate the overall external reputation of the
firm. A high score indicates a positive external reputation
on these eight dimensions. A low score indicates relatively

negative external reputation.

Therefore, the first step of analysis was finalizing
the scales used to measure all constructs. This involved
correlational and reliability analyses. This was used to
supplement the principal components analyses and evaluate
the psychometric characteristics of each scale and to assess
hypotheses with regression techniques. Table 7 presents the
psychometric information for the three types of scales,

compensation, strategy and performance. The first column in
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this table lists the scales used to measure compensation,
strategy and performance. The next three columns present
descriptive statistics for each scale (i.e., means, standard
deviations and frequencies). The last column indicates the
Crombach alpha reliability coefficient for each scale.

In addition, the information on compensation systems
for middle managers suggested a general tendency for sample
firms to have designh characteristics focused on internal
equity, membership compensation and short-term, efficiency-
oriented performance incentives. The information on
compensation administration characteristics suggested a
focus on moderate levels of centralization, formalization

and standardization (Broderick, 1986).
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TABLE 7
Descriptive Statistics

Variables Mean Std Dev N Alpha
Reliability
Compensation
Internal Equity Emphasis 3.43 0.97 199 -
Internal promotion Orientation 3.35 0.78 199 -
External Equity Emphasis 3.57 0.81 199 -
Compensation Level 3.30 0.65 199 .63
Compensation Mix:Incentives-Based 24.96 7.76 199 .72
Incentives:Performance-Based 91.99 15.09 199 .82
Incentives:Innovation/Risk/Growth 2.45 0.96 152 .73
Communication Breadth 1.41 0.81 199 .89
Participation:Compensation Structure 19.26 7.29 199 .89
Participation:Incentive Plans 1.94 1.06 156 .64
Decentralization:Job Evaluation Decisions 17.09 6.21 199 .83
Decentralization:Increases Decisions 17.73 6.07 199 .76
Decentralization: Market Rate Decisions 14.65 6.57 199 , 80
Formalization:Job Evaluation 3.10 1.03 199 .79
Formalization:Job Analysis 6.25 3.02 199 .94
Formalization:Performance Appraisal 2.86 1.02 198 .64
Formalization:Market Rate analysis 3.04 1.07 199 .56
Standardization:Incentive Plans 3.50 1.00 151 .70
Standardization:Compensation Structure 1.47 0.69 199 -
Strategy (standardized)
Cost Leaders 0.06 0.54 106 .84
Differentiators -0.03 0.58 107 .93
Performance (standardized)
Current Ratio 0.04 1.01 107 .91
Quick Ratio 0.05 1.02 107 .91
Acid Ratio 0.17 3.08 107 .88
Gross Margin 0.19 0.49 107 .74
Net Margin 0.13 0.49 107 .90
ROI 0.18 0.51 107 .84
ROA 0.24 0.55 107 .84
EPS 0.28 0.77 104 .87
PER 0.33 1.04 107 .93
Inventory Turnover 0.02 0.91 107 .92
Average Collection Period -0.21 0.75 107 .97
Long-term Debt Ratio -0.27 0.57 107 .64
Times Interest Earned 0.08 0.56 105 .86
Long-term Debt/Investment -0.26 0.57 107 .87
External Reputation 6.50 0.86 40 .99

151



CHAPTER 1II1I

EMPIRICAL RESULTS

The results of this study are presented in this
section. The presentation of results is organized around the
two main objectives of this study: (1) describing
differences in compensation design and administration
decisions which are related to the business strategies of
cost leadership and differentiation, and (2) evaluating the
joint influence of compensation and strategy on organization
performance. The first section presents the correlation
analysis of the relationship between compensation system
design and administration characteristics and the two
strategic orientations of cost leaders and differentiators.
Additionally, some selected partial correlation analyvses
were performed in which net income, net sales, number of
employees and capital intensity were used to control for
size. In general, the pattern of results observed with the
zero-order correlations did not change substantially and
these results will not be presented. The second section
presents the results of moderated regressions that were used
to assess the impact of the interaction or fit between the
compensation system characteristics and strategic

orientation on organizational performance.
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Investigation of Differences in Compensation Systems related

to Strategic Orientations: Correlation Results

The empirical investigation of the first objective of
this study required several steps. After finalizing
compensation scales, it was necessary to differentiate cost
leader oriented firms from differentiator oriented firms,
using factor and reliability analyses. Results of these
analyses were presented in Chapter II. Finally, the scaled
compensation factors were compared across the two strategic
dimensions of cost leaders and differentiators. Compensation
scales were correlated with strategic orientations.
Correlations between compensation scales and strategic types
are presented in table 8.

The results suggest that the correlation pattern of
compensation scale differences and differentiator and cost
leader orientations are not exactly 1like the pattern
suggested in the literature review. Some compensation scales
were found significantly related to one of the two strategic
orientations, even though they were not expected to be. Some
others were found not significantly related to cost
leadership or differentiation strategy although they were
expected to be positively related to one of the strategic

orientations.
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TABLE 8
Correlations between Compensation Scales and Strategic Dimensions

Strategic Orientation

Cost Leaders Differentiators
Compensation

Internal Equity Emphasis 0.0218 -0.0366
Internal Promotion Orientation 0.2199% 0.0699
External Equity Emphasis -0.0807 0.1248
Compensation Level 0.3219%x% 0.2153%
Compensation Mix:Incentives-Based 0.2892%*% 0.0695
Incentives:Performance-Based -0.0332 -0.0139
Incentives:Innovation/Risk/Growth -0.0576 -0.1186
Communication Breadth -0,1201 0.1855%
Participation:Compensation structure -0.1206 0.1531+%
Participation:Incentive Plans 0.0151 -0.1145
Decentralization:Job Evaluation Decisions -0.1514 0.0514
Decentralization:Increases Decisions -0.1658% -0.0228
Decentralization:Market Rate Decisions -0.0335 0.1300
Formalization:Job Evaluation -0.1512 -0.0271
Formalization:Job Analysis -0.0277 -0.0189
Formalization:Performance Appraisal 0.0772 0.0326
Formalization:Market Rate Analysis 0.0067 0.0035
Standardization:Incentive Plans 0.0531 -0.1449
Standardization:Compensation Structure 0.1706% 0.0648
* Signif. LE .05 ** Signif. LE .01
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The results suggest that cost leaders have a tendency
to develop (1) an internal promotion orientation, (2) a high
compensation level, (3) a compensation mix which emphasizes
incentives, (4) a decentralized compensation system for
increase decisions and (5) a rather standardized
compensation structure. In addition, results suggest that
differentiators have a tendency to develop (1) a high
compensation level, (2) open communication regarding
compensation policy decisions, (3) participation in the
design and administration of the compensation structure, and
(4) decentralization of market rate decisions.

Some compensation scales were not significantly related
to either of the two strategic orientations, although they
were expected to be. These scales are: (1) internal equity
emphasis, (2) external equity emphasis, (3) incentives:
performance-based, (4) incentives: innovation/risk/growth,
{5) participation: incentive plans, (6) decentralization:
Job evaluation decisions, (7) decentralization: market rate
decisions, {(8) formalization: Jjob evaluation, (9)
formalization: job analysis, (10) formalization: performance
appraisal, (11) formalization: market rate analysis, and
(12) standardization: incentive plans.

The compensation scale of internal promotion

orientation was found significantly related to cost leader

orientation at the .05 level. This indicates that cost
leaders in the sample rely on the internal promotion and

development of employees in order to fill middle management
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positions. This result is related to hypothesis #1, which
suggests that organizations that follow an oversall cost
leadership strategy will emphasize internal equity in
compensation system design, while organizations following a
differentiation strategy will emphasize external equity.
Internal promotion orientation was described in the
literature in chapter I as related to internal equity
practices. As a consequence, this result partly supports
hypothesis #1. In contrast, there is no significant
correlation between external equity emphasis and
differentiation orientation Differentiators are not found
in the sample to have any external versus internal equity

emphasis. The fact that the compensation scale of external

equity emphasis was not found significant for cost leaders
is consistent with hypothesis #1 since cost leaders were
expected in the literature to emphasize internal equity in
their compensation system design. Identically, the fact that

the compensation scale of internal equity emphasis was not

found significant for differentiators is consistent again
with hypothesis #1 since differentiators were expected in
the literature to emphasize external equity.

The compensation scale of compensation level, which

indicates the tendency of an organization to have an overall
wage rate that leads the market rate, was found
significantly related to the cost leader orientation at the
.01 level and to the differentiation orientation at the .05

level. This indicates that both cost leaders and
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differentiators in the sample tend to have a compensation
Jevel that exceeds the compensation levels of their
competitors. These results are related to hypothesis #3,
which suggests that organizations following an overall cost
leadership strategy will have compensation level policies
that meet or lag the market, while organizations following a
differentiation strategy will have <compensation level
policies that lead the market. These results partly support
hypothesis #3, since differentiators are found to have
compensation levels above the market rate. In contrast,
t hese results do not support, and even diametrically
counter, hypothesis #3 for cost leaders since cost leaders
are found to have compensation levels above the market rate.
They were expected to meet or lag their competitors. These
results might be partly biased by the lack of sample
representativeness, Firms in this sample were larger in
terms of sales, net income and employee number than the U.S
manufacturing firm population as a whole. Another possible
explanation is that the more firms define a business
strategy, either a strategy of cost leadership or a strategy
of differentiation, the more they will tend to develop lead
compensation level policies to attract people and reward
them according to the strategic objectives of the
organization that were set., Organizations which do not have
clear and well defined strategic objectives do not focus on
attracting the best people with a lead compensation policy.

Perhaps not having a defined strategy makes it too difficult

157



to develop a clear consensus on what types of employees are
worth the extra-cost associated with a lead strategy.

The compensation scale of compensation mix was found

significantly related to cost leader orientation at the .0l
level, but not significantly related to differentiation
orientation. This result indicates that cost leaders in the
sample have a compensation mix that emphasizes incentives.
These results are related to hypothesis #5 which prcposes
that organizations following an overall cost 1leadership
strategy will reward membership and seniority with base
salary and benefits rather than for performance with merit
pay and incentives based on performance objectives, while
organizations following a differentiation strategy will
reward performance rather than membership and seniority.
These results contradict hypothesis #5 since results for
cost leaders are diametrically opposed to what was expected.
A possible explanation could be that cost leaders use
incentives based on performance and efficiency in order to
reduce costs and, thereby, maximize the profits of the
organization. Results with the differentiation orientation
are not significant.

The compensation scale of breadth of communication was

found significantly related to differentiation orientation
at the .05 level and not significantly related to cost
leader orientation. This indicates that differentiators in
the sample use their formal communication channels to

circulate a broad range of information on compensation

158




policies and practices. It also indicates that there is no
such clear patltern for cost leaders. These results are
related to hypothesis #9, which suggests that organizations
following an overall cost leadership strategy will have
formal communication channels, but will use them to
circulate only limited information on compensation policies,
while organizations following a differentiation strategy
will have an open communication policy and will use their
formal communication channels to circulate a broad range of
information on compensation policies. Results support
hvpothesis #9 for differentiators, but not for cost leaders.

The compensation scale of participation in the design

of the compensation _structure was found significantly

related to differentiation orientation at the .05 level, and
not significantly related to cost leader orientation. This
indicates that differentiators in the sample are encouraging
participation in compensation system related decision-making
and that cost leaders do not have any clear pattern
regarding this matter. These results are related to
hypothesis #11, which suggests that organizations following
an overall cost leadership strategy will not encourage
employee participation in compensation decision-making,

while organizations following a differentiation strategy

will encourage such participation. The results support
hypothesis #11 for differentiators, but not for cost
leaders.
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The compensation scale of decentralization regarding

increase decisions was found to be negatively related to

cost leaders at the .05 level and not significantly related
to differentiators. This indicates that cost leaders in the
sample do not decentralize compensation decision-making
related to increase budget plans. Differentiators do not
have any clear pattern regarding decentralization of
decision-making in compensation policy design and
administration. These results are related to hypothesis #13
which suggests that organizations following an overall cost
leadership strategy will restrict authority to approve
compensation policy decisions to high-level managers, while
organizations following a differentiation strategy will
allow relatively lower-level of managers to be involved 1n
approving compensation decisions. The scale of

decentralization:market rate decisions was found to be

positively related to differentiators at the .05 level when
controlling for size (net income, net sales and number of
employees) and capital intensity. This indicates that

differentiators in the sample decentralize market rate

decisions, when controlling for size. Results support
hypothesis #13 for cost leaders, but not entirely for
differentiators. The scales of decentralization of job

evaluation decisions was not significantly related to either

of the two strategic orientations.

The compensation scale of standardization of the

compensation structure was found significantly related to
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cost leader orientation at the .05 level and not
significantly related to differentiation orientation. This
indicates that cost leaders in the sample tend to have a
rather standardized compensation structure for middle
managers, which is part of a corporate-wide plan implemented
in each business unit without major adjustments for each
unit. It also indicates that differentiators in the sample
do not have any clear pattern regarding the standardization
of compensation structure. These results are related to
hypothesis #17 which suggests that organizations following
an overall cost leadership strategy will have standard
uniform compensation policies throughout the organization,
while organizations following a differentiation strategy
will have compensation policies tailored to the needs of
individual business units. The results support hypothesis
#17 for cost leaders, but not for differentiators.

Finally, the compensation scales of incentives:

innovation/risk/growth and incentives: performance-based as

well as all the formalization scales were not found

significantly related to cost leader and differentiator
orientations. This indicates first that cost leaders and
differentiators in the sample do not have any clear pattern
regarding their tendency to reward for efficiency-related
performance objectives versus growth-related performance
objectives. Therefore, hypothesis #7, which suggests that
organizations following a cost leadership strategy will have

efficiency-related performance objectives, while
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organizations following a differentiation strategy will have
growth-related performance objectives, is not supported.
Second, it indicates that cost leaders and differentiators
in the sample do not have any clear pattern regarding the
degree to which their compensation structure is formalized.
No pattern was observed for the formalization of job
evaluation procedures, Jjob analysis procedures, performance
appraisal procedures and market rate analysis procedures,
Therefore, hypothesis #15 which suggests that organizations
following a cost leadership strategy will have highly
formalized rules and procedures regulating the
implementation of compensation structure, level and mix
policies, while organizations following a differentiation
strategy will have less of these formalized procedures, is
not supported.

In summary, hypotheses 1, 3, 9, 11, 13, 17 received
partial support, hypotheses 5, 7, 15 were not supported.
Correlational results suggest thal while some differences in
compensation design and administration characteristics do
exist among strategic types, the differences are not always
significant. In brief, these results indicate that cost
leader oriented firms in the sample have a tendency to rely
on the internal promotion and development of employees in
order to fill middle management positions. They also have a
compensation level that, in general, exceeds the
compensation levels of their competitors,i.e., a lead

compensation level policy. In addition, they have a tendency
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to develop a compensation mix which emphasizes incentives
and to adopt decentralized decision-making processes
regarding increase decisions. They also implement a
standardized compensation structure for middle managers,
which is part of a corporate-wide plan implemented in each
business wunit without major adjustments for each unit.
Results also indicate that differentiator oriented firms in
the sample have a tendency to have a compensation level that
exceeds the average compensation level of their competitors.
They also have an open communication regarding compensation
design and administration decisions, and use their formal
communication channels to circulate a broad range of
information on compensation policies. In addition,
differentiators in the sample tend to allow lower-level
managers to participate in the design and administration of
their compensation structure. The partial correlation
analysis which controlled for size did not produce any
substantial change in this pattern of results., One
difference was that the compensation scale of
decentralization in market rate decisions for
differentiators. The zero-order correlation coefficient
associated with this scale was .13 without controlling for
size and increased to .23 (significant at the .05 level)
when controlling for number of employees, for net income and
for net sales. It increased to .19 when controlling for
capital intensity. Next part presents the results of the

moderated regressions on performance.
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Investigation of the Impact of Compensation and Strategy on

Performance: Results of Moderated Regressions

The empirical investigation of the second objective of
this study, the evaluation of the Jjoint influence of
compensation and strategy on organizational performance,
required the use of moderated regression techniques. The 10
performance variables were separately regressed on the nine
compensation variables and the two strategic orientations:
180 regression analyses were obtained. A .12 significance
level was arbitrarily selected for this investigation. As a
consequence, only supportive and contradictory results which
obtained a .12 level of significance are presented in this
section., Given the large number of results, results which
exceed the .12 level are not presented, but are discussed if
relevant to this research.

Moderated regression results are presented in tables
9.1 to 9.9. The focus of moderated regressions 15 on
analyzing interaction effects in the context of multiple
regression analvses. The first step of the procedure
evaluated the main effect of the independent variables of
strategvy and compensation. In the second step, the cross-
product term (e.g., compensation¥*strategy) is entered and
the interaction effect is assessed. A significant cross-
product term indicates that the relationship between the
compensation variable and performance index varies across

the range of the strategy measure (e.g., compensation has a
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st.ronger relationship to performance at higher levels of the
strategy measure, etc.).

In each table, the first column lists the compensation
scales. The second column presents the performance criterion
variables, which are gross margin, net margin, return on
investment (ROl), return on assets (ROA), price earning
ratio (PER), earnings per share (EPS), inventory turnover,
current ratio and times-interest earned. The next five
columns present statistical information for each indicated
strategy, compensation and performance combination. The "R2"
column is the explained variance with all variables entered.
The change in explained variance associated with entering of
the cross-product term (noted as R?) is presented in the
next column. The sign and value of the unstandardized
regression coefficient of that cross-product term (e.g.,
compensation*strategy) is noted as "+/-b3". The significance
of the cross-product term (noted as "Signif. ba") and the
overall significance of the full regression equation (noted
as "Overall Signif.") are presented in the last two columns.
This format is used for tables 9.1 to 9.9. For each related
hypothesis, selected supportive and contradictory results
are presented.

In addition to the moderated regressions described
above, supplemental analyses which control organization size
(net income, net sales and number of employees) and capital
intensity were conducted. This involved entering the control

variables on the first step and then repeating the two-step

165



moderated regression process described above. In general,

the pattern presented below was verified in that

supplemental analysis, and those results will not be

formally presented, but will be discussed if relevant.

Hypothesis #2 argues that if organizations with a cost

leadership strategy emphasize internal equity in
compensation system design, the overall organizational
performance will be higher; while, if organizations with a
differentiation strategy emphasize external equity, overall
organizational performance will be higher. Table 9.1
presents supportive ane¢ contradictory results for cost

leaders and differentiators related to this hypothesis.

TABLE 9.1

Moderated Regression Analysis:

Hypothesis 2

Compensation Scale Performance R? RZ +/-b3 Signif Overall
b3 Signif
Differentiator Orientation
Internal Equity Current Ratio .045 .030 ~-.337 .021 .206
Internal equity Invent. Turn. .466 .016 -.228 .095 000
External equity ROI .069 .030 +.193 .077 072
External equity Tim,Interest .042 .032 +.214 .075 236
Internal Promotion Current Ratio .049 .029 -.377 .084 1786
Cost Leader Orientation
Internal Equity Gross Margin 446 .124 -.322 .000 .000
Internal Equity Net Margin .122 .052 -.,209 .019 005
Internal Equity ROA .119 ,052 -.239 .019 .006
External Equity EPS .153 .065 -.767 .008 .001
External Equity PER .126 .065 -1.04 .008 . 004
Internal Promotion Current Ratio .484 ,069 +.526 .001 .000
Internal Promotion Gross Margin .466 .122 -.350 .000 .000
Internal Promotion Net Margin .114 ,039 -.,200 .042 .008
Internal Promotion ROI .042 .033 -.197 .070 244
Internal Promotion ROA .108 .058 -.278 .014 L0011
Internal Promotion EPS .119 .061 -.400 .011 006
Internal Promotion PER .103 .069 -~-.570 .008 .014
Internal Promotion Invent. Turn. .066 .055 ~.,448 .019 .082
Internal Promotion Tim.Interest .253 .028 -~-.172 .098 .000
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Results of the regression concerning cost leaders for

the compensation scale of external equity emphasis had

negative coefficients. This indicates that for cost leader
oriented firms, the more they put emphasis on external
equity practices in designing the compensation structure and
level, the lower their organizational performance, as
measured by EPS and PER. These results are  highly
significant and support hypothesis #2 for cost leaders,
given that it was predicted that cost leader oriented firms
will not emphasize external equity but internal equity, if
they are to have higher organizational performance. However,
results of the moderated regression for the scale internal
equity also had negative coefficients. This indicates that
for cost leader oriented firms, the more they put emphasis
on internal equity practices in designing the compensation
structure and level, the lower their organizational
performance, as measured by gross margin, net margin and
ROA. These results contradict hypothesis #2 for cost leaders
since it was predicted that for cost leader oriented firms,
developing internal equity practices would increase
organization performance. In addition, results of the
regressions for the compensation scale internal promotion

orientation have negative coefficients, except in one case.

This indicates that for cost leader oriented firms, the more
they rely on the internal promotion and development of
employees in filling middle management positions, the lower

their organizational performance, as measured by gross
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margin, net margin, ROI, ROA, EPS, PER, inventory turnover
and times-interest earned. Only current ratio loaded
positively. Overall, these results contradict hypothesis #2,
since it was predicted that cost leader oriented firms will
develop internal equity practices and, as a consequence,
will rely on internal promotion and development of
employees, if they are to have higher organizational
performance. Therefore, hypothesis #2 is not supported for
cost leaders.

Results of the regression concerning differentiators

for the compensation scale internal equity produced

negative regression coefficients. This indicates that, for
differentiation oriented firms, the more they put emphasis
on internal equity practices in designing the compensation
structure, the lower their organizational performance, as
measured by such variables as inventory turnover and current
ratio. These results support hypothesis #2 for
differentiators since it was predicted that differentiation
oriented firms should not emphasize internal equity but
external equity, if they want to improve their
organizational performance., Similar results were obtained
with the internal promotion orientation scale. Results of

the regression for external equity emphasis produced

positive coefficients. This indicates that for
differentiation oriented firms, the more they put emphasis
on external equity practices in designing the compensation

structure, the higher their organizational performance, as
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measured by such variables as ROI and times-interest earned.
Thus, these results generally support hypothesis #2 for
differentiators. However, it should be noted that the
significance level of these results missed the .05 level,
but were under .10.

Hypothesis #4 argues that if organizations with a cost
leadership strategy have compensation level policies that
meet or lag the market, organizational performance will be
higher; while, if organizations with a differentiation
strategy have compensation level policies that lead the
market, organizational performance will be higher. Table 9.2
presents supportive as well as contradictory results for

this hypothesis.

TABLE 9.2
Moderated Regression Analysis: Hypothesis 4

Compensation Scale Performance R2 R? +/-b3 Signif Overall

bs Signif
Differentiator Orientation
Comp. Level Invent. Turn. .477 .029 +.462 .021 .000
Cost Leader Orientation
Comp. Level Current Ratio .529 .115 +.999 .000 .000
Comp. Level Gross Margin .367 .045 -.314 .010 .000
Comp. Level ROI .061 .050 -.351 .,026 .106
Comp. Level ROA .100 .047 -.366 .027 .016
Comp. Level EPS .088 .043 -.495 .034 .029
Comp. Level PER .111 .031 -.565 .068 .010
Comp. Level Invent. Turn. .071 .039 -.558 .046 .068
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The coefficients for the cross-product term in the
moderated regression analysis of cost leaders and

compensation level were significantly negative in a number

of cases. The results current ratio which has a positive
coefficient is the exception to the pattern. Overall, this
indicates that, for cost leader oriented firms, the higher
their compensation level compared to their competitors, the
lower is their organizational performance, as measured by
such variables as gross margin, net margin, ROI, ROA, EPS,
PER and inventory turnover. These results support hypothesis
#4 for cost leaders, since it was predicted that cost leader
oriented firms should not have compensation level policies
that lead the market, but rather they should lag or meet
the market, in order to have higher performance.

Results of the regression concerning differentiators

and compensation level were 1less definitive. Only one

significant interaction was found. This indicaltes that, for
differentiation oriented firms, the higher their
compensation level compared to their competitors, the higher
their organizational performance, as measured by such
variables as inventory turnover. Therefore, hypothesis #4 is
marginally supported for differentiators. Much stronger
support was seen for the hypothesized interaction between
cost leaders and compensation level., Additional analysis
with control for size (net income, net sales and number of

emplovees) and capital intensity confirmed these results.
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Hypothesis #6 argues that if organizations following a

cost leadership strategy tend to reward for membership and

seniority rather than for performance, organizational

performance will be higher; while, if organizations with a
differentiation strategy tend to reward for performance,
rather than membership and seniority, organizational
performance will be higher. Table 9.3 presents supportive

and contradictory results related to this hypothesis.

TABLE 9.3
Moderated Regression Analysis: Hypothesis 6
Compensation Scale Performance R2 R? +/-b3 Signif Overall
ba Signif

Differentiator Orientation

Incentives:Perf-based Invent. Turn. .477 .029 -,019 .021 .000
Cost Leader Orientation

Incentives:Perf-based Gross Margin .441 .099 -.022 .000 .000
Incentives:Perf-based EPS .074 .045 +.024 .033 .057
Incentives:Perf~based PER .041 .038 +.030 .052 .254
Incentives:Perf-based Tim.Interest .312 .069 -.022 .002 . 000
Comp. Mix:Inc-based Current Ratio .475 .058 +.037 .001 .000
Comp. Mix:Inc-based Gross Margin .478 .157 -.030 .000 .000
Comp. Mix:Inc-based Net Margin .125 .055 -~-.018 .,0186 . 005
Comp. Mix:Inc-based ROA .108 .057 -,021 .015 .011
Comp. Mix:Inc-based EPS 102 .028 -.021 .086 .015
Comp. Mix:Inc-based PER .085 .031 -.029 .072 .034
Comp. Mix:Inc-based Invent., Turn. .032 .028 -.025 .085 .367
Comp. Mix:Inc-based Tim.Interest .267 .035 -.017 .033 .000
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Results of the regression for cost leaders with the

compensation scale incentives: performance-based are mixed.

Increases in performance-based incentives were found to be
related to decreases in gross margin and times-interest
earned. This indicates that for cost leader oriented firms,
the more they have incentives based on performance rather
than membership and seniority, the lower their
organizational performance. These results support hypothesis
#6 for cost leaders, since it was suggested that cost leader
oriented firms should reward membership and seniority with
base salary and benefits rather than emphasize merit pay and
performance incentives. However, results were also found
positively significant with current ratio and gross margin.
This indicates that for cost leader oriented firms, the more
they have incentives based on performance, the higher their
organizational performance, as measured by such variables as
EPS and PER. These results contradict hypothesis #6. No
conclusion can hence be drawn from these results. The

interaction term coefficients for the second scale,

compensation mix:incentives-based, were, with one exception,

negative for cost 1leaders. This indicates that for cost
leader oriented firms, the higher the proportion of
incentives in the compensation mix, the 1lower their
organizational performance, as measured by such variables as
gross margin, net margin, ROA, EPS., PER, inventory turnover
and times-interest earned. These results support hypothesis

#6 for cost leaders, since cost leader oriented firm:- were
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predicted to reward for membership rather than performance,
if they are to have higher organizational performance.

Results of the moderated regression concerning

differentiators and the scale incentives:performance-based
were negative, This indicates that for differentiator
oriented firms, the more they have incentives based on
performance rather than on membership and seniority, the
lower their organizational performance, as measured by such
variables as 1inventory turnover. These results contradict
hypothesis #6, since it was predicted exactly the opposite.

The scale compensation mix:incentives-based was not found

significant with any of the performance variables. As a
c onsegquence, hypothesais 6 is not supported for
differentiators, but received partial support for cost
leaders. Supplemental analysis with control for size (net
sales, net 1ncome and number of emplovees) and capital
tntensity confirmed these results.,

Hipothesis £8 argues that if organizations with a cost

leadership strategy emphasize efficiencv-related performance

obgectives, organizational performance will be higher;
while, if organizations with a differentiation strategy
emphasize growth-relat ed performance objectives,

organizat ional performance will be higher. Table 9.4

presents the results for this hypothesis.
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TABLE 9.4
Moderated Regression Analysis: Hypothesis 8
Compensation Scale Performance R? RZ +/-b3 Signif Overall
ba Signif

Differentiator Orientation

Incentives: Innovation Gross Margin 467 097 +.307 007 005
Incentives: Innovation Current Ratio .527 .137 +.317 L0111 000
Incentives: Innovation Invent. Turn 071 .067 -.297 004 L.000D

Cost Leader Orientation

Incentives: Innovation Gross Margin LA87 141 +.406 .000 L0000
Incentives:Innovation Net Margin 254 131 +.373  .000 000
Incentives: Innovation ROA 57 070 +.315 .013 004
Incentives: Innovation Tim.Interest .335 .064 +.338 .008 .000
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Results of the regression concerning cost leaders for

the compensation scale incentives: growth/ risk/ innovation

produced positive interactions with four performance
indices. This indicates that for cost leader oriented firms,
the more incentives are based on rewarding growth,
innovation and risk, the higher their organizational
performance, as measured by such variables as gross margin,
net. margin, ROA and times-interest earned. These results
cont radict hypothesis #8 for cost leaders since exactly the
opposite was expected. Cost leaders were expected to have
efficiency-related performance objectives rather than
growth-related performance objgectives.

Re<ults of the regression for differentiators for the

compensation scale 1ncentives:growth/risk/innovation found

both positive and negat 1ve interaction coefficients.
Positive coefflcients are with current ratio and gross
margin. This 1ndicates that for differentiator oriented
firms, the more incentives are based on rewarding growth,
innovation and risk, the higher their organizational
performance, as measured by current ratio and gross margin.
These  results support hypothesis #8 for cost leaders.
However, Inventory turnover had negative coefficients, which
indicates that for differentiation oriented firms, the more
incentives are rewarding growth, innovation and risk, the
lower their organizational performance, as measured by
inventory turnover. Results for differentiators do not

indicate any clear pattern. As a consequence, results do not




support hypothesis #8 for either strategic orientations.
Additional analysis with control for size (net sales, net
income and number of employees) and capital intensity
supported these results.

Hypothesis #!0 argues that if organizations with a cost
leadership strategy do not have an open communtcation on
compensation policies and use their formal communication
channels to circulate only limited information on
compensation policies, organizational performance will he
higher; while, if organizations with a differentiation
strategy have an open communication on compensation policies

and use their communication channels to circulate a broad

range of informat ion on compensat 1on policies,
organizational performance will be  higher. Table 9.5
presents supportive and contradictory results for this

hypothesis.

TABLE 9.5
Moderated Regression Analysis: Hypothesis 10
Compensation Scale Performance R2 RZ +/-ba Signif Overall
bs Signif

Differentiator Orientation

Communication Breadth Gross Margin 077 .027 -.218 .096 L0497
Communication Breadth Net Margin .161.026 -.218 .084 000
Communication Breadth Tim.Interest .035 .025 -.242 .115 L322
Cost Leader Orientation

Communication Breadth Current Ratio .476 .061 -,884 .00l L0000
Communication Breadth ROI .050 .042 +.392 .042 .170
Communication Breadth ROA .113 ,057 +.490 .014 .009
Communication Breadth EPS .161 .088 +.851 .002 .00
Communication Breadth PER .200 .061 +.961 .008 000

176



Results of the regression concerning cost leaders for

the compensation scale communication breadth were positive

coefficients, except for one performance variable (current
ratio}). This 1ndicates that for cost leader oriented firms,
the more they have an open communication policy and use
their formal communication channels to circulate a broad
range of information on compensation policies, the higher
their organizational performance, as measured by such
varirables as ROA, ROI, FPS and PER. These results contradict
hypolthesis %10 for cost leaders since exactly the opposite
was suggested., Only the results with the current ratio
performance 1ndex went in the predicted direction. Thus,
hypothesi1s 210 was not generally supported.

Results of the regression with the differentiator scale

and  communication breadth provided negative 1nteraction

coefticients. This indicates t hat for differentiator
oriented firms, the more they have an open communication
policy and wuse their formal communication channels to
circulate a broad range of information on compensation
policies, the lower their organizational performance, as
measured by such variables as gross margin, net margin and
times-interest earned. These results contradict hypothesis
$10 for differentiators., While each of these results did not
achieve the .05 level of significance, they nevertheless do
not support hypothesis $10. Similar results were obtained

with some additional analysis with control for size (net
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income, net sales and number of employees) and capital

intensity.

Hypothesis #12 argues that if organizations following a

cost leadership strategy do not encourage employee
participation in compensation decision making,
organizational performance will be higher; while, 1

organizations with a differentiation strategy encourage such

participation, organizational performance will be higher,

Table 9.6 presents supportive and contradictory results for

this hyvpothesis.

TABLE 9.6
Moderated Regression Analysis: Hypothesis 12

Performance R2 R?

Compensation Scale

Differentiator Orientation

Participation:
Participation:
Participation:

Struture
Struture
Struture

Cost Leader Orientation

Participation:
Participation:
Participation:
Participation:
Participation:
Participation:
Participation:
Participation:

Structure
Structure
Structure
Structure
Structure
Structure
Incent.

Incent.

Net Margin
RO1
ROA

Gross Margin
Net Margin
ROTI

ROA

EPS

PER

Current Ratio
Invent. Turn.
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. 187
.078
.082

L 377
. 292
. 152
. 236
.094
.113
. 526
.062

.039
.054

.045

. 049
. 180
117
L1567
. 031
.046
.026
. 046

+/-bs Signif Overall

.020
025
~-.024

!

037
.072
L0672
076
L0498
+.078
-.301
+.378

+ + o+ o+

bi

L0372
L0149
.03

007
. 000
. 000
. 000
.070
.027
. 043
. 0564

Signif

. 000
L0046
L0386

000
.000
001
L0000
022
LOOK
L0000
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Results of the regression concerning cost leaders for

the compensation scale participation:compensation structure

were all significrantly positive coefficients. This indicates
that. for cost leader oriented firms, the more they encourage
participation in compensation decision-making, the higher
their organizational performance, on a number of indices
(e.g., ROA, EPS, PER). This contradicts hypothesis #12 for
cost. leaders. Results of the regression concerning cost

leaders for the compensation scale particaipation:incentives

suggest no clear pattern, since one interaction is positive
{inventory turnover) and the other 1is negative (current
ratio). Therefore, hypothesis $12 is not supported. Similar
results were obtained for cost leaders with supplemental
analysis with control for size (net sales, net income and
number of employees) énd capital intensity.

Results of the regression concerning differentiation

for t he compensation scale participation:compensation

structure produced negative interaction terms. This
mdicates that for differentiator oriented firms, the more
they encourage participation 1in compensation decision-
making, the lower their organizational performance, as
measured by net margin, RO1 and ROA. These results
contradict hypothesis #12 for differentiators. There is no

significant results for the compensiation scale

participation: incentives. As a result, hypothesis #12 is

not supported. Results with additional analysis with control
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for size (net income, net sales and number of employvees) and
capital intensity do not support hypothesis #12 either.
Hypothesis #14 argues that if organizations following a
cost leadership strategy restrict authority to approve
compensation policy decisions to high-level managers,
organizational performance will be higher; while, if
organizations with a differentiation strategy allow
relatively lower-level managers to approve compensation
policy decisions, organizational performance will be higher.
Table 9.7 presents supportive and contradictory results for

this hypothesis.

TABLE 9.7
Moderated Regression Analysig: Hypothesis 14
Compensation Scale Performance R? RZ +/-bi Signif Overall
ba Signit

Differentiator Orientation

Decentralizat.:Job.Ev Current Ratio .072 .045 ~.056 L0233
Decentralizat.:Job.Ev Net margin 171 024 -.023 064
Decentralizat.:Job.Ev Invent. Turn. .476 .023 ~.043 021

Cost Leader Orientation

Decentralizat.:Job.,Ev Current Ratio .596 .171 -.181 . 000
Decentralizat.:Job.Ev EPS .169 .066 +.091 .007
Decentralizat.:Job.Ev PER 163 .053 +.109 .015
Decentralizat.:Job.Ev Invent. Turn. .036 .032 +.075 .074
Decentralizat.:Incr.Dec. Current Ratio .433 .018 -.074 .085
Decentralizat. :Incr.Dec. ROI .041 .032 +.053 .077
Decentralizat.:Incr.Dec. EPS .126 .065 +.114 .009
Decentralizat.:Incr.Dec. PER .174 .094 +.185 .00

180

L0000
000
000

L, 0G0
001
001
306
000
255
L0004
000



Results of the regression concerning cost leaders for

the compensation scale decentralization: . job evaluation

decisions produced positive interaction effects, except for
one performance variable (current ratio). This indicates
that for cost leader oriented firms, the more they allow
relatively lower-level managers to be involved in approving
job evaluation decisions, the higher their organizational
performance, as measured by EPS, PER and inventory turnover.
This contradicts hypothesis #14 for cost leaders. Results of
the regression concerning cost leaders for the compensation

scanle decentralization:increase decisions followed the same

pattern. 'This indicates that for cost leader oriented firms,
the more they allow relatively lower-level managers to be
tnvolved in approving increase decisions, the higher their
organizalional performance, as measured by ROI, EPS and PER.
This contradicts also hvpothesis #14 for cost leaders. The

compensation scale decentralization:market rate decisions

was not found significant with any of +the performance
variables even though it was expected to be negatively
significant for cost leaders. Therefore, hypothesis #14 is
not supported for cost leaders. All these results for cost
leaders are confirmed with the results obtained with
supplemental analysis with control for size.

Results of the regression concerning differentiators

for the compensation scale decentralization: job evaluation

decisions produced negative interaction coefficients. This

indicates that for differentiator oriented firms, the more
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they allow relatively lower-level managers to approve job
evaluation decisions, the lower their organizational
performance, as measured by current ratio, net margin and
inventory turnover. This contradicts hypothesis #14 for
differentiators since it was predicted to be run in the
opposite direction. Additional analysis with control for
size (net sales, net income and number of emplovees) and
capital intensity supported these results. The compensation

scales decentralization: increase _decasions and

decentralization: market rate decisions were not found

significant with none of the performance variables although
they were expected to be both positively si1gnmifircant for
differentiators. However, regression results with control
for si1ze {net income, net sales and number of employee<) and
capital intensity for these two scales producred negative
interaction coefficirent s, indicat ing that for
differentiators, the more they allow relatively lower-level
managers to be involved in approving increase and market
rate decisions, the lower their organizational performance.
These results are diametrically opposed to hypothesis #141.
Therefore, hypothesis #14 is not supported for either cost
leaders or differentiators and any conclusions which can be
drawn from the results are diametrically opposed to what was
expected from the literature,

Hypothesis #16 argues that if organizations following a
cost Jleadership strategy have highly formalized rules and

procedures regulating the implementation of compensation
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structure,
performance will

differentiation

formalized procedures,

higher, Table

level
be higher;

strategy

and mix

have

results for this hypothesis.

while,

policies,

very

organizational

performance

9.8 presents supportive

TABLE 9.8
Moderated Regression Analysis: Hypothesis 16

organizational

little

of

if organizations with a

these

will be

and contradictory

Compensation Scale Performance R? R2 +/-b3a Signif Overall
b3 Signif
Differentiator Orientation
Formalization: Job. Ev. Invent. Turn. .463 ,018 +.205 071 . 000
Cost Leader Orientation
Formalization:Job.Ev Current Ratio .484 .,070 -.642 .001 .000
Formalization:Job.Ev Gross Margin .355 .029 -.208 .039 . 000
Formalization:Job.Ev EPS .094 .065 +.499 .009 .022
Formalization:Job.Ev PER .034 .033 +.482 .070 . 328
Formalization:Job.Anal. Tim.Interest .273 .030 +.073 .047 .000
Formalization:Perf.Apprl Current Ratio .451 .020 +.206 .064 .000
Formalization:Perf.Apprl Gross Margin .466 .134 -.267 .000 .000
Formalization:Perf.Apprl Net Margin .165 ,088 -.217 .002 .001
Formalization:Perf.Apprl ROA .101 .043 ~-.172 .035 .016
Formalization:Perf.Apprl Tim.Interest .278 .041 -.,173 .022 .000
Formalization:Mark.Anal. Current Ratio .438 .017 +.189 .086 .000
Formalization:Mark.Anal. Gross Margin .443 .108 -.235 .000 . 000
Formalization:Mark.Anal. Net Margin .121 ,045 -.153 .028 .0086
Formalization:Mark.,Anal. Tim.Interest .346 .,089 -.249 .001 .000
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Results of the regression concerning cost leaders for

the compensation scale formalization:job evaluation produced

mixed results. Two interactions were positive (EPS and PER),
while two were negative (current ratio and gross margin).
The single significant interaction term with formalization

job analysis was positive. This indicates that for cost
leader oriented firms, the more they have formalized rules
and procedures regulating Jjob analysis policies, the higher
their organizational performance, as measured by times-
interest earned. This weakly supports hyvpothesis #14. The
interaction terms with formalizathon:performance appraisal
for cost leaders were negative, except for one performance
variable {(current ratio). This indicates that for cost
leader oriented firms, the more they have formalized rules
and procedures regulating performance apprairsal policies,
the lower their organizational performance, as measured by
gross margin, net margin, ROA and times-interest earned.
This contradicts also hypothesis #1414 for cost leaders,
Finally, the results of the compensation seale

formalization:market rate analvsis with coat leaders confirm

previous results since interaction terms were negative with
gross margin, net margin and times-interest earned. The only
exception was the results with current ratio. Overall, this
indicates that for cost leader oriented firms, the more they
have formalized rules and procedures for pay-related human
resources systems, the lower their organizational

performance. Nine out ot 11 significant interaction were in
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this direction. Therefore, hypothesis #14 is not supported
for cost leaders. Additional analysis with control for size
(net income, net sales and number of employees) and capital
intensity supported these results.

Results of the regression concerning differentiators

for the formalization scale were not significant in any

direction. The only interaction which reached the minimal

.12 significance level was with formalization: Jjob
evaluation. This interaction suggests that for
differentiator oriented firms, the more they have formalized
rules and procedures regulating job evaluation policies, the
higher their organizational performance, as measured by
inventory turnover. This contradicts hypothesis #16 for
differentiators. Additional analysis with control for size
{net income, net sales and emplovee number) and capital
intensity produced negative coefficients with the
compensation scale of formalization: performance appraisal,
indicating that for differentiators, the more they have
formalized rules and procedures regulating performance
appraisal policies, the lower their organizational
performance. This supports hypothesis #14 for
differentiators since the latter were expected to have less

formalized procedures than cost leaders. However, The

compensation scales formalization: job analysis, and

formalization: market rate analysis did not have significant

results with none of the performance variables although they

were expectlted to be negatively significant for
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differentiators. Therefore, hypothesis #16 is not strongly
supported for either cost leaders, or for differentiators.
The weight of the evidence was for cost leaders and results
suggested that less formalization is beneficial to the
organization. This is diametrically opposed tc¢ what was
expected from the literature.

Hypothesis #18 argues that if organizations with a cost
leadership strategy have standard uniform compensation
policies throughout the organization, organizational
performance will be higher; while, if organizations with a
differentiation strategy have compensation policies tailored
to the needs of individual units, organizational performance
will be higher. Table 9.9 presents supportive and

contradictory results for this hypothesis.

TABLE 9.9
Moderated Regression Analysisgs: Hypothesis 18
Compensation Scale Performance R? R2 4+/-ba Signif Overall
ba Signif

Differentiator Orientation

Standardization:Incent, PER .,036 .036 +.359 .096 . 420
Standardization:Incent. Invent. Turn. .478 .033 -.328 .032 000
Standardization:Incent. Current Ratio .055 .037 +.344 . 083 214
Standardization:Incent. Gross Margin 072 .029 +.160 .120 .116
Standardization:Incent. Invent. Turn. .490 .037 -.317 .019 .000
Standardization:Struct. Invent. Turn. .464 .016 +.282 .086 . 000

Cost Leader Orientation

Standardization:Incent. Gros Margin .534 .190 -~.348 .000 .000
Standardization:Incent, Net Margin .267 .117 -.260 .001 . 000
Standardization:Incent. Tim.Interest .414 .140 -.370 .000 .000
Standardization:Struct EPS .142 ,071 -.726 .006 .002
Standardization:Struct PER .143 .061 -1.11 .002 002
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Results of the regression concerning cosi leaders for

the compensation scale standardization: compensation

structure produced negative coefficients, Since the
compensation scale of standardization is reversed, this
indicates that for cost leader oriented firms, the less they
have a standardized uniform compensation system, the lower
their organizational performance, as measured by such
variables as EPS and PER. In other words, cost leaders
should have a standardized wuniform compensation system
throughout the organization, in order to improve their
organizational performance. These results support hypothesis
#18 for cost leaders. Results of the regression for the

scale standardization:incentives were negative. This

indicates that for cost leader oriented firms, the more they
have standardized uniform procedures regulating the
implementation of incentive plans, the lower Lheir
organizational performance, as measured by gross margin, net
margin and times-interest earned. This directly contradicts
hypothesis #18., Therefore, hypothesis #18 is supported for
cost leaders for compensation policies regarding t.he
implementation of the compensation structure, level and mix,
but is not supported for policies related to incentives
plans. Similar results were obtained with additional
analysis with control for size (net income, net sales and
number of employees) and capital intensity.

Results of the regression concerning differentiators

for the compensation scale standardization:compensatiun
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structure produced positive coefficients, with one variable

only. This indicates that for differentiator oriented firms,
the more they have a compensation system tailored to the
needs of individual units, the higher their organizational
performance, as measured by such variables as inventory
turnover. These results weakly support hypothesis #18 and

must be interpreted with caution since they did not reach

the .06 level of significance. Results of the scale

standardization:incentive plans produced both negative and

positive coefficients. However, if one focuses only on the
significant interaction terms, which are both negative, this
suggests that for differentiator oriented firms, the more
they have a compensation system tailored to the needs of
individual units, the lower their organizational
performance, which contradicts the hypothesis. As a
conclusion, hypothesis #18 received partial support, since
it was supported for cost leaders and differentiators for
the standardization of the compensation structure, but not
supported for the standardization of the implementation of
incentive plans.

The results of the moderated regressions on external

reputation of the firm were not significant &at all except

for one compensation scale, decentralization for increase
decisions, which had a significant positive interaction term
for cost 1leaders. This indicates that, for cost leader
oriented firms, the more the organization has decentralized

decision-making policies regarding increase decisions, the
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higher their external reputation for excellence. This
contradicts hypothesis #14. All other interactions of
strategy and compensation were found to not have any impact
on the reputation of the firm. Supplemental analysis with
‘control for size (net income, net sales and number of
employees) and capital intensity did not produce any
significant interaction effects with the scale of
reputation.

In brief, the results of this investigation suggest
that cost leader oriented firms have higher organizational
performance when they (1) de-emphasis internal equity in
compensation design and internal promotion orientation; (2)
have a lower compensation level than their competitors; (3)
have a lower emphasis on incenlives compared to base salary
and benefits 1n the compensation mix; (4) emphasize
incentives rewarding growth, innovation and risk (growth-
related objectives); (5) have open communication of
compensation design issues and use those formal
communication channels to circulate a broad range of
information; (6) encourage participation 1in compensation
decision-making regarding the implementation of the
compensation structure; (7) allow lower-level managers to be
involved in approving job evaluation and increase decisions;
{8) develop formalized rules and procedures regulating job
analysis policies, but have low formalization of performance
appraisal and market rate analysis procedures; and (10)

present a standardized uniform compensation structure
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throughout the organization, but have incentive plans
tailored to the needs of each business unit.

Results also indicate that differentiator oriented
firms have higher organizational performance when they (1)
emphasize external equity practices in designing the
compensation structure; (2) have higher compensation level
than competitors; (3) do not emphasize incentives based on
performance; (4) do not emphasize open communications on
compensation issues; (5) discourage participation in
compensation decision-making; (6) centralize job evaluation
decisions; (7) develop formalized rules and procedures
regulating Jjob evaluation policies; and (8) tailor their
compensation policies to the needs of each individual unit
({low standardization).

As a conclusion, regression results showed partial
support for the research model of compensation, ztrategy and
performance identified in figure 2 in chapter 1. There is an
overall pattern suggesting that compensation and strategy
combinations do influence organization performance. However,
in a number of cases, the results did not strongly support
this complete model anticipated in the hypotheses. Table 10
presents a summary of results with hypotheses supported as

well as not supported.
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Summary of Results

HYPOTHESIS #

SuPPORT FOR CL/DIFF *

RESULTS

Partially supponted for CL
Panially supported for DIFF

PARTIAL SUPPORT

2 Not supported for CL PARTIAL SUPPORT
Supported for DIFF

3 Not supported for CL PARTIAL SUPPORT
Supported for DIFF

4 Supported for CL. SUPPORT
Supported for DIFF

5 Not supported for CL NO SUPPORT
Not supported for DIFF

6 Supported for CL PARTIAL SUPPORT
Not supported for DIFF

7 Not suppcried for CL NO SUPPORT
Not supported for DIFF

8 Not supported for CL NO SUPPORT
Not supporied for DIFF

9 Not supported for CL PARTIAL SUPPORT
Supportied for DIFF

10 Not supported for CL NO SUPPORT
Not supporied for DIFF

11 Not supported for CL PARTIAL SUPPORT
Supported for DIFF

12 Not supportea for CL NO SUPPORT
Not supported for DIFF

13 Supported for CL PARTIAL SUPPORT
Not supported for DIFF

14 Not supported for CL NO SUPPORT
Not supported for DIFF

15 Not supported for CL NO SUPPORT
Not supported for DIFF

16 Not supported for CL NO SUPPORT
Not supported for DIFF

17 Supported for CI. PARTIAL SUPPORT
Not supported for DIFF

18 Supported for CL & DIFF PARTIAL SUPPORT

for compensation struclure
Not supported for CL & DIFF
for incentive plans

* CL= Cost Leaders, DIFF= Ditferentiators
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CHAPTER 1V

DISCUSSION AND IMPLICATIONS FOR FUTURE RESEARCH

The results of this study are discussed in this
chapter. Implications for practice, limitations and
methodological issues as well as theoretical implications

are presented.

Summary of Research Results

As presented in chapter I1I, results of this research
are not alwavs similar to what was expected in the
literature. Cost leader oriented firms in the sample show
some compensation design and administration characteristics
similar to those suggested in the literature review: For
instance, they rely on internal promotion and development of
emplovees, as part of their internal equity practices and
develop a standardized compensation structure for middle
managers. In contrast, cost leader oriented firms in the
sample show some compensation design and administration
characteristics different from what was expected: For
instance, they do not have a meet/lag compensation level
policy (rather they lead tne market), they develop a
compensation mix which emphasizes incentives and they adcrt
decentralized decision-making processes regarding increase
decisions. The research results further suggest that cost

leader oriented firms increase their organizational
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performance when they modify some of their compensation
design and administration characteristics. For instance, it
was suggested that, in order to improve organizational
performance cost leaders should (1) lower their compensation
level as compared to their competitors, {2) develop
formalized rules and procedures regulating job analysis
policies but lower formalization of performance appraisal
and market rate analyvsis procedures and (3) present a
standardized uniform compensation structure throughout the
organization, but have incentive plans tailored to the needs
of each business unit. These recommendations are consistent
with the literature review and hypotheses. However, research
results also suggest that, for cost leaders, increasing
organizational performance, is associated with (4) do-
emphasizing internal equity in compensation design and
internal promotion orientation, (5) having a lower emphasis
on incentives compared to base salary and benefits 1n the
compensation mix, {6) emphasizing incentives rewarding
growth, innovation and risk (growth-related objectives}), (7)
having open communication of compensation design 1ssues and
using those formal communication channels to circulate a
broad range of information, (8) encouraging participation in
compensation decision~-making regarding the implementation of
the compensation structure, and (9} allowing lower-level
managers to be involved in approving Jjob evaluation and
increase decisions., These last six results are not

consistent with the literature review and hypotheses.
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In addition, differentiator oriented firms in the
sample show some compensation design and administration
characteristics similar to those anticipated in the
literature review: For instance, they tend to have a lead
compensation level ©policy, have more open communication
regarding compensation design and administration
characteristics, use their formal communication channels to
circuiate a broad range of information on compensation
policies, and allow lower-level managers to participate in
the design and administration of their compensation
structure. However, they do not have any clear pattern
regarding external versus internal equity emphasis,
incentives plans, formalization and standardization. The
research results further demonstrated that differentiator
oriented firms increase their organizational performance
when they modify some of their compensation design and
administration characteristics: For instance, it was found
that differentiator oriented firms should (1) emphasize
external equity practices in designing the compensation
structure, (2) tailor their compensation policies to the
needs of each individual unit (low standardization) and (3)
maintain their high compensation level as compared to their
competitors. These recommendations are consistent with the
literature review and hypotheses. However, research results
also indicatc that increases in organizational performance
of differentiator oriented firms are associated with (4) de-

emphasizing incentives based on performance in their
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compensation mix, (5) de-emphasizing open communication on
compensation issues, {(6) discouraging ©participation in
compensation decision-making, {(7) centralizing Job

evaluation decisions and (8) developing formalized rules and
procedures regulating Jjob evaluation policies. These
recommendations diametrically counter the research
hypotheses and are not supported by the literature. These
results, if true, lead to some implications for practice
regarding .he compensation design and administration.
However, these results are somewhat different from
those obtained in Broderick’s study (1986,. She suggested
that a strategic orientation of a defender was associated
with higher scores regarding the compensation administration
characteristics {e.g, . centralization, participation,
formalization and standardization). In caontrast , t he
prospector strategic orientation was associated with lower
scores on those scales. Therefore, prospectors (Miles &
Snow) and differentiators (Porter) have some similarities in
their compensation patterns regarding administration
characteristics, while cost leaders {(Porter) and defenders
(Miles & Snow) show more differences in their compensation
administration pattern. In addition, some similarities exist
between cost leaders and prospectors (in compensation level
policies and performance orientation), but not hetween cost
leaders and defenders. These similarities and disimilarities
are consistent with Segev's results (1989}, In his

systematic comparative analysis and synthesis of Miles and
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Snow (1978) and Porter (1980) strategic typologies, Segev
revealed some differences between the cost leader and
defender strategies. Similarly, the present study reveals
some differences in the compensation system of cost leadszrs
and defenders. In contrast, segev's study comparison of the
e 'aluated profiles of differentiators with the profile of
prospector revealed no major differences. This is consistent
with the results of this study, since similarities were
found in the compensation design and administration

patterns between differentiators and prospectors.

Compensation Practices and Performance:
Implications for Practice

Results of this study suggested that firms following a
cost leadership or a differentiation strategic orientation
have higher performance when they adopt compensation design
and administration characteristics which match with their
business strategy. These results should be of interest to
compensation specialists, human resources managers and
business managers since they suggest guidelines and
recommendations for developing an effective compensation

system that maximizes organizational performance.

Cost Leader Oriented Firms

If an organization is following a cost leadership
strategic orientation (i.e. emphasizing a low cost position,

labor intensity, current assets parsimony, value-added
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parsimony and high emplovee productivity) an effective

compensation svstem that maximizes organizat ional
performance should (1) de-emphasize internal equity
practices and internal promotion orientation, (2) have a
"lag" compensation level policy, (3) de-emphasize

incentives compared to base salarv and benefits, but (4)
focus what incentives tlhey have on rewarding growth,
innovation and risk and (5) have a generally standardized
uniform compensation structure throughout the organization,
but have incentive plans tailored to the needs of each unit.
Recommendations concerning communication hreadth,
participation of lower-level managers in compensation
decisions, decentralization of compensation decision-making
and formalization of rules and procedures regulating
compensation administration decisions are more speculative.

Therefore, cost leader oriented firms should follow a

middle-of~-the road policy with respect to internal versus

external equity practices in compensation system design.

Research results indicated that they should de-emphasize
internal equity practices and internal promotion
orientation, in order to reach higher performance levels,
Thus, while increases in cost leadership orientation are
generally associated with 1increases in internal promotion
orientation, following that general pattern evident in the
correlational analyvsis is associated with lower
vrganizational performance. However, regression results also

indicated that, tor cost leaders, increases in an external

~1
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equity focus is also negatively related to organizational
performance. These results are puzzling and, perhaps,
suggest that cost leader oriented firms should not adopt
extreme policies regarding equity practices. This means that
cost Jleaders should determine the distribution of base pay
to different jobs and skills by referring to comparisons
among Jjobs and skills levels inside the organization in
terms of their relative contributions to the organization’s
objectives as well as utilizing market pricing, through
matching competitors’ structures reported in the market.
Some emphasis on internal equity 1is consistent with their
tight control polaicy of minimizing wage and salary costs. By
limiting employee comparisons with their compensation within
the organization itself, they avoid comparisons with
external labor market. and do not have to lead the market to
keep talented people within the organization. On the other
side, some emphasis on external equity will enable them to
attract skilled labor scientists and the best managers from
the external labor market, who will run the organization
effectively and competitively, Thus, a middle-of-the-road
rolicy for equity practices seems to be more appropriate for
cost leaders.

Second, cost leader oriented firms should adopt a lag

or meet compensation level position relative to their

competitors, i.e. should lag or meet labor market average
rates. This recommendation is the reverse of the general

correlational pattern observed in the sample firms. This
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suggests that cost leader oriented firms could improve their
organizational performance by adopting a meet or lag
compensation level policy. By meeting or lagging market
competition, cost leaders will be able to minimize their
salary costs, hence maximizing organization's overall
profitability. This available cash flow will be, for
instance, useful to internally develop process engineering
and specific skills.

Third, cost leader oriented firms should limit the

proportion of incentives in their compensation mix. They

should provide rewards for membership and seniority with
high base salary and benefits., Results indicaved that cost
leader oriented firms have lower performance when they
include a high proportion of incentives in the conpensation
mix of middle managers. However, incentives should not be
totally neglected. This recommendation is the reverse of the
general pattern observed in the sample population in which
focus on incentives and cost leadership strategy was
positively correlated. Therefore, cost leader oriented f{irms
could improve their organizational performance by lowering
the proportion of incentives in the compensation mix of
middle managers and emphasizing base salary and benefits.
Further research should focus on the ideal proportion of
incentives versus base salary and benefits for cost leaders.
A compensation mix emphasizing base salary and benefits is
viewed as an appropriate means of communicating the

importance of membership and seniority to employees and the
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importance of retention and internal skill development. By
choosing to pay employees for membership and seniority, cost
leaders will maintain a loyal specialized work force,
increase employee's sense of job security and limit
turnover. Because cost leaders have specific skills
requirements, and therefore will have invested money in
training employees internally, cost leaders are extra-
interested in retaining their employees. By rewarding for
membership, cost leaders will minimize their costs and hence
maximize their organizational performance. In addition, by
de-emphasizing incentives based on performance. they avoid
much of the internal conflict and dissatisfaction due to
internal competition. All of this, will contribute to cost
reduction from experienced employees and maximization of
organization efficiency.

Fourth, cost leader oriented firms should have

incentives rewarding growth, innovation and_risk. Results

indicated that cost leader oriented firms will 1lcwer their
performance when they reward only for efficiency-related
objectives. Although cost leaders were predicted to have
efficiency~-related objectives (e.g., achieving quantifiable
quota of production, reducing absenteeism rates, increasing
quality control standards, staying within budget, etc.), it
is now recommended that cost leaders develop growth-oriented
objectives, such as growth in market share. Although, cost
leaders were expected to have incentives based on cost

control or production-related performance criteria with
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strict quantitative targets, it seems that once they are
performing well, that is they are maximizing their
organizational performance by minimizing costs, any
compensation mix which will encourage growth and innovation
will lead to improving organizational performance. This will
enable them to compete in a fierce competition and still
increase their market share. It is therefore recommended
that cost leaders use incentives based on growth-oriented
behaviors only once the organization is already minimizing
its production and overhead costs.

Fifth, cost leader oriented firms should have a

standardized uniform compensation policies regarding tLhe

implementation of the compensation structure, throughout the
organization, except for the regulation and implementation
of incentive plans. That should be tailored to the needs of
each business unit. A nighly standardized system will
contribute to better control and coordination of the
compensation system and is also consistent with the cost
leader product maintenance strategy and low cost position.

In addition, cost leaders have no need to differentiate

compensation policies across wunits, which permits cost
minimization. A standardized compensation system also
contributes to an impersonal control of labor, and

facilitates the transfer of people across units. Tt is also
easier to get employees to accept the importance of
performance objectives that are compatible with the goals of

cost controls of the entire organization. This Jlow cost
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position will permit the organization to have above average
returns despite the fierce competition.

Finally, further research should be conducted on the
recommendations regarding the breadth of communication, the
degree of decentralization of compensation decisions, the
participation of lower-level managers in decision-making and
the formalization of compensation rules and procedures for
cost leader oriented firms, due to a lack of agreement
between these research results and past theory and research.
Results indicated that cost leader oriented firms should (1)
develop an open communication policy on compensation issues,
{2) decentralize decision-making for Jjob evaluation and
increase decisions and (3) have formalized rules and
procedures regulating performance appraisal and market rate
analvses. These implied recommendations should be evaluated
with further research.

Perhaps, if cost leader oriented firms have an open

communication on compensation policies, it will reduce
employvee speculations and hence distortions and
dissatisfactions associated usually with restrictive

communication., These speculations usually lead to decreasing
employvee motivation to work and contribute to decreasing
overall organizational performance and quality of products.
An open communication will also have an important influence
on emplovee acceptance and fairness of the compensation
system. However, open communication can also be a source of

dissatisfaction, since direct comparisons among co-workers
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can lead to disagreements about the value of individual
contributions. Such open communication can also mean less
control on compensation issues and employvee comparisons
with the external labor market, which may lead cost leaders
to lessen their control of compensation system and related
costs., As a consequence, future research should confirm if
cost leaders should emphasize or de-emphasize open
communication in their compensation system.

Second, a compensation system with decentralized
decision-making for Jjob evaluation and increase decisions
will allow cost leaders to encourage cooperation and
coordination among departments. Employvee participation in
compensation issues will be better accepted among employeces
and will contribute to heep talented people and mntivate
them. Motivated and talented people will, in turn,
contribute to 1improving organization performance. However,
emplovees might be more willing to accept centralized
compensation administration if the organization's overall
administration is centralized. Such consistency might appeal
to an employee’'s sense of equity or fairness. Organizations
with a cost strategy will discourage employee participation
in compensation decision-making and restrict authority to
approve compensation decisions to high level managers with
the intent to encourage intense supervision of Jabor and
implement a structured organization with centralized
responsibilities. This is consistent with the cost lecader’s

product maintenance strategy, requiring aggressive
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construction of efficient scale facilities, cost
minimization, overhead control and centralization of
administration processes. As a consequence, future research
should address the possibility that cost leaders should
develop decentralized or centralized compensation systems.
Finally, a compensation system with formalized rules
and procedures regulating job analysis policies, out with
little formalized rules regulating performance appraisal and
market rate analysis decisions, might allow cost leaders to
improve their organizational performance. Since cost leaders
should emphasize membership and seniority, Jjob analysis
policies mav have more importance for a cost leader than
performance appraisal or market rate analysis procedures. As
a consequence, formalization will offer to cost leaders
greater control over this keyv compensation syvstem operation.
In contrast, a high formalization 1is not required for
performance appraisal and market rate analysis policies.
However, these recommendations are speculative and require

further investigation.

Differentiation Oriented Firms

If an organization is following a differentiation
strategic orientation {(i.e., emphasizing unigueness of

products industry-wide, product innovation, lack of value-

added parsimony, and advertising), an effective
compensation system that maximizes organizational
performance should {1) emphasize external equity
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practices, {2) have compensation level higher than
competitors, (3) follow a middle-of-the-road policy for the
compensation mix with respect to membership versus

performance emphasis and (4) be tailored to the needs of
each individual unit, Recommendations concerning
communication breadth, participation of lower-level managers
in compensation decisions, decentralization of compensation
decision-making and formalization of rules and procedures
regulating compensation decisions are more speculative. Manyv
of the results have direct implications for compensation
specialists and human resources managers of that type of
organizations. They provide them with recommendations for
developing an effective compensation svstem within a
differentiator oriented organization (i.e., one emphasizes
uniqueness of products industry-wide, versus considering
costs as their primary target).

First, differentiators should emphasize external equity
practices in designing the compensation structure for middle
managers. Research results indicated that differentiators
can reach higher levels of performance by emphasizing more
external equity practices. This means that differentiators
should determine the distribution of base pav to different
jobs and skills by market pricing, i.e., through analysis of
competitors’ structures. Differentiators need to encourage
compensation comparisons in the external labor market, in
order to attract highly skilled, creative and talented

people with general problem-solving skills, who will
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contribute to improving R&D activities, product development
and innovation. Differentiators need to attract people
capable of solving general problems involved in establishing
and launching a new product. As a consequence, overall
organization growth may be accelerated.

Second, differentiators should have higher compensation

"

levels than competitors: they should lead" the market.
Results indicated that differentiator oriented firms
improve their organizational performance when they have
higher compensation level than their competitors. This
recommendation supports this research’'s hypotheses and is
identical to the general pattern observed in the sample
firms. By leading the external labor market, differentiators
set their compensation levels higher than their competitors,
hoping to at tract the best appl icants. Presumably,
organjzations with this pattern would depend on the market
for needed skills. Compensation levels that lead market
competition are consistent with the external equity focus,
They increase the likelihood of attracting the needed skills
and retain talented people. Those talented people, again,
should contribute to R&D, innovation and product
development. This, in turn, should improve organizational
growth and performance.

Third, differentiators should follow a middle-of-the-

road policy for the compensation mix with respect to

membership versus performance emphasis: They should not

emphasize only incentives based on performance. Enough room
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should be left in the compensation mix for base salary and
benefits. A compensation mix emphasizing both 1ncentives
based on performance and base salary and benefits in an
equitable fashion, is viewed as an appropriate means of
communicating, on one hand, the importance of membership and
seniority and, on the other hand, the importance of
employee’s performance in the organization. Results
indicated that differentiator oriented firms could improve
their organizational performance when they have, in addition
to base salary and benefits, incent ives based on
performance. Differentiators should not only reward for
membership and seniority, but also for performance. Future
research should indicate in which proportions,
hifferentiators should emphasize compensat jon for
performance in their compensation decisions since they are
concerned with their employvees' abilities to directly
contribute to product market growth and innovation, They
will tend to use incentives as a compensation element to
instill product and market development. This, in turn, will
contribute to attracting talented people from the external
labor market and motivate them to acquire the required
general skills needed for R&D activities and innovation.
However, performance-based incentives do not contribute to
maintaining a loyal work force and augmenting turnover
rates. In addition, a compensation mix based only on
incentives will —contribute to internal conflicts and

dissatisfaction due to internal competition. This is why,
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differentiators should limit the proportion of incentives in
the compensation mix and follow a middle-of-the-road policy
regarding membership versus performance emphasis.

Fourth, differentiators should tailor their

compensat ion policies to the needs of each individual units.

Results indicated that differentiator oriented firms can
reach higher levels of performance when they do not have a
standardized compensation system, but, to the contrary, when
they tailor their compensation policies to the needs of each
individual business unit. This recommendation supports this
research’«, hypothes:s and follows the ¢general pattern
observed in the sample f.rms. Since the objectives of the
units are truly different from each other, employees might
feel that standard policies do not reflect their unit's
unique characteristics. As a result, they would be less
lihely to consider the compensation syvstem acceptable and
mot ivation will be lowered, affecting the overall
organizat jonal performance. Thus, organizations with a
differentiation strategy should have compensation policies
tailored to the needs of individual wunits, since a low
standardization would mean higher employee acceptance of
compensation policies tailored to each unit’s needs.
Differentiators are  more concerned with compensation
policies that motivate performance, R&D and innovation in
eacrh unit. This is why they require compensation policies
tailored to the specific goals of each wunit and in

adequation with each product line.
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Finally, further research should be conducted regarding
the breadth of communication of compensation issucs,
participation of lower-level managers in the design of the
compensation system, formalization and centralization of
compensation regulations and procedures, particularly those
regulating Jjob evaluation policics, for differentiator
oriented firms. There is a lack of consistency between these
results and prior theory and research. data analysis
presented in this study 1indicates that differentiator
oriented firms reach higher levels of performance when they
(1) do not have an open communication, (2) do not encourage
participation in compensation decision-making, (3) do nol
decentralize job evaluation decisions and {4) have
formalized rules and procedures regulating job evaluation
policies. These results directly contradict the hypotheses
and past research. The same contradictory results were found
with the same four scales for cos1 leaders and
differentiators. Therefore, future research 1s required in
these domains.

As a conclusion, these guidelines are particularly
pertinent to organizations that are considering going into
new lines of business, developing new strategic plans,
acquiring new divisions or even downsizing. Once the
strategic plan is developed, according to the organization’s
changing environment, the organization needs to focus on the
kind of huiman resources, climate and behavior that is need>d

in order to make it effective. The next step is to design a
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compensation system that motivates and rewards the right
kind of performance, attracts the right kind of people and
creates a supportive climate and structure. Designing an
adequate compensation system that "fits" the business
strategy is a key for success in tomorrow's international
competition, where adapting and responding to environmental
turbulences with new organizational systems will guarantee
success and performance. Furthermore, in some cases, before
the strategic plar. is developed, it is important to assess
the current compensation system and to determine the kind of
behavior, climate and structure of which they are
supportive. This step is needed so that when the strategic
plan is developed, it is based on a realistic assessment of
the current condition of the organization and the changes
likely to be needed "to implement the new strategic plan.
Lawler {1984) points out that "a careful assessment of
compensation design and administration characteristics
changes that are needed should take place before
organizations move into new strategic areas”". This suggests
that the key strategic decisions about compensation systems
need to be made in an interactive fashion in which tentative
compensation system decisions are driven by the business
strategy and then are tested against how other features of
the organization are being designed. "The key, of course, to
compensation specialists and human resources managers is to
ultimately come up with an integrated human resources

management strategy that is consistent in the way it
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encourages people to behave, that attracts the kind of
people that can support the business strategy and that
encourages them to behave appropriately "(lLawler, 1484,
p:147). Therefore, if the results of this study are true and
can be generalized, each compensat ion design and
administration characteristics should be chosen carefuilly
according to the strategic orientat ion and related
objectives. Moreover, in this study, more significant
results are obtained with the compensation administration
characteristics for cost leaders as well as differentiators,
even though they are the opposite of what was expected 1n
the past literature. This suggests a stronger compensat ion
pattern for compensation process variables (administration
variables), though most of the emphasis has been placed on
content tvariables (compensation design variables) in the
past literature. Therefore, some uncertainty remains around

compensation administration issues.,

Methodological Issues and Research Limitations
lLimitations and methodological issues are mostl]y
related to lack of generalizability and imperfections in the
measurement of constructs.

First, results of this research might be biased and
weakly generalizable since they could be sample specific.
The sample did deviate somewhat from the whole U.S
manufacturing firm population in that they have higher

average sales, higher average employment and more




heterogeneity in both of these measures., The distribution of
sample firms across all manufacturing SIC codes also
differed from the distributions of the other two groups.
Sample firms also tended to be more heavily represented in
food and kindred products, petroleum refining, stone, clay,
glass and concrete products and transportation equipment. In
addition, since the COMPUSTAT database was developed for
investment.,, one would expect more small, growth oriented
firms in product markets that were less mature. There were
only a few firms in product markets related to steel, rubber
or paper manufacturing, for instance. The sample was also
too homogeneous to demonstrate differences on all the
compensation scales. Perhaps, a sample including firms in
retail, service and finance, as well as manufacturing, would
display more compensation policy variations.

External validity could be improved by replicating this
study on a sample representative of some other population,
so that results would be more generalizable. This means that
future research would require a larger sample of firms more
representative of the U.S firms population in terms of size,
industrial distribution and strategic orientation. Firms in
the sample should have averade sales, net income and
employment identical to the U.S. firms population and should
be representative of the different industry groups. Since
the COMPUSTAT database may include more small growth-
oriented firms in product markets that are less mature,

future research may take this into account and select more
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mature firms to keep the proportion of small growth-oriented
firms versus larger bureaucratic and mature firms identical
to that of the U.S. firms population. Future research could
also replicate this study with a proportion of cost leaders
and differentiators in the sample identical to that in the
target population prior to sampling. Therefore, results
would be more generalizable. It should be noted however,
that most of the research in this area is done with small
convenient samples. These have even more questionable
external validity than this study.

Second, the newness of Broderick’s compensation design
and administration variables limit the interpretation of the
empirical results, Reliability measures were calculated for
each of the compensation scale identified in the analysis.
However, confidence in these measures would require
replications, and in some cases, changes and improvements in
the measures. Some limitations of the research design come
also from Broderick’s questionnaire. The latter was long and
complex and there was some evidence that respondents did not
consistently answer questions on compensation mix and
incentives and that they felt the questions on compensation
communication did not cover enough alternatives. The degree
to which these things influenced the study’s results could
not be estimated. Additionally, the scales of (1)
compensation level, (2) participation: incentive plans, (3)
formalization: performance appraisal and (4) formalization:

market rate analysis did not reach the alpha .70 level of
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reliability. The first paragraph of the discussion section
highlighted the need for adjusting formalization and
decentralization scales and for investigating the ideal
proportion of incentives versus base salary and benefits in
the compensation mix. Some compensation scales were also
measured by single items such as equity practices in
designing the compensation structure and the degree of
standardization of the compensation structure. Relijability
could hence be improved by adding multiple items for those
two scales., The compensation variables identified in this
study represent the range of compensation characteristics
commonly discussed in the literature. Results of this study
indicate, however, the need for future analvsis of
formalization and centralization procedures in compensation
system design. Future research should differentiate
formalizeation procedures as well as centralization
procedures and test for differences with strategic
orientations. The distinction should be made amongst
formalization of job evaluation and job analysis procedures,
performance appraisal procedures and market rate analysis
procedures. Distinction should also be made amongst
decentralization of job evaluation decisions, increase
decisions and market rate decisions. Tt is also possible
that important compensation design and administration
characteristics were omitted. Replication with case studies
will be appropriate. Case studies might focus on creative

compensation systems that are not now widely wused in
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anticipation of the possible spread of such practices over
time. Of special interest would be case studies of firms
whose management take a strong ethical stance against the
receipt of clearly extravagant rewards.

Third, the construct of strategy was measured by
indices from the COMPUSTAT database. Since these measures of
strategy are far from being perfect, before any conclusion
can be drawn about the need for compensation differences
associated with a strategic orientation, strategy should be
measured 1in a different way and those results should be
contrasted with the COMPUSTAT indices. This would improve
construct validity of these measures. In short, further
analysis of the ~validity of this procedure must be
conducted. Using COMPUSTAT measures, however, does avoid
common method bias so prevalent in this literature. Also, it
wotild be of interest to (1) use another database to measure
the construct of strategy and (2) use another strategic
typology of business strategy. Broderick used Miles and Snow
(1978). Porter 's generic strategies were investigated here,
Miller and Friesen’s framework (1977) or Segev's synthesis
of two business-level strategic typologies (1989) could he
investigated,

Fourth, another important 1limitation concerns the
levels of analysis. There was some overlap of business and
corporate levels of strategy in measuring the constructs of
strategy and performance. Although additional analyses were

performed with control for size, further research is needed
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which truly reduces the strategy and performance measures to
clearly the firm level of analysis.

Finally, the proposed pattern of relationships between
compensation, strategy and performance was based on
contingency theory. However, contingency theory research has
not been systematically applied to compensation. Before
researchers can take full advantage of a survey’s strengths
in amassing large amounts of data at low cost to investigate
the contingency relationship between compensation, strategy
and performance, they must continue to specify the key
factors affecting this relationship., Clinical studies should
be appropriate to sort out key relationships among strategy,
compensation systems, human resources practices and other
organizational characteristics. This can only come about by
observing organizations at close hand through inspection of
personnel records and interviewing relevant managers and
human resources specialists.

As a conclusion, although this research design had some
limitations, the use of independent sources of data,
Broderick’s data set, COMPUSTAT database and Fortune
magazine corporate surveys, is the major strength of the
study’s research design since it avoids common method bias.
In addition, it should be noted that the compensation scales
covered a broad range of practices usually developed in
compensation systems. Moreover, many performance indices
were used to measure organization performance so that it

takes into account the interests of shareholders as well as
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employees, managers and customers. Last but not least, the
study design used a multi~firm sample on a large scale which
is unusual in this 1line of research,. Finkelstein and
Hambrick (1988), as well as Milkovitch and Broderick (1990)
asserted that while empirical work had found a link betwecen
compensation schemes and strategic choices, the eventual tie
to firm performance had not clearly been made. No systematic

study had ever been conducted.

Theoretical Implications for Future Research

First, the iwo strategic orientations of cost
leadership and differentiation (Porter, 1980) represented
the domain of organization strategy. As was pointed out

earlier, the Porter’s generic strategies had received strong
support from academicians and practitioners. However, the
empirical research on business strategy is not so advanced
that any measure of strategic orientation could be said to
adequately represent the domain of an organization strategy
concept. Segev (1989) demonstrated that a combination of the
Porter typology with the Miles and Snow typology forms a new
typology that is coherent. This synthesized combination can
be displayved conveniently against the dimensions of
consistency and proactiveness. It incorporates the relevant
components lacking in the Porter’s typology and at the same
time provides with some information missing from the Miles
and Snow's typology. The synthesis of the two typologies

compensate for differences. Therefore, richness can be
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obtained by using this synthesized typology. This study on
compensation, strategy and performance could hence be
replicated using Segev's synthesized typology (1989), as a
measure of strategy. In addition, this research focused on
compensation practices for middle managers for the strategic
orientations of cost leadership and differentiation. The
strategy, compensation and performance relationship has been
demonstrated only for the '"pure" strategies. Further
analysis should be conducted on compensation system
differences for organizations following both strategic
orientations or those following no specific strategic
patiern. such investigation might enrich the compensation,
strategy and performance model presented in this study.

Second, the past literature as well as the h potheses
did not make any clear distinction between formalization of
Job analysis, performance appraisal and market re‘e analysis
procedures, However, scale analysis revcaled that these were
somewhat independent dimensions. Future research should
differentiate and explore differences in types of
formalization,

Third, even if the compensation scales covered a broad
range of compensation practices, in this study, each
compensation system design feature has been treated as an
independent factor. This was done primarily for exposition
of the concepts but it fails to emphasize the importance of
overall compensation syvstem congruence. There is

considerable evidence in the literature that they affect
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each other and, as such, need to be supportive of the same
strategic objectives, same types of behavior, reflect the
same overall management philosophy and be generated by the
same business strategy. Further analyvsis should be conducted
on the importance of congruence within the compensation
system. Congruence should not be limited to compensation and
strategy but should go bevond it and include external and
organizational elements such as environmental uncertainty,
size, product life cycle, etc.

Finally, the compensation system needs to fit the other
features of the organization in order that total human
resources management system congruence exists, but also the
other design features of the organization. Much has been
said about integrated human resources practices, but few
studies empirically intestigated the integration of
compensation systems with other human resources functions,
Compensation is a critical piece of the overall resources
strategy but an organization might hinder its organivational
performance by only developing compensation practices
aligned with its strategy. Human resources management
policies, such as selection policies, training and
development procedures, performance appraisal practices,
human resource planning, recruiting procedures, etc. should
be similarly strategically focused. An organization might
also hinder 1its performance if compensation, one human
resources characteristics, does not fit the organizational

characteristics, such as leadership style, division of
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labor, distribution of power, information and decision
processes, planning and control, resources allocation
systems, information systems, integrating roles and
departments, etc. Internal structure and process designs
congruence, which will perpetuate and support strategy, is
the key to more effective organizations. The fit between the
internal organization of an enterprise and its strategy is
central to strategic management. It starts by matching
compensation systems to strategy, but this is only one step.
Effectively implementing strategy requires total commitment
and supporting organizational arrangements at all levels and

functions of the organization.
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CONCLUSION

In conclusion, the results of this study suggest some
support for a contingency notion of "fit" Dbetween
compensation and strategy since some compensation patterns
were found associated with a cost leadership and a
differentiation strategic orientation and higher
performance. This research showed empirically that 1the
compensation-strategy-performance paradigm has relevance at
the business level. However, these compensation patterns
were not always similar to what was predicted in the
literature. If further analysis confirms the results of this
study, compensation specialists and human resources managers
will be provided with guidelines and recommendations for
developing and adapting an effective compensation system

that maximizes organizatioral performance.

However, we can question the validity of these findings
for the future, since just as the nature of the work force
is changing {more heterogeneity, less acceptance of
traditional authority, desire for more participation, more
self and money-oriented, higher education level, change in
family structure, change in the role of leisure, etc.), the
nature of organizations is <changing as well in some
important ways (growing number of service organizations,
decline of rate of productivity, increased organization size

and diversity despite the development of downsizing
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practices, etc.), in their efforts to adjust to external
environment c¢hanges. As a consequence, the reed for new
approaches to compensation design and administration remains
and will never go away. As society and people change, so
must organizations; as organizations change, so must their
compensation systems. This means that there will always be a
need for new compensalion systems and that today's effective
compensation system for an organization can quickly become
tomorrow's ineffective one. What constitutes an effective
compensat ion svsiem is therefore a moving target and more
likely to he a process than an end state. Static guidelines
to design an effective compensation system might not be

valid in the longer run.

A Lkey objective of future research would, therefore, be
to investigate the role of compensation systems as agents of
change in organizations. Since a compensation system is a
common language shared by all members in the organization,
and because of this it is a medium through which an
organization c¢an communicate with all its employees,
compensat ion policies can affect and influence the whole
climate of the organization and therefore induce
organizational change. Compensation design and
administration characteristics can be a direct indication to
emplovees of a change in management thinking or management

style and strategic orientation. Lawler (1984) explains that

all too often organizations expect dramatic changes in
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behavior because of a re-organization, when, in fact, the
compensation system is communicating to individuals that
change is undesirable. Failing to change or adapt first the
compensation system can prevent organizations from
implementing new structures and objectives. The reason is
that individuals are still driven by the compensation system
that measures and evaluates them on traditicnal measures and
rewards them according to what they accomplish on those
familiar measures., For example, individuals who are asked to
re-organize and reduce their staff may not be motivated to
do this, if the compensation package for their job depends
on the number of subordinates that they have and the size ol

budget thev control.

Therefore, the right "fit" between business «tratedgy
and compensation system may be found in targeting the
compensat ion system first to the kind of organizational
structure and practices that are desirable from a strates)o
point of view, Rather than suggesting static guidelines in
the development of an effective compensation system to
compensation specialists and human resources managers,
future research should focus on the influence of
compensation svstems on the effectiveness of organizational

change efforts.
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APPENDIX II

Intercorrelation Matrix of Compensation, Strategy and

Performance Scales
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