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Preface

Want to go for a walk? In space? If you are a Russian cosmonaut, you can earn a bonus
of $1,000 for every space walk, up to three, per space trip. A contract listing specific
tasks to be done on a space mission permits you to earn up to $30,000 above the $20,000
you earn while you are on the ground. In contrast, if you are a Microsoft engineer, the
only thing you had to do for a recent pay increase was show up for work. A lackluster
stock market eliminated the value of the astronomical stock options Microsoft had rou-
tinely doled out to employees. Employees were grumbling; top recruits were going else-
where. What to do? Microsoft decided that its stock options were too risky, so it offered
employees the chance to trade them in for actual shares of stock. Increase the value of
people’s pay and reduce the risk they face, and you get happier, more expensive people.
And you can hire more. No word yet on improved performance, customer satisfaction, or
even quality of new hires. Conclusion: Pay matters.

Many years ago, when Green Giant discovered too many insect parts in the pea pack from
one of its plants, it designed a bonus plan that paid people for finding insect parts. Green Giant
got what it paid for: insect parts. Innovative Green Giant employees brought insect parts from
home to add to the peas just before they removed them and collected the bonus.

And speaking of bugs: A well-known software house designed a bonus plan that paid soft-
ware engineers to find bugs in software code. Plan designers failed to realize that the people
who found the bugs were the very same ones who wrote the buggy software code in the first
place. Engineers joked about “writing me an SUV.” Such problems are global. A British tele-
phone information company paid a cash bonus based on how fast operators completed requests
for information. Some operators discovered that the fastest way was to give out a wrong num-
ber or—even faster—just hang up on the caller. “We’re actually looking at a new bonus
scheme,” says an insightful company spokesperson. Conclusion: /¢ matters what you pay for.

Motorola trashed its old-fashioned pay system that employees said guaranteed a raise
every six months if you were still breathing. The company replaced it with a system that
paid for learning new skills and working in teams. Sounded good. Wasn’t. Employees re-
sented those team members who went off for six weeks of training at full pay while re-
maining team members picked up their work. Motorola was forced to trash its new-
fashioned system, too. Conclusion: It matters how you pay.

We live in interesting times. Anywhere you look on the globe today, economic and so-
cial pressures are forcing managers to rethink how people get paid and what difference it
makes. Traditional approaches to compensation are being questioned. But what is being
achieved by all this experimentation and change? We have lots of fads and fashions, but
is it all folderol? Where are the results?

In this book, we strive to cull beliefs from facts, wishful thinking from demonstrable
results, and opinions from research. Yet when all is said and done, managing compensa-
tion is an art. As with any art, not everything that can be learned can be taught.

ABOUT THIS BOOK

This book is based on the strategic choices in managing compensation. We introduce
these choices, which confront managers in the United States and around the world, in the
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total compensation model in Chapter 1. This model provides an integrating framework
that is used throughout the book. Major compensation issues are discussed in the context
of current theory, research, and practice. The practices illustrate new developments as
well as established approaches to compensation decisions.

Each chapter contains at least one Cybercomp to point you to some of the vast com-
pensation information on the Internet. Real-life Your Turn exercises ask you to apply the
concepts and techniques discussed in each chapter. For example, the Your Turn in Chap-
ter 10 takes you through several exercises designed to explain how stock options work
and how to value them. It also allows you to connect to real-time stock prices for up-to-
date stock option valuations.

The authors also publish Cases in Compensation, an integrated casebook designed to
provide additional practical skills that apply the material in this book. The casebook is
available directly from the authors (telephone: 310-450-5301; e-mail: gtm1@cornell.edu).
Completing the integrated case will help you develop skills readily transferable to future
jobs and assignments. Instructors are invited to phone for more information on how Cases
in Compensation can help translate compensation research and theory into practice and
build competencies for on-the-job decisions.

But caveat emptor! “Congress raises the executive minimum wage to $565.15 an
hour,” reads the headline in the satirical newspaper The Onion (www.onion.com) (“Amer-
ica’s Finest News Source”). The article says that the increase will help executives meet the
federal standard-of-easy-living. “Our lifestyles are expensive to maintain,” complains one
manager. While the story in The Onion may clearly be fiction, sometimes it is more diffi-
cult to tell. One manager told us that when she searched for this textbook in her local
bookstore, store personnel found the listing in their information system—under fiction!

WHAT’'S NEW

All chapters of this edition have been completely revised. This edition gives greater empha-
sis to the importance of total compensation and its relevance for achieving sustainable com-
petitive advantage. It reinforces our conviction that beyond how much people are paid, fow
they are paid, really matters. Managing pay means ensuring that the right people get the right
pay for achieving objectives in the right way. Chapter 2 explains how to craft a total com-
pensation strategy and examines the research on best practices. New chapters on perfor-
mance-based pay dig into all forms of variable pay such as stock options, profit sharing, gain
sharing, and team-based approaches. Person-based plans are compared to job-based plans,
including recent developments in skill and competency approaches. Changes in competitive
market analysis caused by outsourcing and global competition are covered, as well as the in-
creased use of market pricing and broad banding. Employee benefits, always changing and
always important, are covered in two chapters. Chapter 14 broadens its discussion of board-
of-director compensation, executive compensation, and sales compensation. We have always
used international examples in every section; we also have a completely revised chapter on
global compensation. Software to aid both employees and manager decisions is covered,
along with a renewed focus on measuring the value gained from pay systems. Ethical issues
and the paucity of standards of conduct are discussed. Each chapter has links to interesting
Internet sites discussing compensation and benefit issues.
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Research and surveys about compensation are flourishing. We have included the best
and most relevant of them, along with a reader’s guide on how to be an informed con-
sumer of this material.
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Relational Returns from Work
or House Elves?

A friend of ours writes that she is in one of the touring companies of the musical Cats. In
the company are two performers called “swings” who sit backstage during each perfor-
mance. Each swing must learn five different lead roles in the show. During the perfor-
mance, the swing sits next to a rack with five different costumes and makeup for each of
the five roles. Our friend, who has a lead in the show, once hurt her shoulder during a
dance number. She signaled to someone offstage, and by the time she finished her num-
ber, the swing was dressed, in makeup, and out on stage for the next scene.

Our friend is paid $2,000 per week for playing one of the cats in the show. She is ex-
pected to do a certain number of performances and a certain number of rehearsals per
week. She gets paid for the job she does. The swing gets paid $2,500 per week, whether
she performs 20 shows that week or none. She is paid for knowing the five roles, whether
she plays them or not.
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The Pay Model

Think of all the other employees, in addition to the performers, required for putting on
a performance of Cats. Electricians, trombonists, choreographers, dressers, janitors,
nurses, vocal coaches, accountants, stagehands, payroll supervisors, ushers, lighting tech-
nicians, ticket sellers—the list goes on. Consider the array of wages paid to these employ-
ees. Why does the swing get paid more than other performers? Why does the performer
get paid more (or less) than the trombonist? How are these decisions made, and who is
involved in making them? Whether the pay is our own or someone else’s, compensation
questions engage our attention.

Does the compensation received by all the people connected with Cats matter? Most
employers believe that how people are paid affects people’s behaviors at work, which af-
fect an organization’s chances of success. Compensation systems can help an organiza-
tion achieve and sustain competitive advantage.'

COMPENSATION: DEFINITION, PLEASE?

Society

What image does the word “compensation” bring to mind? It does not mean the same
thing to everyone. Yet how people view compensation affects how they behave at work.
Thus, we begin by recognizing different perspectives.

Some people see pay as a measure of justice. For example, a comparison of earnings of
women with those of men highlights what many consider inequities in pay decisions. The
gender pay gap in the United States, after adjustment for differences in education, experi-
ence, and occupation, narrowed from 36 percent in 1980 to 12 percent in 2003. But this
measure masks tremendous variations. When educational choices are taken into account,
women’s earnings are 94 percent of those of men. For people age 21 to 35 who live alone
and have no children, the gap is close to zero. (Of course, this constitutes a very small
segment of the labor force.)? The gap even varies by cities. Most people were surprised
when 2000 census data showed that women in Wichita, Kansas, earn about half of what
men earn but that women in Oakland, California, earn more than men.?

Sometimes differences in compensation among countries are listed as a cause of loss of
jobs from more developed, higher-wage economies to less developed ones. As Exhibit 1.1
reveals, labor costs in Mexico are about 12 percent of those in the United States. However,
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