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MANAGERIAL COMPENSATION BASED
ON ORGANIZATIONAL PERFORMANCE:
A TIME SERIES ANALYSIS
OF THE EFFECTS OF MERIT PAY

JONE L. PEARCE
WILLIAM B. STEVENSON
JAMES L. PERRY
University of California, Irvine

Performance-contingent compensation is a widely accepted means for
rewarding managers, but there are no rigorous empirical tests of its
effectiveness. This study reports the results of a longitudinal analysis of
the effects of tying managerial pay to organizational performance in the
Social Security Administration. A Box-Jenkins time series procedure
was applied to organizational performance data available two years
before and two years after the implementation of a new compensation
system. Statistical analyses indicated that the merit pay program had
no effect on organizational performance, suggesting that merit pay may
be an inappropriate method of improving organizational performance.

Does tying managerial compensation to organizational performance lead
to higher organizational performance? It appears to be a truism that if you
want to motivate high performance, you attach rewards to it. Several promi-
nent scholars of organization behavior (Fein, 1976; Lawler, 1971, 1981) sup-
port this common sense view. However, although merit pay and bonuses for
managers are common forms of compensation, there have been no rigorous
tests of their effectiveness (Dyer & Schwab, 1982).

The present study reports the results of a test of the effects of a merit pay
compensation system for managers. A Box and Jenkins (1976) time series
procedure was used to determine whether or not implementing a merit pay
plan that tied managers’ salaries to four organizational performance indica-
tors resulted in improved organizational performance. A quasi-experimental
design, incorporating a before-and-after time series (Cook & Campbell, 1979),
allowed us to consider, over a period of more than four years, the effects
of implementing merit pay as an intervention into the trajectories of the
four performance indicators. This procedure provided, after removing his-
torical trends or periodic oscillations in organizational performance from
the data, a rigorous test of the expected effects of merit pay on overall
organizational performance.

An earlier version of this paper was presented to the Personnel and Human Resources
Division at the 1983 national meeting of the Academy of Management, Dallas, Texas.
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THE EFFICACY OF PERFORMANCE-CONTINGENT PAY
The Connection between Pay and Performance

Many theorists have discussed the motivational aspects of pay. Opsahl
and Dunnette (1966) reviewed several prominent psychological theories and
discussed their implications for organizational compensation, but did not,
however, discuss performance-contingent pay. Gellerman (1963) emphasized
the symbolic role of money, but had little to say about how compensation
should be administered to increase performance. Herzberg, Mausner, and
Snyderman (1959) made the provocative argument that pay is a “hygiene
factor,” not a motivator of performance. However, King’s (1970) compre-
hensive review of research found no support for Herzberg et al.’s two-factor
theory. Proponents of equity theory (Adams, 1965) proposed that individu-
als who perceive themselves to be underpaid or overpaid may alter their
efforts to achieve a balance between performance and reward. Again, subse-
quent research failed to support the performance predictions of equity the-
ory (Dyer & Schwab, 1982; Goodman & Friedman, 1971).

A different perspective was offered by Deci (1975), who conducted a
series of studies on the effects of externally-mediated rewards, such as pay,
on laboratory subjects’ intrinsic motivation to engage in tasks. Deci drew on
this research to argue that contingent payment plans should be avoided
because they reduce intrinsic motivation, lead individuals to develop strate-
gies that will enable them to get rewards with the least effort, and can easily
break down, if for instance, “no one is looking.” These arguments are particu-
larly relevant to managerial jobs, since such jobs are more likely than routine
jobs to be intrinsically rewarding and are less likely to be subject to extensive
surveillance. Deci suggested that salaries not directly based on performance
are less likely to reduce intrinsic motivation than are salaries that are perfor-
mance-contingent. Unfortunately, it is not clear from his argument whether this
substitution in task motivations will necessarily result in either increased or
decreased task performance. Furthermore, none of the theories that have
been mentioned here, or any other discussions of pay for managers (Dunnette,
Lawler, Weick, & Opsahl, 1967) directly address the question of what con-
ditions are required to produce a successful contingent pay system in or-
ganizations.

The most recent advocates of merit pay in organizational settings include
Lawler (1971, 1981, 1983) and Ellig (1982). Basing his argument on Vroom’s
(1964) expectancy theory, Lawler argued that pay can be a powerful perfor-
mance incentive because it can be used to satisfy so many needs (1971: 26).
However attractive money may be, Lawler contended (1971, 1981), it cannot
motivate performance unless it is contingent on performance; he presented
research from numerous studies that showed that managerial pay is seldom
contingent on performance. Further support for the lack of connection be-
tween pay and performance was provided by Haire, Ghiselli, and Gordon
(1967), who reported that managerial raises are often uncorrelated from one
year to the next, indicating that either managerial performance is quite dif-
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ferent from one year to the next — or, what is more likely — that raises are
not based on performance but on other, possibly variable, criteria.

It is important to note that, although most scholars advocate performance-
contingent pay systems, they recognize that under certain conditions the
implementation of such systems may be more dysfunctional than functional.
According to Lawler (1971, 1981), performance-contingent pay should not be
used when trust levels are low, performance cannot be validly and inclusively
measured, and large pay rewards cannot be given to the best performers.
Lawler (1971) also acknowledged that managers may not control all of the
factors that affect their unit’s performance, concluding that under such cir-
cumstances subjective judgments by superiors and objective unit perfor-
mance data should be combined into a managerial performance measure on
which pay could be based.

Empirical Research on Contingent Pay

Although there have been empirical studies of the effects of performance-
contingent pay for nonmanagement employees that supported such plans
(Dyer & Schwab, 1982; Fein, 1976), and others reported dysfunctions of such
pay plans (Babchuk & Goode, 1951; Whyte, 1955), there have been no direct
tests of the effects of performance-contingent pay for managers. The only
available information comes from surveys of the relationship between level
of executive pay and performance.

Fein (1976), reporting a consulting firm’s 1971 survey, writes that firms
with formal bonus plans (which, we infer, were based on a measure of firm
performance) had an average pre-tax return on investment of 15.8 percent,
compared to 11.7 percent for firms without a formal plan; the after-tax profits
were 8.6 percent versus 5 percent. Unfortunately, we cannot tell anything
about the sample or whether these differences were statistically significant.

In Redling’s (1981) study, performance was measured by a 5-year perfor-
mance ranking that combined earnings growth and return on shareholders’
equity. Using a randomly selected sample of 25 companies, he correlated
each organization’s ranked performance with its base salary growth and with
its salary-plus-bonus growth over 5 years. He found a correlation of .16
between base salary increase and firm performance and a correlation of .09
between salary-plus-bonus increase and performance, from which he con-
cluded that there was little indication of the existence of performance-
contingent pay plans in current top executive compensation.

A final account of the extent to which compensation for executives is, in
fact, contingent on firm performance is offered in a magazine article by
Loomis (1982). The author, who plotted 1981 compensation (salaries, bonuses,
profit sharing, stock purchase contribution) against return on stockholders’
equity, found a less than perfect correspondence, and moreover, highlighted
extreme cases of executives receiving relatively large increases in compensa-
tion during a period of deteriorating profitability for their firms. Loomis
argued that executive compensation in these prominent publicly-held firms
should be more directly tied to firm performance.



