€Co Aol
6(»0 n 6&}0\9\

ROMISE AND PERIL IN IMPLEMENTING
Y-FOR-PERFORMANCE

Michael/Beer)and Mark D.

Why would managers abandon pay-for-performance plans they initiated with great hopes? Why
would employees celebrate this decision? This article explores why managers made their deci-
sions in 12 of 13 pay-for-performonce “experiments” at Hewlett-Packard in the mid-1990s. We
find that managers thought the costs of these programs 1o be higher thau the benefits. Alterna-
tive managerial practices such as effective leadership, clear objectives, cuaching, or braiuing
were thought a beller investment. Despite the undisputed mstrumentality of pay-for-pesfor-
mance to motivate, little attention has been given to whether the benefits cutweigh the costs or
the "'fit" of these programs with high-conmitment cultires like Hewlett-Packard was at the
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Introduction

unense pressure for higher performance bas
led corporations to search contipually lor
managerial practices that will enhance com-
petitiveness. An increasingly large number of
corporations have explored how rewards, par-
ricularly mouey, could be linked to desired be-
havior and/or performance outcomes to im-
prove ctfectiveness (Gerhart & Rynes, 2003;
Pletter, [998: Rigby, 2001). This has led to
widespre:ul und growing developroent ot pay-
tor-performunce plans {Schuster & Zingheim,
1992}, For example, a survey of 1,681 compa-
nies indicated that 61% had implemented
variable corupeunsation sysiems (Hein, 1996).

The powerful role that financial incen-
tives can play in influencing behavior has

been widely acknowledged since ancient
times {Peach & Wren, 1992). Early motiva-
tion theories such as expectancy theory
(Vroom, 1964) have demonstrated intuitive
appeal. and its basic components have re-
ceived empirical support (Van Eerde &
Thierry, 1996}. tn addition, decades of empir-
ical research in a variety of areas indicate that
tinancial incentives are u potent motivator. An
examination of studies of pay-for-perfor-
mance programs suggests that performance
fraproves in approximately two out ol three
programs iHeneman, Ledlord, & Gresham,
2000). Gibson {1995} reported on a study by
Carla O'Dell and Jerry MceAdams (sponsored
by World at Work and conducted by the Con-
sortium for Alternative Reward Strafegies),
which suggested that the average net retumn
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on money invested in pay-for-performance
programs was an impressive 134%. Surveys of
500 companies reported in the Ecomomist
{(“Business: Pay Purview,” 1998) indicated
that those actively using pay-for-performance
programs showed twice the sharcholder re-
turns as those who were not actively using
these programs.

Propouents of pay-lor-performance as-
sert that traditional compensation systems
can be detrimental to efforts to make an or-
ganization less hierarchical and more com-
petitive, focused, adaptable, and collabora-
tive (Baker, 1993). For example, traditional
pay systems may experience the following
problems: pay becomes an entitlement, ben-
efits are given for tenure, base pay is a func-
tion of levels and not performance, merit in-
creases do not difterentiate performance
sutficiently, and even executive bonuses be-
come an entiflement.

Recent research has examined a variety
of ways in which pay-for-performance sys-
teins impact individuals, groups, and organi-
zations (Stajkovic & Luthans, 2001). There
has been a growing interest in group pay-for-
performance systems and the conditions
under which they are most effective (Goinez-
Meijia, Welbourne, & Wiseman, 2000: Hol-
lensbe & Guthrie, 2000). Scholars are also
looking not just at motivation, but also at the
broader impuct of pay-for-performance sys-
tems, such as how they affect organizational
learning (Arthur & Aiman-Smith, 2001), the
tvpe of employees who self-select into and
out of the organization (Banker, Lee, Potter,
& Srinivasan, 2001), and the managerial
turnover within the organization (Bloom &
Michel, 2002). In addition, gender differ-
ences and their impact on pay satisfaction
{Graham & Welbourne, 1999) have heen
identitied. as have the consequences associ-
ated with satisfaction with pay systems
(Miceli & Mulvey, 2000). The impact of pay
dispersion has also been a topic of growing
interest {Bloom, 1999 Blooin & Michel,
2002; Shaw, Gupta & Delery, 2002). Fur-
thertnore, some attention has heen given to
particular professions, such as accounting,
and the distinctive impact that pay-for-per-
formance systems can have on different pro-
fessions (Bonner & Sprinkle, 2002).

However, despite the breadth :and so-
phistication of topics being examined in re-
search related to pay-for-performance, the
crucially important issue of manugers’ ap-
proach to implemeontation has vot received
much attention, Pleffer (1998} argues that
there are significant potential problems with
implementing pay-for-performance pro-
gramns. For example, pay-for-performance sys-
tems can have a destructive ellect on intrin-
sic motivation, self-esteemn, teamwork. and
creativity (Amabile, 1988; Beer & Katz, 2003;
Deci & Ryan, 1985: Kchn, 1993; Meyer,
1975; Shaw et al., 2002). Furthennaore, other
scholars have argued that the real problem is
that incentives work too well. Specificallg,
they motivate employees to focus excessively
on doing what they neced to do to gain re-
wards, sometimes at the expense of doing
other things that would help the orgunization.

Pay-for-performance advocates respond
that intelligent design of programs is essential
to avoid these pitfalls. However, intelligent
design alone is insufficient to assure the suc-
cess of such programs. As Pleffer and Sutton
(2001} note, persistent gaps exist between
what managers know (the concepts they can
articulate} and what they can actually do.
Thus, intelligent design must accornpany ef-
fective implementation over time in order for
pay systems to run effectively. In particular,
two significant barriers must be overcome:
barriers associated with linking performance
to effort, and with linking pay to perfor-
mance. In addition, these must be overcome
in 2 way that is perceived as fair and equitable
by management and employees alike.

Potential barriers to linking performance
to effort include difficulties in measuring
perforroance; factors outside the control of
individuals and groups being paid for that
performance; and that managers and peers
are uncomfortable with rating employees dif-
ferently. Polential barrers to linking pay to
performance include the following: employ-
ees can come to rely on the additional comn-
pensation; emplovees are biased toward over-
estitnating their own contribugion; corporate
budgets lor bonuses olten limit payout; and
managers can lose commitment to the pay
systemn if it pays out more than anticipated
due to problerus in payour standards aod il



there ate changes in performance standards
due 1o changes in technology and organiza-
tional arrangements and unanticipated
learning curves. [t is changing circumstances
that make it difficult for managers 1o sustaio
links between pay and performance in a way
that will avoid perceptions of unfairness and
inequity. Such perceptions can undermine
the perceived link hetween pay and perfor-
mance $o important to sustain its motiva-
tional power.

Despite the importance of understanding
implementation in order to overcome these
and other harriers, little research has studied
implementation (Fay, Thompson, & Knight,
2001). In a broad review of the theory and ev-
idence on compensation practices, Gerhart
and Rynes (2003) detected a number of sig-
nificant disparities between what is important
to know about compensation and what is
being researched. In addition to the lack of at-
tention to implementation, the study of man-
agerial decision making related to pay systems
has also been neglected. More specifically,
Gerhart and Rynes (2003) note that pay prac-
tices vary widely and are not simply dietated
by market forces and the environment, In-
stead, managers play an active role in deter-
nining whether to initiate. retain, or modily a
system of pay-lor-performance and what type
of system to use. However, very little academic
research has investigated how managers make
these decisinos.

The focus of this article is on the experi-
ence of managers in one company in imple-
rnenting pay-for-performance and how they
made sense of and made decisions about
their pay-for-perforinance initiatives. In ad-
dition, one other neglected area of research
we will deal with in this article has 1o do with
how an organization'’s particular or distine-
tive culture might affect its management’s
ability to effectively iinplement # particular
pay-tor-pecformance system. In other words,
rather than assuming that there are universal
best practices for pav-for-performance, it
inay be that what is effective for a particular
organization depends on some unique as-
pects of its culture, and vre must, therefore,
be cautious in generalizing from one organi-
zation tu another, even within the same in-
dustry {(Gerbart & Rvoes, 2003). More
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specifically, Gerhart (2001, p. 235) has ar-
gued that a pay-for-performance program
might be more easily implemented in an or-
ganization that has distinctive characteris-
tics, such as the following: “(1) the culture
discourages opportunism, {2) top manage-
ment reinforces this culture by its exanmple,
and (3) employees have long-term careers or
professions in which theit reputation is a
valuable commodity.”

Our goal in this article is to provide case
data and share insights that inforin these
neglected research areas. Specifically, we ex-
amine managerial decision making and sense
making in the area of designing and imple-
menting five pay-for-pecformance systems in
a  high-commitnent  colture~Hewlett-
Packard (HP). This study does not attempt to
assess the efficacy of pay-for-performance
programs, though the initial experience with
pay-for-performance indicated it had a posi-
tive impact on molivation and performance.

A case-writing visit to Hewlett-Packard
in the mid-1990s presented an unusual op-
portunity to study the managerial experience
of implementing pay-for-perlormance pro-
grams. In the early 1990s, local Hewlett-
Packard managers at thirteen different sites
established pay-for-performance initiatives
to improve their businesses. Hewlett-
Packard provided us with the opportunity to
review their docuinents and to interview the
managers who sponsored the pay programs.
We report here on five of the thirteen pay-
for-performance initiatives that we re-
searched. The fact that the events reported
here occurred in the carly 1990s does nal
take away from the findings and insights
since they represent dilemmas wmanagers
would face today in implementing pay-for-
performance in a high-comminment eulture
such as the one HP had during the period in
which the pay initiatives took place (it is
widely acknowledged that since 1999 HP has
moved away [rom its traditional high-com-
mitment culture).

This novel research opportunity otfered
several methodological advantages compared
to many previous studies. Specifically, many
other studies relied on only one or a very lim-
ited nunber of cases, which nakes generuliza-
tions ditficult, Previous studies often covered
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such short time frames that the long-term elfi-
cacy of the programs was difficult to assess
(Luthans & Stajkovic, 1999). Interviewing
local managers, as we did, is also not a typical
characteristic of previous studies. Yet, inter-
views were essential for us 1o accomplish our
goal of better understanding how the man-
agers were making decisions about the intro-
duction ol a pay-for-perfurmance systein and
later how they made sense of various perfor-
mance and human outcomes and drew con-
clusions with regard to the success or faiture of
their pay design,

In order to give fair treatment to the
topic of implementation of pay-for-perfor-
mance, knowledge about the context in
which the pay system is being implemented
is necessary. That context, the company cul-
ture, the measurement and performance
toanagement systems in place—the motiva-
tion of managers to implement pay-for-per-
formance and their effectiveness as man-
agers—can have an important effect on the
success or failure of the pay-for-performance
systern. We had a lot of information on this
context from two cases on HP that had heen
written by one of the authors in 1982 and
again in 1995 (Beer & Rogers, 1995; Beer &
von Werssowetz, 1982). Indeed, the Hewlett-
Packard cases on which we report here had
in place many of the conditions that should
lead to success. First, they were the initia-
tives of local management; thus, local man-
agement had a very high level of commit-
ment to their successful implementation. In
addition, these initiatives had the approval
and full support of higher management. Re-
sources such as consultants were also made
available to support these programs. Further-
inore, with a reputation as a bigh-commit-
ment company {Beer & Rogers, 199%;
Colhins & Porras, 1994) in which trust be-
tween management and employees is strong
and in which communication is good, we
would expeet HP Lo have an advaniage in im-
plementing these programs. In fact, Gerhart
(2001} specifically hypothesized that pay-for-
performance systems introduced in organiza-
tions with cultural actributes such as those at
HP would experience tewer problems than
those introduced in other organizations.
Similarly, lack of trusi (Pearce, Stevenson &

Perry, 1985) and poor communication {Ham-
mer, 1975) has been cited as the cause for
the failure of other programs. Thus, this in-
vestigation enables a preliminary test of the
proposition that high-commitment culdtures
make it easier to implement pav-for-perfor-
mance systems.

Furthermore, local managers had sig-
nificant autonermy and the freedom to con-
tinue or discontinue their pay-for-perfor-
mance programs, depending on how they
assessed the costs and benefits. They were
not constrained or pressured by outside
forces to do either. Therefore, we were able
to study not only the challenges thesc man-
agers encountered in implementing the
programs but also the decision-making
processes that they used in responding to
these challenges over time, as well as their
attribution of benefits and costs that
giided these decisions. These conditions
provided an unusual opportunity to exam-
ine the natural evolution of the decision-
making and sense-making processes in
which these managers engaged as they ini-
tiated and then implemented these pay pro-
grams in a high-commitment company.

Along with these advantages, we should
also acknowledge that our data set has
some significant limitations. The fact that
these initiatives emerged naturally meant
that this research is not a randomized ex-
peritnental design with control groups, de-
spite the fact that Hewlett-Packard's corpo-
rate buinan resource executives thought ot
them as "experimenis.” The “experiments”
emerged spontancously as a result of what
was going on with local management. We
therefore refer to them in this article as
“programs” or “initiatives” rather than “ex-
periments.” Given that these
were conceived and implemented by prac-
ticing managers, they also lacked some ot
the measures of satisfaction and other vari-
ables that could have been of interest (o re-
searchers {Sturman & Short, 2000).

initiatives

Setting and Method

Beginning in the early 1990s, HP author-
ized a diverse set of 13 different alternative
pay programs (Table 1), Most of these in-



volved teain- and skill-based pay systerus;
some involved gain sharing and some cash
incentives or bonuses. Half the sites were
outside the United States and were spread
across live countries. The workers included
were mostly involved in various kinds of
blue-collar work at the preduction level,
with the exception of one group of engi-
peers. All programs were initiated at the re-
quest ol local divisional management. In
each instance, local management felt it
needed to use pay-for-performance as an
additional inducement either to achieve
particular goals, to reinforce learning
and/or team behavior in semi-autonomous
teams, and/or to compensate for an increase
in span ol control due 1o de-layering.

The Company

These initiatives must be understood in the
context of [IP's corporate human resource
policies and culture at the time. lnitiated by
its founders, numerous highly consistent and
inutnally reinforcing policies and praciices
have developed over 1IP’s 50-year history
{Beer & Rogers, 1995; Beer & von
Werssowetz, 1982). These include the fol-
lowing: decentralized business units; strong
commitment Lo management by objectives;
participative managemecnut and delegation of
responsibility to the lowest level; extensive
communication, such as open-door policies
and “management by walking around”; re-
cruitment and hiring practices that screen
for interpersonal skills, not just technical
competencies; and a career system based on
internal promotion and cross-functional and
divisional movement.

HP's pay systemns included the following
at the time of these initiatives: meril pay
based on ratings by supervisor (for exempt
and nonexempt employees) and performance
ranking of employees (exemnpt employees); a
prolit-sharing system for all employees that
pavs out the same percent of salary, regard-
less of level; no executive bonus system,
though total execulive compensation was
comparable with industry standards; stock
options for employees at all levels according
to contribution; and incentives used in the
sales organization (Leam and individual).

Prowmise and Pevil in Implementing Pay-for-Performance ¢

Research Method

[HP’s corporate human resource department
tracked these programs and learned that all
were discontinued within approximately
three years. An internal study was commis-
sioned to understand the reasons why each
was discontinued so that implications for
the future could be drawn. Their methods
were inlerviews, examination of production
data, and employee surveys. We reviewed
HP documents. We also conducted iuter-
views at five U.S. sites to gather additional
data. The interview protocol involved an in-
troduction in which we explained that we
were doing follow-up research on their pay-
for-perforinance initiatives, and we assured
them that what they said would be confi-
dential. We then asked them to describe the
pay-for-performance program they had in-
troduced. Then we probed further te learn
the managers’ perspectives on these pro-
grams: what they had hoped to achieve, the
challenges they faced in implementing the
pay program, their respouse to the chal-
lenges, their own calculus ol the cost and
benefits of using pay programs as an active
management tool, and the reazsoning behind
their eventual decision as to whether to con-
tinue the program. These interviews pro-
vided us with an opportunity to deepen our
understanding and to validate HP’s own
canclusions.

Given space limitations, we provide
brief descriptions and findings from the
five sites in which we conducted inter-
views, The resulls at these siies are illus-
trative of results for {P’s larger data set of
13 initiatives, but we confine our later dis-
cussion to the Bndings from these five pay
initiatives.

Five Case Examples
Case 1: San Diego Site

Deseription. In an etfert to support a tran-
sition to self-managed teams and encour-
age a locus on team rather than individual
performance, the San Diego site initiated
team pay-for-performance (TPP). Presi-
ously, respansibility lor itaplementing HP’s
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meril-based pay philosophy and for manag-
ing the development of employees was given
to individual managers who would divide
workgroup objectives into individual assign-
ments and then moniior individual coutri-
butions. Under the new self-managing-
teams structure, a layer of supervision had
been removed, and managers had wider
spans of conirol and less managersubordi-
nate inieraction. Teams themselves divided
up the work and were managed to a set of
business objectives. Cunsequently, man-
agers were not as well positioned te make
merit-increase decisions or to manage the
development of individual employees.
Therefore, management put together a TPP
plan to locus employees on team perfor-
mance and to encourage them to manage
their own development and acquire the
broader set of skills that would be required
by workteam responsibilities.

Team pay-for-performance was estab-
lished to motivate achievement of specific
worktearn goals, such as team-process im-
provemnent, production, and quality goals.
The team-based pay for achieving certain
goals was added incrementally to base pay
There was no “takeaway” for failing to meet
team goals. Three levels of team perfor-
mance were possihle within (he pay struc-
ture. Ninety percent of the teams were ex-
pected to achieve Level | performance and
thus receive a pavout. Fifty percent were ex-
pected to reach Level Tl performance, and
10-15% Level 111 performance, the highest
level. For achieving Level Tll performance,
for example, members of a particular work
team would receive between $150-$200 ad-
ditional pay at the end of the following
tnonth. Teamns also bad production coaches
to assist them,

San Diego's new pay package also in-
tluded a skill-based pay systern called pay-
for-contribution (PFC). Instead of the typi-
cal merit system, employees would advance
from a starting rate by demonstrating com-
petence to perform additional sets of tasks
within the tearn. The systemn was intended to
motivate employees ta learn new skills on an
ongoing basis, Possession of a new skills set
was measured and certified by “subject mat-
ter experts.” The rationale was Lo create a

continuously learning workforce capable of
adapting to new situations.

Results. During the first six months, team
merubers liked the TPP program and signifi-
cantly outperformed the performance goals
set at the beginning of the experiment, with
a majority of the teams veaching Level 1T and
ITT. However, hecause the TPP progrum paid
out more than expected, management con-
cluded that they had set the performance
standards too low and decided to adjust
them. This effort. was et with great resisi-
ance [rom teamn members, who complained
bitterly. They had built a lifestyle around the
higher monthly pay they had come to expect,
and now saw the program as taking some-
thing away. Managers also concluded that
workers’ attention was now focused an their
pay instead of their work.

Another drawbach of pay-for-performance
that managers saw had to do with factors out-
side of the teams’ control that affected team
performance. For example, delays in shipment
of parts or a mechanical breakdown in the
assembly line prevented teams Irom building
the units they needed to meet their geals for
that month. This caused serious dissatisfac-
tion with the pay system. Team members fel
as though they had very hitle control over
their performance.

Furthermore, high-performing teams
often refused to admit anvone to their team
who they thought might be below their
level of competence. This resulted in self-
reinforcing positive and negative spirals in
team performance. Some teams had many
top performers, while others stagnated with
low performers who needed further train-
ing. Furthermore, barriers to employee mo-
bility between teams reduced the capacity
of the organization to transfer learning
from one teamn to another, & major barrier
in a dynamic environment.

Regarding the skill-based PFC pay svs-
tem, management reported that the majority
of employees disliked this systemn. They did
not fke the additional pressure of taking tests
to increase their pay, some in how to read and
write and do math. Because they were afraid
it wouldn't leave them cnough time to study
and test for new work skills, employees would



often refuse new job assignments. Moreover,
many of the newly acquired skills were not
used on the job. Furthermore, at the begin-
ning of the program, employees had to
demonstrate proficiency on skills required in
their current job to maintain their skill classi-
fication. If they failed, the system called for
them to drop to a lower classification and pay
level. Managers found it ditficult to do this,
however. These constituted takeaways from
expected levels of pay that had been estab-
lished in the minds of employees.

Local site managers concluded that a
team structure together with training would
have provided the same benetits as the team
structure combined with team- and skill-
based pay, but without the addivionai efton,
money, and communications demanded by
the team-based pay systenm,

Managers also concluded that the pay
systern did not motivaie employees to work
harder or learn, though it did stimulate
them to better understand relevant perfor-
mance metrics, the manufacturing system
as a whole, and its broader goals. This im-
proved understanding may have been used
by employees to define their own interests
rather than the broader interests of the or-
ganization as a whole when TPP stopped
paying off.

One of the largest of the San Diego site
divisions dropped the pay program after about
@ year. Mavagers were tired of having to con-
stantly reengineer the pay system to overcome
its numerous problems. Surveys indicated
that employees preferred to switch back to
HP’s standard pay structure. When manage-
ment of that division announced they would
drop the pay program, employees threw a
party to show their gratitude.

The rest of the site eventually dropped
the program as well, due to a major manu-
Facturing reorganization. The divisions fuand
shat team-based pay made it extremely difti-
cull lo maintain consistency in the pay sys-
tem across the whole site.

Case 2: Boise Printer Formatter Shop
Description. The Boise situation was similar to

San Diego: they had introduced self-managed
teams, #and management wanted ta iinplernent
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a complementary team and individual petfor-
mance incentive plan. The traditional HP
merit pay system was replaced with a skill-
based pay system. Within a skill level, pay
could be increased variably depending on in-
dividual and team performance. It a teamn was
among the highest-perforining teams for a
particular month, it was awarded a bonus.
Those who were evaluated as performing
ahove average were allowed to pursue devel-
opment and advancement to the next skill
level with resultant higher pay. Because these
teams were intended 1o be self-inanaging, the
evaluations were (o come from peers and
management. Those with perfermance prob-
lems could not pursue new training apportu-
nities vutil their performance was corrected.
This system was designed to provide addi-
tional pay, not to take any pay away when
teain performance lagged.

Results. The results were very much like those
at San Diega. It was difficult to establish re-
alistic performance goals. After some months,
teams received rmuch more contingent pay
than had been expected. Management at this
site also found it very ditficult to reset goals
once they were established. Here, toc, teams
hecame very selective about who they wanted
on their team. External factors oulside of the
team’s control also affected goal accomplish-
ment and irritated many of the employees.
Peer evaluation of individual perfor-
mance, also part of the system, was difficult to
implement. Teamn members had a very diffi-
colt time judging the work of their respective
team members, Tempers flared alter employ-
ees received negative feedback. Consistent
with attribution theory, negative evaluations
were attributed to a bad evaluation system and
tearmmates that were not objective. This, of
course, led to further problems within teams.
Like San Diego, the puay program was
dropped. Long-term resalts initially hoped
for never materialized. Management came to
believe that emplovees were too focused on
pay and insufficiently focused on the task.

Case 3: PRCO Loveland

Description. PRCO is a printed circuit fabrica-
tien shop that was siow in reaching its targets.

Maunagers were
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tu canslantly
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pery systein to
vercorae s
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During one quarter, the Fabrication shop was
behind schedule and wanted to reach at least
95% of its target. With a month left, manage-
ment offered a $250 cash bonus to all of its
ernplovees if they reached the goal.

Results. The shop didn't reach its goal and the
bonus was nevet paid out. Managers reported
that employees were not angry wheu the
bonus did not materialize. On the positive
side, managers reported that the bonus did
highlight their serivus intention to reach the
production target. On the negative side, some
employees felt insulted by the fact that the
company tried to “bribe” them to reach a goal
that they were already motivated to reach. In
the final analysis, managers felt that a more
effective approach would have been 10 work
¢n coaching employees in how to make man-
ufacturing process improveinents.

Case 4: Colorado Memory Systems

Description. Colotado Memory Systems
(CMS), which was acquired by HP, had not
previously had a profit-sharing system. Pror
to being acquired, management thought they
would take the company public. Employees
were told that they would have a chance to
share in the companys success through
stock-purchasing plans.

When the cormpany was acquired by HP,
the stock-purchasing plan did not material-
ize. CMS management opted to institute
HP’s corporate profit-sharing program to en-
gender a feeling that they were becoming a
part of the larger HP organization. However,
management did not feel they could atford to
pay emplavees at HP levels. Thus, they insti-
tuted a local gain-sharing prograin that they
hoped would augment CMS’s base salary and
provide employees with total compensation
that matched or exceeded HP’s total com-
pensation pachkage.

The local gain-sharing program was in-
stalled by management because they be-
lieved it would increase the following desired
hehaviors: individual initiative and responsi-
bility; willingness to leam; adaptiveness;
teaming and collaboration; hustle; willing-
ness to confront conflict; and focus and at-
tentiveness. Managers believed that increus-

ing these bebaviors would translate juto in-
creased financial success for the company
and help to close the “pay gap” between
CMS and HP. Management planned to pay
out bonuses quarterly based on attuinment
of certain levels of operating prolit.

Results. Management reported that the pro-
grain had the lollowing positive effects: in-
creased visibility between departments, the
effective use of cross-functional teams to
achieve goals, a heiglhtened awareness of
business fundameuntals and financials, clear-
ly defined and communicated quarterly ob-
jectives, and a high level of uniform compa-
nywide focus.

However, & oumber of problemns soon
emerged, For example, many employees
wanted their compensation program to be
the same as other HP ernployees. Employees
also perceived the prograru to be promoiing
short-term hehavior.

In addition, the gain-sharing program in-
tended that employees be rewarded on the
success of CMS. After integration into HP, it
became difficult to determine whether
CMS’s performance was attributable to its
own employees’ efforts or to contrbutions
made by other HP departments and employ-
ees. Finally, for the program to pay oul
enough to close the gap with the HP pay
scale, CMS managers judged they needed to
pay out at least five out of six times {payouts
were every two months) and average at least
10% of base salary. The pragram only paid
out four out of six times aod averaged 6. 13%
of base pay. Employees began to question the
program, and its credibility was damaged.
Due to these and other concerns, manage-
meunt concluded that the benefits of the pro-
gram did not outweigh the costs.

Case 3: The Workstations Group

Description. HP was having considerable
trouble completing their new high-speed
UNIX-based workstations in the early 1990s,
Because speed to market is so important in
the high-technology arena, management
made the introduction of this product a very
high priority. Local management wanted to
complete the project early, with high quality



and with all the standard support services
ready and trained. They, therefore, attempted
to motivate employees to work more efli-
ciently and effectively by implementing an
experitnent in pay.

The pay program introdueed oflered two
different bonus packages, one for managers
and one for engineers, to be paid at the com-
pletion of the project {il accomplished by ihe
targel date). Because management realized
that the decisions made by managers would
be vital to success, they offered a cash and
stock prograrn for managers (10% ol salary
stock grant and 5% of salary in cash). Stock
awards were to be given six months after
eompletion of the project to ensure quality of
product and customer service, Engineers
were to receive cash {(between 5-7% of
salary). The pay program was intended to
motivate effective completion of the project.
There was no intention to contiouve it. The
reward amnounts depended on a nomination
and approval process that determined indi-
vidual levels of contribution.

Results. The project was completed sig
months ahead of the target date. While some
in the organization saw this as a suecess story
for pay-lor-performance, others were quick Lo
point out that the pay program did nothing
more than commumicate the utmost impor-
tance management was placing on this proj-
ect. Maoy peeple, including Pete Peterson,
vice president in charge of personnel, be-
lieved that the perception of high priority was
the most important motivating factor leading
to the early eompletion of the workstarion. A
local personmel manager validated this view
independently. She referred to the pay system
as the “great catalyst” in the project. The fact
that P wutilized an incentive program that
had such high visibility showed, she felt, that
the company was willing to try something
new to get the workstation tinished. That was
molivating in itsell.

An HP survey showed that 70% of the
employees felt they would have worked fust
as hard on the project without the incentive
program. But interestingly enough, 60% of
the employees surveyed recommended that
incentive programs be used with other proj-
ects af HP.
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Summary of Hewlett-Packard
Conclusions

Hewlett-Packard corporate executives exain-
ined the results of these five cases as well as
those of the additional eight programs that
we do not report on lLere (see Table 17. Their
goal was to learn from these “experiments”
and use this data in making decisions as to
whether to encourage broader use of pay-
for-performance at Hewlett-Packard. The
additional eight programs had similar out-
comes te those reported here. The local
managers who enthusiastically initiated
these pay-for-performance programs ran
into difficulties in implementation and
mirintenance and were ready to abandon
them so they could allocate their efforts
elsewhere. In the calculation of local man-
agement, the benefits of most of these pro-
grarns did not outweigh their costs. In other
cases, such as the workstation group de-
scribed in case 5, though implemented
without difficulties, Jocal management and
the corporate compensation department
were not convinced that the altemative pay
program could be credited with perfor-
mance outcomes, Specifically, they were
not clear whether the outcomes were moti-
vated by the rewards themselves or whether
they were motivated by the implicit mes-
sage that Hewlett-Packard’s introduction of
the reward system was commmunicating the
tmportance of the goals.

Based on the experiences repotted by
management at these 13 sites, Hewlett-
Packard executives decided to discontinue
experimenting with the alternative pay-for-
performance programs. The reasoning and
conclusions that the local managers shared
in our interviews at the five sites werc con-
sistent with the reasoning and conclusions
shared in Hewlett-Packard’s "White Paper.”
Below are some of Bnal conclusions from
this report (White Paper, 1994):

1. “Yeam-based work enviromments ap-
pear to be producing increasing busi-
ness resuits.”
“Alternative pay systems have not
proven necessary to prodice posi-
tive resuls.”
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QLIS Locations, Programs Elements, and Final Status

Locations {Date Approved)

Workstations Group (7/90)

Puerto Rico (10/90)

Program [{lements

Cash
[ncentive awards

Skill-based pay {with pay-

for-performance;}

Final Status

Implemented; Completed 1992

Discontinued

San Diego Site (2/21)

NCMO (2/51)

Eastern Sales
Parkridge, NJ (12/91}

Boise Printer Division {12/91) ¢ Skill-based pay (no pay-for-

Vancouver Division and ICD (9/92) e Bonus pay for production
Colorado Memory Systems (3/93)  * Gain sharing with pay at risk

Medical Products Group (7/93} * Team recognition and reward

PRCO Loveland (7/93}

Team bonus

Skill-based pay (no pay-

Discontinued

for-performance, 9/93)
Team bons {6/92)

Gain sharing

Division profit sharing
{gain sharing}

Meadified skill-based pay
{with pay-for-performance)
Transitional reward and
incentive plan

Cancellad by entity management
due to organization change

LiD (5/21)

Cancelled by entity management
due to division reorganization

Program implemented but
cancelled due to reorganization
(part of organization moved to
Roseville)

Disconlinued

performance, 2/93)
* Team bonus (2/93)

Discontineed

operators and supervisors

Program stopped due to
reorganization 9/94

Discontinued

Bonus program to increase
yvield to 95% for Q4 FY93

Discontinued

Belgium (10/93) * Base pay indexed with Not pursued at country’s request
merit pay as bonus
Italy Sales {(10/93) * Freeze base pay with bonus Discontinued
for performance
3. “HP’s current pay system and other Discussion

tools are sufficient to support the
work team envirenment.”

“Fven though HP has gained vala-
able organizational learning trom al-
ternative pay experiments, the high
resource commitment necessary to
design and implement pay system
changes, and the limited return so
far, indicates that HP does not need
additional experiments unless they
are markedly different.”

The five cases we researched provide a
number of insights into the dynamics of
managerial decision making in implement-
ing pay-for-performnance in a high-commit-
ment company. As stated by Gerhart and
Rynes (2003), pay programs are not simply
determined by forces in the external envi-
roniment. Instead, managers play a signifi-
cant role in the adoption, modification, or
discontinuation of pay-for-performance



pragrarns. However, current research tells
us little about how managers actually make
such decisions.

To understand the managerial decision
making at Hewlett-Packard, we should first
examine how managers were conceprualizing
their work with pay-for-performance. We ob-
served that managerial thinking was driven
foremast by a pragmatic cotnmitrnent 1o God-
ing ways of improving performanece. They
were not driven primarily by a deep philo-
sophical coonmitment to pay-for-performance
or a desire to apply their newly acquired
knowledge about pay-for-pertormance. Their
goal was to improve perforimance. They con-
ceptualized pay-for-performance as an un-
deruiilized tool among a variety of tools in
their managerial tool kit they hoped could
Lelp them solve problems they were faecing.
They hypothesized that implementing pay-
for-performance programs would be a cost-
effeetive way of boosting results. When Lheir
pay initiatives had unintended
quences, the managers retained their prag-
matic focus on improving performance and
concluded that they could gain more lever-
age through alternative managerial tools
such as good supervision, clear goals. coach-
ing, (raining, and so forth. This decision does
not imply that managers believed that pay
did not motivate or that it could not be used
effectively in other settings. 1t does imply
that management saw their effort/benelit
ratio as more favorable if they focused on the
fundamentals ol management that had
served Hewlett-Packard well in the past.

One of the most prevalent and striking
themes in managerial decision-making in
these cases is the size of the gap between
managers’ initial expectations and the subse-
quent realities. Managers made overly opti-
ristic assumptions about how mueh time
wauld be required and how difficult it would
be 1o administer and nake adjustments in
these pay prograins. Managers were also
overly optimistic about the benefits that
would be uchieved.

The biggest problern proved to be setting
performance standards that would strike the
right balance between paying out enough to
make incentives motivational without paving
out tao ruuch, The need to make adjustments

conse-
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or tenegoliate standards caused significant
problems. Presumably, the unusually high
levels of trust and communication at HP
should have given thein am advantage in
waorking out such problems. However, making
adjustments produced major contlict and lose
trust, despite the superior levels of communi-
cation, trust, and commitment at HP.

This linding runs counter to the hypothe-
sis that a company and colture like Flewletr-
Packard’s should make implementation of
pay-for-performance easier. However, it is
supported by findings that executives in high
team-oriented cultures, when compared with
executives who perceived their cultures as less
team-oriented, observed more rather than
fewer unintended negative outcomes (damage
to teamwork and gaming, etc.) as a result of
executive incentive systems employed by their
firm {Beer & Katz, 2003). To understand this
counterintuitive finding, we draw on prospec
theory (Kahneman & Tversky, 1979), which
suggests that people tend to be loss-averse and
have a peculiarly strong reaction to the poten-
tial for loss. Al the outset, managers and work-
ers were each focused on the prospects for
gain. However, employees came to rely on the
extra imoney and perceived changes in terms
of foss or taking away something positive that
they had come to expect. Likewise, as workers
reacted emotionally to what they perceived as
loss, anagers also became sensitized to what
they had to lose—which were the benefits of
the trust the corporation had built over time.
So a high-commitment culture may be a dou-
hle-edged sword, On one hand, greater trust
and a better relationship among management
and workers, could inerease the initial accep-
tance of and support for new pay initiatives.
On the other hand, when complications
threaten to undo the benefits of previous
managerial work, managers and workers, who
hiwve invested more in building trust and have
more to lose. tay be quicker to reject pro-
grams that put at risk the relationships they
have invested significant time into cultivating,

The turbulence of the technology in-
dostry and the need to adapt continually
took its toll on these programs. Workers’
aversion to fluctuating payouts, particularly
reductions in payout or no payout at all, did
not tesh well with the rapid pace of

¥
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change in the technology industry. The ef-
lorts by management to change payout
standards in response to new technology or
simply unanticipated performance im-
provemnents and payouts also threatened
trust and commitment ol employees. This
finding is consistent with previous experi-
ence with and research on incentive com-
pensation for production employees. Many
of the picce-rate systems that were very
popular in the 1950s and 1960s disap-
peared due to similar reactions from em-
ployees. Inflexibility oo the parl of workers
can be particularly problematic in the tech-
nology industry, wherc firms need to inno-
vate continually and improve efficiency just
to stay competitive. Two of the pay experi-
ments were one-lime events, but four out
of the eleven programs that, ideally, would
have been ongoing were disrupted by reot-
ganizations or other organizational changes.
Similarly, disruptions in other areas of the
company (outside of the control of the or-
ganizational units experimenting with pay)
interfered with employees’ ability to achieve
performance objectives and rewards. This
cansed major frustrations for the workers. It
suggests the importance of the contest; in
particular, the more rapid the pace of
change, the more difficult and time-con-
suming pay-for-performance programs are
likely to be to design and maintain. Future
consideration should be given to the rate of
change in the environment and its impact
on such systems, particularly for lower-
level employees whose compensation is
lower than that of managers. This may be
of particular concern, given the peneral
rate of acceleration in competitive forces
and the need to adjust to them.

The Tact that managers had misesti-
mated the potential difficulties and the need
to make adjustments in payout standards
meant that they were somewhat limited in
their ability to communicate clearly about
what workers should expect. Nonetheless, in
theory, either group could bave initiated
more explicit sharing of expectations. Both
managemen!. and employees had hopes and
expectations of the pay system. Manage-
rment hoped to obtain some kind of cost sav-
ings or productivity gains while employees

hoped for additional pay. Both workers and
managers appear to have been overly opti-
mistic about their ability to achieve benefits
from the pay systems (Taylor & Brown,
1988), and ueither group was parniculirly
explicit in communicating their expecta-
tions to the other. It would have been inter-
esting to see what the reaction would have
been if both sides had communicated their
expectations clearly. Perhaps if their expec-
tations had been voiced and explored, they
would have been able to recognize poten-
tially incompatible expectations and could
have made more-informed decisions as to
how to proceed.

All of this suggests that there is av im-
plicit negotiation going on anytime a pay-
for-performance system is introduced. Both
parties accept the new pay practice based
on unstated and undiscussed expectations.
When cireuimstances change, a “negotia-
tion” about how to alter the pay system to
meet these expectations is very difficult.
The Hewlett-Packard case suggests that
such an explicit ongoing process of discus-
sion and negotiation during the life of the
pay system may be necessary to assure a
longer life for pay systems than that tvpi-
cally experienced by corporations. It is in-
teresting that management at HP, a firm
whose philesophy and values would have
made a dialogue about pay-system redesign
more possible thaw in most Hrms, did not
sce this as an option. We suspect that this
may have something to do with assump-
tions wost managers make about how
much participation is possible or advisable
about pay systems. The case of Sedalia En-
gine (disguised name}, a high-cormmitment
inanufacturing plant, is instructive in this
regard (Beer & Spector, 1982}, Fucing dis-
content from emnplovees with pav, the plant
manager decided to convene a task Force of
employees, against the advice of higher
management, to make recommendations
about how the pay system should be re-
designed. The view of higher management
in that case is c¢learly the dominant view of
most managers. However, the positive out-
come at Sedalia {the recommendations
were not self-serving and resulted in a
practical solution to which employees were



committed}) and research by Lawler &
Hackman {1969} suggests that participa-
tion of employees in pay-system redesign
may be possible.

Conclusion

That Hewlett-Packard managers abandoned
the pay-for-perforrmance programns 1hey ini-
tiated with great hope tells us more about
how managers were eonceptualizing their
options for influencing employees than it
does about pay-ler-perforinance programs
per se. We do not draw the conclusion that
pay-for-performance plans do not motivate.
Indeed, the initial performance improve-
ments obiained suggest that pay-for-perfor-
mance did motivate behavior desired by
management.

The case data presented here does sug-
gest that pay-for-performance systerus
present implementation problems that may
be underexamined by researchers and in-
sufficiently acknowledged by practitioners.
Part of the problem stems from a funda-
mental human tendency, to which man-
agers are also subject, to be unrealistically
optimistic about what can be accomplished
by a managerment intervention (Rigby,
2001t; Taylor & Brown, 1988). Another as-
pect of these unrealistic assumptions may
be attributable to the inherent complica-
tions in designing aud maintaining elfec-
live pay-for-performance programs, partic-
ularly in the rapidly changing business
circuimstances that face many companies
today. In these circumstances, the barriers
to linking performance with cffort and the
barriers to linking pay to performance, dis-
cussed earlier, are significant and were nat
apparent to managers at the time they
launched the pay programs. Managers may
also have been unaware that, unlike other
interventions such as trajning, shorteoruings
in the design or maintenance of pay-for-per-
formance programs can actually cause sig-
nificant problems such as bitter feelings and
darmage to iruportant relationships.

The implementation costs and risks of
pay-for-performance systems appear to be
higher in high-commitment cultures like HP
where trust and employee commitmnent is
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perceived by managers to be crucial to long-
term success, though more research is
necded hefore conclusions from this case
can be generalized. Managers at HP proba-
bly weighed the dissatisfaction of erapfoyees
with incentive programs or their attribution
that a one-time bonus “was a bribe” ditfer-
ently than managers in firms without a high-
corumitment calture. lronically, Hewlett-
Packard’s distinctive culture seems to have
had an unexpected disadvantage, one that
runs counter to prediction iv the literature
{Gerhari, 2001, p. 235). This may suggest
that the conclusions of this study do not
apply to low-commitinent firms. An alterna-
tive conclusior is that monetary incentives in
a fast-changing environment may undermine
the capacily of a firm to build trust and
commitment unless the pracess of introduc-
tion incorporates an honest discussion of
mutual expectations,

The implications lor practice we draw
from these cases is that managers might
best approach the introduction of pay-far-
performance systems as a process of “nego-
tiation” with employees if they are to avoid
the unintended consequences we observed
at HP. They might state clearly their expec-
tations for the prograro and ask employees
(through a represeniative task force) to clar-
ity theirs, Both sets of expectations would
idealty inform the design of the pav prograin
and the process for reexamining and re-
designing the pay program should expecta-
tions of either side not be met. There is
some evidence that this sort af participation
works (Lawler & Hackman, [969) but con-
siderably more action rescarch in a variety
of organizational cultures is needed to test
this proposition and the contingent situa-
tions in which it might apply. Clearly, man-
agement’s philosophy with regard to em-
ployee participation and power sharing will
influence its propeosity to employ the
process ol participation and negotiation we
are suggesting.

Stress-Testing the Conclusions
All research, particularly a case study like this

one, is subject to a variety of interpretations.
Are our lindings an artifact of circurostances
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that may not bave been explicated in the case
itsell? We have discussed the high-commit-
ment culture of HP as an important factor in
the decision to abandon pay-for-performance.
But was preserving the cufture a mistake?
Below we will evaluate this question and
other situational factors that ene could argue
undercut our interpretation of the HP cases
we discussed above.

Hewlett-Packard had excmplary finan-
cial performance for nearly six decades
(Beer & Rogers, 1995; Collins & Porras,
1994). However, the companys perfor-
mance sullered in the late 1990s compared
to competitors (Beer & Weber, 2003). In
response, the board of directors recruited
Carly Fiotina, a senjor executive lrom Lu-
cent, to lead the company. She immediately
set about changing the culture through a
variety of interventions, including the in-
troduction of an extensive pay-for-perfor-
mance incentive systemn (stock options and
bonus systems) for a substantial number of
senior executives {Beer & Weber, 2003). As
we discussed above, HP had never used
pay-for-perlormance systems as a primary
tool for motivation and was one of the few
companies that did not have executive
bonus systems. s it possible that the man-
agers in our case were wrong when they
abandoned the pay-for-performance system
due to concerns about emnployee trust and
corumitment? Could it be that they missed
a crucial opportunity to change HP’s cul-
ture in their organizational unit when they
did not persist with the pay-for-perfor-
mance pay system they had introduced?
Such changes are disruptive as was evident
when Fiorina's efforts to change the cul-
ture roused strong negative emplovee reac-
tions (Beer & Weber, 2003; Burrows,
2003). Perhaps they should have ignored
the reaction of employees and recognized
that te change HP’s performance a coun-
tercultural pay-for-performance system was
needed? Indeed, this is precisely the argu-
meut for pay-for-performance its advocates
espouse. 1t is & way to change entitlernent
cultures and improve [inancial perfor-
mance dramatically (Baker, 1993}, We do
not chink this interpretation of events at
HP is warranted given 1} the performance

of the company since Fiodna jotroduced
the incentive system and changed HP’s cul-
ture and 2) the evidence about the perfor-
mance of high-commitment cultures that
typically do not rely on individual and
group pay-for-performance systems to mo-
tivate instrumentally, though they usc
money to recognize performance.

Hewlett-Packard’s performance since
Carly Fiorina introduced pay-for-perfor-
mance at the executive level has been less
than stellar (Beer & Weber, 2003). The com-
pany has not achieved many of the financial
results she promised and is continuing to
lose market share to Dell. 1f HPs financial
performance in the [990s is used to argue
that the pay-for-performance systemn, aban-
doned by the managers in our case, was
needed to change the culture and improve
lagging performance, then it is equally valid
to question the value of pay-for-performance
and the new culture introduced by Fiorina in
1999 given the company's performance be-
tween 1999 and 2003,

It is our view thal financial perfor-
mance, except over a very long time period
{decades}, is not a good criterion for evalu-
ating pay-for-performance systems. It is a
function of so many factors that 10 attribute
this outcome (o pay-for-performance is a
vast oversimplification. Behavioral and in-
termediate operating outcomes seem much
more appropriste, We argue that HP's fi-
nancial performance problems lay in poor
strategy and in their inability to redesign
the corporate organization to enable the in-
tegration of HP’s many products into solu-
tions for customers, something that [BM
Lhas been able to do. There is much ewvi-
dence to indicate that these problenis were
tied Lo political problems triggered by the
CEQ succession process at the top that no
incentive system would have solved (Beer &
Weber, 2003).

One could also argue that P man-
agers had their eves on the wrong measure
for judging whether the pay system was a
success. Pay-for-performance advocates
argue that clear and explicit performance
goals must be present for a pay-for-perfor-
mance system to work effectively and these
performance goals should be the criterion



tor deciding whether a pay system is work-
ing. Instead of atiending to employee con-
cerns and loss of trust, the managers at HP
should have kept their eyes on operating re-
sults and ignored employee attitudes, After
all the pay-for-performance system had
boosted productivity in the months after its
introduction. This argument seems to us to
ignore decades of evidence that trust and
commitment. are essential 1o the capacity of
organizations to outperform their competi-
tors. Can increasing distrust and reducing
commitinent ever improve performance?
Iigh commitment can only be created
if employees develop an emctional attach-
ment to the task, management, and the
company. This in teen can only be devel-
oped if they feel fairly treated. And, this in
turn is a function of how much voice they
have in issues that affect task performance
and theit well-being (Beer, Spector,
Lawrence, Mills, & Walton, 1985). To ig-
nore employee discentent with the pay sys-
tem would have meant undercutting the
high-commitment culture that had con-
tributed to HP's nearly six decades of out-
standing performance. The high perfor-
mance of other high-commitment
cotnpanies like Soutliwest Airlines and SAS
Institute, built on many of the same princi-
ples as P (including modest use of pay
systems as a means of motivation and nar-
rower spread between the CEO and the
lowest-level employee) demonstrates that
paving attention to what employees think
and feel pays off (O'Reilly & Pfeffer, 2000).
Given the importance ol establishing
appropriate performance metrics to the
success of pay-for-performance programs,
one could question whether the failure of
pay-for-perfermance at FHP could have
been attributable to limitations in the per-
formance metrics at HP. As we said above,
pay-for-performance advocates argue that
quantiliable objectives are a key to success.
Had T1P managers established better met-
rics, employees might uot have been dissat-
isfied with the pay systerm. There is no evi-
dence, however, that this was the case in
the situations described above, Manage-
ment by objectives and metrics to measure
progress was the cornersione of Hewlett-
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Packard’s management philosophy for
nearly six decades (Beer & Rogers, 1993).
Moreover, FHP managers did invest what
they perceived to be considerable time and
money in the design and development of
metrics for the team-based pay-lor-pertor-
mance program they were intreducing.
This was not a quiek or lightly considered
change initiative.

Even it one could convincingly argue that
the design of metrics was less than ideally re-
quired to implement a pay-for-performance
system, it is questionable, given the [ast-
paced and unpredictable changes in high-
technology companies such as HP, whether
such metrics could have been developed at
reasonable cost in tirne and money, Further-
more, it scems questivnable whether man-
agers in this case would have embraced such
an increase in cost. After all. they already
considered the cost of designing and adnin-
istering the pay-for-performance system
onerous given the benefits, and consequently
abandoned the system. Additional effort to
develop metrics would have further in-
creased the time that these managers would
have had to spend managing the system at
the expense of titne spent in managing and
training their eruplayees. This is what they
ultimately decided was more beneficial than
the pay-for-performance system.

This is not to say, however, that they
were not managing effectively in the first
place or that such a deficiency had some-
thing to do with the failure in implementing
pay-for-performance, Hewlett-Packard had
always encouraged and expected managers
to lead etfectively and institutionalized
management by objective and managing by
walking arcund, among many other prac-
tices, to establish good management as a
norm lor all managers {(Beer & Rogers,
1995}, We found no evidence that this was
not also true in rhe situations described in
the cases although we did not focus our in-
vestigation on this.

Pay-for-performance advocates argue
that the value of a pay-for-performance sys-
tem lies in the clear differentiation in re-
wards obtained by high performers compared
to low performers. Even if Jow performers
are unhappy with the pay-for-performance
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system, high performers are vot, the argu-
ment goes, and they are the ones who con-
tribute most to organizational performance.
Could it be that the pay system introduced
at HP did not differentiate sufficiently be-
tween high and low performers and/or man-
agers listened to the wrong voices? In fact
evidence indicates that the pay-for-perfor-
tmance and skill-based systems were “forc-
ing” differentiation in rewards and that this
was an unintended negative outcome. It be-
came very difficult for managers to transfer
workers in a low-performing team ro a high-
performing team (remember that in many
cases a team-based pay-for-performance
systern was introduced}. This made redistri-
bution of talent across teamns harder
(higher-performing teams did not want
workers from lower-performing teams) and
was one of many reasons HP managers
abandoved the systern. So while differenti-
ating performance of individuals or teams is
desirable to maintain the perception of fair-
ness, it also has unintended covsequences
when coordination across individuals and
teams is essential for performance. We be-
lieve the pay system at HP differentiated
between high and low perforimance (a desir-
able outcome according to pay-for-pertor-
manee advocates) but that this also con-
tributed to coordination problems that
ultimately caused managers to ahandon
pay-for-petformance.

Could it be that HP managers aban-
doned the pay-for-performance svstem when
it ran into difficulties because, like many
managers, they had a penchant [or the “pro-
gram du jour”? Perhaps HP managers are no
different than managers in so many other
U.S. compimnies who abaodon an improve-
ment program when it runs into difficulties
in order to move on to the next fad, Indeed,
the tendency nf human beings to he overly
optimistic, cited earlier, might contribute to
this penchant. If this played a role in aban-
doning pay-for-performance, it would render
a serious blow to our interpretation that it
was implementation problems inherent in
the very conception and design of pay-for-
performance systems that caused discon-
tinuation of the pay-for-performance sys-
tem ar HP.

To deal with this question we must un-
derstand the root causes of the [lavor-of-the-
month improvement programs se often seen
in corporations, Research suggests that the
causes of these prograins have to do with their
top-down nature (Beer, Eisenstat, & Spector,
1990a; Beer, Lisenstat, & Spector, 1990b).
Programs fail to be sustained and give way to
new programs becanse Lop Inanagement
pushes an improvement initiative through the
organization unilaterally without much in-
volverment or cominitiment from Jower-level
managers. They do so to introduce a solution
to the organization that they often with the
help of consultants and staff groups {olten the
HR function), believe to be essential for per-
foninimce improvement. Because they do ot
involve lower levels, their overly optimistic
evaluation of the potential for success is never
challenged. When the improvement program
runs into iinplementiation probleins in lower-
level units, such as the ones experienced by
unit managers in the HP cases described here,
unconunitted managers do not invest enough
energy to overcome the problemns. However,
the HP cases we report on in this article were
not introduced from the top nor were they
initiated by the HR Function. The initiative
carne from the unit managers closest to the
action. These were programs they, not senior
management or the HR function, were com-
mitted te and thought would improve their
business’s performance. Therefore, we do not
find that it was 1P managers’ penchant for
the “program du jour” that could possibly be
the cause for discontinuing the pay-for-per-
formance system. It scems unlikely that they
would easily give up on a program for which
they felt real ownership. The HP managers
made a business-like cost-benefit analvsis, as
we have argned.

After consideration of the alternative
explanations for the failure of pay-for-per-
formance systems at HP discussed in this
section, we continue te see our analysis of
the cases as correct. While pay-for-perfor-
mapce systems theoretically promise many
motivation and performance benefits, re-
scarchers and managers have underappreci-
ated the costs incurred when these systems
are impleinented, particularly in high-com-
mitment systems.,



