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8.4: Reward Systems in Organizations
4. How do organizations choose the best appraisal system for their organization?

After a company has designed and implemented a systematic performance appraisal system and provided adequate feedback to
employees, the next step is to consider how to tie available corporate rewards to the outcomes of the appraisal. Behavioral research
consistently demonstrates that performance levels are highest when rewards are contingent upon performance. Thus, in this section,
we will examine five aspects of reward systems in organizations: (1) functions served by reward systems, (2) bases for reward
distribution, (3) intrinsic versus extrinsic rewards, (4) the relationship between money and motivation and, finally, (5) pay secrecy.

Functions of Reward Systems

Reward systems in organizations are used for a variety of reasons. It is generally agreed that reward systems influence the
following:

o Job effort and performance. Following expectancy theory, employees’ effort and performance would be expected to increase
when they felt that rewards were contingent upon good performance. Hence, reward systems serve a very basic motivational
function.

¢ Attendance and retention. Reward systems have also been shown to influence an employee’s decision to come to work or to
remain with the organization. This was discussed in the previous chapter.

o Employee commitment to the organization. It has been found that reward systems in no small way influence employee
commitment to the organization, primarily through the exchange process.” That is, employees develop ties with organizations
when they perceive that the organization is interested in their welfare and willing to protect their interests. This exchange
process is shown in Exhibit 8.6. To the extent that employee needs and goals are met by the company, we would expect
commitment to increase.

o Job satisfaction. Job satisfaction has also been shown to be related to rewards, as discussed in the previous chapter. Edward E.
Lawler, a well-known researcher on employee compensation, has identified four conclusions concerning the relationship
between rewards and satisfaction: (1) satisfaction with a reward is a function of both how much is received and how much the
individual feels should have been received; (2) satisfaction is influenced by comparisons with what happens to others,
especially one’s coworkers; (3) people differ with respect to the rewards they value; and (4) some rewards are satisfying
because they lead to other rewards.'’

¢ Occupational and organizational choice. Finally, the selection of an occupation by an individual, as well as the decision to
join a particular organization within that occupation, are influenced by the rewards that are thought to be available in the
occupation or organization. To prove this, simply look at the classified section of your local newspaper and notice how many
jobs highlight beginning salaries.
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Exhibit 8.6 The Exchange Process Between Employee and Organization (Attribution: Copyright Rice University, OpenStax,

under CC BY- NC-SA 4.0 license)
Reward systems in organizations have far-reaching consequences for both individual satisfaction and organizational effectiveness.
Unfortunately, cases can easily be cited where reward systems have been distorted to punish good performance or inhibit creativity.
Consider, for example, the Greyhound Bus Company driver who was suspended for 10 days without pay for breaking a company
rule against using a CB radio on his bus. The bus driver had used the radio to alert police that his bus, with 32 passengers on board,
was being hijacked by an armed man. The police arrested the hijacker, and the bus driver was suspended for breaking company
rules.'! Such incidents hardly encourage employees to focus their efforts on responsible performance.

Bases for Reward Distribution

A common reality in many contemporary work organizations is the inequity that exists in the distribution of available rewards. One
often sees little correlation between those who perform well and those who receive the greatest rewards. At the extreme, it is hard
to understand how a company could pay its president $10 to $20 million per year (as many large corporations do) while it pays its
secretaries and clerks less than $15,000. Each works approximately 40 hours per week, and both are important for organizational
performance. Is it really possible that the president is 1,000 times more important than the secretary, as the salary differential
suggests?

How do organizations decide on the distribution of available rewards? At least four mechanisms can be identified. In more cases
than we choose to admit, rewards go to those with the greatest power (either market power or personal power). In many of the
corporations whose presidents earn eight-figure incomes, we find that these same people are either major shareholders in the
company or have certain abilities, connections, or status that the company wants. Indeed, a threat of resignation from an important
or high-performing executive often leads to increased rewards.

A second possible basis for reward distribution is equality. Here, all individuals within one job classification would receive the
same, or at least similar, rewards. The most common example here can be found among unionized workers, where pay rates are
established and standardized with little or no reference to actual performance level. Instead of ability or performance, these systems
usually recognize seniority as the key factor in pay raises or promotions.
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Exhibit 8.7 Team Based Rewards Performance appraisals, whether team or individual, provide feedback to workers or
organizational teams. Traditionally, performance evaluations provide information to help improve individual performance, increase
efficiency and define management's expectations. Performance appraisals compare work performed against measurable objectives
that the employee and supervisor agreed to at the beginning of the appraisal period. As work has become more team oriented,
performance appraisals now measure how a team of workers perform rather than just how an individual performs his job.
(Attribution; Deb Nystrom/ flickr/ Attribution 2.0 Generic (CC BY 2.0))

The basis for the social welfare reward system in this country is need. In large part, the greater the need, the greater the level of
support. It is not uncommon to see situations in business firms where need is taken into account in layoff situations—where an
employee is not laid off because she is the sole support of a family.

A fourth mechanism used by organizations in allocating rewards is distributive justice. Under this approach, employees receive
(at least a portion of) their rewards as a function of their level of contribution to the organization. The greater the contribution (such
as performance), the greater the reward. This mechanism is most prominent in merit-based incentive programs, where pay and
bonuses are determined by performance levels.

Extrinsic and Intrinsic Rewards

The variety of rewards that employees can receive in exchange for their contributions of time and effort can be classified as either
extrinsic or intrinsic rewards. Extrinsic rewards are external to the work itself. They are administered externally—that is, by
someone else (usually management). Examples of extrinsic rewards include wages and salary, fringe benefits, promotions, and
recognition and praise from others.

On the other hand, intrinsic rewards represent those rewards that are related directly to performing the job. In this sense, they are
often described as “self-administered” rewards, because engaging in the task itself leads to their receipt. Examples of intrinsic
rewards include feelings of task accomplishment, autonomy, and personal growth and development that come from the job.

In the literature on employee motivation, there is considerable controversy concerning the possible interrelationship of these two
kinds of reward. It has been argued (with some research support) that extrinsic rewards tend to drive out the positive effects of
some intrinsic rewards and can lead to unethical behavior.'” Consider, for example, the child next door who begs you to let her help
you wash your car. For a young child, this task can carry considerable excitement (and intrinsic motivation). Now, consider what
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happens on a Saturday afternoon when you need your car washed but the child has other options. What do you do? You offer to pay
her this time to help wash your car. What do you think will happen the next time you ask the neighbor to help you wash the car for
free? In other words, when extrinsic rewards such as pay are tied closely to performance (called performance-reward contingency),
intrinsic motivation—the desire to do a task because you enjoy it—can decrease.

Also, it is important to keep in mind that because extrinsic rewards are administered by sources external to the individual, their
effectiveness rests on accurate and fair monitoring, evaluating, and administration. Implementation can be expensive, and the
timing of performance and rewards may not always be close. For example, you may perform well on a task, but unless there is a
way for that to be noticed, evaluated, recorded, and rewarded within a reasonable time frame, an extrinsic reward may not have a
significant impact. Intrinsic rewards are a function of self-monitoring, evaluation, and administration; consequently, these rewards
often are less costly and more effectively administered. For example, even if no one else notices or rewards you for superior
performance on a task, you can still reward yourself with a mental pat on the back for a job well done or a sense of satisfaction for
overcoming a challenge. The implications of this finding will become apparent when exploring efforts to enrich employees’ jobs.

Money and Motivation: A Closer Look

A recurring debate among managers focuses on the issue of whether money is a primary motivator. Some argue that most behavior
in organizational settings is motivated by money (or at least monetary factors), whereas others argue that money is only one of
many factors that motivate performance. Whichever group is correct, we must recognize that money can have important
motivational consequences for many people in many situations. In fact, money serves several important functions in work
settings.'” These include serving as (1) a goal or incentive, (2) a source of satisfaction, (3) an instrument for gaining other desired
outcomes, (4) a standard of comparison for determining relative standing or worth, and (5) a conditional reinforcer where its receipt
is contingent upon a certain level of performance. Even so, experience tells us that the effectiveness of pay as a motivator varies
considerably. Sometimes there seems to be an almost direct relationship between pay and effort, whereas at other times no such
relationship is found. Why? Lawler suggests that certain conditions must be present in order for pay to act as a strong motivator:

o Trust levels between managers and subordinates must be high.

o Individual performance must be able to be accurately measured.

o Pay rewards to high performers must be substantially higher than those to poor performers.
o Few, if any, negative consequences for good performance must be perceived.

Under these conditions, a climate or culture is created in which employees have reason to believe that significant performance-
reward contingencies truly exist. Given this perception (and assuming the reward is valued), we would expect performance to be
: 15

increased.

Pay Secrecy

Secrecy about pay rates seems to be a widely accepted practice in work organizations, particularly among managerial personnel. It
is argued that salary is a personal matter and we should not invade another’s privacy. Available evidence, however, suggests that
pay secrecy may have several negative side effects. To begin, it has been consistently found that in the absence of actual
knowledge, people have a tendency to overestimate the pay of coworkers and those above them in the hierarchy. As a result, much
of the motivational potential of a differential reward system is lost."® Even if an employee receives a relatively sizable salary
increase, she may still perceive an inequity compared to what others are receiving. This problem is highlighted in the results of a
study by Lawler. In considering the effects of pay secrecy on motivation, Lawler noted:

Almost regardless of how well the individual manager was performing, he felt he was getting less than the average raise. This
problem was particularly severe among high performers, since they believed that they were doing well yet received minimal
reward. They did not believe that pay was in fact based upon merit. This was ironic, since their pay did reflect performance. . . .
Thus, even though pay was tied to performance, these managers were not motivated because they could not see the connection.'”

Pay secrecy also affects motivation via feedback. Several studies have shown the value of feedback in motivating performance (see
previous discussion). The problem is that for managers, money represents one of the most meaningful forms of feedback. Pay
secrecy eliminates the feedback.

When salary information is open (or at least when the range of percentage increases within a job classification are made known to
the people in that group), employees are generally provided with more recognition for satisfactory performance and are often more
motivated to perform on subsequent tasks. It is easier to establish feelings of pay equity and trust in the salary administration

system. On the other hand, publicizing pay rates and pay raises can cause jealousy among employees and create pressures on
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managers to reduce perceived inequities in the system. There is no correct position concerning whether pay rates should be secret
or open. The point is that managers should not assume a priori that pay secrecy—or pay openness—is a good thing. Instead, careful
consideration should be given to the possible consequences of either approach in view of the particular situation in the organization
at the time.

concept check

e What is the best appraisal system for organizations to adopt?
e How are rewards tied to performance appraisals?

This page titled 8.4: Reward Systems in Organizations is shared under a CC BY license and was authored, remixed, and/or curated by OpenStax.
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