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SIMILARITIES AND DIFFERENCES IN STRATEGIES

In Exhibit 2.1 we compare compensation strategies at Google, Nucor, and Merrill Lynch. Google is a popular Internet search engine
company. Nucor is a pioneer in recycling steel scrap and other metallics into steel products, including rebar, angles, rounds, channels, flats,
sheet, beams, plate, and other products. Merrill Lynch, now part of Bank of America, a financial services organization that has had an
eventful several years, advises companies and clients worldwide. We will focus primarily on financial advisors (“brokers”) at Merrill Lynch.
(See Your Turn: Merrill Lynch at the end of this chapter.) All three are innovators in their industry. Their decisions on the five dimensions of
compensation strategy are both similar and different. All three formulate their pay strategy to support their business strategy. All three
emphasize outstanding employee performance and commitment. However, there are major differences.
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EXHIBIT 2.1 Three Compensation Strategies

Google Nucor Merrill Lynch
Objectives Emphasis on innovation Focus on customer Focus on customer
Commitment to cost Most productive Attract, motivate, and
containment Highest quality retain the best talent
Recognize contributions Fair, understandable
Attract and reward the best policies and practices
Internal Minimize hierarchy Succeed by working Pay fairly internally
Alignment Everyone wears several hats ~ together Job sized on four
Emphasize collaboration No defined career paths, factors: knowledgesskill,
but many opportunities complexity, business
impact, strategic value
Externally Market leader in pay and Below market for base Market competitive in
Competitive  benefits Market leader for total base and benefits
Unique benefits cash compensation Market competitive in
incentive/bonus and stock
Employee Recognize individual Bonuses based on plant Financial advisors work

Contributions

Management

contributions
Significant stock programs

Love employees, want
them to know it

production and company
profits

Not for everyone
No-layoff practice, but
income fluctuates

under a strong incentive
system based on client
wealth management fees/
commissions and total
wealth of their client base

Understandable,
consistent message

Google, while in fact one of the largest companies in the world with a market value of about $350 billion, positions itself as still being, at
heart, the feisty start-up populated by nerds and math whizzes. It offers all its employees such generous stock options that many of them have
become millionaires. Its benefits are “way beyond the basics” compared to its competitors. (Yes, there is a free lunch, a gym, a grand piano,
bocce courts, a bowling alley, and roller hockey in the parking lot. There is also food: 25 cafés in the company, all free.) Not surprisingly,
Google was named the best company to work for by Fortune in 2007, 2008, 2012, 2013, and 2014 (and in the top four in 2009, 2010, and
2011). Google has traditionally downplayed cash compensation (base plus bonus), but again the current reality is different. For example,
Google was recently ranked #1 on Glassdoor’s list of Top Companies for Compensation & Benefits.! According to Glassdoor, the mean
salary for a senior software engineer at Google is $162,637, compared to the national average of $106,675. A few years ago, Google
implemented an across the board 10% increase in base pay, reportedly based on employee survey results indicating that Google employees
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salary for a senior software engineer at Google is $162,637, compared to the national average of $106,675. A few years ago, Google

implemented an across the board 10% increase in base pay, reportedly based on employee survey results indicating that Google employees
“consider salary more important than bonuses or equity.”> Google also believes in pay for performance. Laszlo Bock, its Head of People
Operations, in his 2015 book, Work Rules!,
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recommends that organizations “Pay unfairly (it’s more fair!)” Bock explains that a small percentage of employees create a large percentage
of the value and that their pay must recognize their disproportionate contributions.

At Nucor Steel, the emphasis is on high productivity, high quality, and low cost products. Nucor provides an opportunity for those who
are willing to work hard to make a lot of money by helping the company be productive and profitable. Consider that in a good year, an
hourly worker can make $75,000 or more per year. That compares to an average annual wage in U.S. manufacturing of about $44,000. In
addition, Nucor has had no layoffs, even when sales dropped from $23.7 billion in 2008 to $11.2 billion in 2009. Thus, when Nucor says in
its corporate mission that it succeeds by “working together” and that all of its customers are important (including employees), its actions
show it takes these words seriously.

Merrill Lynch pay objectives are straightforward: to attract, motivate, and retain the best talent. Merrill Lynch relies heavily on the human
capital of its employees to compete. One of its segments is Global Markets and Investment Banking, an area where a lot of money can be
made, but also where a lot of money can be lost, as we saw during the financial crisis late in the last decade. Our focus here is on the Global
Wealth Management segment and its key group, financial advisors (brokers). For every $10@@million in client assets under management,

about $1 million in fees and commissions are generated.? A financial advisor at Merrill Lynch would| keep roughly one-half of this amount
(referred to as “production™), or about $500,000. A financial associate with client assets of $40 mfion would keep a somewhat smaller
portion, roughly $170,000. There are separate incentives for team production and for adding new clients.*

Merrill Lynch went through a turbulent period, having been acquired by Bank of America in a deal brokered by the U.S. Treasury
Department. However, unlike its former key competitors like Lehman Brothers, which entered bankruptcy, and Bear Stearns, which appears
to have lost its identity within J.P. Morgan after being acquired, Merrill Lynch has retained its separate identity and is structured as a wholly
owned subsidiary of Bank of America. Its compensation approach for brokers, its key employee group, remains essentially unchanged.’

The aggressive pay-for-performance approach at Merrill Lynch was traditionally seen as a key factor in generating substantial wealth both
for shareholders and for many of its employees over the years. However, that same aggressive pay-for-performance approach at Merrill
Lynch (and at its competitors), most notably in the Global Markets and Investment Banking segment is now seen as a key factor in the
“meltdown” in the financial industry. A widely held view is that this aggressive approach led to too much risk-taking (e.g., in areas of the
business like subprime lending and currency trading) and consequently the downfall of firms in the financial industry. So, the same
aggressive approach that was seen as the core of a culture that generated substantial wealth for Merrill Lynch shareholders, and many
employees, subsequently was identified as the culprit in the downfall of Merrill Lynch and its peers. What about going forward? Forbes

Magazine included an article a few years after the acquisition called “Here’s Why Bank of America Loves Merrill Lynch.”® It reported that
net income for the most recent quarter (not for the entire year) from the brokerage unit alone, which then employed about 18,000 financial
advisors, was $547 million. Consider that Bank of America overall had 282,000 employees and a total quarterly profit of $1.45 billion.
Merrill Lynch’s disproportionate (to its size) contribution to Bank of America’s profitability has continued.” You will have an opportunity to
consider this and other issues at Merrill Lynch further in the Your Turn section at the end of this chapter.
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These three companies are in very different businesses facing different conditions, serving different customers, and employing different

talent. So the differences in their pay strategies may not surprise you. Pay strategies can also differ among companies competing for the same
8

talent and similar customers.

Different Strategies within the Same Industry

Google, Microsoft, and SAS all compete for software engineers and marketing skills. In its earlier years, Microsoft adopted a very similar
strategy to Google’s, except its employees “put some skin in the game”; that is, they accepted less base pay to join a company whose stock
value was increasing exponentially.” But when its stock quit performing so spectacularly, Microsoft shifted its strategy to increase base and
bonus to the 65th percentile from the 45th percentile of competitors’ pay. It still retained its strong emphasis on (still nonperforming) stock-
related compensation, but eliminated its longstanding, broad-based stock option plan in favor of stock grants. Its benefits continue to lead the
market. More recently, Microsoft, as CNET put it, “took another step toward middle age” by “significantly scaling back its stock awards for
employees, replacing that with cash.” CNET describes this shift as “implicitly acknowledging that its stock performance isn’t enough [any
more] to retain top talent.” Microsoft has gone from being #8 on the first (1998) list of 100 Best Companies to Work For to being #86 on the
2014 list.!

SAS Institute, the world’s largest privately owned software company, takes a very different approach. It emphasizes its work/life
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SAS Institute, the world’s largest privately owned software company, takes a very different approach. It emphasizes its work/life
programs over cash compensation and gives only limited bonuses and no stock awards. Like Google, SAS is regularly one of the top
companies on the 100 Best Companies to Work For list (e.g., #1 in 2011, #3 in 2012, #2 in 2013, #2 in 2014). SAS headquarters in Cary,
North Carolina, include free onsite child care centers, subsidized private schools for children of employees, doctors on site for free medical
care, plus recreation facilities.!! Working more than 35 hours per week is discouraged. By removing as many of the frustrations and
distractions of day-to-day life as possible, SAS believes people will focus on work when they are at work and won’t burn out. SAS feels, for
example, that programming code written by someone working a 35-hour week will be better than that written by tired employees. Google so
far retains the excitement of a start-up, Microsoft has morphed into “the new Boeing—a solid place to work for a great salary.”'? SAS
emphasizes its work/family programs and work/nonwork balance.

So, all these examples illustrate the variance in strategic perspectives among companies in different industries (Google, Nucor, Merrill
Lynch) and even among companies in the same industry (Google, Microsoft, SAS).

Different Strategies within the Same Company

Sometimes different business units within the same corporation will have very different competitive conditions, adopt different business
strategies, and thus fit different compensation strategies. The business units at United Technologies include Otis Elevator, Pratt & Whitney
aircraft engines, Sikorsky Aircraft, Climate Controls/Security, Aerospace, and Building/Industrial Systems. These businesses face very
different competitive conditions. The Korean company SK Holdings has even more variety in its business units. They include a gasoline
retailer, a cellular phone manufacturer, and SK Construction. SK has different compensation strategies aligned to each of its very different
businesses.'?

A simple, “let the market decide our compensation” approach doesn’t work internationally either. In many nations, markets do not operate
as in the United States or may not even
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exist. People either do not—or in some cases, cannot—easily change employers. In China, central Asia, and some eastern European
countries, markets for labor are just emerging. Even in some countries with highly developed economies, such as Germany and France, the

labor market is highly regulated. Consequently, there is less movement of people among companies than is common in the United States,
14

Canada, or even Korea and Singapore.
The point is that a strategic perspective on compensation is more complex than it first appears. So we suggest that you continue to read
this chapter.

STRATEGIC CHOICES

Strategy refers to the fundamental directions that an organization chooses.'> An organization defines its strategy through the tradeoffs it
makes in choosing what (and what not) to do. Exhibit 2.2 ties these strategic choices to the quest for competitive advantage. At the corporate
level, the fundamental strategic choice is: What business should we be in? At the business unit level, the choice shifts to: How do we gain
and sustain competitive advantage in this business? At the function level the strategic choice is: How should total compensation help this
business gain and sustain competitive advantage? The ultimate purpose—the “so what?”—is to gain and sustain competitive advantage.

EXHIBIT 2.2 Strategic Choices

Corporate objectives,
strategic plans,
vision, and values

« What business
should we be in?

« How do we win (gain
competitive advantage) —>
in those businesses?

Business unit
strategies

« How should HR help us win? ——— HR strategies
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« How should HR help us win? —— HR strategies

Social, competitive,
and regulatory
environment

Strategic
compensation
decisions

» How should total
compensation =
help us win?

Compensation
systems

Employee
attitudes and
behaviors

Competitive
advantage

A strategic perspective focuses on those compensation choices that help the organization gain and sustain competitive advantage.
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SUPPORT BUSINESS STRATEGY

A currently popular theory found in almost every book and consultant’s report tells managers to tailor their pay systems to align with the
organization’s business strategy. The rationale is based on contingency notions. That is, differences in a firm’s business strategy should be
supported by corresponding differences in its human resource strategy, including compensation. The underlying premise is that the greater
the alignment, or fit, between the organization and the compensation system, the more effective the organization.'®

Exhibit 2.3 gives an example of how compensation systems might be tailored to three general business strategies. The innovator stresses
new products and short response time to market trends. A supporting compensation approach places less emphasis on evaluating skills and
jobs and more emphasis on incentives designed to encourage innovations. The cost cutter’s efficiency-focused strategy stresses doing more
with less by minimizing costs, encouraging productivity increases, and specifying in greater detail exactly how jobs should be performed.
The customer-focused business strategy stresses delighting customers and bases employee pay on how well they do this.

Other business strategy frameworks rely on similar ideas. In Michael Porter’s strategy work, firms that cut costs would be said to follow a
cost leadership strategy, while those that seek to provide a unique and/or innovative product or service at a premium price are said to follow
a differentiation strategy. Likewise, Miles and Snow refer to defenders as those that operate in stable markets and compete on cost, whereas
prospectors are more focused on innovation, new markets, and so forth.!” These are known as generic strategy frameworks. Conventional
wisdom would be that competing on cost requires lower compensation, whereas competing through innovation is likely to be more
successful with high-powered incentives/pay for performance.

EXHIBIT 2.3 Tailor the Compensation System to the Strategy

Compensation
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EXHIBIT 2.3 Tailor the Compensation System to the Strategy

Strategy

Innovator: Increase
Product Complexity
and Shorten
Product

Life Cycle

Cost Cutter:
Focus on Efficiency

Business Response

Product Leadership
Shift to Mass
Customization

e Cycle Time

* Operational Excellence
Pursue Cost-Effective
Solutions

HR Program Alignment

e Committed to Agile,
Risk-Taking, Innovative
People

* Do More with Less

Compensation
Systems

* Reward Innovation
in Products and
Processes

* Market-Based Pay

® Flexible—Generic Job
Descriptions

* Focus on Competitors’
Labor Costs

o Increase Variable Pay

e Emphasize Productivity

e Focus on System
Control and Work
Specifications

Customer Focused: o Deliver Solutions to e Delight Customer, e Customer Satisfaction

Increase Customer Customers Exceed Expectations Incentives

Expectations * Speed to Market e Value of Job and Skills
Based on Customer
Contact
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Most firms, however, do not have generic strategies. Instead, as our discussion below suggests, they tend to have aspects of cost and

innovation. Likewise, compensation strategies do not necessarily line up neatly with generic business strategies.'s Lincoln Electric, Nucor,
and Southwest Airlines rely heavily on cost leadership in their strategies, but pay their employees well above market (e.g., using stock and
profit sharing plans) when firm performance is strong. SAS follows a customer and innovation strategy, but uses little in the way of pay for
performance. If you think about it, if a particular business strategy automatically meant that a particular pay strategy would work best, there
would not be much need for managers. These generic business strategy and pay strategy ideas are a good starting point.'® But, to do better
than its competitors, a firm must consider how to fashion its own unique way of adding value through matching its business strategy and pay
strategy.2?

How do Google, Nucor, and Merrill Lynch fit into these generic business strategies? Look again at Exhibit 2.3. At first pass, Google
might be an innovator and Merrill Lynch customer focused. Nucor is an innovator in its capability to recycle scrap steel while also being a
edicated cost cutter and productivity-focused. Yet managers in these companies would probably say that their company is a combination of
all three descriptors. Merrill Lynch is also an innovator in financial investment derivatives and seeks to control costs. So like our discussion
of yin and yang in Chapter 1, the reality for each company is a unique blending of all three strategies.

It also follows that when business strategies change, pay systems should change, too. A classic example is IBM’s strategic and cultural
transformation. For years, IBM placed a strong emphasis on internal alignment. Its well-developed job evaluation plan, clear hierarchy for
ecision making, work/life balance benefits, and policy of no layoffs served well when the company dominated the market for high-profit
mainframe computers. But it did not provide flexibility to adapt to competitive changes in the new century. A redesigned IBM no longer sells
the PCs they popularized. Instead, IBM describes its current strategy as having a “focus on the high-growth, high-value segments of the IT
industry.” It notes, for example, that it “has exited commoditizing businesses like personal computers and hard disk drives.” IBM describes
its current global capabilities as including “services, software, hardware, fundamental research and financing” and that this “broad mix of

businesses and capabilities are combined to provide business insight and solutions for the company’s clients.”?! Exhibit 2.4 depicts IBM’s
“New Blue” approach to executing its strategy. A new business strategy meant a new compensation strategy. At IBM, this meant
streamlining the organization by cutting layers of management, redesigning jobs to build in more flexibility, increasing incentive pay to more
strongly differentiate on performance, and keeping a constant eye on costs. IBM changed its pay strategy and system to support its changed
business strategy.
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EXHIBIT 2.4 IBM’s Strategic Principles and Priorities in Strategy Execution

Principles

1. The marketplace is the driving force behind

everything.

Priorities

1. Delivering business value

2. Offering world-class open infrastructure




