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I. INTRODUCTION

Recent theoretical work on the design of optimal
employment contracts has increased our awareness of the wide
range of explicit and implicit agreements that cen influence the
relationship between employers and employees. This work has also
increased our understanding of the factors that influence the
efficiency of particuler contract forms. The gains from formal
modelling of the employment relationahip have not come without
cost, however. In particular, this approach has led to neglect
of a variety of factors that are treated in the industrial
relations literature aa influencea on the nature of the
employment relationship. These include the abilities and
preferences of managers, the rules under which workers are hired
and fired, and the process by which the emplcyment contract is
formulated (cf. Dunlop, 1984b).

The purpose of this paper is two fold. First, we |
demonstrate the value of economic models of the enployment ‘
contract in answering the following real world question: Why |
have almost all performance-based compensation plans for public
school teachers failed? Second, we show that it is necessary to
consider elements of the employment relationship excluded from
formal models to answer a second question: Why have a faew
performance-baaed coapensation plans survived for an extended
period of time in particular school districts?

At this point, many readers may ask: What general
lessons about the employment relationship can be learned fiom
studying public education? We think a great deal can be learnad
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for three reasons. First, performance-based contracts for

teachers have been triec in a great many school districts ove:

the last 70 years. Consequently, there is a long track r cord of
natural experiments that can be examined. Second, a central
theme of recent theoretical work is that the technology of an
sctivity plays a critical role in determining the type of
employment contract that ia efficient for that activity.l The
existence of a large body of literature on the “technology" of
schooling providea the opportunity to demonstrate the role
technology plays in influencing employee responses to different
contract forms in the education industry. Third, we were able to
identify and study in detail six school districts that have used
performance-based compensation plans for at least five years.

These case studies provide a great deal of evidence about the

characteristics of surviving plans in education--characteristics
that may also be important elements of successful

performance-based compensation plana in other indusatries.

II. COMPENSATION OF PUBLIC SCHOOL TEACHERS

A. Uniform Salary Scales

More than 99 percent of the public school teachers in the
United States work in districts that employ uniform salary
scales. Under such contracta, a teacher’s salary is determined
exclusivaely by educational credentials and years of teaching
experience. All teachers with the same credentials and
experience receive the same salary, irrespective of subject
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specialty or perceived perforaance. Typically each school
district sets its ow; salary scale, or negotiates it with the
local teachers’ union through collective bargaining.

The limitations of uniform salary scales have been well
documented: no financial reward for superior performance; no
financial penalty, short of dismiasal, for inferior performance
(Hanushek, 1981). Many critics of uniforam salary schedules argue
that improvement in the quality of education offered by public
schools requires a change from unifora salary schedules to a
compensation scheme that bases individual teachers’ compensation
on their performance. Ir. education circles, such
perforaance-based compensation plans are called merit pay.

We define merit pay as a compensation system in which the
pay of individual teachers depends on t£eir succeas in teaching
their studenta, as meagsured either by student teat score gains,
or by supervisors’ evaluations of teacher actions in the
classroom. Clearly, this is a narrow definition. Aa we explain
in Sectiop V, however, a broader definition raises questions
about what does and what does not constitute performance-based

compensation.
B. A Brief History of Merit Pay

Merit pay in an old idea. In 1918, 48 percent of United
States achool districts sampled in one study used merit pay
(Evendon, 1918, as reported in Johnson, 1984). Little is known
about these early plans, except that moat did not last. In 1923,
the National Education Association (NEA) reported that 33 percent
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of sampled districte used merit pay. In 1928, a subsequent NEA
survey reported that.IB percent of districts surveyed awarded
nerit pay.

Interest in merit pay wanad during the 1940as and early
1950s, as the vast majority of public achool districts adopted
uniform salary schedules. Between 1939 and 1953, the percentage
of school systems in cities with more than 30,000 population that
used merit pay fell from twenty to four (Porwoll, 1979, p.26).

Sputnik rekindled interest in merit pay. During the
19608, approximately 10 percent of United States school districts
had merit pay plans. Most of these plans fared no better than
their predecessors. By 1972, the percentage of districts using
merit pay had fallen to 5.5 percent (Porwoll, 1979). A 1978
survey of the 11,500 U.S. school districts with enrollments of
300 or more students found only 115 with merit pay plana (4
percent of the districts that responded to the survey; 1 percent
of districts to whom the questionnaire was sent). Moreover, the
majority of diatricts that reported having tried snd dropped
merit pay indicated that their plans lssted lesa than five Yyears
(Porwoll, 1979, p.41).

Thus, the history of merit pay suggests that interest in
paying teachers according to merit endures, but attempts to use
merit pay do not. Moreover, the geographical end temporal nature
of the evidence indicates that tsacher union resistance cannot
account for the demise of most merit pay plana. We must aearch
for other explanations, and the framework provided by the optimal

contracts literature is useful in guiding this search.




IIT. WHY MOST MERIT PAY PLANS FAIL

A. A Framevork for Analysic

While there are differen.es in emphasis, all econonmic

explanations of the existence of particular contract forms are

based on the following assumpnptions:

1.

Contracts that exist and have endured for an extended
period of time in a corpetitive environment are
efficient.

Workers’ preferences are not completely consonant with
the employing organization’s goals. If there are no
adverse consequences, workera prefer to work less hard
than the organization would like. We will adopt
Alchian’s and Demsetz’s (1972) term, shirking, for
such behavior.

Monitoring the output or tha actions of workers ia
costly.

Inperfect monitoring will induce workars to attempt
behavior that makes them appear productive relative to
other workers, but in fact is contrary to the goals

of the organization. Williaason (1975S) labelsa such
behavior, opportunistic, and defines it as

self-interest seeking with guile.

Optimal contract design requires finding the terma that

involve the most efficient tradeoff between cost of monitoring

and loss from shirking or opportunisam. Efficient contract teras
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will vary among organizations and types of work due to
differences in the cosc of monitoring output or worker actions,
and differences in the potential for opportunistic behavior. In
the next sections we explore the extent to which this contracting

framework explainsa the failures of two types of merit pay.

B. Two Models For Marit Pay

1. Payment by results

Approximately 30 percent of U.S. workers in manufacturing
are eaployed under piece rate contracts, the most common form of
payment by results (Pencavel, 1977; Seiller, 1984). Piece rate
contracts are efficient when the true contribution of the
individual worker to the firm’s output.can be measured at
relatively low cost. Commercial laundries’ (typically implicit)
contracts with workeras who iron shirts provide an example. The
number of shirts ironed provides a good measure of the worker’s
contribution to the firm. Consumer complaints provide a check on
quality. Multiple dimensions of output can be managed by
providing a schedule of piece rates for different types of
clothing.

As Pencavel (1977) explains, plece rate contracts
sometimes elicit opportunistic behevior such as collusion among
workers for the purpose of preventing a change in the piece
rates, and neglect of machine maintenanca. For many types of
work, however, the costs of euch opportunisn are outweighed by
the advantages that piece rate contracts have over contracts that
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atteaapt to control opportunian by monitoring worker actions. In
particular, piece-rate contractas result in self-selection of
productive workers to the firm, thereby reducing the transaction
costs associated with selecting able workers. Piece-rate
contracts also provide strong incentive for workers to find the
aost rapid way to iron shirts. High productivity results in
invediate rewards; shirking results in immediate penalty.

Why haven’t merit pay plans that compensate teachers on
the basis of their output, measured, for example, by student test
score gains, become populer? (Such compensation plans have
recently been advocated in several states (cf. The Nation
Responds, 1984, p.45)). One reason concerna incentives. Any
explicit algorithm for compensation based on student test score
gains creates a specific price--a piece rate--for each student’s
test score gain in each subject area. For example, an algorithm
that bases compensation solely on average reading score gains
implicitly places a zerc price on student gains in other subject
areas. Moreover, it places an equal weight on each student’s
gain. If teacher time is viewed as & private good (time spent
with one scudent reduces tine available for other students), then
this algorithm creates incentives for teachers to allocate time
so that the last unit of time spent with any child yields the
same expected test score gsin.

There is limited evidence that teechers do respond to
payment by results by allocating their time to specific sub,ect
areas and children. For example, in the middle of the 19th
century in England, elementary school teachers worked under a

payment by results plan that based their compensation on the




nusber of children who acquired a set of narrowly defined skills.

This led to a narrowing of the curriculum to exclude all
nontested skills, including many skills that were perceived to be
important, but were difficult to test (Coltham, 1972).

Other evidence comea from the performance contracting
experiments sponsored by the Office of Economic Opportunity in
the early 1970s. In these experiments, private firms provided
reading instruction to public school children with the firm’s
compensation dopendant‘on atudént 1.est score gains. In at least
one of the sites, teachers concentrated their time on children in
the middle of the test score distribution, neglecting children at
the top of the distribution, who would advance well on their own
(test score gains above a threshold were not rewarded), and
children at the bottom of the distribution, whose test scores
would not reapond to modest additional amounts of teacher time
(Gramlich and Koshel, 1973).

Why are the responses of teachers to the incentives
implicit in the test score algorithm problematic? 1If different
time allocations among subjects and students are desired, why not
simply alter the algorithm, for exanple, by giving positive
weight to akill development in more skill areas, and perhaps by
weighting achievenent gains cf some children more than those of
others? There are two problems with this solution: lack of
consensus about the appropriate weights, and the nature of
teachers’ work. Consider each problem in turn.

Most policy debates about public education avoid the
divisive topic of weights--at its core, a diacusaion about whose
education matters the most. Instead of explicitly debating what

-8_

16




the weights should be, it is common in public education to
delaeagate reaource aliocction decisions to teachers and
administrators, with the inoperable admonition that they provide
every student with the opportunity to fulfill his or her
potaential. Such delegation is not consistent with the design of
contracts that pay teachers on the basis of their output.

I1f the lack of consensua on weights were the only problem
in paying teachers on the basis of their students’ progress, one
would expect to see more extensive use of such compensation
gchemes in private schools, where, presumably, family choice
leada to greater agreement on school goals. The limited
available evidence suggests that performance based pay for
teachers is relatively rare in private schools, however. In
1983, only seven percent of Catholic high sachools used any form
of merit pay, and none of those achools base pay differentials on
student test score gains (The Catholic High School: A National
Portrait, 1985).

Why aren’t teachers paid on the basis of their students’
test score gains, even in organizations in which there is
relatively high consensus on yoals, and contract form is
managerment’s prerogative? We believe that the answer concerns
the nature of the work in schools. Even in schools in which
there isa a high level of conaensua on goals, the goala are
multidinensional--for example, raise the average reading level in
each class, and eliminate drugs and violence Zrom the school.
While it may be reasonable to attribute the average reading gain
of a group of students to a particular teacher working with
students behind a closed classroom door, it is not possible to
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measure each teacher’s contribution to the second goal. 1In fact,
elininating violence.end drugs from a school requires that
teachers open their classroom doore and work ag a team to monitor
students’ actions while not in class. If teachera’ pay is based
solely on success in raising reading scores, teachers have atrong
incentives to keep their clasaroom doors closed, and neglect the
teanwork outside of classrooma that contributes to accomplishment
of the second goal.

Managers (i1.e. school principals) as well as teachers
realize that much of the important work in achools muat be done
by teachers working together and that compensation algorithnms
that reward only those dimenaions of performance for which each
teacher’s contribution can be measured create perversae
incentives. This may explain why paying teachers on the basis
of their students’ test acores is extraordinarily rare in
American education.

The significance of teamwork and the presence of school
principals who have direct supervisory functions suggests the
poasibility of basing teachers’ compensation on principels’
evaluations. In fact, thias ia the common model for merit pay,
and we consider it in detail in the next secticn.

In concluding this section, it ia appropriate to point
out that advocates of paying teachers on the basis of their

students’ test score gains might make the following argument:

The issue ia not lack of consensus on goals, or the
nature of teachers’ work. The real issue is giving merit

pay a chance. All previousa merit pay plans have provided
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only modest performance-based ._onuses added to a pay
level dictatad by a uniform salary scale. Thaese bonuses
are not large enough to attract talented entrepreneurs to
teaching--people who have the skills to respond
aggressively to incentivea, and the desire to do so. The
promise of merit pay comes from the attraction of such
people to teaching, not from motivating the existing

teaching force to better performance.

it is not possible to respond definitively t¢ this
argument since there have been only a few experiments in which
teachera’ pay has been based on their studenta’ acadenmic
pertformance, and the evidence on the results of these experiments
is very limited. One can only ask why the experiments did not

last or bc.ome more wideapread?

2. Compensation depends on supervisor’s evaluation

Economic models (e.g. Alchian and Denmsetz, 1972; and
Williemson, 1975) posit that contiacts in which compensation
depends on supervisors’ assessments of individual workers’
actions are efficient when the £o0llowing conditiona are
satisfied:

1. the true contribution of each worker to the firm’s
output cannot be measured directly, @ither b&cause
erployees work in teams and only team output can be
measured (Alchian and Dewsetz, 1972), or because
attempts to measure individuals’ outputs would lead to
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undetected opportuniatic behavior (Williamson, 13795).

2. the relationships between worker actions and worker
contribution to firn‘output are well-defined 8o that
supervisors can accurately eatimate individual
workera’ contributions by observing their behaviors.

3. monitoring worker actions imperfectly will not result
in undetected opportuniam.

4. the cost of monitoring worker actions is low relative
to the cost of the shirking that would take place in

the absence of monitoring.

Alchian and Demsetz (1972) provide the example of
workers unloading a truck:
clues to each input’s productivity can be secured by
obsarving behavior of individual inputs. When lifting
cargo into the truck, how rapidly does a man move to the
nex. niece to be loaded, how many cCigarette breaka does
he take, does the item being lifted tilt downward toward

hia aside. (p.780).

We agree that fulfillment of the four conditions listed
above permits the efficient use of supervisors’ ratings to divide
workera doing the same jJob into three groups: a minority of
exceptional workers who will be promotad to a higher paying
assignment, a minority whose poor performance dictatee dismiasal,
a large group that will continue to do the same job at the same
common rate of pay. However, a system of merit pay for workera

who will continue to do the same Jow requires that supervisors
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make much nmore fine-grained diatinctions among workers. We
believe that auch a systen is efficient, relative to
alternatives, only when the following fifth condition is also

sat'sfied:

5. Workers must accept that supervisors’ ratings usually
reflect productivity differences, and are not routinely
biased by undetected opportunistic behavior. Fulfiilnent

of this condition requires that supervisors be able to

anawer convincingly the following questions posed b9

workeras:
a. Why is worker x being paid more than I um?

b. What can I do to earn higher pay?

Why this fifth condition? The reason is chat workers’
reactiona to incentive pay depend critically on their perceptiona
of the justice of the system. While perception of justice is not
a concept that lends itaelf to formal modelling, and consequently
he¢.a not been considered in recent theoretical work on optimal
employment contracts, the idea does play an important role in the
industrial relations literature (Dunlop, 1984a). Moreover, it is
also present in earlier economic analyses of the employment
relstionship. For example, J.R. Hicka (1963), in hie Commentary

on his own Theory of Wages wrote:




The labor market is--by nature, and quite independent of
Trade Union organization--a very special kind of a market
which is likely to develop ‘social’ as well as purely
economic aspecta... For the purely econoaic
correspondence between the wage paid to a particular
worker and his value to the employer is not a sufficient
condition for efficiency; it is also necessary that there
should not be strong feelings of injustice about the
relative treatment of different employees (since thesae
would diminish the efficiency of the team)....Wage rates
are more uniform both hetween workers, and over tinme,
than they would be if the labour market worked like a

commodity market. (1963, p. 317).2

More recently, Williamson (1975, p.38) has introduced the
criterion, "a satisfying exchange relation," in describing the
necessary conditions for a satable employment relationahip.
Implicit in his usage is the notion that optimal contract form
depends on more than the conditions that have, to this date, been
modelled formally. We suggest that a good test of whether a
contract that bases employees’ compensation on supervisors’
ratings provides a "satisfying exchange relation® is whether
supervisors can answer convincingly the two questions posed in
our fifth condition.

We believe that in most experiments with merit pay for
teachers, supervisors (typically school principals) have not been
able to answer convincingly questisna about why teacher x is paid
more than teacher y, and what teacher y ghould do to earn higher
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pay. Moreover, we beiieve that the lack of convincing answers to
these questions contfibutes in a central way to the low morale
and “"problems of administration,"”™ that are cited in a recent
survey as the primary reasones &chool districtas drop merit pay
(Calhoun and Protheroce, 1983).

Supervisors’ inability to justify fine-grained
distinctions among teachers stems from two characteristics of
teaching. First, there are no well-defined teaching techniques
that are consistently s.perior to alternatives in helping
children to learn.3 Consequently, supervisors cannot Juetify the
suparior ratings given to a few teachers by pointing to their use
of teaching techniques that are generally acknowledged to result
in higher levels of student learning than alternatives.

Second, the nature of teaching is such that experienced
teachers do have knowledge that they can use opportunistically
without detection. Minimizing participation in the critical
teamwork needed to keep schools free of violence and drugs is one
example. A second is not sharing teaching materials. A third is
using friendships with parents, developed through teaching
several children in the same families, to spread rumors about
other teachers’ incompetence. The asignificance of the potential
for opportunistic behavior 1s suggested by one study that asked
superior teachers, as designated by their asupervisors, about
merit pay. These teachers, who would gain financially under
merit pay, stated that they would not work undevr this
compensation system because of the negative effect it would have
on teamwork and morale (Jackson, 1968).

Two interesting pieces of information suggest that public
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education’s experience with merit pay is not atypical, and that
contracts basing coméensation of workers with the asame )job
definition on supervisors’ ratings are not common in for-profit
educational inastitutions, or in other sectors of the econonmy.
The first is the compensation policy of Stanley Kaplan, the
largest of the for-profit firms aspecializing in preparing
students to take standardized tests, such as the Scholastic
Aptitude Test. Stanley Kaplan does monitor the performance of
its teachers closely, in part by observing them in the classrocn,
and to an even greater extent, by soliciting student evaluations
of each teacher’s performance. In fact, students are quick to
cumplain when the quality of instruction does not justify the
cost of the course. Kaplan uses the feedback from atudents in
deciding which teachers to dismisa. The firm does not use this
information in determining individual teacher’s compenastaion,
however. 1In fact, teachers who work for S:anley Kaplan are paid
in much the same way public school teachers are paid. All
teachers are paid according to a salary scale that baseas
compensation on experience--on the number of courseas taught.
There are no bonuses for superior performance.

We askaed the personnel directof of Stanley Kaplan why the
firm does not use performance-based pay. Her anawer included
these points. All Stanley Kaplan teachars are effective; those
who are not are dismissed. There are some teachers who are
superstars, and the firm has considered paying bonuses to these
teachera. The firm has rejected this plan becauee of the
perception that the positive impact bonuses might have on the
performance of the superstars would be more than offaet by
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negative effects on the performances of effective teachers who
believe themsalves to be as good as the superstars.

In the context of our paper, the Kaplan evidence can be
interpreted aa implying that performance-based compensation would
not provide a “satisfying exchange relation®” even when management
can make relatively accurate fine-grained distinctions among
workers because the merely good teachers would not be convinced
of the superior performance of somne of their co-workers. As &
result, the responses to the pay differentials would not further
the goals of the organization.

The second piece of evidence is Medoff and Abrahanm’s

(1981) report that pay differentials among employees with the

same job classification in a ﬁajor corporation were not explained

by supervisors’ performance evaluations. This leadas us to wonder
whether contracts that baae pay differentials among workers with
the same j10b definition on supervisors’ evaluations, the model
for merit pay, may in fact be rare in the private asector.

We want to be clear about what we do and do not mean.
argue that a primary reason for the failure of most merit pay
p.ans is supervisors’ inability to Jjustify fine-grained
productivity distinctions among teachers. We conjecture that
this is true in many other activities as well; as a result,
contractas that base compensation of workers with the same job
definition on aupervisors’ evaluations may be quite rare. We do
not mean that supervisors cannot identify the very best and the
worst workers., For many activities, including teaching, they
can. Moreover, using such distinctions to determine which
workers are promoted, and which are fired, is a common element of
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personnel policies in many organizationa. However, this type of
emnployment relationeﬁip ie not a model for merit pay, when the
term implies, as it does in publiic education, pay differentials

based on doing the same job differentially well.

IV. WHY DOES MERIT PAY SURVIVE IN SOME SCHOOL DISTRICTS?

A. Our Research Strategy

1f merit pay is indeed a relatively inefficient contract
form for public school teachers, why do merit pay plans aurvive
in a few districts? Are the districts atypical? Are the
provisions of the merit pay plans atypical? What can be learned
from these exceptions about the nature of the employment
relationship?

We began our search for the answers to these questions by
identifying school districts that have used merit pay for a
number of years. Two Educational Research Service (ERS) reports
were helpful in this regard. The first (Porwoll, 1979)
identified 115 school districta in the U.S. that used merit pay
in 1978. The second (Calhoun and Protheroce, 1983) reported the
results of a survey that inquired whether each of these 115
districts was still using merit pay in 1983, and if not, why not.
We used the 47 districts that reported in the 1983 asurvey that
they were still using merit pay as the population from which we
selected districts for study.

We had hoped to identify urban diatricts within this
population. The reascn is that, since urban districts are
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thought to have particular.y serious problems with poor teaching
performance and low ieacher morale, analysis of enduring merit
pay plans in urban districts might provide important insights
about the factors that contribute to the success of
performance-based contracts for teachers. We found no urban
districts with long-lived merit pay plans. 1In fact, we could not
find even one documented case of a large, once-troubled school
district that had successfully used merit pay to improve its
performance. To the contrary, one of the atriking aspects of the
1ist of districts with enduring merit pay is the large percentage
of very small districts serving relatively homogeneous student
populations. Moreover, these districts ternd to use very small
amounts of money as merit pay bonuses.

We then looked for districts that had used merit pay for
at least five years and either used pay differentials of at least
$1000, or served more than 10,000 students. We found seven
districts that met these criteria. We spent several days in six
of these districts interviewing teachers and administrators with
the goal of learning how each merit pay plan worked and what

teachers’ and administrators’ reactions to the plans were.

B. Characteristics of the Districts

The six districts that we visited vary in size, from 2300
atudents to 60,000 studenta. Three are located in the southwest;
one in the northeast: one in the midatlantic region and one in
the northcentral region of the country. Two districtas have
collective bargaining: the union role in the other four is
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ingignificant.

All of the six districts are considered to be among the
best in their geographical area--piaces where teachers like to
work, and where parents pay housaing premiums to aend their
children to the public schools. 1n evaluating +he role merit pay
plays in contributing to these districts’ success, it is
important to focus firat on other attributes that the districts
have in common. All of the districts have salary schedules (to
which merit pay is added) that are above average for their
geographical area. The high salaries and good working conditionsa
permit these districta to be salective in choosing among
applicants for teaching positions. Tnese districts also dismise
teachera judged to be incompetent (anc are preasured by parenta
to do 80). This practice has not b:en resisted by teachers’
unions in the two districts with relatively powerful unions.
Union leaders in these districts stated that they made sure that
due process was observed, but that 1! was not in the union’s
interest to protect incompetent teachers.

These common characteristice of achool districte with
enduring merit pay p’'ana suggest two related pointa about the
nature of the employment relationship. First, contract form is
only one determinant of an organization’s ability to attract,
retain, and motivate high quality workers. Focuaing exclusively
on the terms of employment contracts (whether explicit or
implicit) can result in negle.t of other critical determinants,
such as nonpecuniary attributes of jobs and recruitment
practices. Second, employee responses to performance-based
enployment contracts cepend critically on these other
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determirants of the employment relationship. For example,
employees with favorable working conditions may respond
differently to performance-hased pay differentisls than employees
with unfavorable working conditiona. This is part of the

reason why merit pay does not survive in urban districts, but

does in a amall number of relatively affluent suburban districts.

C. Characteristics of the Merit Pay Plans

wWwhy did merit pay survive in our six districts while it
was dropped by a large number of diatricts with similar profiles?
The answer lies in part in the strategies used to make merit pay
a "gsatisfying exchange relation.” These districts all found
strategie@s for dealing convincingly with the questions: Why does
teacher x get paid more than I do? What can I do to earn higher
pay? The atrategies consist of varying combinationsa of four
themes: extra pay for extra work; make everyone feel special;
make the program inconspicuous, and legitimation through

participation.

1. Extra pay for extra work

One common theme in the long-lived merit pay plans is
that the definition of performance is altered so as to reduce
enphasis on classroom teaching, and increase emphasis on
completion of tasks outside the clasaroom. For exampls, the
aumerical rating system used by one district to determine merit

pay awards gives school and community service the same weight as
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classroom performance. Another district requires that a teacher
complete aix outside-activities to be eligible for merit Ppay.

A complementary practice is to rake the teacher
responsible for documenting that e or she is worthy of merit
pay. &As part of the merit pay application process in several
dis:-:ricts, teachers had to prepare lengthy documents descrabing
their accomplishments and providing evidence in the form of
testimonials from colleagues and parents,

These practices, which we call extra pay for extra work,
provide one set of relatively convincing ancwers to the two
questions teachers raise about merit pay. Adminiastrators can
clearly state that teacher x received merit pcy because he
devoted time to organizing & variety of activities and to
documenting his accomplishmenta, both in the classroom and
outside the classroom. If another teacher wants merit pay, he
can do these same things. To the extent that merit pay is
perceived to be extra pay for extra work, it may evoke no more

hoastile reactions from workers than voluntary overtime does.

2. Make everyone feel special.

A second theme 18 to quietly award merit pay to almoat
all teachers. This strategy is most pronounced in one district
in which a numerical rating syatem is used to deternmiae whether
teachers who ask to participate in the merit pay system receive
an award of S0, s$500, s$1010, $1500, or $2000. Teachera whom we
interviewed were unaware of the distribution of actual awards,
but typically were pleased that they received a substantial
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award. In fact, every teacher who volunteered to participate in
the merit pay program (over S0 percent of eligible teachers in
the district) received a positive award, and 85 percent of the
teachers received either $1500 or $2000.

We suspect that the bunching of the ratings at the top
of the scale and the relatively small monetary differential
between the top two awards 18 important in minimizing ill-feeling
on the part of teachers in schools headed by hard grading
principals. In this distract, having the principal be a hard
grader means that the productive teacher gete a $1500 annual
bonux instead of a $2000 bonus.

in effect, the "make everyone feel special’ strategy
deals with teachers’ potentially destructive questions about
merit pay by reducing the number of teachers who ask. We £ind it
interesting that this strategy was particularly evident in the
two districts in our sample that have had merit pay for more than

twenty Yyears.

3. Make merit pay inconspicuous.

In several districts, the design of the merit pay systenm
is such that the incentives are of little interest to a large
percentage of the teachers. For example, in one district,
eligibility for merit pay requires ten years of service,
completion of six activities outside the classroon, anc
satisfactory performance evaluations. The reward for fulfillaing
these requirements is $600 (somewhat more, if coupled with
advanced degrees). Only 40 percent of the teachers in this
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district who do fulfill the length of service requirement choose
to participate in thé voluntary merit pay plan.

In another district, teachera can apply fur one of four
different award levels, with each level having diffarent
reéuirenents. While the award levels are sizeable, $1000 for
laval I, $4000 for level IV, the requirements are so demanding
that only twelve percent of the teachers apply for any levei
(two-thirds of these teachers receive awards). For exanple, the
level IV raquirements include a Master’s Degree and 30 hours cf
graduate credits, superior teaching skills, as demonstrated, for
examp'e, by “"representing the district at the state or national
level as a resource person, chairperson, or cCommittee wamber,
and superior professional contributions, as demonstrated, for
example, by serving *"in an official capacity in the management of
the professional asaociations or organizatione related to a
specific field of study" (quotations from school district
deacription of performance based compensation plan). For the
vast majority of the teachers in this school district, the
financial awards do not justify the extra work.

In all of our districts, merit pay has a low profile. In
part, this stems from the perception that merit pay is something
alrost any teacher could earn, but that the financial rewards do
not justify the extra work. Another element is that teachers are
urged not to discuss with colleagues either who receives merit
pay or the amount of the awards. In these districts, where most
teachers like their jobs, the primary effaect of secrecy seems to
be to reduce teachers’ interest in merit pay and thereby to
reduce the number of teachers who ask the hard questions about
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why some teachers get merit pay, and others don’t.

4. Legitimation through participsation.

One fina) attribute of merit pay in our diatricts

concerns the process by

whiclh the programs were deasigned. 1In all

of the diastricts, teacners played a significant role in the

design of the merit pay
districts that have had
system has been revised

complaints. We believe

plans. Moreover, in each of the two
merit pay for more than twenty years, the
several times in response to teacher

that teachers’ participation in the

design, and redesign, of the merit pay plans contributes to their

longevity. One reason is that the process of participation

reveals  nformation about teachers’ preferences, information that

is cricical irn predicting teachers’ responses to incentives, but

is extremely difficult to collect. A second reason is that

participation Creates the impression that merit pay is not a

system thrust upon teachers, but rather one they helped to

create. Seen as such, teachers may atill ask why some teachers

get merit pay and others don’t, but the intensity wi’'h which the

questions are asked is diminished, since teachers recognize that

if many of ther find the progran objectionable they can change

1t.




V. THE NATURE OF THE EMPLOYMRENT RELATIONSHIP

As the observant reader will already have concluded,
merit pay in the districts we studied does not satisfy the strict
definition of merit pay stated in Section II--pay dependent on
success in teaching students, as measured either by student test
score gains, or by supervisors’ evaluations of teacher actions in
the classroom. This raises two questions: Does merit pay, as it
actually operatea, have any influénce on the performance of the
achool districts we studie&? Do the history of merit pay
failures and the characteristics of merit pay plans that survive
provide insights into the nature of the employment relationship?
We consider these questions in turn.

In our six districts, merit pay does not appear to be
either a powerful control on shirking or a powerful stimulus to
superior performance. It does, however, appear to contribute to
the overall effectiveness of these school diatricts in several
modest, but significant respects. First, it provides teachers
who value income over leisure opportunities to increase their
income through extra work--and specifically, through work that
management values. Second, it provides managers with a mechanisam
to acknowledge a j)ob well done in & profession where euch
ackowledgements are rare. Third, it increases community support
for public education by helping district level administrators
nake the case to school boards and taxpayers that teachers are
accountable and productive.

Turning to the second question, we believe that our
analysis of merit pay throws light on the economics of the
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employrent relationship in three respects. Firat, although it

might pe argued that the characteriastics and contributions of

merit pay in public education are idiocasyncratic and are not
valuable in understanding how performance-based compensation
plans work in other industries, we doubt that this ia the case.
We spaeculate that many of the strategies used in our s&ix
districts to make merit pay a “satisfying exchange relation” are
also used with simllar effects in other industries. We hope that
this paper will stimulate research exploring this speculation.

Second, our analysis demonstrates that the employnent
contract is only one determinant of the nature of the employment
relationship. Moreover, workers’ reaponses to the incentives
providad by contracts are sensitive to other determinants, such
as working conditions. Modelling such interaction effects is
difficult, but they are important in understanding why the sanme
type of contract elicits quite different reactions from workersa
in different organizations in the same industry.

The third insight concerns the importance of proceas. Our
analysis of merit pay suggests that teachers’ participation in
the design (and redesign) of the perfcrmance-based compensation
plans contributed to the plans’ longevity. One reason is that
participation elicited information about probable responses to
particular contract clauses, and thereby informed the choice of
clauses. A second reason is that participation nay have reduced
the incidences of opportunistic responses to performance-based
compensation by giving teachera evidence from management that the
system, if dysfunctional, could be changed.

The importance of proceas is not a new idea. For
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exanmple, it 1s implacit in Hirschman’s important work on the role
of voice as a mechanism for change (1970) and it is explicitly
considered in Freeman and Medoff’a recent work on unions (1984).4
This idea has not entered the mainstream of research on the
employment relationship, however. Our empirical work supports

the case that it should.
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FOOTNOTES

We define technology to include consideration of the

potential for undetected opportunistic behavior and the role
of teamwork. The factors Alchian and Demsetz (1972) and
Williamaon (1975) identify as determinante of efficient

contract form fit within this broad definition.

Dunlop (1984b) first made us aware of Hicks's discussion

of labor markets.

See Wise et al., (1984, p. 10) for a discussion of the claims

actions in fostering student learning.

and refutations concerning the role of specific teacher
| 4. Williamson (1983) also emphasizes the need for economiats to
|

pay attention to the role of process in studying organizations.
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