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Abstract

Do incentives in small organizations differ from those in large ones? This paper
uses a representative survey of compensation managers to shed light on the issues.
I find that (i) small establishments rely less on pecuniary incentives, and have a
significantly more hostile attitude towards incentive schemes based on
competition and relative rewards; (ii) large units are more vulnerable to
mechanisms of efficiency wages, effects that remain even as I control for
differences in monitoring ability; (iii) large units are more prone to indicate that
negative reciprocity is important, and that their employees care about relative pay.
I argue that these findings fit with behavioral stories of incentives and motivation,
in particular those stressing group interaction effects, inequity aversion and gift
exchange.
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1. Introduction

A voluminous literature has documented that large employers pay higher waysstiker

ones, and that this wage premium remains even after controlling for obseroakde-firm
characteristics. The size effect is numerically large; Brown, Hamand Medoff (1990)

show that employees in US companies with more than 500 employees earn 35 percent more
than those in companies with less than 500 employees, and Troske (1999) observes that the
size wage gap may explain a large share of overall wage inequality imitieel States. The

wage effect of employer size has been documented in a number of countries, and in
environments with very different institutional arrangemeénts.

As noted by Groshen (1991) understanding the source of employer differences in pay
is central for understanding the distribution of income and for designing pobaasds
inequity and pay discrimination. Yet, the literature has been less successtplaining why
the wage policies of large employers differ from those of smaller®ohieis. paper uses a new
data source to shed light on the nature and sources of size-effects in pay polety,aaam
survey of a representative sample of professional wage setters.

An interview approach has some advantages. Standard data sources typicallyacontai
lot of information about worker and establishment characteristics, but they do nat conta
information about the objectives and constraints of managers and workers. Foregxampl
larger units pay higher wages because efficiency wage mechanismsmuatien larger
units, or do they pay higher wages because labor productivity is higher in larger

establishments (i.e. a competitive explanation)? Using conventional gateiteasy to

! Brown and Medoff (1989), Groschen (1991), Oi athsbh (1999), and Troske (1999) report and sumnsrize
results for the US. Arai (2003) report results $oveden. Albaek et al. (1998) present results femNbrdic
countries, and provide references to studies toeraton US-countries.

2 Brown and Medoff (1989, p. 1056) note “that theesivage differential appears to be both sizeatde an
omnipresent”, and yet concludes that their analgsiges them “uncomfortably unable to explainfifore
recently, Troske (1999) uses matched worker-firta da examine several theoretical explanationshfersize-
wage premium. Though Troske finds that many thearém account for some of the size premium, he



differentiate between these propositions. However, by asking direct questibas to t
responsible manager about the objectives behind a firm’s wage policy one mag hope t
distinguish between mechanisms. Furthermore, many theories of pay and ooimwative
non-observables, which make it very difficult to implement traditional quantitatetbods’

| report several regularities that | have not seen documented in the préeiaisre.
Some of these fit with standard agency models of employee motivation, but thalecar
regularities that are difficult to explain without bringing in behavioraliargnts, centering on
concepts like group interaction effects, inequity aversion and negative recipBsigvioral
mechanisms may explain why the smaller units in our sample have more conhpagsse
distributions, and why they appear to be able to motivate their employees witimguhigs-
powered performance incentives. Behavioral mechanisms may also expyamanhgers in
smaller organizations bother less about negative reciprocity, and why relatyee
comparisons constitute a less important constraint in the local pay bargain.

The next section discusses our survey design, and reports some basic correlations.

Section 3 presents our findings, and Section 4 concludes.

2. Our sample and survey design, and some basielaiions

Our random sample consists of 1200 establishments, divided among four sectors

(manufacturing, unskilled services, skilled services, and public administrationhraadsize

concludes, “in the end, there still remains a lasignificant, and unexplained premium paid to vewskin large
plants and firms” (Troske (1999, p. 16)).

® There are also some disadvantages; for exampigomeents may have an incentive to dress-up thewers.
In our case, respondents were promised anonyrmityn@st of our questions concern issues wherehirid to
see that respondents have an incentive to corfeediuth. For economists arguing the usefulnegstefviews
and related field research, see e.g. Blinder (1 3dyley (1999) and Helper (2000). In the last decaterview
studies have become commonplace among macroecdagatuidying wage rigidity, see e.g. Blinder and iCho
(1990), Agell and Lundborg (1995, 2003), Campbet Eamlani (1997) and Bewley (1999). However, the
interview approach still appears to be a quite mrtidzed method in the literature on employee wation.

* The survey — implemented in cooperation with St Sweden — was specifically designed to stugd 6n
the reasons for wage rigidity. Several of the quastalso have a bearing on more general issubgin
economics of personnel, and it is this part ofsthevey that | exploit in the present paper. Agatl 8ennmarker
(2002) provide a detailed documentation, includingenglish translation of the questionnaire.



categories (5-19 employees, 20-99 employees, and more than 99 empl&jaes)we
wanted to explore pay incentives at the level of the individual plant, and as maatabers
head office of large company might know less about pay at the local level, veetibhos
establishment rather than the firm as our sampling unit. We took many steps ®meduc
response bias, and we obtained replies from 885 establishments, implying a lery hig
response rate of 75.1 percent. No less than 300 of the responding establishments belong in the
smallest size category, with less than 20 emplo§ees.

Our questionnaire was sent out in March 1999, and after three reminders the data
gathering was called off in May. All questions are closed ones, and we askeddents to
indicate their replies on an ordinal scale, with four or five options. An accompgdettier
promised that respondents’ anonymity would be preserved, and we asked for the cooperation
from the human resource manager, or from someone with corresponding functions. Most of
our questions concern quite concrete issues of work and pay, and we emphasized that we were
interested in understanding practices at the respondent’s own unit. Like B&288y we
tried to avoid hypothetical questions, and questions that required respondents to assess the
general equilibrium implications of firm-level wage setting.

Our background information about responding units comes from three sources. First,
the business register of Statistics Sweden contains information about thepipecr
location of the establishment, sectoral classification, and number of emplSgeesd, our

survey asked about union density, pay systems and employment contracts. Third, taa their

® Manufacturing was included as a natural benchrfarkur analysis. Skilled services (computer cotasts,
law firms, architect’s offices, etc) is of interd@cause it represents a segment of the labor maitke
complicated jobs, and where models of work-lifesimiives and tournaments might be of particularveeiee.
Unskilled services (hotels and restaurants) isctosavith simple jobs, where the forces of demand supply
ought to matter a lot. Since we also wanted togitntion to differences between profit maximizimgts and
those that operate under other constraints weisdtaded public sector administration.

® The response rate in the smallest size categasy7®a percent in manufacturing, 45.9 percent skilled
services, 69.7 percent in skilled services, an@ p@rcent in public administration. Agell and Beranker
(2002) present an analysis of non-response biagetthe assumption that non-responders would haswexed
in the same way as the late responders (who repligdafter one or more reminders), they estimiage t
potential magnitude of the non-response bias, andlade that it is negligible.



and education registe®&atistics Swedegprovided us with data on the characteristics of the
employees of responding units. Thus, for all but a handful of units we have detailed
demographic and educational information about employees. For each plant we also have
information about average and median earnings.

Table 1 reports some basic establishment-size correlations, obtained froatiegt
plant-level equations where we include a range of controls for worker-firraatbestics. In
the first column the endogenous variable is the log of average earnings. loaheé sgelumn
the endogenous variable is the skewness of the plant-level earnings distribuéisnrades
the distance between mean and median earnings, divided by the mean; | itlierpiet
crude measure of earnings inequality. | measure size by the number of esafdeye
establishment, i.e. size is treated as a continuous variable.

The size-elasticities reported in the first column are quite large, dhohwee with
those reported for the Nordic countries by Albaek et al (1998), and even larger tlean thos
reported for Sweden by Arai (2003) (unlike us these studies use data on individuglessplo
they also use data from earlier time periods). The basic control variabt@s 1L include the
worker characteristics that would appear in an ordinary wage equationg(icentvol for age,
schooling, gender, immigrant status, etc). Our basic controls also includeriefsha
employees on a permanent employment confrant dummies for geographical location.
Row 2 adds eight dummies controlling for the establishment’s sectoralt@ffijiand one
dummy indicating whether it belongs to a multi-unit firm. Rows 3 and 4 add seltedpor
measures of union density and management’s ability to judge work performancecdyes dis
the latter measure further below). Obviously, there remains a signifizarganings

premium even as we control for various worker and establishment specifis factdr

" The idea behind the inclusion of this variablénhist workers’ bargaining power ought to be an iasheg
function of the share of employees with secure.jdbg share of employees on a permanent contracblmbly
also correlated with the stock of firm-specificliskiln firms where long-term employment relatioipshare
common, there is a stronger incentive to invesiueses in firm-specific skill formation.



Table 1. Basic establishment-size effects; coefferit on In(No. of employees)

Explanatory variables Dependent variables
In (average earnings) skewness
1. Basic variables 0.026** 0.008**
(0.008) (0.004)
2. Adding dummies for two-digit industry 0.033** 0.007*
affiliation and multi-unit firm (0.009) (0.004)
3. Adding union density 0.043** 0.010**
(0.009) (0.005)
4. Adding control for ability to evaluate work 0.044** 0.010*
performance (0.009) (0.005)

Notes: * denotes significance at 10%, ** significarat 5%. The standard errors are shown in parsisthe
Depending on the set of conditioning variables,nbeof observations vary between 823 and 839.dasi
variables include: dummy variables for geographioedtion, share of female employees, share ofharttic
employees, share of employees with only elemergdugation, share of employees with university etioca
average age of employees, square of average agepddyees, and share of employees on permanent
employment contract. The precise two-digit industoges are presented in Agell and Bennmarker (2Q0&pn
density is the (self-reported) share of employbas belong to a union. Our control for ability teasure work
performance is discussed in Section 3.

introduce measures of institutional involvementigardensity) and monitoring ability. Thus,
our sample replicates the kind of size-earningsetations reported in previous studies.

The second column shows that there also appeéass dcstatistical correlation
between establishment-size and wage inequalitmessured by our measure of skewness.
On average, larger establishments have a more skeavaings distribution, However, the
ratios are now considerably lower, and it is onlyows 1, 3 and 4 that the coefficient on the
size variable is significant at the five-perceniele We view this as moderately strong
evidence that wage inequality is larger in largagaklishments. Below, we report substantial
evidence that managers in larger establishmentsiare prone to exploit incentives based on
performance pay and relative rewards, and that geasan smaller establishments tend to
believe that incentives based on relative pay amdpetition among employees have

counterproductive effects on employee motivation.



3. How to motivate: Managers’ views

3.1 Ability to judge work performance

A basic issue in models of pay and motivation ihat extent managers can accurately
observe and evaluate work performance. Indeed, somhers have argued that the very
existence of a size-earnings premium can be triactte fact that larger establishments find it
more difficult to monitor their workers, see e.carén (1985) and Bulow and Summers
(1986). When we asked “to what extent can you etalwhether a specific employee
performs satisfactorily on the job?”, 50.7 perdedicated that they could evaluate
performance to a very great performance”, whil&4frcent were less than certain about
performance. It is noteworthy that these percemstagg not differ very much across sectors.
In manufacturing, and in skilled and unskilled sezg, the percentage of managers indicating
that they could evaluate work performance to a geeat extent was 55.0, 56.7 and 57.1
percent, respectively. Public administration isdbéier; here, only 37.5 percent of managers
indicated that they could evaluate work performaoca very great extent.

Is it more difficult to appraise work performarioea larger organization? Table 2,
column 1, shows our analysis. Our question on kil@yato evaluate performance had four
response options, and | regressed these answéns ordependent variables shown in Table
1, using an ordered logit model. The first row shdhat the coefficient on establishment size
is negative and highly significarp-falue < .01) in a regression where we use ourchasi
regressor set, and the second and third row shatttib significance levels increase even
further as we add controls for sectoral affiliateomd union density. Thus, it appears that
managers in smaller establishments have a grdatty & judge work performance.

When management can fully evaluate work perforradhe textbook recommends
that piece rates should be the preferred tool divaion, i.e. a method that creates a direct

link between worker output and pay. However, eveugh many managers indicated that



they could judge work performance to a great exignte rates were rarely used. When we
asked what percentages of the workforce that wasred by “some form of piece rate
system”, no less than 95.3 percent of managersmneggal that less than 10 percent (which
was our lowest response category) of their employesre covered by such a system.
Moreover, the incidence of piece rates did noedifetween establishments who could/could
not evaluate work performance; in both groups gygmore than 95 percent of respondents

indicated that less than 10 percent of their emg#geywere on piece rates.

3.2 How to motivate I. performance pay
Economic theory suggests several reasons why fineysavoid using high-powered
performance incentives like piece rates. Firsgrirenvironment with multitasking, pay
schemes based on tightly specified performanceinthaice workers to neglect tasks that are
less easy to measure (Holmstrom and Milgrom (19%8B¢ond, when workers are uncertain
about their future productivity the efficient conmgsation package will contain an insurance
element that compresses the pay distribution;ig&ti(l975) thus shows that risk averse
workers can be expected to prefer time rates tepiates. Third, tournament theory deals
with incentive design in settings when firms caty@valuate relative performance, and it
suggests that firms can use pay differentials amdpetition for higher paid career jobs to
replicate the outcome of piece rates; see LazehRasen (1981). But there are also models
suggesting that pay according to relative perfomegrovides workers with an incentive to
sabotage the effort of other workers, and thatditherefore have an incentive to compress
the pay distribution; see e.g. Lazear (1989) anksHF2003).

The agency models of the preceding paragraph astwahworkers only care about

their own income, and that they need pecuniaryntiees to overcome their distaste for



Table 2. Establishment-size, performance evaluatioand choice of motivational tools; coefficient onn(No. of employees),

(ordered logit regression)

Explanatory variables

Dependent variables

Can evaluate

Monitoring Performance Career tracks Good Wage Competition is
individual and related pay used management- differentials  good for work
work supervision used intensively worker are good for motivation
performance used intensely intensively relations used work
intensively motivation
1 2 3 4 5 6 7
1. Basic variables 0.026** 0.016 0.147** 0.249** 0.054 0.259** 0.100*
(0.008) (0.050) (0.051) (0.050) (0.050) (0.052) (0.050)
2. Adding dummies for two-digit industry 0.033** 0.040 0.181** 0.213* 0.008 0.268** 0.092*
affiliation and multi-unit firm (0.009) (0.054) (0.056) (0.054) (0.054) (0.056) (0.054)
3. Adding union density 0.043** 0.046 0.171* 0.240** 0.012 0.267** 0.103*
(0.009) (0.056) (0.059) (0.056) (0.056) (0.059) (0.057)
4. Adding control for ability to evaluate work -- -- 0.177** 0.252** 0.035 0.275** 0.106*
performance (0.060) (0.056) (0.057) (0.059) (0.057)

Notes: * denotes significance at 10%, ** significarat 5%. The standard errors are shown in pargstfiEhe explanatory variables are explained imtites to Table 1.



effort. However, recent advances in behavioral enoos — drawing on insights from e.g.

psychology and sociology — strongly suggest thesetassumptions need to be qualified.

People often seem to care about relative incontehawe a preference for fairness and a

distaste for inequity. Social norms and group extéons may stimulate work effort and

cooperation even in the absence of formal incemgorgracts. And workers who feel unjustly

treated may retaliate by reducing effort (i.e. githange or negative reciprocity). For these

reasons a firm may in fact find it optimal to avaising completely specified incentive

contracts, and to design reward schemes that rddpdhe fairness perceptions of workers.
What tools do managers use to motivate their eyegls? We asked them to

indicate whether the following devices were impott®ols at their own establishment:

(i) supervision and monitoring, (ii) career ladd€is) performance-related pay, and (iv)

measures to promote good management-worker resatioasking about the latter we

provided examples of the techniques that accordimganagement texts should be used

to stimulate good management-worker relations, rfileking the job interesting,

delegating authority and communicating the goalseffirm. An overwhelming majority

ranked good relations as a much more importantvaiidinal tool than the standard tools

discussed in the agency literature, see Table &l bectors 63.9 percent indicated that

they relied on good management-worker relatiorssgoeat or fairly great extent, while

only 15 percent indicated the same about superviin monitoring.Respondents in

skilled services pointed to the importance of caladders, a device that plays a key role

in models of tournaments and work-life incentives.

! For some references, and additional guidanceetditirature, see e.g. Akerlof (1980, 1982), EnsindGaynor
and Rebitzer (1997), Fehr and Schmidt (1999), Gnaad Rustichini (2000) and Fehr and Gachter (2002)
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Table 3. Importance of different motivational toolsin different sectors

Motivational tool Percentage of managers that use the motivatioobida “great” or
“fairly great” extent

Manufacturing Unskilled Skilled services Public

services administration
Supgrvi_sion and 13.0 27.9 18.4 7.0
monitoring
Career ladders 171 34.3 40.7 13.7
Performance related pay 15.0 10.0 16.7 5.9
Good-management 58.2 69.8 68.1 63.1

worker relations

Table 2, columns 2-5, shows our econometric arabyssize related differences
in managers’ use of different motivational toolstdblishment size does not seem to
matter for the importance attached to either moimi¢goand supervision (column 2) or
good management-worker relations (column 5). Bt ltiee willingness to use
performance pay (column 3) and the importance la¢h¢o career ladders (column 4)
increases with establishment size. These partraéledions between size and incentive
pay remain statistically significant at the onegeert level (or more) as we bring in finer
controls for sectoral affiliation (row 2) and unipation (row 3). Moreover, the partial
correlations do not change as we bring in our cbhdr ability to judge work

performance in row 4; thus, our finding that largetablishments make more frequent

2 In comparing these numbers it must be noted heaetis an obvious risk that managers’ choice betviigood
management-worker relations” and “supervision amaitoring” is biased by the fact that the formetiop has
such a friendly ring. Agell and Lundborg (1995, 2pBewley (1999) and Campbell and Kamlani (199%) a
other studies reporting that compensation managftas deny the relevance of the motivational t@ssumed

in e.g. the canonical shirking model of Shapiro 8tidlitz (1984).
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use of performance pay and career ladders doeserot to be related to the fact that
small and large establishments have unequal infaomabout work performance.

| also computed the Spearman rank correlationgdset managers’ responses, and
found that there was a positive association betiems’ uses of incentive pay (career
ladders and performance pay) and soft incentivesd gnanagement-worker relations).
The Spearman correlations between career trackg@direlations, and between

performance pay and good relations, are 0.30 &t (@ - value<.0001 for both

correlations). One way of thinking about these @atrons is with reference to recent work
suggesting that incentive pay may tend to crowdvoltintary cooperation and “intrinsic
motivation”, see Gneezy and Rustichini (2000) aaldrland Gachter (2002), and the
references cited therein. To the extent that ingemtay has a negative side effect on
intrinsic motivation, firms that rely on incentipay to a great extent may have much to
gain from also making extensive use of soft inaasithat try to promote closer worker-
firm identification.

In two follow-up questions we asked managers dicate whether large pay
differentials, or fierce competition between emgley, had — or would have — positive or
negative effects on work motivation at their owntunhe response distributions were
bimodal: 36.1 percent thought that large pay déifgials were detrimental, 50.9 percent
that they were beneficial, and 13 percent thantdgative and positive effects cancelled
out. Thirty-seven percent indicated that competitietween employees was largely
detrimental, 44.8 percent that it was largely bmdf and the remaining 18.2 percent that
the costs balanced the benefits.

Does establishment size matter for managersudés towards large pay
differentials and fierce competition? Based onrtfuge frequent use of incentive pay in

larger organizations one would certainly expecaaswer in the affirmative, and this is
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also what we find. Table 2, column 6, shows thatgartial correlation between
establishment size and managers’ assessment bétiedits from large pay differentials is
always positive, and statistically significant lag¢ tone-percent level. This robust partial
correlation is consistent with our finding in Taldlecolumn 2, that larger establishments
tend to have more skewed earnings distribution.gdr&al correlation between
establishment size and managers’ assessment bétiadits from fierce competition in
column 7 is also positive, but only statisticaligrsficant at the ten-percent level.

One way of interpreting these results is with refee to the “sabotage-model” of
Lazear (1989), which shows that the potential bes&bm creating a work environment
where relative rewards play a decisive role depeadially on firms’ ability to match
workers with appropriate personalities. To the eixtkat creating such appropriate
matches is easier in a large establishment, onédvesypect that managers in large units
have a more positive attitude towards incentivesetan relative performance. But it is
also possible to interpret these results in belmakvterms. It seems reasonable to assume
that there is a closer proximity between workeng] between workers and management, in
smaller establishments. In this environment, wodkeup norms and peer pressure can be
expected to be quite decisive motivational factdosthe extent that (at least some)
workers are inequity averse, or have a preferemiciirness, maintaining these beneficial

group interactions may require that firms do nat ingentives that create pay inequity.

3.3 How to motivate II: Negative reciprocity and the outside option
Under certain conditions incentive pay in the fafe.g. piece rates and promotion
tournaments may lead to a first-best optimum. Mrenments where these instruments are

unavailable — for example because of imperfecttabpiarkets, binding fairness norms, etc. —

3 For an interesting theoretical analysis alongeHees, see Encinosa, Gaynor and Rebitzer (1997).
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management may rather prefer to pay efficiency wag§eme of our questions were
specifically designed to explore managers’ reastiopopular models of efficiency wages.

Most efficiency wage models predict that changesxternal wages (or the outside
option) have an impact on work effort. This is taféhe canonical shirking model of Shapiro
and Stiglitz (1984), and it also applies for thesesions of the gift-exchange model of
Akerlof (1982) in which workers’ norms of companmsextend to workers in other firms. To
assess the relevance of these models we simpldg:d$kew do you think that the work effort
of your employees would be affected if wages/sasaimcreased in comparable companies or
organizations, but stayed the same at your uni@’less than 581 out of 882 responding
managers (65.9 percent) thought that higher exterages would lower effort at their own
establishment.

A recent experimental literature suggests thaatieg reciprocity is an important
motivational factor, and that the risk that disdled workers will retaliate by reducing effort
makes firms willing to pay high wages, see e.g.rFghchsteiger and Riedl (1993). We
asked a guestion that tried to capture the ess@mEgative reciprocity: “In your opinion, do
those of your employees who are dissatisfied wéirtpay normally reduce effort?” Forty-
nine percent of our respondents (427 managers)aaaavin the affirmative, 28.9 percent
answered that such a response was possible babmohon, while 22.1 percent ruled out the
possibility altogether.

The labour turnover model suggests that firms lavmcentive to pay high wages to
avoid costly labor turnover. To investigate whetthes was an issue we asked: “In your
opinion, do those of your employees who are disBati with their pay normally seek
employment elsewhere?”. Out of 880 responding mensa$8.5 percent replied in the
affirmative, 29.4 percent indicated that voluntarsnover was possible but uncommon, while

12.1 percent ruled out this possibility altogether.
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Based on these responses it certainly appearsttsitmanagers view the outside
option, negative reciprocity and the risk of volmytturnover as important constraints on
their wage policy. Table 4, columns 1-3, presentsamalysis of size-related differences in
managers’ attitudes towards these mechanisms. ddféatent on establishment size is
significant and estimated with very high precisiortolumns 1 and 2. Managers in large
establishments are more likely to identify a negalink between effort and external pay, and
more likely to indicate that negative reciprocyan important issue. These results,
suggesting that managers in larger establishmentepe a greater incentive to pay
efficiency wages, is consistent with the resultvehan Table 1 that employees in large firms
have higher earnings. Finally, size does not apieearatter for the perceived risk of
voluntary turnover.

A conventional way of explaining our findings gaesfollows. Since managers in
larger establishments find it more difficult to gelwork performance (see Table 2, column
1), the shirking model would lead us to believe &féort in larger units is more responsive to
external pay. We would also expect large unitsrid it more difficult to prevent acts of
negative reciprocity. However, the specificatiost i@ row 4 suggests that this explanation is
too simple. If the size effects in columns 1 artitharily capture the inferior monitoring
capacity of large units they would not remain digant when we add direct measures of
monitoring capacity to the estimating equation. Bwt 4 shows that the coefficient on the
size variable remains significant at the one-pdrtmarel in both columns. We conclude that
our findings that external pay and negative reajpyanatter more for effort in larger units is
not primarily due to the insufficient monitoringpaity of larger establishments. Instead,
both results appear to fit with the idea that ggessure and social work norms may play a

more important role in disciplining behavior in dlaaestablishments.



Table 4. Establishment-size, negative reciprocityral wage norms; coefficient on In(No. of employeegprdered logit regression)

Explanatory variables Dependent variables

Higher external Employees who feel Employees who feel Internal wage External wages play
wages lower underpaid normally  underpaid normally structure plays important role in
employee effort reduce effort? seek job elsewhere important role in wage bargain
wage bargain
1 2 3 4 5
1. Basic variables 0.236** 0.226** 0.028 0.414** 0.216**
(0.053) (0.049) (0.049) (0.050) (0.049)
2. Adding dummies for two-digit industry 0.198** 0.219** 0.023 0.374** 0.172**
affiliation and multi-unit firm (0.058) (0.052) (0.053) (0.055) (0.054)
3. Adding union density 0.173* 0.207** 0.055 0.355** 0.119*
(0.060) (0.055) (0.055) (0.057) (0.056)
4. Adding control for ability to evaluate work 0.167** 0.198** 0.052 0.363** 0.123**
performance (0.061) (0.055) (0.055) (0.057) (0.056)

Notes: * denotes significance at 10%, ** significarat 5%. The standard errors are shown in pargstfiEhe explanatory variables are explained imtites to Table 1.
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3.4 Pay norms and pay comparisons

Our maintained hypothesis during much of the prexgediscussion is that workers care
about relative pay, and that this may have reatequences for effort and work norms.
Previous survey studies — see e.g. Agell and Lurgd@®95, 2003) and Bewley (1999) —
suggest that compensation managers do believéh#iaemployees pay a lot of attention to
internal and external wage relativities. Our mamagesponded in a similar manner. Across

all strata, 47.3 percent indicated that internaj@veomparisons “ 'always’ or ‘frequently’
played an important role in the local wage bardand 41.8 percent said the same about
external wage relativities.

Unlike Agell and Lundborg (1995, 2003) and Bew&999) we have access to a
representative sample of managers in both smallaagd establishments, which means that
we can push deeper when it comes to exploringdleeof establishment size. Table 4,
columns 4-5, shows that both internal and extena@je comparisons appear to play a greater
role in larger establishments. In column 4 (intémage comparisons) the coefficient on our
size variable is always statistically significantla 0.1 percent level. The coefficient on
establishment size in column 5 (external wage coisas) drops considerably when we add
union density in row 3 (union density is signifitigrhigher in larger establishments), but it
remains statistically significant at the five-parckevel.

Thus, employees in larger establishments seerareomore about wage relativities
than employees in smaller establishments. Thidtretsuwith our finding that efficiency
wage mechanisms involving the outside option plgyeater role in large establishments. It

also fits with our conjecture that group interac@nd peer pressure may play a greater role

than incentive pay in smaller establishments. Comfl@ managers in (the hypothetical)

! Bewley (1999) finds that internal wages play a momre important role than external wages. Butlse a
notes that the precision of the information aboti¢al pay appears to be higher among workersionized
firms. In line with this conclusion, Agell and Bemarker (2002) show that there is a robust partaletation
between union density and the intensity of extewsde comparisons in the Swedish survey data.
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establishmentélfa (small establishment) a@keta(large establishmentjlfa has
coordinated on an equilibrium where social pressaitger than incentive pay is the device
that generates effort, whigetahas coordinated on an equilibrium where relatiae r@ather
than group interactions is the primary effort devilf asked to respond to this survey, the
compensation manager Betawill be more prone to indicate that employees edreut

relative pay.

4. Conclusions

Our survey of a representative sample of profeséiage setters suggests that smaller
establishments arrange their incentive systemsalyswhat differ substantially from larger
establishments. | have argued that most of thdeeteflend themselves quite naturally to
interpretations along behavioral lines, stressirmyg interactions, inequity aversion and gift
exchange. These mechanisms may explain why snesllablishments appear to have more
compressed pay distributions, and they may alstagxphy larger establishments find it
worthwhile to pay higher than average wages.

| acknowledge the preliminary nature of these prietiations. | also acknowledge that
there are refined agency theories which might goesaay towards rationalizing why e.g.
smaller establishments have a more negative attimgerformance pay, and why negative
reciprocity appears to matter less in the samdksitianents. In trying to discriminate
between theories, students of incentives in therlakarket have much to gain from continued

interactions with professional compensation marseger
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