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DESIGNING AND IMPLEMENTING PERFORMANCE-ORIENTED PAYBAND SYSTEMS

FOREWORD

On behalf of the IBM Center for The Business of Government, we
are pleased to present this report, “Designing and Implementing
Performance-Oriented Payband Systems,” by James R. Thompson.

According to Professor Thompson, there is widespread agreement among
those who have examined compensation practices in the federal govern-
ment that the approach embodied by the traditional General Schedule is
obsolete. A common complaint is that the system is too rigid and that the
15-grade structure induces excessive attention to minor distinctions in
duties and responsibilities. Another concern is that pay increases are
granted largely on the basis of longevity rather than performance.

Albert Morales

Paybanding is not a new concept to the public sector. The essential
concept is that for the purpose of salary determination, positions are
placed within broad bands instead of narrow grades. The cumulative
number of federal employees working within payband systems as of
late 2006 was under 250,000. According to Thompson, the prepon-
derance of data shows that these systems have achieved high levels of
employee acceptance. However, the degree of success seems to vary,
depending on how the systems were designed and implemented.

Thompson’s report describes nine different performance-oriented pay-
band systems that have been in operation in the federal government—

in some cases, for more than two decades. He makes the case that
successful designs are those that (1) achieve a balance between efficiency,
equity, and employee acceptance; (2) acknowledge the importance of soft b

as well as hard design features; and (3) fit the organization’s context. Michael Littlejohn

We hope that this timely and informative report will be useful to policy
officials as well as managers who want advice on how their organiza-
tion might implement a performance-oriented payband system.

ARG fne o WML

Albert Morales Michael Littlejohn

Managing Partner Vice President

IBM Center for The Business of Government Public Sector Human Capital Management Practice
albert.morales@us.ibm.com IBM Global Business Services

mvlittle@us.ibm.com
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MEMO TO AN AGENCY HEAD

To: Agency Head
From:  James R. Thompson, Associate Professor
of Public Administration, University of
[llinois at Chicago

Subject: Designing and Implementing a
Performance-Oriented Payband System

This memo is in response to your request for advice
on how your agency might implement a performance-
oriented payband system. As you know, the essential
concept behind paybanding is that, for the purpose
of salary determination, positions are placed within
broad bands instead of within narrow grades. Most
organizations have coupled paybanding with a
performance management system to achieve the
greatest impact of pay and performance reform in
their organization.

The preponderance of data on performance-oriented
payband systems throughout the federal government
shows that these systems have achieved high levels of
employee acceptance after the initial implementation
period. There is also an increased awareness among
participating employees that their pay is linked more
closely to performance than is the case under the
General Schedule. However, the degree of success
seems to vary, depending on how the systems were
designed and implemented. The following six recom-
mendations provide a framework to assist you in the
design and implementation of a new pay and perfor-
mance system in your organization.

Recommendation 1: Determine system
objectives.

The design of a pay system requires that trade-offs be
made among three competing objectives: efficiency,

equity, and employee acceptance. In linking pay
more closely to performance, paybanding promotes
the objectives of efficiency and effectiveness but
potentially at the cost of both internal equity and
employee acceptance. Designers need to have a
clear sense of what their objectives are and of the
relative priority assigned to each objective.

The personnel reforms at the Government
Accountability Office (GAO) serve as an example in
this regard. GAO has placed a high priority on the
objectives of efficiency and effectiveness and has
hence designed a highly performance-oriented pay-
band system. GAO allocates a higher proportion of
total funds available for annual pay increases on the
basis of performance than do other agencies.
However, elements of the system have not been well
received by some GAO employees accustomed to
working under the General Schedule rules, where
both the general pay increase and step increases are
virtually guaranteed.

Recommendation 2: Determine the principles
that will guide pay system design prior to
deciding pay system specifics.

Once you have defined your objective, you then
should clarify and make known your design princi-
ples. In agencies that have previously developed
paybanding systems, three issues seem to drive the
principles you may choose to consider when design-
ing system specifics: (1) the degree to which the
system will be performance-oriented, (2) the degree
to which lower-level managers will be given discre-
tion in administering the system, and (3) whether or
not the system will be market-based.

Although a major advantage of performance-
oriented payband systems is that they enable a

www.businessofgovernment.org
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closer link between pay and performance, these
systems can be more or less performance-oriented
depending on the features incorporated. This report
discusses a number of features that have implica-
tions for performance orientation.

The extent to which lower-level managers are
allowed to exercise discretion in the pay-setting
process has a number of implications for pay system
operations. At GAO, supervisors assign a rating for
each pre-determined rating element. The pay increase
granted each employee is then determined by for-
mula. At the Department of Commerce, in contrast,
supervisors have the discretion to decide the rating
elements, the weight given each element, the rating,
and the pay increase associated with the rating.

There are advantages to both approaches. A “hard-
wired” system such as that at GAO tends to be more
performance-oriented; managers have less discretion
to modify pay decisions, for example, to lessen dis-
parities among employees in the interest of work
unit harmony. On the other hand, there is also less
opportunity for managers to take into account fac-
tors that impact organizational outcomes but which
are not formally rated.

Closely related to the issue of managerial discretion
is that of rating integrity. For a system to be accepted
as fair by employees, performance standards must be
widely understood and accepted. This implies that
they remain constant both from unit to unit and from
year to year. A danger in systems where a specific
rating translates into a specific pay increase is that
ratings may have to be adjusted to accommodate
budgetary constraints. This can compromise rating
system integrity. To best accommodate the need to
hold down costs, the system should allow for adjust-
ments at the system level rather than at the individual
manager level. At GAO, the comptroller general exer-
cises discretion over both the “annual adjustment”
and the “budget factor,” which figure prominently in
the pay-setting formula. A trade-off, however, is that
employees do not know from year to year how large
a raise will be associated with a particular rating.

In a market-based system, external equity will be
given priority over internal equity. External equity
means that a position is fairly compensated relative
to similar positions in the private sector. The tradi-
tional federal pay and classification system is based

IBM Center for The Business of Government

on internal equity, which means that a position is
fairly compensated relative to other positions in the
federal government. Of the systems reviewed in this
report, only GAO's is market-based. The National
Security Personnel System at the Department of
Defense includes provisions that allow for market-
based adjustments to pay in the future. A key advan-
tage of market-based systems is that the agency pays
no more than is necessary to procure needed talent
in a specific geographical area.

Recommendation 3: Decide the extent to
which cost control is an objective.

Early evaluations showed that paybanding resulted
in higher pay costs at both the Navy China Lake
Demonstration Project and at the National Institute
of Standards and Technology (NIST). It may therefore
appear contradictory to argue that paybanding can
offer cost advantages. This is the case, however,
because with paybanding the cost of yearly pay
increases can be scaled to accommodate budget
realities. For example, at NIST, the size of the pay
increment (“i”), which is a central feature of the
payband system, can be adjusted each year based
on funding availability. At GAO, both the annual
adjustment and budget factor are set annually by the
comptroller general also on the basis of funding avail-
ability. Concerned that the costs associated with the
General Schedule are not sustainable over the long
term, GAO officials developed a system that provides
for flexibility in the face of fluctuating resource levels.

Recommendation 4: Take contextual factors
into account.

The adoption of a payband system would allow your
organization to move from the “one size fits all”
General Schedule to a system that can be tailored to
your organization’s context. Several of the early
adopters of payband systems were research organi-
zations with a high proportion of scientists and
engineers. Paybanding has provided these organiza-
tions recruitment advantages by allowing the salaries
of new employees to be set above the minimum.

Payband systems need to be tailored to organiza-
tional realities including, for example, whether
the workforce is unionized. The Federal Deposit
Insurance Corporation (FDIC)—which has to
negotiate its payband system for bargaining unit
employees with the National Treasury Employees
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Union—has incorporated structural features into its
non-managerial payband system that help guard
against excessive costs.

The size of the workforce to be covered by a pay-
band system also has implications for system design
and implementation. One reason for the success of
the Navy Demonstration Project and the NIST pay-
band system is that the workforces at these agencies
are relatively small and homogeneous.

The communication between frontline employees
and lower management, as well as between lower
and upper management, that is crucial to system
success is more difficult in large and diverse organi-
zations such as the Departments of Defense (DoD)
and Homeland Security. Also top officials in such
large agencies are less able to give pay system imple-
mentation the degree of attention that is possible in
the smaller units. One solution is to phase the system
in, as is being done at DoD. Another is to require
that units demonstrate readiness for paybanding—
for example, by requiring certification or training
of lower-level managers in performance-oriented
payband system administration.

Recommendation 5: Attend to the cultural
aspects of performance-oriented payband
systems.

Performance-oriented payband systems are often
promoted on the basis that they contribute to the
creation of a performance-oriented culture. The
creation of such a culture is contingent on the
“hard” as well as the “soft” elements of the system.
Hard elements relate to specific design features
such as number of rating levels. Soft elements
relate more to process issues such as whether and
to what extent the system engenders communica-
tion around performance matters. Systems that
foster such communication and that allow a high
degree of transparency with regard to system oper-
ation are more likely to gain employee acceptance
and support.

One means of promoting communication between
employees and supervisors is to require or encour-
age employees to complete a self-assessment prior
to the supervisor making an assessment. This helps
ensure that the conversation that occurs between

employee and supervisor is more than a perfunctory,

“Here is your rating; see you next year.”

Some systems, such as the one developed at the Air
Force Research Laboratory, require extensive commu-
nication among managers at different levels over rat-
ing standards. The ostensible purpose is to ensure
rating consistency across units, but just the fact that
the conversations occur conveys a sense among man-
agers that, “This matters; I'd better pay attention to it.”

Recommendation 6: Train managers in
performance-oriented payband system
administration.

One of the greatest threats to performance-oriented
payband system success is that managers and super-
visors are not provided sufficient training in system
administration. Such training should take two forms.
One is the technical training about pay system oper-
ation, including topics such as how to set perfor-
mance objectives. The other is leadership training,
which includes, for example, how to convey perfor-
mance expectations to subordinates, how to help
subordinates develop into high performers, and how
to deal with the conflict that inevitably arises as
individuals are told that they will be receiving a
lower pay increase than their peers.

The supervisory level warrants particular attention.
Federal supervisors have traditionally been selected
primarily on the basis of their technical expertise
rather than their leadership abilities. This is less of a
problem under the General Schedule than with pay-
banding, where the supervisor is at the center of the
pay-setting process and has to deal with the human
dynamics associated with granting some employees
higher pay raises than others.

The report that follows provides many more specif-
ics on these issues. Descriptions of nine different
performance-oriented payband systems that have
been in operation—in some cases, for more than
two decades—are provided. Apparent from the
discussion is that successful designs are those
that: (1) achieve a balance between efficiency,
equity, and employee acceptance; (2) acknowledge
the importance of soft as well as hard design
features; and (3) fit the organization’s context.

www.businessofgovernment.org
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History of Paybanding in the
U.S. Federal Government

The interest in paybanding' derives in substantial
part from the flexibility paybanding affords man-
agers in matters of pay and classification. There
is widespread agreement among those who have
examined compensation practices in the federal
government that the approach embodied by the
traditional General Schedule (GS) is obsolete.
A common complaint is that the system is too
rigid and that the 15-grade structure induces
excessive attention to minor distinctions in duties
and responsibilities that can affect how a position
is classified.

Another concern is that pay increases are granted
largely on the basis of longevity rather than perfor-
mance. With paybanding, multiple grades are com-
bined into a single band, thus expanding the range
of salaries associated with any one position. Most pay-
band systems eliminate steps so that pay increases can
be scaled according to individual performance. Within
the GS, new employees must start at the first step of
the grade to which their position is assigned. With pay-
banding, new employees can enter at a level above
the band minimum, thereby providing the organization
an advantage in competing for highly skilled recruits.

Table 1: Paybanding Systems in the Federal Government

No. of
Date Employees
Implemented | Department or Agency Units/Groups Units Paybanded Paybanded
1980 Defense Navy Space Warfare Systems 8,000
Command, San Diego, and
Naval Air Warfare Center
Weapons Division, China
Lake, CA
1988 Commerce National Institute 3,000
of Standards and
Technology
1989 Federal Deposit 3,500
Insurance Corporation
Government 3,600
Accountability Office
National Credit Union 1,000
Administration
1996 Administrative Office 900
of the United States
Courts
Defense Acquisition Employees 6,500
Transportation Federal Aviation 48,000
Administration

IBM Center for The Business of Government




DESIGNING AND IMPLEMENTING PERFORMANCE-ORIENTED PAYBAND SYSTEMS

Table 1: Paybanding Systems in the Federal Government (continued)

No. of
Date Employees
Implemented | Department or Agency Units/Groups Units Paybanded Paybanded
1997 Defense Air Force Research 2,400
Laboratory
Army Aviation and Missile 1,200
Research Development and
Engineering Center
1998 Commerce Technology 6
Administration
Economics 508
and Statistics
Administration
National Oceanic 6,377
and Atmospheric
Administration
National 76
Telecommunications
and Information
Administration
Office of the Secretary 360
Defense Naval Sea Systems 21,000
Command Warfare Centers
Army Engineer Research 1,600
and Development Center
Army Medical Research and 1,100
Material Command
Army Research Laboratory 1,900
1999 Defense Naval Research Laboratory 2,800
National Geospatial Not
Intelligence Agency Available
2001 Defense Army RDECOM 2,000
Communications -
Electronics Research,
Development and
Engineering Center
Treasury Comptroller of the 2,800
Currency
Internal Revenue Managers only 8,300
Service
2003 Homeland Security Transportation Security 45,000
Administration
2006 Defense/National 77,000
Security Personnel
System
248,927

www.businessofgovernment.org
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It was partly on the basis of recruitment needs that
two naval research facilities, one located in San
Diego, California, and the other at China Lake,
California, applied for and received approval to test
paybanding as part of a personnel demonstration
project in 1980. That project provided the first test
of paybanding as a concept and was sufficiently
successful that it was extended beyond its intended
five-year life.> Among the success indicators have
been high levels of employee satisfaction with the
system and improved recruitment and retention of
high-performing employees.

[t was not until 1988 that paybanding was put in
place in a second agency, the National Institute of
Standards and Technology. Like the Navy Demonstration
Project, NIST has a research-oriented mission and
had encountered difficulties recruiting for positions
that required individuals with high levels of scientific,
engineering, and technical skills. In 1989, the
Government Accountability Office’ instituted pay-
banding for a portion of its workforce.

During the 1990s, there was a rapid growth in the
number and types of agencies or units with payband
systems. In 1994, a group of eight research and dem-
onstration laboratories within the Department of
Defense was granted the authority to create payband
systems. In 1995, the Federal Aviation Administration
was given the authority to set up its own personnel
system of which paybanding became a part. And as
part of the IRS Restructuring and Reform Act of 1998,
the IRS was granted the authority to implement pay-
banding.* Also in the 1990s, several of what are
known as the “FIRREA” (Federal Institutions Reform,
Recovery and Enforcement Act of 1989) agencies—
including the Federal Deposit Insurance Corporation,
the Comptroller of the Currency, and the National
Credit Union Administration—instituted paybanding
pursuant to authorities that they had been granted.

Table 1 on pages 8-9 lists 15 separate payband sys-
tems within the federal sector. Included is information
on the year each system was inaugurated and the
number of employees covered. The cumulative num-
ber of federal employees working within payband
systems as of late 2006 was approximately 250,000.
Pending the outcome of litigation and/or bargaining
relating to both the National Security Personnel
System (NSPS) at the Department of Defense (DoD)
and the Human Capital Operations Plan (formerly the

IBM Center for The Business of Government

Acronyms and Abbreviations
AFRL  Air Force Research Laboratory

CHCO Chief Human Capital Officer

DOC  Department of Commerce

DoD  Department of Defense

FDIC  Federal Deposit Insurance Corporation
GAO  Government Accountability Office

GS General Schedule

HRM  human resource management

IRS Internal Revenue Service

NAPA  National Academy of Public Administration

NIST  National Institute of Standards and
Technology

NSPS  National Security Personnel System

OPM  Office of Personnel Management

PBC performance-based compensation

PRB Performance Review Board

SRS Standardized Rating Score

MaxHR system) at the Department of Homeland
Security, however, that number could grow rapidly
over the next few years. An estimated 650,000 civil-
ian employees at DoD alone will, if current plans go
forward, eventually be paybanded.

This report draws on the experiences of eight of
the 22 agencies/units/groups listed in Table 1 to
identify key issues that need to be addressed in
designing a performance-oriented payband system.
The eight agencies are as follows:

e Navy Demonstration Project (Space Warfare
Systems Command, San Diego, and Naval
Air Warfare Center Weapons Division, China
Lake, California)
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e National Institute of Standards and Technology
(NIST), Department of Commerce

e Department of Commerce Demonstration
Project (DOC)

e Air Force Research Laboratory (AFRL),
Department of Defense

e Internal Revenue Service (IRS), Department of
the Treasury

e Government Accountability Office (GAO)
e Federal Deposit Insurance Corporation (FDIC)

e National Security Personnel System, Department
of Defense

The eight were selected on the basis of several crite-
ria including that collectively they offer a range of
different designs. This variation in design provides a
useful opportunity to compare features and the
implications of those features for system operation
and outcomes. The intent is not to designate a single
best payband system but to identify the key design
issues that need to be addressed as well as the
trade-offs that accompany each design option.

www.businessofgovernment.org
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Paybanding as an Evolving
Approach to Implementing

Pay Systems

12

This section includes a discussion of “what is pay-
banding?” and “why paybanding?”

What Is Paybanding?

The essential concept behind paybanding is that,
for the purpose of salary determination, positions
are placed within broad bands instead of within
narrow grades. Figure 1 shows how bands compare
to grades. One problem with a grade system such as
the GS is that because of the many gradations in sal-
ary levels and because the distinctions between any
one grade and the next are often somewhat minor,
a lot of time and effort is spent determining what

grade a job belongs to. Further, the grade decision is
made by a classification expert on the basis of tech-
nical criteria rather than by a manager on the basis
of management criteria. Matters that have important
implications for unit operations are thus displaced
onto the personnel office. With paybanding, there
is no need to make fine distinctions between the
duties or responsibilities of different jobs because
many related titles can be accommodated within a
single band.

There is substantial variation in practice with regard
to payband system structure including number and
nature of “career groups,” number and width of

Figure 1: Illustrative Comparison of Conventional Salary Ranges and Bands®
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paybands, and whether or not to include a “control
point” to slow progression through the band. In the
federal government, it is common to have three to
four career groups and four to five bands for each
group. Figure 2 depicts the different career groups
and bands at the Navy Demonstration Project. (The
details of each of the plans covered in this report are
included in the Appendix.) Band width, the percent-
age spread between the lowest and highest salaries
in a band, varies widely not only between but
within plans. For example, the Department of
Commerce Demonstration Project includes bands
as narrow as a single GS grade (30 percent) and as
wide as six GS grades (150 percent).

A second distinguishing feature of payband systems is
that, in general, there are no “steps” within the band.
In the GS, each grade is divided into steps, each of
which represents an approximately 3 percent
increase in pay. Depending on where they are within
the grade, employees move up one step each year,
two years, or three years. Although it is possible to
deny poor performers a step increase, this is rarely
done. With paybanding, the intent is that employees
progress through the range on the basis of perfor-
mance rather than longevity. As discussed further
below, agencies operate under a variety of different
rules in this regard. In some systems, employees who
receive a “met” or “meets expectations” rating may

simply retain their position in the band, as the band
is adjusted upward according to the annual compara-
bility increase. In other systems, everyone other than
poor performers is guaranteed some increase over
and above the comparability increase.

Why Paybanding?
A 2004 report by the National Academy of Public

Administration (NAPA) lists the following as reasons
“why employers shift to broadbanding”:*

e Paybanding “supports organizational change.”
This is the case because the rigidities of a con-
ventional system such as the GS greatly com-
plicate attempts to redefine jobs or reduce
hierarchical layers. The breadth of the bands in
a payband system means that in many instances
jobs can be redefined without affecting the sal-
ary or status of the incumbent. In 2001, the IRS
effectively employed its new payband system
to mitigate the impact of its delayering exercise
on managers. Approximately 400 mid- and top-
level management positions were eliminated in
the process of collapsing management layers
by half. Managers who had previously been
segregated into GS-14 and GS-15 grades were
placed into a single “senior manager” band,
thereby eliminating hierarchical distinctions and
permitting the agency greater flexibility in

Figure 2: Career Paths and Pay Plans at the Naval Air Warfare Center, Weapons Division, China Lake

Career Path 1 2 3 4 5 6 7 8 9 10|11 |12 [13 |14 |15
Senior
Professional Staff A ! I i v
Technicians A [ 1 1l
Technical
Specialists A I . i
Admini .

dm!m.stratlve A | I "
Specialists
General A | 1l v \%

Il
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making assignments (see “Modernizing
Human Resource Management in the Federal
Government: The IRS Model” by James R.
Thompson and Hal G. Rainey at
www.businessofgovernment.org).

Payband systems are more compatible with
“high-performance work systems” than are
traditional pay and compensation systems.
Among the distinguishing features of high-
performance work systems, according to Nadler
and Tushman,” are employee empowerment,
redesigned processes, the organization of work
by teams, broad jobs, and flexible organiza-
tional boundaries. Such systems emphasize
flexibility in job assignments and de-emphasize
both vertical and horizontal boundaries within
the organization. Attention is directed less to the
“job” as defined in a narrow, bureaucratic way
than to meeting the needs of the “customer,”
however that is achieved. Paybanding is com-
patible with this organizational model in that it
places greater emphasis on the individual rather
than on the job for pay-setting purposes.

Paybanding “encourages lateral movement” in
delayered organizations. As organizations reduce
the number of hierarchical layers, they simultane-
ously truncate career ladders. Paybanding makes
it possible for those who may not be able to
move upward in the organization to nevertheless
increase their salaries by expanding the scope of
their responsibilities. Payband systems sometimes
provide for a “dual track” whereby technical
experts can be compensated at the same level as
managerial personnel.

By allowing line managers more responsibility
in pay and classification matters, payband sys-
tems contribute to a reduction in administra-
tive costs and to a shift in roles for human
resource management (HRM) personnel.
Most payband systems provide managers with
expanded authority in pay matters and hence
there is less need for HRM officials to serve in
a policing role. There is also less of a need for
classification experts to determine appropriate
grade placements.

Paybanding avoids the dysfunctional conse-
quences of traditional grade and step systems.
This is perhaps the most compelling argument
in support of paybanding. The importance of

IBM Center for The Business of Government

the grade assignment in traditional systems in
conjunction with the emphasis on “job” over
“person” provides incentives to “game” the
classification system, that is, to reward the
incumbent of a job for good performance by
getting his or her job reclassified. Also, the
priority given “internal equity,” that is, the
determination of salary levels primarily on
the basis of comparison to other internal jobs,
rather than to “external equity,” the amount
paid similar positions on the outside, can lead
to excessive salary costs.
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Objectives of a Performance-

Oriented Payband

System

[ssues that must commonly be addressed in the
design of any pay system include those of equity,
efficiency (including cost control), and employee
acceptance. In fact, the design process largely con-
sists of identifying mechanisms by which these
objectives can be achieved. The process is compli-
cated by the fact that each can be defined in differ-
ent ways and that achieving one objective often
involves trade-offs with the others.

Balance Internal, External, and
Contribution Equity

The Oxford English Dictionary defines equity as “the
quality of being equal or fair; fairness, impartiality;
evenhanded dealing.” A question that arises with
regard to pay system design is: Fairness with regard
to what standard? The GS places emphasis on internal
equity, making sure that a job is graded fairly relative
to other jobs within the system. An elaborate “point
factor” system has been created for this purpose. In
the private sector, there is a greater emphasis on exter-
nal equity, making sure that a position is fairly paid
relative to similar positions in other organizations. The
Office of Personnel Management (OPM) has identified
the concept of “contribution equity,” which means
that individuals who contribute to the same degree to
an organization’s success should be paid the same.
In instances where application of the alternative stan-
dards leads to different pay outcomes, a determination
must be made as to which standard applies.

Since none of the three forms of equity can be com-
pletely disregarded, the design challenge is to find the
right balance between them. Paybanding generally
implies a closer association between pay and perfor-
mance and hence a greater emphasis on contribution
equity. Internal equity remains relevant; positions must
still be classified for purposes of identifying career

group and band, but such considerations are not given
the same weight in pay setting as under the GS. The
external market must also be taken into consideration
so that the organization can effectively compete for
individuals with needed competencies.

The GAO and DoD systems link the pay of their
employees more explicitly to the market than do the
systems in the other agencies. The intent is both to
insure that they can compete for talent and to avoid
paying more than is necessary to get that talent. There
are implicit trade-offs, however, to the extent that an
emphasis on external equity means that the tradi-
tional “point factor” system will be given less weight
in setting the pay for different occupational groups.

Equity is also important in the design of performance
appraisal systems on which performance-oriented pay-
band system outcomes are often contingent. For exam-
ple, should all employees within the same pay system
get rated according to the same criteria? On the one
hand, it can be argued that for purposes of comparing
relative performance, all employees should be assessed
according to the same criteria, as is done, for example,
at GAO and the Air Force Research Laboratory. On the
other hand, an employee could contend that he or she
should be assessed on criteria specific to his or her par-
ticular job, as is the practice at NIST.

Achieve Cost Control

Paybanding systems are vulnerable to claims that they
lead to increased salary costs. The consolidation of
multiple grades into a single band means that some
employees who would otherwise have “capped out”
within their current grade now have further room for
salary growth. For example, in a system where the
GS-14 and GS-15 grades are combined into a single
band, such as at the IRS, a GS-14 who was capped
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out at approximately $101,000 (2006 base salary
schedule) would be eligible for additional increases
up to the equivalent of a GS-15, step 10, an addi-
tional $17,000 without having to secure a promotion.
The increased flexibility associated with paybanding
also allows individuals to move through the range
more quickly than in the GS system. Most federal
payband systems explicitly attempt to maintain cost
neutrality and have put mechanisms in place toward
that end, for example, by creating “control points”
within each band such that only high-performing
employees can advance beyond the control point.

Proponents contend that a combination of payband-
ing and performance pay contribute to greater effi-
ciency through improved quality and quantity of
performance. This is achieved as a result of (1) the
general motivational value of linking pay to perfor-
mance; (2) greater monetary rewards for high per-
formers, who are therefore more likely to stay; and
(3) fewer rewards to poor performers, who are there-
fore more likely to leave. Paybanding can also make
it easier to hire highly qualified recruits. In fact, this
was the primary reason that paybanding was insti-
tuted at the Navy Demonstration Project.

Paybanding is also presumed to enhance organiza-
tional effectiveness by providing line managers with
more authority within the workplace with regard to
compensation and classification matters. The intent,
consistent with New Public Management?® and rein-
vention? doctrine, is that in return for being permit-
ted additional discretion in matters of hiring, pay,
and promotion, managers are to be held account-
able for the performance of their unit.

[t may be that whatever additional costs are associ-
ated with paybanding are more than offset by
improvements in overall performance. However,
given the difficulties of making any definitive link
between the introduction of a performance-oriented
payband system and improved organizational per-
formance, it is likely that these systems will have to
continue to adhere to a cost-neutrality standard.

Gain and Ensure Employee
Acceptance

New pay systems such as those implemented by the
eight agencies that serve as a focus of this study are
not implemented in a vacuum. Employees inevitably
compare features of the new system to the old. In
the federal context, the “old” is represented by the
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GS. Employees may not only have worked under the
GS themselves but also have opportunities to move
to agencies that are governed by GS rules. In several
of these agencies, individuals whose pay is gov-
erned by GS rules work side by side with those who
are paybanded. Inevitably, therefore, the GS serves
as a touchstone for most of these employees.

The pay-for-performance element of most payband
systems is, at least on its face, disadvantageous to
employees to the extent that pay increases that histori-
cally have been automatic now become contingent.
Agencies moving to paybanding have often had to
overcome resistance from at least some employees. In
attempting to gain employee acceptance, many agen-
cies have incorporated features that emulate those of
the GS. For example, GS employees generally receive
a yearly general pay increase, called the “comparabil-
ity increase,” intended to ensure that federal pay keeps
pace with pay elsewhere in the economy. Most of the
systems reviewed here continue to grant the general
pay increase to the vast majority of their employees
consistent with GS practice. Strict pay-for-performance
considerations would dictate that general pay increase
monies be included in the pay pool and distributed on
the basis of performance. However, it would be harder
to gain employee acceptance of such a practice given
the inevitable comparison with GS employees.

Employee acceptance is in part a function of under-
standability. Understandability, in turn, is enhanced
by clarity in the rules according to which the system
operates. A key such rule is that which dictates the
link between performance and pay. The Navy
Demonstration Project approach, depicted in Table 3
on page 22, is a model in this regard. Specific per-
formance levels, as identified through the perfor-
mance appraisal process, translate into specific pay
increases. (The “i” in the Navy Demonstration
Project system represents approximately a half a GS
step.) GAQO's system, in contrast—a model in other
respects—is complex and difficult to understand.
Pay is set according to a complex formula involving
a standardized rating score, a competitive pay level,
and relative position in the range (see the sidebar on
page 32). One portion of the formula dictates the
proportion of pay that will be granted as a bonus
versus a base pay increase. Compensation theory
suggests that the motivational value of such a system
is compromised to the extent that employees are
unsure what level of performance will translate into
what type of pay increase.
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Issues In Performance-Oriented

Payband Systems

Three broad points regarding pay system design pre-
cede a discussion of design specifics. One simply is
that there is no perfect system. Most design choices
involve trade-offs between different objectives. The
“right” system for any one organization is a function
of its particular preferences. The second point has to
do with system complexity. In this study, payband
system design is construed to include performance
appraisal and funding processes, both of which are
integral to the pay-for-performance system that gen-
erally accompanies the payband structure itself. This
broader system has many interrelated parts. Because
of this interrelatedness, it is rarely possible to associ-
ate a particular outcome with a particular design
decision. The third general point is that pay system
design and implementation inevitably has a cultural
dimension. These systems embody specific values
and convey specific expectations. With paybanding,
performance is given priority over longevity for pay-
setting purposes. The implicit emphasis is on effi-
ciency and effectiveness rather than on equity. In the
traditional GS, everybody gets the same pay
increase; with paybanding, pay increases are scaled
according to performance and/or contribution. A
challenge in designing a payband system is to lever-
age system features to promote the change from an
entitlement culture to a performance culture.

Trade-offs Among Objectives

Many of the major decisions in the design of a
payband system require that trade-offs be made
between conflicting objectives. Several such trade-offs
were identified earlier. For example, what will be the
relative priority given internal, external, and contribu-
tion equity? Designers of the GS system made internal
equity a priority. Pay systems in the private sector often
emphasize external equity. Implicit in linking pay more

closely to performance is to make contribution equity
a priority. There may also be a conflict between system
effectiveness and employee acceptance. It may be
more acceptable to employees to grant an across-the-
board pay raise to all employees, as is done under the
GS. However, it may be more efficient, and ultimately
more effective, to distribute part or all of the general
increase on the basis of performance. An effective
pay-for-performance system further requires that super-
visors make “meaningful distinctions” in the relative
performance of their subordinates. Some organizations
have a “forced distribution” policy whereby managers
are required to segregate their employees into groups
according to specified percentages. General Electric,
for example, limits the top category to 15 percent of
the workforce. Such a policy may promote effective-
ness but at the cost of perceived equity and accep-
tance. Table 2 on page 18 lists a series of design
alternatives and the trade-offs associated with each.

Pay System Complexity

Were payband system design limited only to the
payband structure itself, the design process would
be relatively straightforward. Structural decisions
relate to, for example, band width, control points,
steps, and career paths. However, since paybanding
is generally introduced in conjunction with pay for
performance, decisions also have to be made about
performance appraisal processes, how performance
appraisal ratings link to pay increases, and what
mechanisms will be put in place to control costs.

In a complex system of this type, it is difficult if
not impossible to predict with any degree of confi-
dence what the consequences of a change to any
one design element will have on overall outcomes.
There is also more than one way to achieve the
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Table 2: Trade-offs Among Performance-Oriented Payband System Objectives

Area/Decision: Objective
Performance Appraisal Promoted | Rationale
Place limit on number of high Efficiency/ | High performers become eligible for larger pay
ratings Cost Control| increases
vs. | No limit on number of high ratings | Equity Ratings are relative to an employee’s absolute
rather than relative level of performance
Employee | Rating standards remain constant from year to
acceptance | year and from unit to unit
Use the same rating elements for all | Equity Employees are assessed according to the same
employees criteria
vs. | Tailor rating criteria to unit, Employee | Allow each job to be assessed according to
employee acceptance | criteria relevant to that job
Rating is relative to others in the Efficiency/ | More accurate judgments can be made relative
same unit/pay pool Cost Control| to others in the same unit
vs. | Rating is relative to everyone in the | Equity Individuals with the same rating receive the same
organization pay increase
Area/Decision: Objective
Pay for Performance Promoted | Rationale
Grant annual comparability increase | Employee | This has been the practice under the General
to all employees acceptance | Schedule
vs. | Include comparability monies in Efficiency/ | More funds are available to distribute according
pay pool Cost Control| to performance criteria
Market considerations a factor in Efficiency | Pay only as much as required to recruit and
pay setting retain individuals in an occupation
vs. | Market considerations not a factor | Employee | Market considerations are not generally a factor
in pay setting acceptance | in pay setting under the General Schedule
Take current salary into account in | Efficiency | The performance of highly paid individuals should
pay setting be assessed according to their overall contribution,
not according to last year’s performance
vs. | Pay increase based only on prior Employee | This has been the practice under the General
year’s performance acceptance | Schedule
Allow funds to be switched between | Efficiency/ | To the extent that increases are distributed as
base pay increase and bonus pots Cost Control| bonuses rather than as base pay increases, there
will be savings in the out years
vs. | Separate pots: base pay increase Employee | Employees are protected against the switching of
monies can only be used to pay acceptance | funds that have traditionally been used for base
base pay increase, bonus monies pay increases to bonuses
can only be used to pay bonuses
Rating is “hardwired” to pay Employee | Employees understand the basis for their pay
increase acceptance | increase
vs. | Supervisor makes separate decisions | Efficiency | Supervisor can incorporate other considerations in
on rating and pay increase pay-setting process, for example, current salary
Area/Decision: Objective
Paybanding Promoted | Rationale
Include “steps” in bands Employee | Less uncertainty about pay increase process
acceptance
vs. | No steps Efficiency | Managers have more discretion in determining
increase amounts
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same outcome. Two examples follow. One issue that
all payband system designers must confront is that
of cost control. Another is how to induce supervi-
sors and managers to make “meaningful distinc-
tions” in performance levels.

Approaches to Controlling Costs

As noted above, a concern about paybanding is that
it will result in higher salary costs. Some of the same
features of the GS that are criticized as inhibiting
managerial flexibility, such as, for example, the exis-
tence of steps within grades, do nevertheless assist
in controlling the growth of salary costs.

With the elimination of steps and the widening of
bands, alternative mechanisms of controlling the
growth of salary costs are required. One is simply to
narrow the paybands and thereby limit the top sal-
ary that can be achieved by employees in the band.
For example, the FDIC’s “corporate grade” (non-
managerial) payband system includes 15 separate
paybands. The number of bands is the same as for
the GS system. On the one hand, one could argue
that having so many bands defeats one purpose of
paybanding, which is to provide managerial flexibil-
ity and to simplify classification by expanding the
pay range associated with a group of positions. On
the other hand, having multiple bands effectively
limits salary growth within the band. A consider-
ation for FDIC is that its corporate grade system has
to be negotiated with the union that represents FDIC
employees. The multiple bands thus provide a safety
net of sorts against excessive growth in salary costs.

An alternative to retaining a large number of bands
is to identify a “pay pool” that represents the
amount to be spent on pay increases for that year.
Several of the agencies whose systems are featured
here, including the NIST, the DOC, AFRL, and DoD,
use pay pools as a primary means of limiting the
growth of salary costs. A common approach is to
base the size of the pay pool on the percentage of
total payroll historically spent on within-grade wage
increases, promotions, and quality step increases.
In several of the agencies featured here, the corre-
sponding figure was 2.4 percent of total payroll.
The “pay pool manager” is responsible for limiting
the total increases to the pay pool amount. At AFRL,
upper management has adjusted the pay pool
amount between 2.1 and 2.4 percent of total pay-
roll, contingent on the overall budget situation.

Approaches to Making ‘Meaningful
Distinctions’ in Performance

Another example of how multiple means can be
employed to achieve the same end relates to the
challenge of inducing supervisors to make “meaning-
ful distinctions” in levels of performance among
employees. The tradition in the federal government is
that such distinctions are more the exception than the
rule. For the pay-for-performance element of payband-
ing to work as intended, however, top performers must
be distinguished from average and low performers.

One way of achieving this objective is simply to
require managers to identify a particular percentage
of top performers. As noted earlier, at General Electric,
the top 15 percent of employees are designated top
performers and rewarded accordingly. Of the agencies
whose systems are discussed in this report, FDIC
comes closest to a “forced distribution” policy of this
type. Non-managerial employees at the FDIC are
assigned to one of four pay groups. The first group
includes the top 25 percent of employees; the second,
the next 50 percent; the third, remaining employees
with a “meets expectations” rating; and the fourth, all
employees with a “does not meet” rating.

The approach used by the IRS does not require
managers to designate a specific percentage of high
performers, but it does serve to deter managers from
assigning too many high ratings. At the IRS, manag-
ers are appraised at any one of five levels: “not
met,” “marginally satisfactory,” “met,” “exceeds,”
and “outstanding.” Unit heads are assigned a “point
budget” with four points for each employee. An
“exceeds” rating is the equivalent of four points. To
give an employee an “outstanding” (six points) and
still stay within the point budget, at least one other
employee must be given a “met” (two points) rating.

Some agencies, including DoD, rate the supervisors
themselves on how well they administer the pay-for-
performance system. Key to that assessment, in
many instances, is whether or not the manager has
made meaningful distinctions in performance.

Approaches to Creating a
Performance-Driven Culture

There is an important cultural dimension to payband
system design and implementation. In fact, one
could argue that the ultimate objective of these
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systems is to provoke a change in culture to one in
which efficiency via enhanced performance is given
priority. A consideration for system designers is that
to achieve such change, the “soft” as well as the
“hard” elements must be incorporated into the
design process. The hard elements of the perfor-
mance-oriented payband system are the behavioral
rules that govern the rating and pay-setting process;
for example, the elements according to which per-
formance is appraised, the rating levels, and number
of high ratings allowed. Soft elements include those
that involve communication between the different
players in the rating/pay-setting processes and per-
ceptions of how authorities granted as a result of the
process are employed. From a cultural-change per-
spective, the soft elements are key. Just the fact of
interaction around performance issues can help
change attitudes and beliefs.

Soft design elements relate primarily to the process
dimension of a performance-oriented payband sys-
tem. For example, GAO encourages each employee
to complete a self-assessment as the first step in the
rating process. This helps ensure that the performance
discussion is a two-way rather than a one-way
conversation. FDIC provides all non-managerial
employees with the opportunity to include a writ-
ten response to the supervisor’s appraisal on the pay-
for-performance assessment form before it is finalized.
Not only does it facilitate dialogue about the rating,
but it represents a form of due process that helps
engender a sense among employees that the process
is fair.

The rating processes at several agencies including
AFRL incorporate review procedures that require
dialogue between first-line supervisors and officials
higher in the management chain. There are a series
of meetings in which managers from across the divi-
sion compare ratings by rating element and overall.
The primary purpose is to ensure rating consistency,
but ancillary consequences are to convey the prior-
ity being given performance issues and to force
managers to devote their time and attention to per-
formance matters. The Navy Demonstration Project
provides for a two-stage rating process whereby the
supervisor determines which of three rating catego-
ries is assigned (see Table 3 on page 22). For those
in the top and bottom categories, the Performance
Review Board (PRB) decides which of two alterna-
tive ratings is assigned.'® The effect is to promote
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discussion between supervisor and the PRB about
each employee’s performance.

Soft and hard design elements interact in a com-
plex way. On the one hand, the hard design ele-
ments make the soft elements possible. The very
fact of a performance appraisal process creates the
opportunity for communication between employee
and supervisor over performance matters. On the
other hand, the process also invests supervisors
and managers with authority which may be used
in ways that engender resentment and distrust. An
IRS supervisor expressed some resentment that his
manager had simply handed him his “commit-
ments” (objectives) for the next rating period with-
out consultation.' The same supervisor stated that
he had been told that he had given out too many
“exceeds” ratings and should therefore lower one
or more to “met.” The organization as a whole was
within its point budget, but in the view of the
manager, the number of “exceeds” in the supervi-
sor’s unit was out of line with that of others. Such
behaviors can contribute to a sense that the pro-
cess is arbitrary and hence lower employee support
for and commitment to the process.
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Case Studies in Payband System
Design and Implementation

The eight performance-oriented payband systems
included in this study are as follows:

* Naval Air Warfare Center Weapons Division
(Navy Demonstration Project)

e National Institute of Standards and Technology
(NIST)

* Department of Commerce Demonstration
Project (DOC)

e Air Force Research Laboratory (AFRL)
e Internal Revenue Service (IRS)
e Government Accountability Office (GAO)

e Federal Deposit Insurance Corporation (FDIC)—
Managerial Personnel and Non-managerial
Personnel

e National Security Personnel System (Department
of Defense [DoD])

Key features of the eight systems are summarized in
tabular format in the Appendix.

Naval Air Warfare Center Weapons
Division (Navy Demonstration
Project)

The Navy Demonstration Project paybanding struc-
ture, the first in the federal government, was prece-
dent setting. The career groups that were created
and the structure of bands in each career group
became the basis for the systems at both NIST and
the Department of Commerce.

The Navy Demonstration Project was subjected to
rigorous evaluation throughout the first 14 years of

its existence. In general, the outcomes have been
positive. Employee support for the project grew from
29 percent at the project’s inception to 70 percent
by year 14.12 The percentage of employees who per-
ceived pay as linked to performance at the center
increased from 47 percent to 60 percent between
1980 and 1992."> OPM found that turnover among
high performers at the Navy Demonstration Project
between 1983 and 1985 was about 5 percent com-
pared to about 9 percent at the control labs."
Further, according to OPM, turnover among low
performers was higher at the Navy Demonstration
Project than at the control labs.’ Although salary
costs at the Navy Demonstration Project were
approximately 2 percent higher than at the control
facility as of 1992, the difference was largely attrib-
utable to start-up costs.

One reason for the apparent success of the Navy
Demonstration Project is its relative simplicity and
hence understandability. There are five rating catego-
ries, and each category translates into a specific pay
increase (with the exception of the highest category,
for which there are two pay options). For example,
an individual who is rated as “exceeds fully success-
ful” is assured of receiving the general pay increase
(“C") as well as 2 x “i"—in which each “i” is equiva-
lent to 1.5 percent (see Table 3 on page 22).

National Institute of Standards and

Technology

NIST’s payband system, like that of the Navy
Demonstration Project, began as a personnel dem-
onstration project under the provisions of the Civil
Service Reform Act of 1978. Implementation began
in 1988 and changes were made to the system in
2005. The first system was quite complex. Managers/
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Table 3: Rating Levels and Associated Pay Increases at the Naval Air Warfare Center, Weapons Division,

China Lake, California

Assessment Rating Definition Salary Adjustment | Bonus
Highly Successful, 1 Performance that is demonstrably exceptional C+4ior 0-4b
deserves an award C+3i

Quality performance that exceeds fully
successful C+2i
Fully Successful Fully successful performance C+Tior 0-4b
C
Less Than 4 Below fully successful Cc/2
Fully Successful .
5 Substantially below fully successful 0

Note: C = general or “comparability” pay increase; i = 1.5 percent; b = 1.5 percent.

supervisors were afforded a high degree of discre-
tion in determining the rating elements, the weight
given each element, the rating given each element,
and the recommended pay increase (within a speci-
fied range). Overall rating scores were on a scale of
between 40 and 100 in one-point increments. There
were three constraints on the pay-setting process:

1. The pay pool amount.

2. Each payband was divided into five levels with
a specific pay increase range assigned to each
level. The lower both the band and the level,
the higher the maximum permitted increase.
Thus, employees in Interval 1 of Band | in the
Scientific and Engineering Technician career
group are eligible for raises of up to 12 percent,
whereas those in Interval 1 of Band V are lim-
ited to increases of 6 percent.

3. What NIST officials call the “percent of percent”
rule, according to which an employee with a
lower rating score cannot receive a higher per-
cent of percent increase than an employee with
a higher score. The percent of percent rule has
to do with the maximum increase for which an
employee is eligible. For example, you cannot
give an employee who is eligible for a maxi-
mum 6 percent increase a 3 percent increase
(50 percent of percent) and simultaneously give
another employee in the same pay group with
a higher rating score, but who is eligible for
a maximum 12 percent increase, a 4 percent
increase (33 percent of percent).

According to NIST officials, the percent of percent
rule in particular caused confusion among employ-

ees and was one reason for the 2005 changes.
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Outcomes of NIST’s original performance-oriented
payband system were generally congruent with
those at the Navy Demonstration Project. After
seven years, 56 percent of NIST employees agreed
with the statement, “All in all, | am satisfied with my
pay.” The government-wide figure was 39 percent.'®
However, according to an OPM evaluation of the
project, salaries at NIST increased by 10 percent
more than did salaries for the control group over the
first seven years of the project.”” Forty-two percent
of NIST employees agreed with the statement, “High
performers tend to stay with this organization,” com-
pared to 31 percent of the control group. Fifteen
percent of NIST employees agreed with the state-
ment, “Low performers tend to leave this organiza-
tion,” compared to 10 percent of the control group.”

The structure of NIST’s new system is similar to that
of the Navy Demonstration Project. There are six
rating categories (compared to five at the Navy
Demonstration Project), and a specific rating trans-
lates into a specific increase. This feature provides
a much greater level of determinacy than previously.
In the old system, decisions on pay increases were
separate from decisions on rating employees and
were contingent only upon the three constraints
listed above. It was possible in that system for an
employee with a higher rating to get a lower pay
increase than someone in a different unit with a
lower rating. One difference between NIST and the
Navy Demonstration Project is that the “i” referenced
in Table 4 has varied at NIST, whereas the “i” at the
Navy Demonstration Project (see Table 3) has
remained fixed at approximately 1.5 percent of sal-
ary. For 2006, the “i” at NIST was set at 1.1 percent
of the midpoint of each band.
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Department of Commerce
Demonstration Project

The payband system at the Department of Commerce
Demonstration Project, implemented in 1998, covers
only four units, two of which have fewer than 100
employees in the system (see Table 1 on pages 8-9).
The largest of the four is the National Oceanic and
Atmospheric Administration, with 6,377 employees
covered by the payband system. Similar to both the
Navy Demonstration Project and NIST, the DOC’s
payband system was initiated as a personnel demon-
stration project. The DOC’s Demonstration Project,
which is similar in structure to NIST’s initial system,
is scheduled to expire in 2008.

Similar to the other demonstration projects, the DOC
project has been subject to annual evaluation. The
seven-year evaluation included the following results:

* Fifty-nine percent of those in the demonstration
project group agreed with the statement, “I am
in favor of the demonstration project.”'®

e Total awards for the demonstration group aver-
aged 4.52 percent of salary compared to 3.53
percent of salary for the comparison group.™

e As illustrated in Figure 3 on page 24, the range
of base pay increases for demonstration project
participants was much wider than for compari-
son group members. There was also a scaling
of those increases according to performance,
which is not apparent in the comparison group.

e The percentage of demonstration group
participants responding in the affirmative to
the statement, “Pay raises depend on how
well you perform,” increased from 35 percent
in the baseline year to 54 percent in year 7.

The corresponding percentage for the
comparison group in year 7 was 35 percent.

e Sixty-three percent of supervisors in the dem-
onstration group responded affirmatively to
the statement, “The current pay system pro-
vides a competitive range of entry salaries for
managers to use in negotiating with appli-
cants.” Only 29 percent of those in the com-
parison group responded in the affirmative to
this statement.

Air Force Research Laboratory

The most distinctive feature of the payband system at
the Air Force Research Laboratory is that it is contri-
bution-based. In comparison with most other systems
in which pay increases are scaled according to the
employee’s performance during the most recent rating
period, at AFRL the rating is of each employee’s over-
all contribution to the organization.

Contribution is measured according to six factors
common to all employees: technical problem solv-
ing, communications/reporting, corporate resource
management, technology transition/technology
transfer, R&D business development, and team-
work and leadership. Scores on each of the factors
average out to an overall “contribution.” A “stan-
dard pay line” (SPL), depicted in Figure 4 on page
25, then identifies the expected salary level associ-
ated with each score. Each individual’s current sal-
ary and contribution score can be plotted relative
to the SPL. If, based on contribution score, an indi-
vidual employee’s salary is below the SPL, he or
she is undercompensated relative to his or her con-
tribution and hence is entitled to a proportionately
greater base pay increase than are employees who
fall on or above the SPL.

Table 4: Rating Levels and Associated Pay Increases at the National Institute of Standards and Technology

Performance Level Salary Increase General Pay Increase Bonus
Exceptional Contributor 5xi Eligible
Superior Contributor 3xi Full (pay-cap conversion)

u
Significant Contributor 1xi .
: Eligible
Contributor 0
Marginal Contributor Not eligible
Unsatisfactory Not eligible

win
]

Note: The pay increment
range of 1.0 to 1.5 percent of the midpoint salary.

in NIST’s system represents a percentage of the midpoint salary in each band. Generally, i has been in the
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Figure 3: Range of Performance-Based Salary Increases—Control Group and Demonstration

Project Participants for the Department of Commerce Dem

onstration Project
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Note: Employees receiving a zero percent performance-based salary increase would still be eligible for the general pay increase.

Source: Booz, Allen, Hamilton, Department of Commerce Personnel Management, Demonstration Project Evaluation, Year Seven

Report. December 12, 2006.

A key implication of a contribution-based system is

that more is expected of highly paid employees; that
is, the higher they are on the Y axis shown in Figure
4, the higher their expected contribution according

to the standard pay line. Even if they are contrib-

uting at a high level, they may not therefore qualify

for a performance-based increase. With this approach,
a higher proportion of the pay pool can be allocated
to lower-paid employees whose actual contribution

exceeds their projected contribution.
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A second distinctive feature of AFRL’s system is that
movement between “levels” (bands) within the sys-
tem is “seamless.” The levels and corresponding GS
grades are as follows:

e Level I: GS-7-GS-11

e Level Il: GS-12-GS-13

e Level lll: GS-14

o level IV: GS-15
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Figure 4: Air Force Research Laboratory—Standard
Pay Line

100 ) ) ) )
N Standard Pay Line 4

90 1 (Y=13,572+ 15,415 X )
= T oo 171 4
2 [j=== + — 0.30 Contribution-Based L1
£ N Compensation System RAILS
& 80 A
=]
=} 2
- 7 7
= 70 Z| _/
2 -
E: A
8 60 7 Yy 7 'I
g Z T2
-‘g 50 n /,
g £
g w0 LA
£ 4
(=}
) 30 AL

20

1 2 3 4 5

Contribution Score

Source: Federal Register, Vol. 61, No. 230, Nov. 27, 1996, p. 60413.

Consistent with the philosophy behind the contribu-
tion-based system, an individual whose position was
initially classified as Level | could, in theory, move
to Level IV if his or her contribution warranted.

The results of a survey of AFRL personnel conducted
by OPM in 2005 showed the following:

e Satisfaction with pay increased from 45 percent
in 1996 to 65 percent in 2000.

e Sixty-six percent of employees agreed with the
statement, “Pay raises depend on my contribu-
tion to the mission of my organization,” com-
pared to 20 percent in 1996.

e AFRL employees in favor of the demonstration
project increased from 29 percent in 1996 to
80 percent in 2005.

AFRL’s own evaluation shows that the mean con-

tribution score increased from 3.26 (out of 5.0) to
3.4 between 1997 and 2005 and that the percent-
age of employees “equitably compensated,” such

that salary was appropriate to contribution score,

increased from 82 percent in 1997 to 99 percent

in 2005.%°

Internal Revenue Service

The IRS received authority to implement paybanding
pursuant to the IRS Restructuring and Reform Act of
1998. However, that same law provided that the
banding of bargaining unit employees had to be
negotiated with the union. To date, only managerial
personnel have been banded. Initially, only senior
managers were banded. Subsequently, payband sys-
tems were created for both department managers
and frontline managers.

Figure 5 depicts the original version of the senior
manager payband, which covers GS grades 14 and
15. Most payband systems do not include steps.
However, the original version of the Senior Manager
(SM) payband included 10 steps. For purposes of cost
control, the IRS incorporated a feature to slow pro-
gression through the upper portion of the band. As
Figure 5 illustrates, the standard for moving up a step
within the band increases the higher up a manager is.
Thus, a manager could move from step 1 to step 2
with two “met” ratings over a two-year salary review
period, but can move from step 9 to step 10 only
with a combination of “exceeded” and “outstanding”
performance ratings.

In the original system, a senior manager who did
not receive a performance-based pay increase after
one two-year rating cycle would have to wait four
years between increases (managers would still
receive the general pay increase). In the new system
introduced in March 2006, performance-based pay

Figure 5: Original IRS Senior Manager (SM) Payband System

Level IV
Level III SM -9 SM-10
Level 11 SM-7 | SM-8 | Exceeded — Outstanding
Level | SM-3 | SM-4 | SM-5 | SM -6 |Exceeded — Exceeded
SM-1 | SM-2 Met — Exceeded
Met — Met
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increase decisions are made on an annual rather
than a biennial cycle. There are also no steps in the
new senior manager payband. Pay increases are
linked directly to a manager’s performance rating.
Unlike the Navy Demonstration Project, however,
where the pay increases are fixed, the amount of the
pay increase for each performance level at the IRS
is subject to annual determination by the commis-
sioner. For 2007, it was determined that managers
who received a “met” rating (level 3 in a five-level

system) would receive only the general pay increase.

Since the payband itself is adjusted upward by the
equivalent of the general pay increase, an individual
with a “met” rating would remain at the same posi-
tion within the band. Only those with “exceeded”
or “outstanding” ratings would actually move
upward within the band.

An evaluation of the original senior manager pay-
band system was performed after the first year of
operation. Among the findings:

e In IRS’s five-level rating system, there were
fewer “outstanding” (level 5) ratings than under
the previous system; 18.4 percent of senior
managers received an outstanding rating in
2001 versus 33 percent in 2000, prior to pay-
band implementation; “exceededs” were up
from 56 percent to 63 percent and “mets”
were up from 11 percent to 19 percent.”!

* In focus groups and interviews, managers
agreed that linking pay to performance was the
right thing to do but did not believe that this
link was a significant motivator of performance.
According to the report, “factors such as job
challenge, job impact, recognition of a job well
done, and public service were considered far
more important in performance motivation.”??

e According to the report, senior managers inter-
viewed “did not believe the system did or
would motivate low performers to leave the
SMPB (senior manager payband).”

e The banding system did slow the progression
at the upper levels of the band. According to
the report, only 32 percent of managers at level
4 of the band received a step increase in 2002
compared to 66 percent of those at level 1.2
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Government Accountability Office

GAO has the most sophisticated of the eight systems
reviewed here. Among the distinctive features of
GAQ's system are:

The absence of an overall rating; instead
employees receive an individual rating on
each competency.

e The standardization of rating averages by pay
groups, which makes rating consistency across
groups less important and which de facto
identifies relative levels of performance within
each group.

e A decoupling from the general pay increase that
covers most federal employees. In GAO's sys-
tem, the comptroller general determines the
“annual adjustment” that goes to all but low-
performing employees. This feature allows the
pay increase amount to be adjusted according
to budget circumstances. It also allows a higher
percentage of the pay increase “pool” to be dis-
tributed according to performance rather than
longevity criteria. For example, in 2006, the
comptroller general set the annual adjustment at
2.6 percent in comparison with the 3.4 percent
received by GS employees. Some portion of the
difference was allocated on the basis of individ-
ual performance.

e The comptroller general also has discretion over
the “budget factor,” which dictates the size of
the performance-based pay increases. Again,
this factor can be adjusted according to budget
circumstances.

e GAO'’s system is one of only two that are
explicitly market-based. GAO determines a
“competitive pay rate,” which represents the
market median for positions within each band.
The amount of performance-based compensa-
tion is calculated as a percentage of the com-
petitive pay rate.

The primary liability associated with GAO’s system
is that, according to officials, many employees
don’t fully understand how their annual increase
is determined because of the complexity of the for-
mula according to which ratings are translated into
pay increases.
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Federal Deposit Insurance
Corporation

The FDIC has two payband systems, one for non-
managerial personnel and one for managerial and
executive personnel. The non-managerial system is
negotiated with the National Treasury Employees
Union, which represents FDIC’s bargaining unit
personnel. The system for non-managerial personnel
includes 15 bands that equate roughly to the 15 grades
in the GS system. FDIC’s bands are substantially
broader than GS grades, however. For example, the
lowest band in FDIC'’s corporate grade has a 50 per-
cent spread between minimum and maximum com-
pared to a 30 percent spread for each GS grade.
There are also no steps within the FDIC bands as in
the GS system. Under the most recent compensation
agreement with the union, employees are assigned to
one of four pay groups as follows:

e Pay group 1 includes the top 25 percent of
employees. Employees in this category receive
a 5 percent base pay increase plus a 1 percent
[lump-sum bonus.

e Pay group 2 includes the next 50 percent of
employees. Employees in this category receive
a 3.2 percent pay increase plus a 1 percent
[ump-sum bonus.

e Pay group 3 includes all other employees with
at least a “meets expectations” rating.
Employees in this group receive a 2.4 percent
base pay increase and no bonus.

e Pay group 4 includes all employees with a “does
not meet expectations” rating. These employees
get no pay increase.

There is no general pay increase as such.

Managerial personnel are grouped into two separate
bands, one for executives and one that includes mid-
level managers and first-line supervisors. Pay pool
managers are allocated a specific amount (4 percent
of total payroll in 2006) for base pay increases and
another amount (3 percent of total payroll in 2006)
for bonuses. Annually, the FDIC chairman establishes
aggregate pay and bonus pool funding levels, based
primarily on the chairman’s assessment of agency-
wide performance measured against identified corpo-
rate performance objectives. Annually, the chairman
also establishes ranges for both base pay increases

(0-10 percent in 2006) and bonuses (3-9 percent in
2006), as well as the percentage of managers and
executives who can receive bonuses (50 percent in
2006). Within those relatively broad constraints, pay
pool managers have a large amount of discretion in
determining both base pay increases and bonuses.

National Security Personnel System/
Department of Defense

The NSPS is similar in general structure to the Navy
Demonstration Project System. Employees are given
an overall rating (in whole numbers) between 1 and
5. Each rating then translates into a range of “shares,”
as depicted in Table 5. In contrast to the Navy
Demonstration Project, however, where the share
value (or i) is fixed at 1.5 percent, in NSPS the share
value fluctuates. Share value is determined by divid-
ing the pay pool by the number of shares granted.
Since there are no hard constraints on the number
of shares granted, if, within a pay pool, a high pro-
portion of employees are given high ratings, share
value and the pay increase associated with a high
level of performance would diminish. Pursuant to
DoD regulations, portions of general pay increase
monies may be used to adjust individual bands or
to provide local market supplements.

Table 5: Rating Levels and Associated Pay
Increases at the Department of Defense/
National Security Personnel System

Rating Shares
5 (Role Model) 5-6
4 (Exceeds Expectations) 3-4
3 (Valued Performer) 1-2
2 (Fair) 0
1 (Unacceptable) 0
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Designing a Performance-Based

Payband System

28

Phase I of the design process should include a deter-
mination of the general principles that will guide the
process. Three such principles are identified here:
the degree of performance orientation, the extent of
discretion provided managers in administering the
system, and whether or not the system will be market-
based. Phase Il decisions involve design specifics.

Phase | Decisions: Coming to
Agreement on Fundamental Principles

Three high-level design issues relating to payband
system design are, (1) how performance-oriented the
system will be, (2) how “hardwired” the system will
be, and (3) how closely pay will be tied to the market.

Degree of Performance Orientation

One of the most compelling reasons to implement
paybanding is to enable a closer link between pay
and performance. Yet a number of design decisions
affect the extent to which a payband system is more
or less performance-oriented. One key decision is
whether and to what extent the general pay increase
that is awarded to executive branch employees every
year will be made contingent upon performance.

Three primary options are available:

e Option 1: Grant all employees the general
increase regardless of performance, as is the
policy under the GS.

e Option 2: Deny the general increase only to
those employees determined to be performing
in an unsatisfactory manner.

e Option 3: Include part or all of the general pay
increase monies in the performance-based
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compensation pool in such a way that high per-
formers receive a proportionately higher amount
of the total than do average or low performers.

Four of the eight systems reviewed here—the Navy
Demonstration Project, NIST, the Department of
Commerce Demonstration Project, and AFRL—have
adopted option 2 and the others option 3. Option 3
is the most performance-oriented; option 1 the least.
While option 2 is more performance-oriented than
option 1, in practice there is little difference in out-
comes between the two. So few employees are rated
as unsatisfactory that virtually all employees end up
receiving the increase. For example, at the Navy
Demonstration Project, in 2002 only .2 percent of
employees were rated at the bottom two levels of a
five-level rating system and hence were denied part
or all of the general increase.*

The agencies adopting option 3 have each taken dif-
ferent approaches. At GAO, the comptroller general
determines the magnitude of the general pay increase
or “annual adjustment.” In 2006, the comptroller
general set the annual adjustment at 2.6 percent as
compared to the 3.4 percent that was provided GS
employees. The annual adjustment is provided to all
employees other than those rated at “below expecta-
tions” on any one rating element. GAO does not
explicitly segregate its budget into annual adjustment
monies and performance-based compensation (PBC)
monies. But by holding the adjustment below that
awarded to GS employees, the effect is to reallocate
monies to the PBC pool and hence distribute those
funds on the basis of performance criteria.

At the IRS, managers do not receive the general
pay increase as such. Instead, all general pay
increase monies go into the performance-based
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increase pool. The IRS commissioner determines
each year what percentage increase managers at
each rating level will receive. For 2007, the com-
missioner has determined that managers receiving
at least a “met” rating (level 3 in a five-level sys-
tem) will receive the equivalent of the general pay
increase granted GS employees. Those at the
“exceeded” and “outstanding” levels will receive
proportionately larger increases. This system leaves
open the option that in future years, those receiv-
ing a “met” rating could receive less than the gen-
eral pay increase. Even if those receiving a “met”
rating continue to receive the equivalent of the
general pay increase, they will not move up within
the band since the band itself is adjusted upward
each year by the general pay increase amount.
FDIC employees do not receive the general pay
increase. Increases for non-managerial employees
in each of the four pay groups are established in
the compensation agreement with the union.

In addition to distributing part or all of general pay
increase monies on the basis of performance, design
features that lead to a greater performance orienta-
tion include the following:

* Including a portion of locality pay monies in
the pay pool.

e Placing limits on the number of high ratings
that can be awarded. This can be done directly
or indirectly. The IRS is the only agency that has
in place an explicit mechanism, the “point bud-
get” (see above) to limit high ratings. At NIST,
Defense, AFRL, Commerce, and for FDIC man-
agers, the constraint is the budget: Officials are
limited in the number of high ratings that can
be assigned by the dollars they have available to
spend on base pay increases.

e Giving high ratings disproportionate weight in the
pay-setting process. The amount of the increase
given high performers relative to satisfactory per-
formers is in part a function of the weight given
the different ratings. For example, NIST has a six-
level rating system in which those at level 3 (“con-
tributor”) receive no performance-based increase;
those at level 4 (“significant contributor”) receive
an increase of 1 x “i” (where i = 1.1 percent of the
band midpoint); those at level 5 (“superior con-
tributor”) receive an increase of 3 x “i”; and those
at level 6 (“exceptional contributor”) receive an

Decisions to Be Made in Designing a
Performance-Oriented Payband System

Phase I Decisions: Coming to Agreement on
Fundamental Principles

e Degree of performance orientation

e Degree of managerial discretion

e Should the system be market-based?

Phase Il Decisions: Coming to Agreement on
the Specifics of the System

e Determine payband structure

e Determine performance criteria
e Determine rating system

¢ Determine funding availability
e Determine pay increases

e Determine elements of review process

increase of 5 x “i.” In this system, an “exceptional
contributor” receives a performance-based com-
pensation (PBC) increase approximately five times
that of a “significant contributor.” According to
officials, NIST’s director at the time decided on the
0-1-3-5 option for the specific purpose of reward-
ing high performers.

Including control points in paybands. The
advantage of control points is to ensure that
only high performers progress above the mid-
point of the range. The higher the proportion of
salary dollars going to high performers, the
more performance-oriented the system. At GAO,
Band 1IB includes a control point at approxi-
mately the 75th percentile of the range. Band
[IB employees are required to be in the top 50
percent of their pay group to receive a base pay
increase above the control point.

Paying a proportion of performance-based com-
pensation as bonuses rather than as base pay
increases. Base pay increases have become a hal-
lowed tradition in the federal government. In the
private sector, a much larger proportion of the
annual increase comes in the form of a one-time
bonus. The advantage of bonuses, of course, is
that they are given only once and as a direct
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consequence of performance. Base pay increases
not only get built into the base, but as a result of
the compounding effect, future increases become
more expensive. GAO has included in its pay
system a feature that grants a proportion of the
annual increase as a bonus. In general, the higher
one is in the payband, the greater the proportion
of the increase one is likely to receive as a bonus.

Table 6 provides a summary of the performance
orientation of each of the nine systems (two at FDIC)
included in this study.

Degree of Managerial Discretion

A second high-level design issue is how much discre-
tion lower-level managers should be afforded in both
the rating and pay-setting processes. In some systems,
the ratings assigned individual elements sum to an
overall rating and in others the overall rating is done
separately. Also at issue is the link between the over-
all rating and the pay increase. In some systems the
rating determines the pay increase; in others, deci-
sions on pay are guided by but independent of the
performance rating.

Table 6: Payband System Features That Lead to a Greater Performance Orientation

China
Payband Features | Lake | GAO | Commerce | NIST

FDIC - FDIC -
IRS | Non-management | Management | AFRL | NSPS

General pay
increase denied to X X X X
poor performers

Portion of general
pay increase

monies allocated X
according to
performance

Some portion of
locality pay monies
allocated according
to performance

Direct limit on
number of high
ratings

Indirect limit on
number of high X X X
ratings

High rating given
disproportionate
weight in pay-
setting process

Mechanisms to
limit progression
to top of band to X x* X X
top perfomers (e.g.,
control points)

Offset a propor-
tion of the base
pay increase with X
bonuses for some
employees

Total 3 5 3 4

*Only one of the GAO bands includes a control point.

IBM Center for The Business of Government




DESIGNING AND IMPLEMENTING PERFORMANCE-ORIENTED PAYBAND SYSTEMS

Several issues must be considered in determining
which approach to take. Systems that allow sepa-
rate decisions to be made at each phase of the
process provide the maximum amount of discre-
tion to the supervisor. This serves both to affirm
the authority of the supervisor within the workplace
and also to compensate for inevitable imperfections
in the rating instrument. On the other hand, too
much discretion on the part of the supervisor can
compromise pay system outcomes. For example,
for reasons of workplace harmony, supervisors may
be loathe to allow large disparities in pay between
high and low performers, thereby defeating the
intent of the system.

Systems with low levels of managerial discretion
in which ratings on individual performance ele-
ments convert directly to an overall rating and in
which the overall rating converts directly into a
specific pay increase make it easier to manipulate
outcomes at the system level. At GAO, supervisors
decide only on the rating for each individual per-
formance element. The ratings on the individual
elements are then averaged and converted into a
Standardized Rating Score (SRS) that reflects an
employee’s appraisal average compared to others
in the same group. An elaborate algorithm is then
employed to convert the SRS into a pay increase
(see the sidebar on page 32). The algorithm
includes a “budget factor” set by the comptroller
general that serves to mediate the link between
the rating and the pay increase. An advantage is
that the budget factor can be adjusted to accom-
modate funding constraints. A disadvantage is that
the motivational impact of the system is damp-
ened to the extent that employees are uncertain as
to what size pay increase will be associated with
what rating.

Similar to GAO, at the Navy Demonstration Project,
the link between the overall rating and the pay
increase is direct; no additional intervention by
the supervisor is required at the pay-setting stage.
An employee who is rated at level 2 is assured of
receiving an additional 3 percent (2 x “i”) pay
increase in addition to the general pay increase (see
Table 3). Unlike GAO, however, there is no budget
factor to mediate the relationship between the over-
all rating and the pay increase. An advantage is that
employees know the pay increase (or range of pay
increases for those at the “fully successful” or

“exceptional” levels) that will accompany each
rating. A disadvantage is that should too many high
ratings be assigned such that the cost associated
with the associated pay increases would otherwise
exceed budgeted amounts, revisions would have to
be made to individual performance ratings to bring
costs back in line. This in turn could threaten the
integrity of the ratings process.?®

Navy officials could, had they so chosen, adopted
the approach used by NIST whereby the “i” in the
pay-setting formula (see Table 4 on page 23) is
adjusted to accommodate budget realities. However,
the “i” at China Lake has remained constant at 1.5
percent over the life of the project. Donald Summer,
assistant to the director of human resources at China
Lake, states that management has chosen not to
change the “i” “because of the commitment we feel
to our workforce.” He adds that were the organiza-
tion to encounter “insurmountable budget pressures,
we could make changes without impairing the
integrity of the ratings process.”

By definition, systems in which the rating is “hard-
wired” to the pay increase limit the discretion of
supervisors: They may prefer to allocate the pay
increase dollars differently than what the system
directs. On the other hand, allowing a high degree
of supervisory discretion can create problems with
regard to both equity and performance orientation.
In revising its original payband system in 2005,
NIST went from a less hardwired system to a more
hardwired system. Under the original system (simi-
lar to that now in place at the Department of
Commerce Demonstration Project), the pay increase
decision was separate from the rating decision. The
separation of the two decisions allowed variation in
practice across work units such that equity concerns
arose. According to Rob Kirkner, chief human
capital officer (CHCO) at NIST, in some instances
employees with lower performance scores received
higher payouts than employees with higher scores in
other units. This was a primary reason for changing
the system.

There is also some evidence to support the conten-
tion that systems in which the pay increase is hard-
wired to the rating are more performance-oriented
than are those in which the link is not so direct. In
the system now in place at NIST, ratings for the indi-
vidual elements cumulate to an overall rating that

www.businessofgovernment.org

31



DESIGNING AND IMPLEMENTING PERFORMANCE-ORIENTED PAYBAND SYSTEMS

GAO'’s Annual Adjustment and Performance-Based Calculation Formulas
Salary adjustments are calculated as follows:

Step 1. Apply Annual Adjustment (AA) of %

AA = Current Salary x rounded to the nearest dollar not to exceed the applicable limit (pay range maximum
or speed bump)

Step 2: Calculate Total $PBC (Performance-Based Compensation)
a. % PBC = SRS (Standardized Rating Score) + budget factor (BF)

b.  Total $PBC = %PBC x competitive rate (CR) x any proration, if applicable

Step 3: Determine Salary Range Position (RP)

current salary (after AA) — salary range minimum
RP = _ : x 200
salary range maximum - salary range minmum

Step 4: Distribute $PBC Between Merit Increase ($MI) and $Bonus
a. Total $MI = Total $PBC x (1 — RP/200)
b.  Total $Bonus = Total $PBC — Total $MI

Step 5: Adjust Merit Increase to at Least XX% of $PBC*

a.  If the total $MI calculated in step 4 is > XX% of the total $PBC, then the total $MI calculated in step 4 is
provided as a merit increase.

b.  If the total $MI calculated in step 4 is < XX% of the total $PBC, then the total $MI calculated in step 4 is
increased to XX% and the additional amount is deducted from the Total $Bonus.

(An employee may not receive any portion of a merit increase that would cause his or her salary to exceed the
maximum rate applicable to his or her position and or performance level. In addition, if the new salary is below
the minimum rate of the band, the salary shall be adjusted to the minimum rate).

Step 6: Adjust Bonus to at Least $100.

a.  If the total bonus amount as a result of step 5 is below $100 for an employee who is not subject to
proration, it shall be increased to $100.

b.  If the employee is subject to PBC proration at 66%, then the minimum bonus amount shall be $66; if he
or she is subject to proration at 33%, the minimum bonus amount shall be $33.

*The percentage of PBC that will be provided in the form of a merit increase shall be determined annually by the comptroller
general but shall not be less than 50 percent, not to exceed the maximum rate of the band.

translates into a specific pay increase (see Table 7). The new National Security Personnel System
According to Bob Watters, chief of measurement achieves something of a middle ground in this
services at NIST, high performers tend to do better regard. Under NSPS, ratings translate into a range
under the new hardwired system than the old. In the  of “shares.” For example, a “role model” rating will
new system, an “exceptional contributor” is guaran-  lead to either 5 or 6 shares as determined by the
teed a PBC increase of 5 x “i” (with i = 1.1 percent  supervisor and pay pool manager. As noted above,
in 2006) = 5.5 percent of the band midpoint in however, actual share value can fluctuate on the
addition to the general pay increase. According to basis of the number of shares granted and the size
Watters, increases of that magnitude were rare of the pay pool.

under the old system.
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Should the System be Market-Based?

Of the eight systems reviewed here, only GAO'’s

is market-based: Salaries are periodically adjusted
according to compensation levels for similar posi-
tions in the private sector. The NSPS allows for mar-
ket considerations to enter the pay-setting process,
but according to officials, that portion of the system
has not yet kicked in. Market-based systems are, in
theory, more efficient in that (1) the organization is
not paying its employees more than is warranted by
the market, and (2) the organization is competitive
with other employers for talent.

GAO follows private sector practice by conducting
surveys to determine the market rate for each
occupational group. Upon converting to its new
system, GAO found that while most employees
were appropriately paid, a small proportion were
overpaid relative to their responsibilities and to
what those with similar responsibilities are paid
in the private sector. The agency has had to go
through a difficult process of dividing a band into
two parts and restricting the growth of the salaries
of those employees assigned the lower part.

Although GAO is the only agency at which the
market plays a central role in pay setting, Chris
Mihm, GAO’s managing director for strategic
issues, believes that the government will eventually
have to move toward a more market-based system.
Says Mihm: “we have been telling other agencies
that you can either [make your system market-
based] immediately because you think it is the
right thing to do or it will be forced upon you in
all probability in a relatively short order. When we
look at the fiscal problems that the government faces,
[citizens] ... are not going to be willing to tolerate a
federal personnel system that is rooted in the old

General Schedule scales, step 1, step 2, step 3,
irrespective of market sensitivity.”

Phase Il Decisions: Coming to
Agreement on the Specifics of the
System

Most of the Phase | design issues identified above
are cross-cutting in nature; each involves decisions
about individual system elements. In this section,
some of those same elements are addressed indi-
vidually. The discussion is framed according to the
same decision categories depicted in Table 8 on
page 34:

1. Determine payband structure.
Determine performance criteria.
Determine rating system.

2
3
4. Determine funding availability.
5. Determine pay increases.

6

Determine elements of review process.

Determine Payband Structure
In designing the payband structure, determinations
have to be made about:

e How career groups will be defined

e How many bands for each career group and
how wide the bands

e How and on what basis the paybands will
be adjusted

e Whether or not to include “steps” and/or
“control points” within the bands

Table 7: Rating Levels and Associated Pay Increases at NIST

Performance Rating

Element Ratings

Exceptional Contributor

At least 8E; none below S

Superior Contributor

At least 6E; none below S

Significant Contributor

At least 3E; up to 2M

Contributor

Up to 3M

Marginal Contributor

4 or more M

Unsatisfactory

1 or more U

E — Exceeds expectations
S — Fully Successful

M — Minimally Meets Expectations
U — Unsatisfactory
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Table 8: Performance-Oriented Payband System Design Issues

include steps
and/or control
points?

tive focus on
objectives vs.
competencies

rating translate
into the same
pay increase
across the

pay pool or
organization?

Determine Determine Determine Determine
Payband Performance Determine Funding Determine Pay Elements of
Structure Criteria Rating System Availability Increases Review Process

Determine Determine Determine How will pay Determine how | What
career groups performance rating levels increase costs | rating levels individuals/
elements be limited? translate into groups are
pay increases involved in the
process?
Determine Are the rating | Does overall Determine Is current Will employees
paybands elements performance how general salary taken do a self-
common get rated? pay increase into account in | assessment?
across the monies will be | the pay-setting
organization? allocated process?
On what basis | Should the Should there Determine basis | Is organizational | What degree
will bands be | elements be be constraints | for base pay performance of transparency
adjusted? weighted? on number/ increase vs. taken into will be
proportion of bonus pool split | account in the | provided?
high ratings? pay-setting
process?
Will the bands | Determine rela- | Does the same

The National Academy of Public Administration
(NAPA) defines career “paths” (or groups) as “occu-
pations with similar career progression patterns.”2®
Cheryl Whitaker was responsible for designing a
payband structure for those in administrative, profes-
sional, and support occupations at GAO. According
to Whitaker, the first task was to make sure all the
positions were properly classified. The positions
were then grouped into eight job families. The job
families were then grouped together into three pay
plans: “Administrative Clerical,” which includes
what Whitaker calls “one-grade interval jobs”;
“Program and Technical Specialist,” which includes
diverse jobs with similar roles and responsibilities
such as budget analyst, human resources, and IT
specialists; and “Managerial and Supervisory.”

Although several of the systems reviewed here are
not organized around career groups, those that are
tend to have between three and five bands per group.
NAPA (1995) recommends the following five bands:
Trainee, Developmental, Full Performance, Expert &
Supervisor, and Manager. At the Navy Demonstration
Project (Table 3 on page 22), there are between four
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and six paybands per group. In dividing each of their
career groups into bands, Whitaker says, “We just
had to look at what grouping seemed to work best for
GAO in terms of level of responsibility and what gave
people some growth.” Margaret Braley, director of
performance and compensation at GAO, adds,
“There is no science to it. You have to look at your
career paths, your levels of responsibility, and group
them in ways that treat people the same for pay and
promotion purposes.”

GAO has learned the consequences of having an
inappropriately designed structure. When GAO's
original payband system was created in 1989, the
“Analyst” career group included three bands. Band
[l combined GS grades 13 and 14 (see Table 9).
Subsequent review of the system beginning in 2001,
however, revealed differences in roles and responsi-
bilities within this band that should be differentiated
by different pay ranges. The result was a process of
segregating Band Il employees into two groups
based on a consideration of several criteria, including
employees’ roles and responsibilities and performance.
Assignments involving the consistent leadership of
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large, complex, highly matrixed, sensitive, and high-
risk engagements were considered reflective of the
Band IIB (i.e., the higher) level.

According to Comptroller General David Walker,
Band 1IB employees “are expected to have recurring
leadership responsibilities and they are expected to
be able to deal with a full range of risk engagements
with the understanding that they are going to be
doing primarily medium- and high-risk engage-
ments. The people at the IIA occasionally may have
the opportunity to lead an engagement, but realisti-
cally it's going to be more lower-risk engagements.”

Walker calls the process of restructuring the band
“unscrambling an egg.” The salary growth of those
employees whose salaries were in the 1IB range but
whose responsibilities and/or performance placed
them in Band IIA will be limited. As the Band IIA
pay range is adjusted upward over time, the salaries
of these employees will eventually fall within the
parameters of the pay range.

FDIC has the same number of bands in its “corporate
grade,” non-managerial pay system as the GS system
has grades. On the surface this would appear to
defeat one purpose of paybanding, which is to avoid
having to make fine distinctions between job respon-
sibilities at different levels. However, since FDIC has
to negotiate with its union over pay, the multi-level
structure serves as protection against excessive salary
growth. Chris Aiello, CHCO at FDIC, comments that,
“with paybanding there are always issues of effi-
ciency in terms of what it’s going to cost the organi-
zation. Unless you have controls in place, you're
going to find your organization is going to end up
paying a lot more for the same work.”

Payband system designers also need to determine
the basis on which the bands will be adjusted. The
most common practice among the organizations
included in this study is simply to adjust the bands
upward each year by the amount of the government-

Table 9: GAO—Pay Plans and Band Levels

Occupational Former GS
Group Band Level Grades
Analyst, Specialist [ (7-12)
and Investigator A & IIB (13-14)
1 (15)

wide general pay or “comparability” increase. In
general, the salaries of all employees other than

those whose performance on a single element or
overall is found to be unsatisfactory are adjusted
upward by the same amount.

There are several exceptions to this approach. At the
[RS, individual manager salaries are not automatically
adjusted upward with the bands. FDIC adjusts the
bands for its non-managerial personnel intermittently
upon the expiration of its compensation agreement
with the union. In determining how much to adjust
the bands, FDIC tries to remain competitive with the
other financial agencies. The salaries of the individual
employees are not adjusted with the bands unless
they are at the very bottom of the band, in which
case their salaries are adjusted upward to keep them
within the band. At NSPS and GAO, the emphasis is
on adjusting individual bands according to the mar-
ket level for each occupational group.

Control points represent a level within the band
above which only high performers can progress.
Of the agencies reviewed here, only GAO and the
Navy Demonstration Project have conventional
control points. Employees in Band IIB of the Analyst,
Specialist and Investigator occupational group can
progress above the control point (which is set at
approximately the 75th percentile of the range) only
if their performance is in the top 50 percent of their
pay group. Donald Summer, assistant to the director
of human resources at the Naval Warfare Center
Weapons Division, describes how the control point
works within their system:

The supervisors on the Performance Review
Board have to make an evaluation about
whether or not the employee and the posi-
tion are situated and performing the level of
work and the scope of work with the impact
and the potential to move on into the upper
part of that band. In order to move across
the band, you have to have a rating above
fully successful. It's basically a checkpoint,
a decision point to say it is appropriate to
move this position and this person into the
upper ranges of the band.

The other agencies have different mechanisms to

slow progression at the upper range of the bands.
For example, both FDIC (for managerial personnel)
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and AFRL take current salary into account in the
pay-setting process. The effect is to limit the salary
growth of those who may be contributing at a high
level but whose salaries already reflect those contri-
butions. The Department of Commerce Demonstration
Project sets ranges of pay increases allowable for
each level; the limit for those at higher levels is
lower than that for those at lower levels.

Determine Performance Criteria
The determination of performance criteria involves
decisions about:

e How many performance elements and what types

e Whether all employees should be assessed
according to the same elements

e Whether elements should be weighted

e What should be the relative focus on “objec-
tives” versus behaviors

The policies of the organizations included in this
study on rating criteria vary widely. Some organiza-
tions such as GAO, the IRS, and AFRL require that
all employees be assessed according to the same
criteria. For example, the rating criteria or “factors”
at AFRL include:

e Technical problem solving

e Communications/reporting

e Corporate resource management

e Technology transition/technology transfer
e R&D business development

e Teamwork and leadership

Michelle Williams, director of AFRL’s demonstra-
tion project, says that the six factors “were based
on what the laboratory felt it needed of its employees
to be a successful laboratory. If all of its employees
achieved these things, then the laboratory had the
expertise it needed to be successful. That is why
we want everyone to operate in all of these differ-
ent areas.”

Having a common set of rating elements is arguably
more equitable since all employees are assessed
according to the same criteria. A potential liability,
however, is that supervisors are not allowed to
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determine on what basis each employee should be
assessed. Ron Hunt, deputy chief of the Assessment
and Demonstration Division of the Munitions
Directorate at AFRL, does not find that having set
factors limits his discretion as a supervisor. Hunt
says, “Our interpretation of the six tends to be very
broad. If there was a certain type of activity or a
performance attribute, the supervisor will find a
way to fit it into a certain factor area if it is
meaningful to him.”

A second potential liability of this approach is that
the six factors may not be relevant in all job situa-

tions. Hunt says that when confronted with the six

factors, younger employees often say, “I have abso-
lutely no idea of how to do any of that.” However,
adds Hunt, the benefit of having the factors is that

they convey to the employee:

for you to grow professionally within our
system, you are going to have to learn
how to do these things. You are going to
have to learn what we mean by technol-
ogy transition and what it is, you are
going to have to learn what we mean

by R&D business development, and you
are going to have to get involved with it
to grow professionally. It really stretches
them out; it forces them into activities that
they otherwise wouldn’t be inclined to
get involved with, because they know it's
going to have some bearing on their rat-
ings from one year to the next.

GAO also rates the members of each career group
at the same band level according to the same com-
petencies. For example, all Band | employees in
the Analyst, Specialist, and Investigator group are
rated according to:

e Achieving results

Maintaining client and customer focus
Thinking critically

e Collaborating with others

e Presenting information orally

* Presenting information in writing

At the Band IIA level, employees are rated on the
additional competency of “leading others.”
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At the Band IIB level and at Band IlI, employees
are rated on the additional competency of
“developing people.”

GAO’s Mihm says that although the system appears
rigid on the surface, it does allow for the consider-
ation of the particulars of an individual’s job: “The
customization takes place in the discussion
between the supervisor and the employee about
what would be the specific evidence of perfor-
mance for that individual given the engagement
they are working on and given the opportunities
that the individual has.”

Some organizations, such as the Department of
Commerce Demonstration Project and NIST, take
the opposite approach by allowing the supervisor
to identify the rating elements for each employee.
Bob Watters, chief of the Measurement Services
Division at NIST, says that major job functions and
responsibilities become the basis of the critical ele-
ments. Despite the flexibility that the system affords,
according to NIST CHCO Kirkner, supervisors tend
to use the same or similar elements for large
groups of employees. For example, research scien-
tists are commonly assessed according to:

* Research planning

e Research implementation
® Reporting results

e Professional development

An advantage of having a more flexible system is
that a division that is not responsible for conducting

research can customize the rating elements to

its needs. For example, Watters’ division is
responsible for the sale of products developed

by NIST. Says Watters, “We are in service delivery,
and there really is a lot of job differentiation.”
There is also the opportunity for a supervisor to
introduce an element that addresses divisional
priorities. For example, Watters rates each of his
employees on an element relating to organiza-
tional excellence and improvement according to
the Baldrige criteria, which he has made a prior-
ity. Dr. Harry Hertz, director of the Malcolm
Baldrige Quality Program at NIST, has structured
his unit as a self-directed team. The rating elements
for his employees include:

* Projects you are leading on your home team

e Projects that you are supporting on your
home team

e What you are doing in support of other teams
e Individual assignments and personal development

e One rating based on 360 feedback

A second issue is whether and to what extent
different weights should be assigned the various
rating elements. Where weighting is allowed, the
question arises of who does the weighting. At
NIST, each supervisor is allowed to determine the
relative weight assigned each rating element. At
AFRL, different weights are assigned different
rating elements for different job groups, as
depicted in Table 10, but the weightings apply
across the organization.

Table 10: Rating Element/Factor Weights at the Air Force Research Laboratory (AFRL)

Technical Corporate | Technology R&D Teamwork
Problem |Communications/| Resource Trasition/ Business and
Job Category | Solving Reporting Management | Transfer | Development | Leadersip
Supervisor 1.0 1.0 1.0 1.0 1.0 1.0
and Manager
Programs S&E 1.0 1.0 1.0 0.8 1.0 1.0
Program 1.0 1.0 1.0 1.0 1.0 1.0
Manager
Support S&E 1.0 1.0 1.0 0.5 0.3 1.0
Bench-Level
S&E 1.0 1.0 0.7 0.6 0.5 1.0

S&E = Scientists and Engineers
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A problem with AFRL’s approach, according to
Demonstration Project Director Williams, is that
once weights have been assigned, AFRL has found
it “impossible” to change them. “Once you set
them,” says Williams, “it is very difficult to come
up with a valid argument as to why you want to
change them.”

GAO does not weight the different rating elements.
According to Mihm, GAO’s managing director of
strategic issues, GAO was advised by the consul-
tant that helped design its appraisal system that
weighting the elements would not significantly
change overall rankings. Says Mihm, “People who
do well in critical thinking and well in writing have
a tendency to do well overall. | have seen very few
people who were just outstanding in those two
areas and then fell off the cliff in other areas.”

As a consequence of the Government Performance
and Results Act and related measures, a great deal
of attention has been directed at setting organization
goals, identifying appropriate measures, and creating
a “line of sight” for individual employees between
their work and that of the organization as a whole.
In a performance appraisal/pay-for-performance
context, there has been a corresponding emphasis
on identifying specific objectives according to
which each employee can be assessed.

DoD’s new performance management system is
explicitly centered around such objectives. The
instructions provided DoD supervisors in identifying
job objectives for employees are to “draw a line of
sight between your work and the organization’s
goals and focus on results.” Supervisors have been
told that three to five such objectives should serve
as the basis of their performance plans.

At DoD, as in most appraisal systems, however,
there is an attempt to find a balance between objec-
tives, sometimes called “commitments,” and day-to-
day behaviors, sometimes called “responsibilities”
or “competencies.” At DoD, each objective is
assessed according to seven “contributing factors,”
which take the form of competencies:

e Communication
e Cooperation and teamwork

e Critical thinking
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e Customer focus
e Leadership
e Resource management

e Technical proficiency

At DoD, objectives are the primary rating elements,
with competencies subordinate to objectives. At
GAO and NIST, competencies are the primary rat-
ing elements and objectives secondary. According
to NIST CHCO Kirkner, supervisors at NIST are
instructed to identify “activities” and “outputs” and
also “success measures” for each rating element/
competency. Says Kirkner, “It's those activities and
results that we try to align with organizational
goals and objectives.” The IRS explicitly balances
competencies and objectives. The overall rating
assigned managers is based on equal parts “respon-
sibilities” including leadership, employee satisfac-
tion, customer satisfaction, business results, and
EEO, and “commitments,” which link upward to
organizational objectives.

Determine Rating System

Each of the systems reviewed here includes a process
for rating the performance of each employee relative
to his or her peers. Design issues that arise include:

* How many rating levels/categories

e Whether to rate overall performance and/or
individual elements

e Whether and how limits should be placed on
the number of high ratings issued

*  Whether the same rating will translate into
the same percentage pay increase across the
organization

The number of rating levels is important in those
systems where the rating level automatically con-
verts to a specific pay increment. A key objective
is to recognize top performers as such. If there are
too few levels, the top performers get lumped in
with others who are not top performers; if too many,
supervisors may succumb to tendencies to dampen
the degree of variation among employees. The
implicit consensus among the organizations sur-
veyed here is that somewhere between five and
six levels makes the most sense. NSPS, IRS, and
the Navy Demonstration Project all have five rating
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Table 11: Performance Rating Levels at Six Agencies (“Anchor” Level in Bold)

China Lake NIST IRS FDIC NSPS GAO
(5 Levels) (6 Levels) (5 Levels) (3 Levels) (5 Levels) (4 Levels)
Performance Exceptional Outstanding Role model Role model
that is contributor
demonstrably
exceptional
Quality Superior Exceeded Exceeds Exceeds
performance contributor expectations expectations
that exceeds
fully successful
Significant
Contributor
Meets Valued Meets
Fully successful | Contributor Met expectations performer expectations
Below fully Marginal Minimally Minimally Fair Below
successful contributor satisfactory satisfactory expectations

Substantially
below fully
successful

Unsatisfactory

Not met

Does not meet
expectations

Unacceptable

levels; NIST has six. Each has two levels below
“fully successful” and either two or three levels

above “fully successful” (see Table 11).

GAO deliberately went with four levels with only
one level below “meets expectations.” GAO's
Braley, director of performance and compensation,
comments: “The concept behind our system is that
we are expecting all our employees to be meeting
expectations, and meeting expectations is a very sat-
isfactory level of performance. If you're not meeting
our expectations, there are not two gradations or
levels of not doing the job.”

The Department of Commerce Demonstration
Project rates employees on a scale of between 40
and 100. That approach had been used by NIST
but was discarded in favor of a system with six rat-
ing categories. Watters, chief of NIST’s Measurement
Services Division, says that the fine distinctions in
rating scores that resulted became “artificial.” Watters
prefers the new system of what he calls “binning”
his employees into the six rating categories. He says
that there is a high degree of consensus on which
bin or category most employees belong to, so that
discussions with supervisors can center primarily on
what Watters calls the “borderline cases.”

[t was partly out of concern with these borderline
cases that GAO adopted its current system, in which
ratings on each of an employee’s competencies are
averaged. The resulting average is converted to a
standardized rating score that reflects the relation-
ship of the employee’s rating average to that of the
employee’s pay group. This allows GAO to calculate
pay on a relative scale and, as Whitaker notes, it
allows them to avoid the “cliff effect.” When uti-
lizing a categorical pay placement mechanism, an
employee who falls just below the cutoff for a rating
category may receive a reward considerably below
someone whose rating is just slightly better. “They
are really unhappy,” says Whitaker. “They have just
missed this cutoff, and this guy over here who is
pretty much equal to him is getting a lot more

money than he is.”

GAO’s system produces a standardized rating
score for each employee but no overall categori-
cal rating. Braley, GAO’s director of performance
and compensation, says, “The idea of categorizing
somebody as A, B, C, or D is not very conducive
to performance growth. If we focus people on

the standards and work activities, that gives peo-
ple a lot of incentive to improve all the aspects

of performance.”
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Both the Department of Commerce Demonstration
Project and AFRL also have numerical rather than
categorical overall ratings. In both systems, ratings
on individual elements roll up into the overall
rating so that no separate judgment on overall
performance is required. Placing emphasis on the
individual elements in this way arguably introduces
a higher degree of rigor to the system: It is easier to
set and enforce standards for performance on indi-
vidual elements than for overall performance.

Ratings “inflation” has long been an issue within the
federal government. Data compiled by Paul Light?”
shows that in 1996, 56 percent of all GS 13 and 15
managers and supervisors were rated in the top of
five rating categories. Pay for performance presumes
that “meaningful distinctions” will be made in levels
of employee performance so that salary dollars can
be targeted at the truly top performers. Several agen-
cies included in this study have had some success
in this regard. At the IRS, less than 15 percent of
managers are rated in the top category, a level that
is consistent with what several private firms use as a
target (see Table 12).

The IRS achieves this result by use of a “point bud-
get” on managers that places hard limits on the num-
ber of high ratings that can be granted. However, this
approach has been controversial within the agency.
In a 2002 evaluation of the senior manager payband,
the Hay Group reported as follows:

One of the strongest and most passionate
themes among SMs [senior managers] was
that the rating point budget unfairly led to
serious constraints on how ratings were
made. They felt that some who deserved
Outstanding ratings were not given those

Table 12: Performance Rating Distribution—
IRS Managers

Less Than

Year |Outstanding| Exceeded | Met Met
2005 14% 56% 29% 1%
2004 13% 56% 30% 1%
2003 13% 54% 33%

2002 11% 54% 35% 0
2001 11% 53% 36% 0
2000 13% 58% 28% 0
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ratings because there are a limited number
of high ratings that can be given.... Even
so, most executives agreed to the need for a
rating budget in order to properly recognize
high performers.?8

The Performance Review Board for each division
reviews the ratings of subordinate managers to
determine the rating standards and to ensure con-
sistency. In many instances, according to officials,
divisions end up “turning back points” as a result of
having fewer “outstanding” and/or more “met” rat-
ings than the point budget system allows. Divisions
may also request additional points if organizational
performance so warrants.

The mechanism to prevent ratings inflation and to
encourage managers to make meaningful distinctions
at both NIST and the Navy Demonstration Project is
less direct than at the IRS. At these agencies the forc-
ing mechanism is the pay pool that is allocated to
each unit. With a direct link between the rating and
the pay increase at both units, managers are limited
in the number of high ratings that can be awarded by
the pay pools that are allocated. Pay pool managers
at several agencies including AFRL and NIST address
issues of ratings inflation by convening meetings of
their subordinate supervisors at which performance
expectations and rating standards are discussed.
Watters, NIST’s chief of measurement services, says
that this has worked well within his unit: “One group
would come in to me with grade inflation, but
because | involve them in the decision now, they
know it, they’ve adjusted, they've leveled themselves.
This time around when people came in, | found that
the grade inflators had learned their lesson.”

For equity and employee acceptance purposes,
there are advantages to having a system in which
the same rating translates into the same pay increase
(percentage-wise) across the organization. This has
been a feature of the the Navy Demonstration
Project system and has arguably contributed to the
success of that system. The IRS also provides the
same percentage increase to all managers receiving
the same rating. NIST changed its system in part
because its prior approach did not provide for this
type of equity: Pay increases associated with a
particular rating score varied widely across units.
GAO’s standardized rating score is calculated on the
basis of how the employee’s performance compares
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to those of others in his or her pay group. As

a consequence, individuals with similar ratings
in different pay groups could receive different
pay increases.

Equity also, however, implies that a particular rating
score means the same thing across the organization;
that those receiving the same rating in different units
actually perform or contribute at the same level.
Ratings consistency can be achieved in different
ways. Several of the agencies included in this study
use boards of senior managers to review ratings
across units. GAO’s system, on the other hand, does
not assume or require rating consistency. The stan-
dardized rating score on which each employee’s
pay increase is based is a function of relative perfor-
mance within each employee’s work group.

Determine Funding Availability
The intent is that payband systems cost no more in
aggregate than does the GS. Design issues include:

* How constraints will be placed on pay
increase costs

e How general pay increase monies will be
allocated

e What proportion of annual increase is granted
as a bonus versus base pay increase

A key issue for agencies with payband systems is
how to ensure that these systems are cost neutral,
that is, how to ensure that salary costs do not
exceed what they would have been under the GS.
In its 1993 report on paybanding, OPM states,
“The most important factor for any organization
considering the implementation of broad bands is
the need to control cost.”? OPM found that the
paybanding projects at the Navy Demonstration
Project and NIST were not cost neutral. Salary
costs at the Navy Demonstration Project were
2.35 percent higher than at the control site, and
those at NIST were estimated to be 4 percent
higher than they would have been under the GS.
At the Navy Demonstration Project, much of the
difference was attributed to the cost of converting
employees from the old to the new pay system.
According to OPM, “Mean salaries at the demon-
stration labs did not increase at a faster rate than
at the control sites during the 10-year period fol-
lowing project implementation.”3°

Salary discipline at the Navy Demonstration
Project is achieved by allocating a specific pay
pool amount to each unit. The amount set aside for
base pay increases has remained constant over the
life of the project at 2.4 percent of total salaries,
which is approximately the amount that was spent
per year on within-grade increases, quality step
increases, and promotions prior to paybanding. The
bonus pot has remained constant at .8 percent of
total payroll.

The pay pool approach is also in place at NIST, DOC,
AFRL, DoD, and for managerial employees at FDIC.
At AFRL, the pay pool amount has fluctuated between
2.1 and 2.4 percent of total salaries based on a deter-
mination of what the organization can afford. Pay pool
levels also fluctuate at NIST. For 2006, the director
determined that the amount available for base pay
increases would be 2.12 percent of total salaries and
for bonuses 1.3 percent of total salaries.

GAO does not use pay pools. Adjustments to ensure
that salary costs stay within budgeted amounts
occur only at the top. The comptroller general deter-
mines both the “annual adjustment” analogous to
the general pay increase received by GS employees
and the “budget factor,” which figures prominently
in the calculation of individual performance-based
compensation increases.

GAO’s system was designed with cost considerations
in mind. Consistent with a broader concern relating
to the federal government’s fiscal condition, officials
anticipate that the government will be subject to
intense fiscal pressures in the near future. There are
questions whether the GS, with its guarantees of
annual increases and step increases, will be viable in
such an environment. GAO’s Mihm observes: “We
really think that we are at the forefront of where other
agencies are going to end up in perhaps the short
but certainly the intermediate term. They are just
not going to be able to keep affording these
increases. At some point, Congress may take action
on it statutorily.”

The comptroller general has the authority under 31
USC 732 (c) to determine the amount of the annual
adjustment provided to GAO employees as well as
the budget factor associated with performance-based
compensation. This allows GAO to keep all pay
adjustments within available resources and, in the
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event of significant budgetary reductions, would per-
mit GAO flexibility to avoid layoffs. An advantage is
that no changes are required to the mechanics of the
rating and pay-setting processes. This discretion pro-
vides the comptroller general with a high level of
flexibility to respond to changing budget circum-
stances without disrupting subordinate processes.

Allocating cost constraints through a pay pool mech-
anism is potentially disruptive to the system. At agen-
cies where the rating is automatically converted into
a specific pay increase and the pay increase amount
is fixed, the only way to cut costs is to reduce indi-
vidual ratings, which threatens the integrity of the rat-
ing process. Both NIST and the Navy Demonstration
Project could adjust the “i” to accommodate budget
constraints. However, the top performers who receive
5 x “i” as a base salary increase under NIST’s system
would be the biggest losers from a reduction in “i.”
DoD faces a similar circumstance. As pay pool
amounts are adjusted down, absent changes in rating
practices, the share value will get watered down and
fewer resources will go to top performers.

[ssues relating to how the general pay increase
monies are allocated are addressed in the section
on performance orientation, above. The primary
issue is whether these monies are allocated to every-
one as is traditional under the GS or whether they
are allocated on the basis of performance. As noted
earlier, in most of the systems reviewed here, virtu-
ally all employees end up getting the general pay
increase. That will also be the case at the IRS for
2007, since the commissioner has determined that
everyone with a “met” rating will get at least the
equivalent of the general pay increase. However,
that is discretionary and could change from year to
year, depending on budget circumstances. At GAO,
the comptroller general has deliberately skewed the
pay increase equation to give a greater weight to
performance. The annual adjustment of 2.6 percent
for 2006 is lower than the general pay increase of
3.44 percent for GS employees, but the difference
is made up in part by a larger allocation for perfor-
mance-based compensation.

The FDIC’s system for non-managerial personnel is
very different from its system for managerial person-
nel. The pay increases for bargaining unit personnel
for each of the different pay groups are locked in
pursuant to the compensation agreement reached

IBM Center for The Business of Government

with the union. For managerial personnel, however,
the chairman determines the funding pool available
for base pay increases and bonuses each year. For
2006, 4 percent of total salary costs were available
for base pay increases and 3 percent of total salary
costs for bonuses. The levels are set in part on the
basis of overall organizational performance; if the
organization did well relative to its objectives, the
amounts will be higher than if the organization did
not do well.

DoD’s system allows the secretary of defense a great
deal of discretion in deciding how funds will be spent,
although the law under which the system was autho-
rized specifies that at least as much should be avail-
able for salary increases under NSPS as was available
under the GS. According to Shirley Scott, director of
human resources for NSPS, traditionally, 2.26 percent
of payroll was spent on within-grade increases, quality
step increases, and promotions. The system has been
set up so that some or all of the general pay increase
monies can be used to adjust individual bands consis-
tent with market factors or to supplement the funding
available for performance-based increases. There is
also discretion in terms of how pay increase monies
are split between base pay increases and bonuses.

A third funding issue has to do with bonuses.

A number of agencies offer bonuses to managers
and employees. For example, as noted above, at
the Navy Demonstration Project, .8 percent of
payroll is allocated for bonus purposes. At the Navy
Demonstration Project, those with fully or highly
successful ratings can get bonuses of up to four times
“i” (where i is roughly 1.5 percent of salary). At the
IRS, those with “exceeded” or “outstanding” ratings
must get bonuses; those with “met” ratings do not
receive a bonus except under extraordinary circum-
stances. Bargaining unit employees in pay groups
1 and 2 at FDIC receive a 1 percent bonus in addi-
tion to base pay increases of either 5 or 3.2 percent
respectively. In these agencies, bonuses are regarded
as a supplement to base pay increases except for
those at the top of the pay scale, for whom the entire
performance-based increase comes as a bonus.

Although the size of the bonus pot has important
cost implications, more important from the design
perspective is whether and to what extent bonuses
can be substituted for base pay increases. The issue
of whether pay increases are granted as bonuses or
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base pay increases has obvious budget implications.
Most pay-for-performance systems reviewed here
award base pay increases on the basis of perfor-
mance over the previous rating cycle. There is a
disconnect to the extent that the reward is perma-
nent even though the achievement is temporary.
One official describes this as “the gift that keeps
on giving.” Further, since the increase gets built
into the base, each subsequent year’s increase
becomes more costly. To the extent that performance
is rewarded in the form of a bonus, it is rewarded
only once, and to the extent that less salary money
is eaten up by base pay increases, more would be
available for bonus purposes.

GAO is the only agency to tackle this issue head on.
In GAO's system, the higher an employee is in the
band, the greater the proportion of the annual increase
that is granted as a bonus rather than as a base pay
increase. GAO’s Braley says that this policy “has not
been well received” at GAO. Partly as a result, the
policy has been modified so that no less than 50 per-
cent of the increase is granted as a base pay increase
regardless of where the employee is in the band.

At NIST, 2.2 percent of payroll was allocated for
base pay increases and 1.3 percent of payroll for
bonuses in 2006. However, according to NIST
CHCO Kirkner, pay pool managers can shift funds
from the “base pay increase pot” to the “bonus pot.”
According to Kirkner, many managers do this in a
calculated way during lean budget years to hold
down long-term costs. NSPS allows for a similar
shifting of funds between pots.

Determine Pay Increases

A critical decision in the design of any pay-for-
performance system is how pay increases are
determined. Three key issues include:

e How performance ratings translate into pay
increases

e Whether current salary should be taken into
account in the pay-setting process

e Whether organizational performance should be
taken into account in the pay-setting process

In substantial part, the issue of how performance
ratings translate into pay increases is that of “hard-
wiring,” discussed above. In hardwired systems, the

translation is mechanical in that a specific rating
results in a specific pay increase. Hardwiring can
contribute to equity to the extent that everyone is
treated the same, and also to employee acceptance
to the extent that rating results are known in
advance. The Navy Demonstration Project is the
most hardwired of those included in this study:
Specific percentage increases are associated with
specific ratings (see Table 3 on page 22).*' Those in
the top or “outstanding” rating category can receive
either three times “i” or four times “i.” Those rated
as “fully successful” may receive “i” plus the general
pay increase or only the general pay increase.
NIST’s system is similar except that at NIST the “i”
in the pay formula (see Table 4 on page 23) is vari-
able. Employees know approximately but not pre-
cisely what size pay increase to associate with a
particular rating based on history.

NSPS is marginally less hardwired than the Navy
Demonstration Project. In NSPS, a particular rating
translates into a range of “shares” such that separate
decisions are required on the rating and the number
of shares. Unlike the Navy Demonstration Project,
however, where the value of an increment is stable
at approximately 1.5 percent of salary, the share
value at DoD varies. The share value is determined
by dividing the total pay pool by the amount of
shares granted. Share value thus could vary from
year to year as well as from pay pool to pay pool.

FDIC’s systems (managerial and non-managerial)
are the least hardwired of the eight reviewed here.
For non-managerial personnel, there is a two-level,
pass-fail performance appraisal system. Since virtu-
ally all employees are rated “pass,” pay group deter-
mination is done via a separate appraisal-like
process in which employees are rated from 1 to 5
on a series of competencies such as “technical
skills” and “analytical skills.” There is also a section
on the form to recognize an employee’s “corporate
contribution” with regard to “business results,”
“competency,” “working relationships,” and “learn-
ing and development.” FDIC CHCO Aiello says that
ratings on the individual elements are not “disposi-
tive” of the pay group to which the employee is
assigned. Employees can be placed in a pay group
on the basis of performance as rated according to
the competencies or on the basis of contribution or
any combination thereof. Aiello says that FDIC had
a more hardwired system in the past but that it “led
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to conversations that focused on the wrong things,”
such as how to get the next tenth of a rating point
on the evaluation scale.

AFRL has what is called a contribution-based pay
system. Pay increases are based on one’s overall
contribution to the organization rather than on one’s
recent performance. The pay increase determination
is made on the basis of contribution relative to cur-
rent salary. If one is contributing at a level above
that which would be predicted by the standard pay
line (see Figure 4 on page 25) than one is due a per-
formance-based pay increase. If one is contributing
at the predicted level, no performance-based pay
increase would be forthcoming. An individual who
contributes at a high level but who is also highly
paid may not qualify for an increase. In most perfor-
mance-based systems, in contrast, such an individ-
ual would likely qualify for an increase. Williams,
director of AFRL's demonstration project, says, “We
can give a high score, but we don’t have to give that
huge increase for every top person. We can control
the increases because of the target pay.” Taking sal-
ary into account in this manner tends to slow salary
growth within AFRL's system.

Several agencies including the IRS and FDIC explic-
itly take organizational performance into account in
making salary decisions for managerial personnel.
Within each organizational division at the IRS, rat-
ing decisions are in part a function of how the unit
performed relative to its objectives. Former IRS
CHCO Beverly Babers says that the Performance
Review Board, composed of senior officials within
each unit, “looks at the organizational performance
to see if that reflects the points assigned by each
manager. So, for example, if an organization did
top-notch, they could have a lot of ‘outstandings,’
but if an organization didn’t meet goals, then they
would probably have a lot more ‘mets.” ”

At the FDIC, the chairman makes a determination of
both the size of the pay pools available for manage-
rial raises and bonuses and the range of permissible
increases on the basis of overall organizational per-
formance. In 2006, the pool for base pay increases
was set at 4 percent of total salaries and the bonus
pool at 3 percent of total salaries. Managers could
receive a base pay increase of between zero and
10 percent. Stan lvie, director of the Dallas FDIC
regional office, said that the higher the manager is
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in the organization, the more weight given organiza-
tional performance in the pay-setting process.

Determine Elements of Review Process
Process issues include:

e Which groups and individuals are involved in
the rating/pay increase determination process

e Whether employees do a self-assessment

e How transparent is the process with regard to
outcomes

In all eight payband systems, first-line supervisors
make the initial appraisal of performance/contribu-
tion. However, the systems vary in roles and respon-
sibilities of officials at higher levels. At the Navy
Demonstration Project and the IRS, Performance
Review Boards composed of senior managers over-
see the rating and pay determination processes. The
boards make the final rating and pay increase deci-
sions. At the IRS, the “point budget” for appraisal
purposes is enforced at the division level.

The Navy Demonstration Project employs a two-
stage rating process involving both the supervisor
and the PRB. The first-line supervisor makes a deter-
mination as to which of three rating categories an
employee is assigned—highly successful, fully suc-
cessful, or less than fully successful—and typically
recommends a rating and payout. The PRB then
makes the determination as to which of two ratings
those in the highly successful and less than fully
successful categories are assigned. The boards are
also responsible for enforcing the pay pool restric-
tions. At NIST, DOC, FDIC, and AFRL, pay pool
managers serve in a similar role as do the PRBs at
the Navy Demonstration Project and the IRS. Pay
pool managers have final authority over ratings,
base pay increases, and bonuses, and are responsi-
ble for enforcing pay pool restrictions.

AFRLs pay-setting process features a series of meet-
ings between managers at various levels to compare
ratings and to ensure rating consistency. The manag-
ers make both “vertical” and “horizontal” compari-
sons between employees. First there is a comparison
of ratings on a single factor such as technical prob-
lem solving; then there is a comparison of overall
ratings for all the employees in the division. The pur-
pose is to make sure that the rankings have face
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validity and that nothing is out of kilter. This is done
first at the division level among branch chiefs and
then at the directorate level among division heads
for direct report employees. The pay pool manager
then looks at statistics for the entire organization to
ensure comparability among the divisions.

Both GAO and FDIC are strong proponents of
employee self-assessments. At FDIC, employees have
a chance to review the supervisor’s assessment of
their “Total Performance” on the Pay-for-Performance
Assessment document before it is finalized. The
assessment form includes a block in which the
employee can comment on the appraisal before it
goes to the pay pool manager. CHCO Aiello says
that it has been conducive to dialogue between
supervisors and employees and has gone a long way
to improve transparency and the sense that the pro-
cess is fair. Aiello says that pay-for-performance-
related grievances have dropped since the practice
was instituted.

At GAO, each employee is encouraged to complete
a self-assessment even prior to the supervisory
assessment. Braley, director of performance and
compensation, says that they consider it to be a best
practice and adds, “It is an excellent starting point
for performance discussions. It doesn’t have the
supervisor swooping down from on high and saying
this is how I'm rating you. It allows them to see
where the employee is coming from. It leads to
more fruitful discussions.”

Several agencies have introduced an element of
transparency into their systems by, for example, post-
ing the aggregate results of the rating and pay-setting
process internally. For example, NIST posts the results
of its ratings process on its intranet so that employees
can see the distribution of ratings by career path and
by organizational unit. Also available is the distribu-
tion of payments and bonuses. FDIC has a similar
practice for its managerial personnel. At GAO, each
employee is provided a statement of his or her total
compensation for the year by category. For exam-
ple, they are told how much they received as a
result of the annual adjustment, performance-based
compensation, awards, and even benefits.
Comptroller General Walker says that part of the
purpose is to “educate people as to where we are
compared to the market.”
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The most important conclusion from this study is
simply that virtually every payband system design
choice involves trade-offs between objectives. The
key challenge for designers is to develop a mix of
design elements that both accommodates the orga-
nization’s objectives and is internally consistent. For
purposes of employee acceptance and system effec-
tiveness, it is important that the integrity of the rat-
ing process be protected.

A second key point has to do with the cultural
dimension of these systems. Although the emphasis
here has been on the technical matters, one crite-
rion for assessing pay system success is whether and
to what extent the system works at a cultural level,
whether it helps convey to employees a new set of
values. It should not be presumed that this will hap-
pen simply by the fact of the system itself. Managers
and employees need to be convinced that the
emphasis on performance is more than just rhetori-
cal, that performance considerations will be domi-
nant in matters of not only pay but also placement,
promotion, and budget. Key questions in this regard
include the following:

e s the performance appraisal process more than
just a perfunctory annual exercise?

e Is performance discussed at other than just
appraisal time?

e Does the head of the organization convey to
employees the importance of performance?

e Does the system provide venues in which man-
agers are encouraged to discuss performance
issues among themselves—for example, with
regard to what constitutes an “outstanding” or
an “exceeds expectations” rating?
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The process of designing a payband system can
itself contribute to the creation of a performance-
oriented culture. The design process represents a
major organizational initiative that impacts all
employees and hence provides opportunities for
communicating new values—for example, by
including employees on the design team and by
making the process as transparent as possible.
Acceptance of the new system can be promoted by
soliciting input from all interested parties, by hold-
ing open meetings, and by posting meeting minutes
on the intranet. Also, the rating and pay-setting pro-
cess can include features conducive to dialogue
between supervisor and employee over matters of
performance, such as allowing the employee to
complete a self-appraisal.
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Appendix: Paybanding System
Structures

Table A.1: Naval Air Warfare Center Weapons Division (China Lake) Banding Structure

Approximate
GS Grade
Career Groups Bands Equivalent

Scientists, Engineers, and A 1-4
Senior Professional Staff

[ 5-8
I 9-11
1 12-13
v 14-15
Technicians A 1-4
[ 5-7
I 8-10
1 11-12
Technical Specialists A 1-4
[ 5-8
I 9-10
1 11-12
Administrative Specialists A 1-4
[ 5-8
I 9-10
1 11-12
General A 1-3
[ 4-5
I 5-6
1 6-7

Vv 10-11

Degree of performance orientation: Low
Degree of managerial discretion:  Low
Is the system market-based? No
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Table A.2: National Institute of Standards and Technology Banding Structure

Approximate

GS Grade
Career Groups Bands Equivalent
Science and Engineering [ 1-6
I 7-10
Il 11-12
v 13-14
Vv 15
S&E Technician I 1-4
I 5-8
Il 9-10
v 11-12
\% 13
Administrative [ 1-6
Il 7-10
Il 11-12
v 13-14
Vv 15
Support [ 1-2
I 3-4
Il 5-6
v 7-8
Vv 9-10

Degree of performance orientation: Medium

Degree of managerial discretion:
Is the system market-based?

Low
No
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Table A.3: Department of Commerce Demonstration Project Banding Structure

Approximate
GS Grade
Career Groups Bands Equivalent
Scientific and Engineering I 1-6
I 7-10
Il 11-12
v 13-14
Vv 15
Scientific and Engineering Technician I 1-4
Il 5-8
Il 9-10
v 11-12
\% 13
Administrative [ 1-6
Il 7-10
Il 11-12
v 13-14
Vv 15
Support [ 1-2
I 3-4
1 5-6
v 7-8
Vv 9-10

Degree of performance orientation: Low
Degree of managerial discretion: High
Is the system market-based? No
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Table A.4: Air Force Research Laboratory Banding Structure

Approximate
GS Grade
Career Groups Bands Equivalent
There is no band as
such. Everything is
measured relative to
the Standard Pay Line.
Scientists and Engineers Level 1 7-11
Level 2 12-13
Level 3 14
Level 4 15

Degree of performance orientation: Medium

Degree of managerial discretion:
Is the system market-based?

High
No

Table A.5: Internal Revenue Service Banding Structure

Approximate
GS Grade
Career Groups Bands Equivalent
Senior Manager Senior 14-15
Manager
Department Manager Department 11-13
Manager

Frontline Manager FM-5 5
FM-6 6
FM-7 7
FM-8 8
FM-9 9
FM-10 10
FM-11 11
FM-12 12
FM-13 13
FM-14 14
FM-15 15

Degree of performance orientation: Medium

Degree of managerial discretion: Low

Is the system market-based? No
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Table A.6: Government Accountability Office Banding Structure

Career Groups

Bands

Approximate
GS Grade
Equivalent

(excluding special rates)

Analysts, Specialists, and Investigators

7-12

A

13

1B

14

15

Attorney

12-13

14

15

Administrative

3-7

8-9

10-11

12

Program & Technical Specialists
(non-IT)

7-11

12-13

14

15

Managerial & Supervisory (non-IT)

13-14

15

Degree of performance orientation: High

Degree of managerial discretion:
Is the system market-based?
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Table A.7: Federal Deposit Insurance Corporation (Managers) Banding Structure

Approximate

GS Grade

Career Groups Bands Equivalent
Executive Managers EM -1 NA
Corporate Managers CM - NA
CM -1l NA

Degree of performance orientation: Low
High
No

Degree of managerial discretion:
Is the system market-based?

Table A.8: Federal Deposit Insurance Corporation (Non-managers) Banding Structure

Approximate

GS Grade
Career Group Bands Equivalent
Corporate Grade CG-1 1
CG-2 2
CG-3 3
CG-4 4
CG-5 5
CG-6 6
CG-7 7
CG-8 8
CG-9 9
CG-10 10
CG-11 11
CG-12 12
CG-13 13
CG-14 14
CG-15 15

Degree of performance orientation: Medium
Medium

Degree of managerial discretion:
Is the system market-based?

No
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Table A.9: National Security Personnel System

Banding Structure

Approximate Approximate
GS Grade GS Grade
Career Groups Bands | Equivalent Career Groups Bands | Equivalent
Standard Medical
Professional/Analytical 1 5-11 Physician/Dentist 1 12-15
2 9-13 Professional 1 5-11
3 13-15 2 9-14
Technician/Support 1 1-6 3 13-15
2 7-10 Supervisor/Manager 1 7-11
3 11-12 2 12-14
Supervisor/Manager 1 7-11 3 14-15
2 12-14 Protective Services
3 14-15 Investigative 1 5-11
Scientific and Engineering 2 9-13
Professional 1 5-11 3 13-15
2 9-13 Fire Protection 1 1-6
3 14-15 2 7-10
Technician/Support 1 1-6 3 11-12
2 7-10 4 12-14
3 11-12 Police/Security Guard 1 1-6
4 12-13 2 7-10
Supervisor/Manager 1 7-11 Supervisor/Manager 1 7-11
2 12-14 2 12-14
3 13-15 3 14-15
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Degree of performance orientation: Medium
Degree of managerial discretion:

Is the system market-based?

High
Yes*

*This part of the system has not yet been implemented.
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