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BY THE COMPTROLLER GENERAL
Report To The Chairwoman,

Subcommittee On Compensation And Employee Benefits
Committee On Post Office And Civil Service

House Of Representatives

OF THE UNITED STATES

I

A 2-Year Appraisal Of Merit Pay
In Three Agencies

The Civil Service Reform Act of 1978 requires agencies to establisha
merit pay system for management officials and supervisors in grades
13 through 15. GAO's review of the 1981 and 1982 merit pay cycles
in three agencies employing about 25 percent of the total federal
merit pay population found several areas requiring management
attention. ‘

--A number of factors other than employee performance have
influenced the amount of merit pay employees received.

--Although performance standards were better in 1982 than in
1981, both the standards and the procedures used to establish
them need to be improved.

--OPM efforts to evaluate agencies’ merit pay programs have
been limited in scope, but recent initiatives to strengthen these
efforts are a step in the right direction.

--Employee perceptions of the merit pay program were low.

The agencies involved, the Departments of Navy, Agriculture, and
Housing and Urban Development, and the Office of Personnel
Management, reviewed a draft of this report and generally agreed
with its conclusions and recommendations.
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The Honorable Mary Rose Oakar
Chairwoman, Subcommittee on
Compensation and Employee Benefits
Committee on Post Office and
Civil Service
House of Representatives

Dear Madam Chairwoman:

This report, in response to your request, assesses the
merit pay experiences of the Departments of Agriculture, Navy,

and Housing and Urban Development during 1981 and 1982.

The report also makes recommendations to the Director,
Office of Personnel Management, for ensuring greater equity in
performance ratings and pay in an effort to improve employee
acceptance of the merit pay system.

As arranged with your office, unless you publicly announce
it contents earlier, we plan no further distribution of this
report until 7 days after the date of the report. At that time,
we will send copies to interested parties and make copies
available to others upon request.

Sincerely yours,
e '
an M

Comptroller General
of the United States
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COMPTROLLER GENERAL'S REPORT A 2-YEAR APPRAISAL OF
TO THE CHAIRWOMAN, SUBCOMMITTEE MERIT PAY IN THREE

ON COMPENSATION AND EMPLOYEE AGENCIES

BENEFITS, COMMITTEE ON POST

OFFICE AND CIVIL SERVICE

HOUSE OF REPRESENTATIVES

—— — — o — —

The Civil Service Reform Act (CSRA) of 1978
created the merit pay system and cash award
program for federal supervisors and management
officials in General Schedule grades 13
through 15. In fiscal year 1982, about
108,000 employees were covered by merit pay.
(About 80,000 GS~13's through 15's were not
designated as managers or supervisors.) Merit
pay employees are not guaranteed the annual
salary adjustments that most General Schedule
employees receive. Instead, under this sys-~
tem, which became effective governmentwide in
October 1981, merit pay employees are
guaranteed only half the annual adjustment;
the other half of the adjustment along with
their within-grade increases goes to a fund
for a particular organizational group called a
merit pay pool. Employees within the pool
compete with each other, based on their per-
formance ratings, for permanent salary in-
creases to be paid from the merit pay fund.

The Chairwoman, Subcommittee on Compensation
and Employee Benefits, House Committee on Post
Office and Civil Service, asked GAO to review
agency experiences with the transition to
merit pay. This report assesses its implemen-
tation and operation for fiscal years 1981 and
1982 at three Departments having about 25 per-
cent of all federal merit pay employees:
Agriculture, Housing and Urban Development,
and the Navy. (See p. l.)

A major concern of merit pay employees has
been that they are not guaranteed the full an-
nual adjustment and within-grade increases.
About half the merit pay employees surveyed by
GAO in 1981 and 1982 wanted to return to the
General Schedule for their annual and within-

grade pay increases rather than remain under
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merit pay as implemented in their agencies.
Among the agencies' top performers who re-
ceived the highest ratings, between 28 and 42
percent in each agency wanted to return to the
General Schedule. About 40 percent of the em~-
ployees support the concept of merit pay but
many believe it has not been administered
fairly and should be revised. (See pp. 49 to
50 and app. III.)

The Office of Personnel Management (OPM) has
proposed regulations that would alter the
merit pay program. Also, members of the Con-
gress have introduced legislation that would
make basic changes to the merit pay system.
Both the proposed regulations and the legisla-
tion would guarantee the entire annual pay ad-
justment for employees rated satisfactory or
better. In addition, OPM's proposed regula-
tions that were scheduled to go into effect
November 25, 1983, would have guaranteed these
employees the equivalent of the within-grade
increase they would have received under the
General Schedule. The proposed regulations
also contained changes to the government's
reduction~in-force rules, and the Congress
enacted legislation to block the implementa-
tion of the regulations. In response to a
suit by the National Treasury Employees Union,
and while the Congress was adjourned, on
December 30, 1983, the regulations were
declared null and void by the U.S. District
Court, and OPM was enjoined from directly or
ind%rectly implementing them. (See pp. 54 to
55.

NONPERFORMANCE-RELATED FACTORS
IN CURRENT MERIT PAY PRACTICES

The CSRA requires that agencies establish
merit pay systems which shall

"use performance appraisals as the
basis for determining merit pay
adjustments."

However, other factors unrelated to employee

performance can influence merit pay increases
and may never be completely eliminated. GAO's

review showed that a number of nonperformance
factors have influenced the size of merit
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increases awarded to individual employees more
than is necessary. These factors have also
contributed to negative employee perceptions
of merit pay, even among the top performers
who received the largest payouts. Among these
factors were (1) inconsistencies among raters,
(2) the distribution of ratings within the
merit pay pool over the various performance
levels, (3) the grades and types of employees
in the merit pay pool, and (4) agencies'
formulas for distributing increases. (See

pp. 6, 7, 14, and 19.)

In judging performance, some supervisors are
lenient and some are strict; this has a direct
bearing on the consistency of ratings and the
eventual size of merit pay increases. Con-
sistency between raters can be a concern
because of differences in perspectives of dif-
ferent supervisors. However, since the advent
of merit pay, these differences assume greater
significance because the employees' merit in-
creases are tied directly to the appraisal.
(See p. 6.)

The way ratings are distributed among members
of a particular merit pay pool affects the
size of the merit pay increases for pool mem-
bers. For instance, if a merit pay pool con-
tained only a few employees rated at the
highest level, the merit pay increases would
be more for these pool members than if the
pool contained many employees rated in the
highest category. OPM's proposed regulations
would have authorized agencies to adjust the
method used to determine funds available to
the agency's merit pay pools to adapt for
unusual distributions of performance ratings.
Also, many employees in all three agencies
believed and GAQO found evidence at the Depart-
ments of Agriculture and Housing and Urban
Development (HUD) that management used pre-
established quotas to determine rating distri-
butions for their merit pay pools in 1982--a
practice prohibited by OPM regulations. (See
pp. 7 to 14 and 23.)

Although GAO did not determine whether each of
the individual ratings was an accurate reflec-
tion of the employee's performance, employees
in field offices were more likely to receive
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lower ratings and lower merit pay increases
than headquarters employees who were in the
same pool.  Grade 15 employees tended to re-
ceive the highest ratings, followed by grade
14's and, last, grade 13's. At HUD, Schedule
C (noncareer appointees)} employees were placed
in merit pay pools with career employees, al-
though OPM encouraged agencies to keep the two
groups separate. These employees were more
likxely to receive higher ratings and larger
average merit pay increases than career civil
servants. This gave the appearance that these
employees benefited from an unfair advantage
because of the political nature of Schedule C
appointments. (See pp. 16, 17, 18, and 19.)

Agencies' formulas for distributing merit pay
increases varied widely and resulted in dif-
fering increases for employees receiving simi-
lar performance ratings. For example, all
three agencies imposed different maximum lim-
its on the amount of merit pay that could be
awarded. (See pp. 19 and 20.)

PERFORMANCE STANDARDS

CSRA requires agencies to establish perform-
ance standards which, to the maximum extent
feasible, use objective criteria to accurately
measure performance. GAO's review showed that
overall, performance standards in the three
agencies improved slightly during the 2 years.
For instance, in each agency, the percent of
standards GAOQO reviewed that contained objec-
tive measures of performance increased from
1981 to 1982. However, overall, less than
half the standards contained such objective
measures. About 70 percent or more of the em-
ployees in each agency responding to GAO's
questionnaires believed their standards were
fair, tailored to their job, and consistent
with organizational goals in both 1981 and
1982, (See pp. 25 to 28.)

OPM encourages adencies to allow all employees
to be involved in setting their performance
standards. Most employees .at Agriculture and
Navy (70 and 76 percent, respectively) said

iv



they were involved in setting their perform-
ance standards, while only about half in HUD
(46 percent) believed this to be the case.
When asked to what extent they were satisfied
with their input in setting their standards,
51, 52, and 29 percent in Agriculture, Navy,
and HUD, respectively, said they were satis-
fied to a great or very dgreat extent. (See
p. 31.) CSRA requires that performance stand-
ards be communicated to the employee at the
beginning of each appraisal period. At HUD
and Agriculture, this requirement was not
always met. Of the performance standards GAO
reviewed that contained the date they were
communicated to the employee, 42 percent at
HUD and 14 percent at Agriculture were deliv-
ered to the employee more than 6 months after
the beginning of the appraisal period. (See
pp. 32 and 33.)

About 75 percent of the merit pay pool offi-
cials GAO interviewed believed the standards-
setting process was improving communications
between subordinates and supervisors, while 9,
10, and 17 percent of employees at HUD, Agri-
culture, and Navy, respectively, believed this
to be true. (See pp. 29 to 34.)

OPM'S EVALUATIONS AND
E VIEWS

The CSRA requires that OPM analyze the cost
and effectiveness of the merit pay system and
cash award program and annually publish the
results. OPM evaluations of merit pay have
been limited in scope and have not met this
CSRA regquirement. OPM has published several
reports or pamphlets on merit pay and also
contracted with three universities to study
it, but these reports 4did not cover the cost
or effectiveness of merit pay. The OPM re-
ports were primarily statistical analyses of
payouts and ratings and descriptions of the
various types of merit pay systems in effect.
The university-contracted studies dealt with
how merit pay was implemented in several in-
stallations. None of these studies reported
on the costs of implementating and operating
merit pay nor did they report on the effec-
tiveness of the merit pay system government-
wide as intended by the CSRA. (See pp. 37 to
40.)
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OPM increased its emphasis on evaluation of
merit pay in 1983 and has two major studies
underway, one of which will address the impact
of merit pay on employee performance and moti-
vation. The three agencies GAO reviewed have
evaluated their merit pay systems and made
several changes. For instance, Agriculture
changed its merit pay formula in 1982 to pro-
vide greater rewards for its top-rated employ-
ees. (See pp. 37 to 39, 41, and 44.)

CSRA requires agencies to establish a cash
awards program to be used as an integral part
of the merit pay system. The agencies GAO re-
viewed placed different degrees of emphasis on
their cash awards programs in 1981 and 1982.
For instance, in 1982, Navy granted cash
awards averaging about $1,100 to about 30 per-
cent of its merit pay employees. In contrast,
in 1982, Agriculture granted cash awards
averaging about $1,000 to 6 percent of the
merit pay employees, while HUD gave awards
averaging about $500 to & percent. OPM has
recognized that it needs to provide specific
guidance to agencies on the distribution and
amounts of cash awards. (See pp. 42 to 44 and
app. XIII.)

According to OPM, a key factor in the eventual
success of the merit pay system is how well it
is accepted and judged by those employees par-
ticipating in it. After completing two ap-
praisal and pay cycles, employees' overall
attitudes toward merit pay remain negative.
However, there were improvements in employees'
perceptions of certain aspects of the system
after the October 1982 merit payouts. For ex-
ample, the percentage of employees who
believed their merit pay increases were an ac-
curate reflection of their performance in-
creased from 8 to 25 percent in Agriculture,
from 10 to 26 percent in HUD, and from 15 to
27 percent in Navy from 1981 to 1982. How-
ever, about 80 percent of all employees in the
three agencies do not believe the system in-
creased their motivation or performance.

Among the top performers, 75, 62, and 61 per-
cent of the employees in Agriculture, Navy,
and HUD, respectively, shared this view. (See
pp. 48, 49, and 50 and app. IV.)
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CONCLUSIONS AND
RECOMMENDATIONS

GAQO recognizes that certain practical problems
with the merit pay system, such as inconsis-
tent raters, probably cannot be completely
resolved, nor can the influence of nonperform-
ance factors on pay be totally eliminated.

GAO also realizes that merit pay is still a
relatively new system, and that compensation
experts have stated that it may take 5 to 10
years for a merit pay system to operate as in- .
tended. However, by taking steps now to

ensure greater equity in ratings and pay, and
to reduce the effect of non-performance fac-
tors on pay, OPM is more likely to gain wider
employee support and acceptance. This will in
turn improve merit pay's chances of success.
OPM's regulations that were scheduled to go
into effect November 25, 1983, would have ad-
dressed some of GAO's recommendations.

These regulations, which also covered several
personnel subjects other than merit pay, have
been declared null and void by the U.S. Disg=-
trict Court, and OPM has been enjoined from
directly or indirectly implementing them. The
court decision does not preclude OPM from
sponsoring legislation or drafting new regula-
tions to address the issues discussed in this
report, and GAO believes several changes need
to be made to the merit pay system. There-
fore, GAO recommends that, to the extent that
it is legally permissible, the Director, Of-
fice of Personnel Management,

--assess the impact of pool composition and
agency formulas on merit pay increases and
develop criteria that will reduce the effect
of nonperformance factors on merit pay in-
creases (see p. 23});

~-reemphasize the need for agencies to estab-
lish separate merit pay pools for their
career and noncareer (Schedule C) merit pay
employees to avoid the appearance of their
having an unfair advantage in competing for
merit pay increases (see p. 23);
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-=--enforce the regulations which prohibit
forced distribution of ratings (quotas) (see
p. 23);

.~=-require that merit pay pool managers or
their delegates review performance standards
at the beginning of the appraisal period to
ensure that, to the maximum extent feasible,
they contain the desired characteristics of
objectivity and measurability and that they
are of comparable difficulty for similar
jobs (see p. 36);

. ~=require that employees be given the oppor-
tunity to consult with their supervisors in
ae%ting their performance standards (see p.
36);

--require that standards be communicated to
employees within a reasonable and specified
time from the beginning of the appraisal
period (see p. 36);

-~provide adequate resources to maintain its
planned merit pay evaluation efforts (see
p. 47):

--clarify the intended role of the cash award
program for merit pay employees and provide
guidance and oversight that will ensure that
it is used as an integral part of merit pay
(see p. 47); and

--comply with the legal requirement to publish
annual reports which analyze the cost and
effectiveness of the merit pay system and
cash award program (see p. 47).

AGENCY COMMENTS

GAO received written comments on the draft of
this report from the Departments of Defense
and Agriculture and the Office of Personnel
Management. GAO received oral comments from
HUD. These agencies generally agreed with the
report's findings and recommendations. OPM
stated that it does not believe it necessary
to report on the costs of the merit pay system
because the total payouts under merit pay are
the same as they would have been under the
General Schedule. However, the law requires
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that OPM publish a report on the cost and ef-
fectiveness of the merit pay system and OPM
has not kept track of the costs incurred in
impl$m?nting and operating this program. (See
p. 47.

Agriculture commented that although techni-
cally correct, appendix VIII creates a false
impression that unfair benefits are accruing
to higher graded employees. Appendix VIII
shows the average actual increases received by
merit pay employees in each grade and is de-
signed to demonstrate the magnitude of the in-
creases. The charts were not intended to
imply that higher graded employees unfairly
received more than lower graded employees.

The complete text of all the agencies' written
comments is contained in appendixes XI through
XIII.
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Acceleration factor

Annual salary adjustment

Automatic increase

Cash award

Critical element

GLOSSARY

A mathematical factor used in some
agency pay formulas to provide the
largest merit pay increases to employ-
ees lower in the salary range. Award-
ing more money to those lower in the
range allows them to catch up with
similarly rated employees higher in
the range.

The average annual percentage increase
usually given each October to adjust
federal salaries in the General Sched-
ule. It is an adjustment to salaries
to reflect those currently existing in
the private sector for similar work
and levels,

The guaranteed portion of a merit pay
employee's total annual increase. It
can be 50 percent (or more if OPM so
decides) of the annual salary adjust-
ment granted to General Schedule
employees.

For a merit pay employee, an award,
not to be included as part of base
salary, given for superior accom-
plishment, an invention, suggestion,
special act or service, or other per-
sonal effort which contributes to the
efficiency, economy, or other improve-
ment of the government. Cash awards
may not exceed $10,000 unless approved
by OPM.

A component of an employee's job that
is of sufficient importance that per-
formance below the minimum standards
requires remedial action and denial of
a merit pay increase. Unacceptable
performance may also be the basis for
removing or reducing the grade of an
employee. Such action may be taken
without regard to performance on other
job components.



Forced distribution

Grade adjustment factor

GM

Merit pay fund

Merit pay increase

Merit pay pool

Merit pay pool official

Performance appraisal
or rating

The result of a management decision
designed to achieve a predetermined
distribution of individual perform-
ance ratings., OPM has stated that
"no merit pay determination may be
modified in order to force a specific
distribution of performance levels
among merit pay employees."

A mathematical factor that maintains
the intergrade pay differential, that
is, the percentage salary difference
representing the differences in 4if-
ficulty and complexity among merit
pay grade levels.,

A pay system designator used to indi-
cate that a position is covered by
the provisions of the merit pay
system,

The amount of money available to an
agency head for the purpose of grant-
ing merit pay increases. The merit
pay fund includes the nonautomatic
portion of the comparability adjust-
ment and amounts estimated to reflect
within-grade and quality step in-
creases that would have been avail-
able to merit pay employees under the
General Schedule pay system.

The amount of money added to an em-
ployee's total annual base salary
that recognizes and rewards perform-
ance based on periodic appraisals of
performance.

Those grouped employees who compete
directly for fixed merit pay funds.

Merit pay pool managers or their rep-
resentatives interviewed during this
assignment.

A descriptive account which measures
employee performance during an ap-
praisal period. Under merit pay,
ratings are to be based on the em-
ployee's performance measured against
established criteria.



Performance element
or element

rerformance salary
ceiling

Performance standards

Presumptive rating

Quality step increase

Top performers

A duty or responsibility for which an
employee is accountable.

A technique used in some merit pay
plans to set a limit or limits in the
salary range beyond which the employee
may not advance unless his/her per-
formance improves,

A description of how well an emplovee
must perform specific tasks. These
standards enable employees and super-
visors to determine how well the em-~
ployees are doing their work by
comparing their actual performance to
the standards. When feasible, per-
formance standards should contain
measures of quality, guantity, and
timeliness.

Rating assigned when an employee has
not been in a merit pay position or
under performance standards for a reqg-
uisite period of time and when the
quality of the performance cannot be
measured because there is insufficient
information to make a meaningful
assessment.

An increase in an employee's basic pay
rate that is designed to recognize
sustained high quality performance.
Merit pay employees are not eligible
for quality step increases. However,
the merit pay fund includes the total
amount of those increases pool mem-
bers would have received if they rem-
ained under the General Schedule.

Those employees who in Agriculture,
were rated at 4.5 or higher (out of
5.0): in HUD, were rated Outstanding;
or in Navy, were rated at Level 1
(highest rating).



Within-grade increase

A periodic increase given to General
Schedule employees as a permanent
increase to base salary. General
Schedule employees receive about a
3-percent increase provided their
performance is acceptable. Merit pay
employees are not eligible for
within-grade increases, but the amount
they would have received for such
increases is included in the fixed
merit pay fund.







CHAPTER 1

INTRODUCTION

The merit pay system and cash award grqgram was created by
the Civil Service Reform Act (CSRA)} of 1978,1 and has been in
effect since October 198l. The Chairwoman, Subcommittee on Com-
pensation and Employee Benefits, House Committee on Post Office
and Civil Service, asked us to review agency experiences in mak-
ing the transition to merit pay. In response to this request,
we reviewed the implementation and operation of the merit pay
systems during the 1981 and 1982 pay cycles at three Depart-
ments: Agriculture, Housing and Urban Development (HUD), and
Navy. These Departments combined employ about 25 percent of all
federal merit pay employees.

OBJECTIVE OF CSRA: TO LINK
MERIT PAY TO FAIR AND OBJECTIVE
PERFORMANCE EVALUATION

The objectives of the merit pay system, as expressed in the
CSRA, are to:

--Recognize and reward quality performance by varying merit
pay increases using available funds.

--Use performance appraisals as the basis for determining
merit pay adjustments.

-=-Provide for training that will help supervisors improve
their objectivity and fairness in evaluating performance,
again using available funds.

The merit pay system was also intended to (1) significantly
improve productivity, ideas, and service to the public and
(2) increase communication between supervisors and subordi-
nates. The performance appraisal provisions, specifically, were
expected to help supervisors accurately evaluate job performance
based on objective criteria.

Upon signing the CSRA, former President Carter expressed
hope that merit pay would put

". . .« incentive and reward back into the Federal sys-
tem . . . From now on, promotions and pay increases
will be a sign of jobs well done."

lritle V, Public Law 95-454, October 13, 1978, 92 Stat. 1179,
now codified at 5 U.S.C. § 5401-5405 (1982).



Additionally, the first Director of the Office of Personnel Man-
agement (OPM) indicated that the performance appraisal process
would be

“« . . to the direct benefit of the vast majority of
Federal workers who do their jobs well and want to be
judged on the basis of their performance. The in-
creased emphasis on meaningful appraisals will impose
additional responsibilities on managers, but it will
also provide them with a more effective and equitable
means of managing their employees."

He further remarked that "unless the Civil Service Reform Act
improves governmental performance, it will not have succeeded."

MERIT PAY INCREASES ARE
0 RFORMANCE RATINGS

Merit pay fundamentally changed the way some employees'
salaries are determined. At present, most merit pay employees
have been through only two complete performance appraisal and
payout cycles. As would be the case with any new system, prob-
lems have occurred which must be resolved for the system to
achieve its intended goals. Compensation experts have stated
that it may take from 5 to 10 years for such a system to operate
as intended.

Under the merit pay system, pay increases for supervisors
and management officials in grades 13 through 15 are based on
performance. Merit pay employees are placed in organizational
groups (merit pay pools) whose composition is determined by
agency management. These employees do not automatically receive
annual salary adjustments usually granted to General Schedule
employees, nor are they eligible for within-grade and quality-
step increases that General Schedule employees may receive.

They are guaranteed at least half of the annual salary adjust-
ment and compete against each other for additional merit pay
increases which are based on the degree to which the employees
met or exceeded performance standards established at the begin-
ning of the appraisal period. These increases are paid out of a
fixed merit pay fund which is made up of a maximum of one-half
the annual salary adjustment plus an amount equal to the
within-grade and quality-step increases pool members would have
received had they remained under the General Schedule. Accord-
ing to OPM, about 108,000 employees were covered by the merit
pay system in fiscal year 1982. (About 80,000 GS-13's through
GS-15's were not designated as managers or supervisors.)

OPM is responsible for developing procedures for implement-
ing and operating merit pay systems governmentwide. It is
regsponsible for providing technical assistance to agencies, re-
viewing and approving merit pay plans, issuing guidance on which



positions should be covered under merit pay, and evaluating the
cost and effectiveness of the merit pay system and cash award
program. In October 1983, OPM proposed regulations which would
alter the scope of the merit pay systems and, which it stated,
would address some of our recommendations contained in chapters
2, 3, and 4. However, on December 31, 1983, the regulations
were determined to be null and void by the U.S. District Court,
and OPM was enjoined from directly or indirectly implementing
them.

OBJECTIVES, SCOPE, AND METHODOLOGY

Our objectives for this review were to determine how three
large federal agencies implemented merit pay systems and made
their pay increases for fiscal years 1981 and 1982 and how their
systems have operated since then. We also wanted to (1) observe
how the agencies evaluated merit pay implementation, (2) deter-
mine how merit pay was perceived and accepted by employees and
managers, and (3) identify areas requiring attention. With the
concurrence of the requesting Subcommittee, we decided that a
2-year study, with data collected after the October 1981 and
October 1982 merit pay cycles, would meet these objectives and
also allow us to evaluate how the merit pay system had evolved.

We selected the Departments of Agriculture, HUD, and Navy,
because they employ large numbers of merit pay employees, repre-
sent both military and civilian agencies, and have different
types of merit pay systems. Agriculture had about 9,600 merit
pay employees in 1981 and 1982, HUD had about 2,200, and Navy
had about 16,100. Combined, these Departments employed about
28,000 employees under merit pay systems--25 percent of all fed-
eral merit pay employees.

To f£ind out how mer%t pay was implemented, we interviewed
merit pay pool officials< and reviewed performance appraisal
and pay statistics of pocls in each of the Departments. Because
merit pay pools in all three Departments were scattered across
the country, it was not feasible to interview a statistically
valid random sample of pool officials that would be projectable
to each Department. Therefore we judgmentally selected merit
pay pools from each Department. To get some indication of how
the systems were progressing, we reviewed essentially the same
pools and interviewed the same pool officials when possible dur-
ing both years. More details on the number of pools reviewed,
the number of pools in each agency, and the number of employees
included in the pools we reviewed are included in appendix V.

2poo1l managers or their representatives.



We also reviewed a randomly chosen sample of performance
ratings from these pools and analyzed them to determine whether
they complied with requirements of the CSRA. We analyzed the
1981 and 1982 performance ratings of 475 employees (a total of
950 ratings), which included over 12,000 separate performance
standards, and evaluated the quality of the standards. To do
this, we analyzed each standard to determine if it contained
measures of quality, quantity, or timeliness. Sample sizes for
this analysis were sufficiently large so that we are 95-percent
confident that the reported results are within 5 percentage
points of what would have been found if we had reviewed all the
ratings in these pools. A detailed discussion of the methodol-
ogy followed in analyzing the performance ratings is included in
appendix VI. For both years, we also analyzed summary statis-
tics on ratings and pay increases from the pools reviewed as
well as overall statistics provided by the agencies.

Finally, we administered a questionnaire to merit pay em-
ployees in the three agencies to determine their attitudes and
opinions on various aspects of merit pay over the 2 years. At
the time of our first survey, HUD and Agriculture were develop-
ing questionnaires of their own and agreed to attach our gues-
tionnaire to theirs. These were mailed to all HUD and
Agriculture merit pay employees and were returned by 62 percent
in HUD and 60 percent in Agriculture.

Since the Navy had not developed a questionnaire at the time
of our first survey, we sent our questionnaire directly to a
random sample of 624 Navy merit pay employees and had a response
rate of 94 percent. We also received 97 unsolicited completed
questionnaires from Navy merit pay employees not in our sample
who wished to contribute their opinions to our study. These
responses were not included in any of the statistics presented
in this report. Final sample sizes for the first survey in the
Departments were large enough that we are 95-percent confident
that findings are within 4 percentage points or less of what
would be found if all merit pay employees in the three Depart-
ments had been sampled.

For the second year, we used the same questions, but added
other gquestions based on the results of the first year. This
facilitated a comparison of first- and second-year attitudes and
opinions.

Since none of the three Departments was using a question-
naire to evaluate employee attitudes about the second year of
merit pay, in January 1983 we sent questionnaires to a random
sample in each Department. We sent 580 questionnaires to Navy



merit pay employees, 643 to HUD employees, and 586 to Agricul-
ture employees. Response rates were 90, 90, and 89 percent in
the three Departments, respectively. Sample sizes were large
enough so that we are 95-percent confident that findings are
within 5 percentage points or less of what would have been found
if all merit pay employees in the Departments had been sampled.
Confidence intervals, sampling errors, and questionnaire results
for both years' surveys are included in appendixes II and III.

We also separated out and analyzed the responses of top
performers--those employees in our surveys in 1982 who were
rated in the top performance category by their agency. The
purpose was to find out how the attitudes of those who had
received the best ratings and largest merit increases differed
from the rest of our sample population.

Because our work in both years covered only 3 of approxi-
mately 70 federal agencies with merit pay systems, we cannot
project our findings to all agencies or merit pay employees--
only to those examined. However, because Agriculture, HUD, and
the Navy experienced similar merit pay problems in both years
and employ about 25 percent of all federal merit pay employees,
we believe our findings are a valid basis for making recommenda-
tions to OPM for improving the merit pay system.

We conducted the review at the three Departments' headquar-
ters in Washington, D.C., and at merit pay pools from each De-
partment in the Boston and San Francisco areas. Audit work
began in December 1981 and ended in March 1983. The review was
carried out according to generally accepted government auditing
standards.




CHAPTER 2

FACTORS OTHER THAN PERFORMANCE

AFFECT MERIT PAY

The CSRA requires agencies to establish merit pay systems
which shall "use performance appraisals as the basis for deter-
mining merit pay adjustments." However, several factors inde-
pendent of performance affected the size of merit pay increases
at Agriculture, HUD, and Navy. These included the accuracy and
consistency of the performance standards and ratings; the dis-
tribution of ratings in the pool; the formulas the Departments
used to distribute merit pay; and the variable annual salary ad-
justment, up to half of which can be used as merit pay. Some of
these factors, such as the amount of money available for merit
pay increases, cannot be controlled by the agencies. Other fac-
tors, such as the merit pay formulas, can be controlled by agen-
cies. While these factors which cause differences in merit pay
are not prohibited by law and may never be completely elimi-
nated, they have contributed to negative employee perceptions of
merit pay.

STANDARDS AND RATINGS MAY BE INCONCLUSIVE
MEASURES OF PERFORMANCE

Some performance standards and ratings may not accurately
measure performance and can have an impact on the employee's
merit pay increases. According to one recognized performance
appraisal expert,

", . . the problem of variation in the standards of
different judges has never been completely solved,

nor have we succeeded in eliminating the effects of
bias and prejudice in making appraisal judgments."1

Recognizing that standards and appraisals prepared by dif-
ferent supervisors may not be consistent, some managers in the
three agencies reviewed employee standards and appraisals before
they were finally approved. Despite the reviews for consistency
that may have taken place in these and other pools, between 37
and 52 percent of the respondents in both years in each agency
believed their 1981 and 1982 ratings did not accurately reflect
their performance. 1In addition, over 40 percent of the merit
pay employees surveyed in 1982 believed that inconsistencies in
how raters judge performance was a great or very great problem
in their pool. Employee comments regarding inconsistent ratings
included:

IThe Human Side of Enterprise, Douglas McGregor, 1960, p. 82.
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--"I do know from others and from my own performance rating
that a great variation in ratings occurs. The system has
to be standardized to be fair."

--"Probably the greatest difficulty, and the source of the
most skepticism is the improbability of the various
supervisors rating on an equitable basis . . . ."

--"The different departments in our unit rate by subjective
standards. Some departments are very conservative and
others are very liberal."

Some merit pay officials and employees believed that per-
formance in their job could not be accurately measured through
standards. One employee said, "It is difficult, if not impossi-
ble, to rate scientists fairly across different disciplines."
Another said, "As a technical man doing highly varied work, my
productivity and quantity of work are not subject to easy and
concise definition.” Still another said, "When brain power is
used to do research and answer policy issues, performance ele-
ments are difficult to develop and evaluate." Most pool offi-
cials said there were no standard measures that would allow them
to accurately assess employees' productivity.

DISTRIBUTION OF RATINGS INFLUENCES MERIT PAY

The distribution of ratings within a merit pay pool is cru-
cial in determining the merit pay increase each employee re-
ceives. As a result, employees in pools with very different
ratings distributions can receive significantly different merit
pay increases even if they received a comparable rating. OPM's
proposed 1983 regulations would have reduced to some extent the
impact of the rating distribution by allowing agencies to adjust
the methods they use to determine funds available to the pool to
adapt for unusual distributions of ratings.

Appendixes VII and VIII show the agencywide distribution of
ratings and the average merit pay increases by grade level and
rating at the three agencies.

In each Department, the distribution of ratings in pools
varied widely in both years. For example, in some pools, over
90 percent of the ratings were in the top two levels (for in-
stance, outstanding and highly satisfactory), compared to less
than 20 percent in other pools. When many people within the
pool are highly rated, top performers receive less money than if
most of the pool members were rated at a lower level, such as
fully satisfactory. This is true even in a controlled situation
in which pools are identical in makeup and have an equal amount
of funds available for merit pay. Examples of differences in
pay for comparable ratings in different pools at the three

.



Departments are shown below. 1In all cases, 1982 merit pay
increases were much larger than in 1981. This was because merit
pay funds in 1982 included half of the comparability adjustment
plus 1.6 percent of salarigs for within-grade pay increases.
Because of a GAO decision,4 OPM had reduced the within-grade
contribution from 1.6 to .8 percent of salaries for the 1981
payouts. (For each year, two separate pools are shown. Thus,
pool 1 in 1981 is not the same as pool 1 in 1982.)

Table 1
Effect of Rating Distribution on
Average Merit Increases in Pour Agriculture Pools

1981
Pool 1 Pool 2
Merit Merit
Ratings increase Ratings increase
Performance in for GM-14's in for GM-14'sb
category? category in category category in category
(percent) (percent)
4.5 to 5.0 53 $383 7 $658
4.0 to 4.4 43 342 12 598
3.5 to 3.9 2 315 37 541
3.0 to 3.4 2 134 44 464
Below 3.0 0 - 0 -
1982
Pool 1 Pool 2
4.5 to 5.0 30 $1,955 5 $2,364
4.0 to 4.4 45 1,754 49 1,894
3.5 to 3.9 22 1,638 32 1,446
3.0 to 3.4 3 1,266 14 578
Below 3.0 0 - 0 -

Aagriculture uses adjective descriptions for each performance
level, with each adjective corresponding to a number, as fol-
lows: 5.0, Outstanding; 4.0, Exceeds Acceptable; 3.0, Accept-
able; 2.0, Minimally Acceptable; and below 2.0, Unacceptable.
The composite ratings, such as 4.5, represent the weighted av-
erage of the rating score assigned to each performance element.

bin pool 2, in 1981, more money was available per person for
merit pay because of higher grades and salaries of the pool
members, a factor which also affected the difference in final
merit pay increases.

20ffice of Personnel Management's Implementation of Merit Pay,
B~203022, September 8, 1981.




Table 2
Effect of Rating Distribution on
Average Merit Increases in Four HUD Pools

1981
Pool 1 Pool 2
Merit Merit
Ratings increase Ratings increase
Performance in for GM-14"'s in for GM~14"'s
category category in category category in category
(percent) (percent)
Outstanding 0 $ - 11 $ 956
Highly satis-
factory 23 1,797 74 477
Fully satis-~
factory@d 68 - 13 -
Marginal/Un~
satisfactory 5 - 0 -
Presumptive
Fully Satis~
factoryb 3 - 2 -
1982
Pool 1 Pool 2
Outstanding 18 $3,034 4 $4,252
Highly satis-
factory 53 1,913 44 2,561
Fully satis-
factory 20 823 47 1,103
Marginal/Un-
satisfactory 0 - 1 -
Presumptive
fully satis-
factory 8 489 5 884

agup did not award merit pay increases to Fully Satisfactory em-
ployees in 1981.

ba rating of Presumptive Fully Satisfactory is given when the em-
ployee is not under standards approved by the pool manager long
enough to be given a rating based on his/her actual performance.



Table 3

Effect Of Rating Distribution on

Average Merit Increases in Four Navy Pools

Performance

category

Level 1:

Substantially
exceeded all
objectives

Level 2:

Substantially
above target-—-
most signifi-
cant objectives

Level 3:

Above target--
most signifi-
cant objectives

Level 4:2

On target--all
significant
objectives

Level 5:
On target--some
objectives

Level 6:

Below target--one
or more critical
elements

aIn 1981, Navy did

1981

Pool 1 Pool 2

Merit
increase
for GM-14's
in category

Merit
increase
for GM-14's
in category

Ratings
in
category

Ratings
in
category

(percent) (percent)

40 $838 9 $1,374

25 419 41 687

18 140 45 229

17 0 5 0

0 - 0 -

not award merit pay to Level 4 performers.
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Performance
category

1982

Pool 1

Pool 2

Merit
increase
in for GM-14's
in category

Ratings

category

category

Merit
Ratings increase
in for GM-14's
in category

(percent)

(percent)

Level 1:
Substantially
exceeded all
objectives 36 $2,129 10 $2,759
Level 2:
Substantially
above target--
most signifi-
cant objectives 55 1,725 25 2,236
Level 3:
Above target--
most signifi-
cant objectives 9 1,313 45 1,702
Level 4:
On target--all
significant
objectives 0 - 20 1,312
Level S:
On target--some
objectives 0 - 0 -

Level 6:
Below target--one
or more critical
elements 0 - 0 -

As shown in the tables, significantly different merit pay in-
creases were given to equally graded and rated employees who
happened to be in different pools., For example, in 1982 at HUD,
an Outstanding GM-14 employee in Pool 2 received over $1,200
more than a counterpart in Pool 1. At HUD in 1981, a Highly
Satisfactory GM-14 in Pool 1 received almost twice as large an
increase as an Outstanding employee in Pool 2.
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RATING QUOTAS WERE USED
IN SOME INSTANCES

OPM regulations prohibit forc¢ing rating distributions to
fit quotas. The effect of this was stated in a 1979 OPM
pamphlet,

"To allow artificial and arbitrary non-performance
factors to drive the merit pay increase would . . . do
irreparable harm to the Merit Pay System."3

Agency documents and discussions with pool officials and employ-
ees lead us to believe that some merit pay reviewing officials
forced distributions of ratings to meet rating quotas by lower-
ing ratings prepared by immediate supervisors. 1In one instance
at HUD, a division director issued a memo stating, in part,
that:

"For [the office], the distribution is expected to be
roughly: 10-15% Outstanding; 25-30% Highly Satisfac-
tory; 40-60% Fully Satisfactory; and 5-10% Unsatisfac-
tory . . . . No individual division is expected to
deviate more than two or three percentage points from
these ranges."

After this memo had been written, the HUD Assistant Secretary
responsible for the division wrote his executive assistant, "I
want us to aim for no more than 10% [to be rated] outstanding

e« « « «" Actual final ratings in the division were 13 percent
Outstanding, 39 percent Highly Satisfactory, 42 percent Fully
Satisfactory, and 5 percent Marginally Satisfactory. The Assis-
tant Secretary, in a separate memo, later required a Deputy
Assistant Secretary to downgrade some ratings from Highly Satis-
factory to Fully Satisfactory, in order to ". . . restore a
proper balance with the general pattern in [the office]." HUD
officials told us that this may have been a legitimate attempt
by management to ensure consistency of ratings.

Other examples of alleged forced distribution of ratings
included the following:

--A HUD division director told us of being directed by
higher management to lower any three subordinates'

ratings.

--A memo to the staff of an Agriculture regional official
stated that they should

3Your Merit Pay System, OPM, November 1979, p. 26.
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". « . carefully review performance ratings in
your pay pool and perhaps go back to your pay
pocl supervisors if the average for the pool
falls outside the range 3.7 - 4.1 and the
standard deviation is not at least 0.30."

--Another HUD memo stated that "any manager who anticipates
a distribution deviating widely from it [an attached dis-
tribution] can expect to be asked to reconsider the dis-
tribution."

~-In an Agriculture memo, a rating official complained that

". . . it is very obvious that the changes
[your office made to ratings I submitted on my
subordinates] were strictly based on the 'num-
bers game' and not on performance. My apprais-
als [of them] were right and fully justified
based on [their] actual performance."

In addition, 30, 59, and 43 percent of Agriculture, HUD,
and Navy respondents, respectively, thought that management used
quotas to develop ratings in their pool in 1982. Between 11 and
27 percent of the merit pay employees in the three Departments
believed that changes to ratings made by higher level officials
was a great or very great problem. Narrative responses from
merit pay employees concerning alleged forced distribution of
ratings follow:

--"There was definitely a 'quota' system in my organiza-
tion. My supervisor told me outright that he could give
one fully and one highly satisfactory rating."”

~=~"T think our managers felt pressured to follow a Normal
Distribution Curve to come up with ratings. This is bad
for an organization that has highly motivated people.”

~-"This year Merit Pay has created a moral[e] problem.
Some of my associates had their ratings changed because
of a quota system."

--"In an effort to be equitable the Agency actively pushed
all ratings down, which seriously diminished some employ-

eeg' sgself esteem.”

--"Most employees perceive that quotas are established de-
spite the restrictions on . . . pre-established or forced
distribution of levels of performance."

13



--"Quota systems were used in both years. Such a system
definitely affects motivation. I was more or less told
my performance had been outstanding but due to 'other
considerations' I would have to be rated highly
satisfactory."

Respondents who believed management used a quota system in
developing ratings generally had negative feelings toward the
merit pay system. For example, when employees who believed rat-
ing distributions in their pool were forced in 1982 were com-
pared to those who did not believe distributions were forced,

-~-fewer believed that the merit pay/performance appraisal
system was fair;

--fewer believed that the standards were set and ratings
and payouts made without favoritism;

--more believed that communication with their supervisors
had gotten worse; and

-~fewer believed that merit pay was fairer in fiscal year
1982 than in fiscal year 1981. .

When a case of possible forced distribution is brought to
its attention, OPM refers the case to the agency involved and
asks the agency to investigate and report back.

COMPOSITION OF THE MERIT PAY
POOL INFLUENCES PAY

The composition of a merit pay pool--~the number of employ-
ees and their grades and location in the salary range--also af-
fects individual merit pay. This is because the composition of
the pool affects how much money is available to make up the fund
as well as how much of it each person will receive. Because the
composition of pools varies greatly, individual pay can also
vary despite a similar rating. OPM has not prescribed how the
membership of merit pay pools should be determined.

Extremes in pool size can
accentuate impact of
nonperformance factors on pay

Small pools, of 10 or fewer people, accentuate any differ-
ences (in rating, grade, or position in the salary range) among
pool members. The President, who has the authority4 to exclude
agencies from the merit pay system, recognized the problems with

4This authority is contained in the provisions of 5 U.S.C.
§ 5401(b)(2)(A).
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small pools when he excluded several small agencies in 1981 and
1982. He noted that

". . . with very small groups, another individual's
performance has nearly as much impact on one's in-
crease as his or her own, and merit pay cannot be con-
fidently administered.”

Recognizing the effect of small pools on pay, managers may
be tempted to give all pool members the same rating. For
example, at Agriculture, about 47 percent of all pools (166 of
351 pools) contained 10 or fewer people. In 24 percent (40) of
the small pools, all members fell into the same rating category.

In large pools (those containing several supervisors and
their staffs), ratings and, therefore, pay may not be consis-
tent. This is because some supervisors may rate harder than
others, as discussed earlier. As a result, pool members with
lenient supervisors may benefit at the expense of their
coworkers in the same pool whose raters are more strict. One
employee commented that:

"In a pool as large as the one I am in several super-
visors rating high creates an unfair distribution.

. « « people in another staff were rated, by a
[supervisor] without guts or a different set [of]
values, higher than me and did not produce half of
what I did."

The grades and salaries of pool members
influence the amounts of merit pay

The combination of employees' grades and positions in the
salary range affects the amount of money included in, and influ-
ences the individual merit pay increases made from, the merit
pay pool fund. OPM's merit pay formula requires that different
amounts be included in the pool fund for GM-13's, -14's, and
~-15's at different positions in the salary range. Therefore,
the total fund can vary depending on the number and combination
of grades and salaries in the pool.

In addition, a grade adjustment factor is used to recognize
the difference in complexity, importance, and difficulty of work
at the GM-13, -14, and -15 levels. This factor results in
awarding the highest percentage of money from the fund to
GM-15's and the lowest to GM-13's in proportion to the amount
they contributed.

Despite this grade adjustment factor, managers at Agricul-
ture, HUD, and Navy gave GM-15's higher ratings than the GM-13's
and GM-14's in 1981 and 1982. (See app. VII.) Thus, GM-15's
who were in a pool with many lower graded employees may have
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received higher increases than GM-15's competing primarily with
other GM-15's. Dissatisfaction with this practice is expressed
in the following comments:

--"Supervisor believes GM-15's deserve higher performance
[ratings] than 14's and 14's higher than 13's. The 13's
are supporting the merit pay system for the 14's and
15's. A separate pool should be made for each grade
level."

--"Being a GS-13, and in a pay pool for GS-15's, -14's,
-13's, obviously puts me and other GS-13's in an
unfavorable position! The bonuses and higher ratings
that go to GS~15's and 14's realistically mean less $
available for the GS-13's. I think each grade should
stand on its own (!!) with its own pay pool!"

--"MPS [merit pay system] benefits higher management -
GM-14's and 15's and supervisors."”

--"The higher your grade, the higher your MPS [merit pay
system] rating."

~=-"Supervisors in my division have been given dispropor-
tionately higher ratings than those they supervise."

INCLUDING EMPLOYEES WITH DIFFERENT
RESPONSIBILITIES IN THE SAME POOL
CAN INCREASE EMPLOYEE DISSATISFACTION

When headquarters and field or noncareer (Schedule C)5 and
career employees are included in the same pool, employees may
feel they are competing in an unfair environment and that their
merit pay increases may not reflect their performance. As one
pool official said, "this is [like] comparing apples and oranges
and plums."

Including employees from different regions, or from re-
gion/field and headquarters, in the same pool may cause prob-
lems. One study6 showed that field employees were concerned

S5upon specific authorization by OPM or under the terms of an
agreement with OPM, agencies may make appointments to posi-
tions in grades GS-15 and below which involve a close and con-
fidential working relationship with the head of an agency or
other key appointed officials. Positions filled under this
authority are excepted from the competitive service and consti-
tute Schedule C.

6pffectiveness of Merit-Pay-Pool Management, James Perry, Jone
Pearce, and Carla Hanzlik; Review of Public Personnel Adminis-
tration, Vol. 2, No. 3., Summer 1982.
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about being compared with employees in states of different
sizes. A pool manager in Agriculture felt that, in his pool,
conditions in different states varied, making comparisons of
performance for the same job difficult. 1In addition, he had re-
gional/field employees who were competing with headquarters
employees.

In HUD and Navy, a headguarters merit pay employee was more
likely to receive the highest rating than an employee in the
region/field. Employees in Navy and HUD headquarters pools had
about twice the percentage of Level 1 and Outstanding ratings as
regional/field employees for both years. Comparable data was
not available for Agriculture. The following table shows the
difference in ratings in HUD and Navy headquarters and regional/
field pools.

Table 4
Comparison of Headquarters and Regional/Field Ratings
HUD Performance Ratings®

Highly Fully Marginal/
Outstanding satisfactory satisfactory unsat.
1981 1982 1981 1982 1981 1982 1981 1982

———————————————————— (percent)———=m—mmm— e e
Headquarters 16 15 48 44 26 34 2 3
Region/field 8 6 51 41 35 46 2 3
Overall
department 12 9 50 42 31 41 2 3
Navy Performance Ratings@
Level 1 Level 2 Level 3 Level 4 Level 5/6
1981 1982 1981 1982 1981 1982 1981 1982 1981 1982
—————————————————————— (percent)——=~—m———m—— e
Headquar-
ters 10 16 30 34 35 32 16 10 2 1
Region/
field 5 9 27 34 43 40 17 11 1 1
Overall
depart-
ment 7 12 28 33 40 36 17 10 1 1

AThis table does not include Presumptive Fully Satisfactory
ratings.
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The following employee comments indicate their concern over
this issue.

~--"My pool consists of a regional office and 4 field of-
fices. Field office people are consistently rated lower
than regional people who take the bulk of the merit pay
pool."

--"The system is subject to the subjective whims of Re-
gional Administrators. In our case, he expected the field
offices to take a hard line on ratings . . . . I happen
to know he did not take a hard line on his own Regional
staff."

Including noncareer (Schedule C) and career employees in
the same merit pay pool also caused concern at HUD in 1982.
(Navy officials said they do not have any Schedule C employees
under merit pay, and Agriculture has separate pools for Schedule
C employees.) The following table summarizes the variance in
rating distributions between headquarters Schedule C appointees
and career employees at HUD.

Table 5
Comparison of HUD Headquarters Ratings for
Schedule C and Career Merit Pay Employees

Highly Fully Marginal/
Outstanding satisfactory satisfactory unsat.
—————————————————— (percent) ====m~rmoemm e e
Schedule C
employees?@ 55 32 13 -
Career
employeesb 14 47 37 2

Apercentages based on 31 performance-based ratings (those for
which the employee was in the pool long enough to be rated on
his or her performance). This was the total number of perform-
ance based ratings for Schedule C employees in HUD.

bPercentages based on the total (778) ratings in HUD headquar-
ters that were based on the employee's performance.

In 1982, the average merit pay increase for a Schedule C

employee in headquarters was $2,314. The average merit pay
increase for all HUD headquarters career employees was $1,793.
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In one HUD office, all 11 Schedule C merit pay employees who
received performance-based appraisals in 1982 were rated as Out-
standing. They received merit pay increases averaging $2,859.
Merit pay increases for that office's career employees averadged
$1,983.

HUD employees objected to the policy of placing Schedule C
employees in the same pool with career civil servants, as shown
by their comments.

--"The system is rife with subjectivity and inherently
flawed: in placing Schedule C staff in the same pool with
career staff . . . ."

-~"There should be a separate Merit Pay Pool for Schedule C
employees--they should not be in the same pool as career
employees."

-~"The senior officials will find ways to reward Schedule C
types." :

-~"Another major defect [of merit pay} is the inclusion of
Schedule C merit pay personnel in the pool with career
personnel. The Schedule C's were generally hand-picked
by the raters or reviewers, thereby making them part of
the 'new team' or 'us' vs. 'them' career types. I would
like to know what the average rating and merit pay
amounts were . . . to Schedule C's for FY 1982."

--"The system seems to have been politicized, with top
political appointees changing the ratings of career people
in order to reward themselves and their appointed
subordinates."

OPM does not currently have a policy requiring separate
pools for Schedule C appointees who are under merit pay, but
encourages agencies to have separate pools.

AGENCY FORMULAS CAUSE DIFFERENCES
IN MERIT PAY INCREASES AMONG AGENCIES

As provided for in the CSRA, OPM allows the agencies great
flexibility in designing their merit pay plans and the formulas
for computing merit pay increases. Formulas can include vari-
ables such as the performance salary ceiling, maximum annual
merit pay increase, and acceleration factor which can be used at
the discretion of the agency. 1In addition, different values can
be used for the points or percentages assigned to performance
levels, and the number of performance levels can vary. Due to
the many formula variations possible for determining increases,
merit pay can be very different for a similar rating.
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Performance salary ceilings
vary pay increases

Performance salary ceilings limit the salary within each
grade according to the level of performance. For instance, in
HUD, an employee rated Fully Satisfactory cannot advance past
the equivalent of step 7 of the General Schedule for the grade
until earning a Highly Satisfactory or Outstanding rating. An
employee already at the equivalent of step 8 who receives a
Fully Satisfactory rating would receive only the automatic por-
tion of comparability and no merit pay. Agriculture and Navy do
not incorporate performance salary ceilings into their merit pay
formulas.

OPM merit pay simulations show that formulas using the per-
formance salary ceiling generally reward highly rated employees
with a higher percentage of merit pay than do other formulas.

The 1982 pay increases (see app. VIII) show that top-rated HUD
employees did receive more than their counterparts in Navy and

Agriculture.

Maximum annual increases vary

Although OPM does not restrict the size of merit pay in-
creases, some agencies do. Navy limits merit increases to no
more than the annual salary adjustment plus one-third of the
salary range; HUD, to the adjustment plus 15 percent of base
salary:; and Agriculture, to the adjustment plus 9 percent of
base salary.

Acceleration factor rewards employees
lower in the salary range

According to OPM, some agency formulas use an acceleration
factor to award larger merit increases to employees lower in the
salary range. This allows them to catch up with equally rated
employees who, because of their longevity, are higher in the
range. The intent is to reward performance rather than longev-
ity. OPM encourages this practice, believing that equally
graded employees getting the same rating should, over time,
receive the same base salary. Agriculture's formula incorpor-
ates the acceleration factor while HUD's and Navy's do not.

The acceleration factor can result in the highest rated

people, who are also near the top of the salary range, receiving
smaller merit pay increases than employees lower in the range.
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Points for performance vary

The different formulas assign points to different rating
categories. The points are multiplied by dollars available per
point to determine individual merit pay increases. (See app. IX
for a description of how individual merit pay increases are cal-
culated.) Points assigned to rating categories in the three De-
partments reviewed are shown below.

Table ©

Points Assigned to Performance
Levels at Three Agencies

HUD

Rating 1982
Outstanding

3.
Highly satisfactory 2.
Fully satisfactory 1.
Marginally satisfactory

Unsatisfactory

Navy

Ratin 1982

Level 1 (highest) 2.

Level 1.
1
1

Level
Level
Level
Level 6 (lowest)

(S0 - PO ]

Agriculture

Ratin 1982
(Outstanding)

(Fully Acceptable)
s than 3.0

As the table shows, in 1982, an Outstanding Navy employee (Level
1) received 2.1 times more points than a Level 4 employee of
equal grade. On the other hand, in 1982, an Outstanding (5.0)
Agriculture employee received 3 times more than a Fully Accept-
able (3.0) employee of equal grade and salary. In all instan-
ces, the dollar value of a point is the same within a pool, but
would be different between pools unless the pool makeup and
rating distribution are identical.
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The points prescribed by the merit pay formula reflect man-
agement's decisions about the degree to which different levels
of performance should be rewarded. Thus, Agriculture raised its
point value in 1982 for outstanding performance to provide a
greater distinction in pay between Satisfactory and Outstanding
employees. Navy lowered its point value in 1982 to provide
greater merit pay increases to more employees.

Number of rating categories
receiving merit pay varies

Agency formulas specify how many rating categories are eli-
gible for merit pay. For example, Navy had six categories in
1981 and 1982 and awarded merit pay to the three highest cate-
gories in 1981 but to the top four in 1982. In 1981 and 1982,
HUD had five categories but increased the number of categories
receiving merit pay from two to three in 1982. Agriculture in
both years had five categories and awarded merit pay to employ-
ees rated Fully Satisfactory (3.0) or better. (See app. VIII.)

When more employees in more rating categories are eligible
to receive merit pay from a fixed fund, less money is available
to each providing other factors are equal. As a result, at
Agriculture in 1981, average merit pay increases were much
smaller than at HUD and Navy which awarded merit pay only to
those rated higher than Fully Satisfactory. Thus, because
agency merit pay formulas award increases to employees in dif-
ferent numbers of rating categories, employees rated as Fully
Satisfactory in one agency might receive merit pay, while Fully
Satisfactory performers in another agency might not. Again, the
agency merit pay formula, and not the employee's performance,
can cause differences in pay between equally rated employees.

CONCLUSIONS

Several factors other than performance have influenced the
size of merit pay increases that employees receive. The effect
of some of these factors, such as merit pay formulas and merit
pay pool composition, can be reduced by OPM and the agencies.
The distribution of ratings in the pool is another factor that
affects the size of merit pay increases. OPM gives each agency
great flexibility in setting up its merit pay system, including
factors that influence pay. Because of employee concerns over
the equity of merit pay, OPM and the agencies should strive to
reduce the effect of these nonperformance factors on pay. These
factors can never be completely eliminated, but have taken on
added significance since the advent of merit pay, because merit
pay adjustments are now based on the performance appraisal.

22



GAO's review found that these factors have influenced the size
of merit pay increases more than is necessary. :

OPM can help accomplish this by reemphasizing the need for
Schedule C and career employees to be placed in separate pools
and by enforcing OPM regulations which prohibit the forced dis-
tribution of ratings. The agencies can also help reduce the
effect of nonperformance factors on pay by considering such
factors as pool size and employee grade and responsibilities in
establishing their merit pay pools. These efforts are needed to
help boost employee acceptance of the merit pay system.

RECOMMENDATIONS TO
THE DIRECTOR, OPM

We recommend that the Director, OPM, assess the impact of
pool composition and agency formulas on merit pay increases and
develop criteria that will minimize their possible adverse ef-
fects. We further recommend that, to the extent that it is
legally permissible, the Director should:

-~-Reemphasize the need for agencies to establish separate
merit pay pools for its career and noncareer (Schedule C)
employees, so that Schedule C employees do not receive
larger merit increases at the expense of career
employees.

~--Enforce the regulations which prohibit forced distribu-
tion of ratings.

AGENCY COMMENTS

In commenting on the report, OPM stated that it was aware
of pool composition problems and that their October 25, 1983,
proposed regulations would authorize agencies to take pool com-
position factors into consideration in disbursing merit pay
funds. OPM stated it has always recommended to agencies that
career and noncareer employees not be included in the same merit
pay pools. OPM noted that in some cases, such as when the
agency has only one or two noncareer employees, it is not appro-
priate to do so. OPM stated that the October regulations would
reinforce the prohibition against forced ratings distributions
and that it would work diligently to see that this requirement
is accomplished.

In its only comment on the draft of this report, Agricul-
ture stated that the charts in appendix VIII, although techni-
cally correct, create a false impression that unfair benefits
are accruing to employees at higher grades. Agriculture noted
that because higher graded individuals have higher base sala-
ries, they contribute more money to the merit pay pool and thus
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receive larger increases. They also point out that an essen-
tially flat distribution curve would result if the increases
shown in appendix VIII were converted into percentages of
salary. The charts in appendix VIII show the actual average in-
creases received in the three agencies in 1981 and 1982 and were
intended to show the reader the magnitude of the increases re-
ceived under merit pay. The charts were not intended to imply
that higher graded employees unfairly received more than lower
graded employees. However, the report does show (see app. VII)
that in all three agencies, higher graded merit pay employees
consistently received better performance ratings than lower
graded employees. This was a source of dissatisfaction to merit
pay employees because it did lead to larger merit increases for
higher graded employees.

HUD and DOD agreed with the findings, conclusions, and rec-
ommendations in this chapter.
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CHAPTER 3

PERFORMANCE STANDARDS BETTER,

BUT STILL NEED IMPROVEMENT

After 2 years, the quality of performance standards im-
proved slightly, but Agriculture, HUD, and Navy managers were
still having problems establishing standards which were measur-
able or that distinguished between performance levels.

Most merit pay employees responding to our questionnaire
believed their standards were fair, tailored to their job, and
consistent with organizational goals in both 1981 and 1982.

Most employees from Agriculture and Navy also believed supervi-
sors considered their views when setting standards. Many em-
ployees, however, were not satisfied with the amount of input
they had in setting their standards and objected to managers es-
tablishing identical standards for different jobs.

The CSRA! requires that performance standards be communi-
cated to each employee at the beginning of each appraisal
period. However, 37 percent of Agriculture employees and 70
percent of HUD employees whose standards we reviewed did not re-
ceive their standards until at least 3 months after the ap-
praisal period began.

WHAT ARE PERFORMANCE STANDARDS?

Performance standards provide the criteria for how well an
employee must perform specific tasks. These standards enable
supervisors and employees to determine how well employees are
doing their work by comparing their actual performance to estab-
lished criteria.

Although performance appraisal is an inherently subjective
process, the CSRAZ requires agencies to establish performance
standards which, to the extent feasible, use objective criteria
to accurately evaluate performance. To achieve this, chapter
430, subchapter 2-3(b) of the Federal Personnel Manual (FPM),
promulgated by OPM, says that each standard should be objective,
realistic, reasonable, and clearly stated in writing. Each
standard should be defined so that both the supervisor and the
employee know what is expected and whether the standard has been
met,

15 U.s8.C. § 4302(b)(2).

2 5 U.S.C. § 4302(b)(1).
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EMPLOYEES GENERALLY SATISFIED
WITH PERFORMANCE STANDARDS

Overall, surveyed employees seemed satisfied with several
important aspects of their performance standards. As indicated
by the following chart, most employees in both years in all
three Departments felt their standards were fair, tailored to
their job, and consistent with organizational goals.

Table 1
Agriculture HUD Navy
1981 1982 1981 1982 1981 1982
————————————— (percent)=—==-—=—m—c———x
Standards were fair 69 75 65 63 70 73
Standards were tailored
to job 76 78 68 60 78 80
Standards were consistent
with organizational goals
and mission 78 84 77 73 79 85

As the chart shows, acceptance of performance standards was good
in all three agencies in the first year. However, at HUD, there
was a statistically significant decline in employee satisfaction
with these aspects of standards in the second year.

PERFORMANCE STANDARDS
HAVE IMPROVED SLIGHTLY

According to a handbook3 published by OPM's Interagency
Advisory Group (IAG),4 establishing quality performance stand-
ards is essential to a successful performance appraisal system.
Also under the merit pay program, the amount of an employee's
merit pay increase is dependent in large part upon his or her
performance rating.

3pjagnostic Guide for Improving the Quality of Performance Ele-
ments and Standards, IAG.

4The IAG Committee on Performance Appraisal is an OPM-sponsored
group comprised of agencies' personnel directors, their repre-
sentatives, and line managers to provide a forum for sharing
information about performance appraisal systems and techniques.
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We reviewed 12,216 performance standards from a total of
950 performance appraisals at the Departments of Agriculture,
HUD, and Navy for fiscal years 1981 and 1982 as shown below:

Table 2
Performance
appraisals Performance standards analyzed
Agency reviewed 1981 1982 Total
Agriculture 326 2,299 3,035 5,334
HUD 326 1,099 2,382 3,481
Navy 298 1,714 1,687 3,401
Total 950 5,112 7,104 12,216

The quality measures in the performance standards improved
in all three Departments in fiscal year 1982. However, we still
found standards that

--were not measurable in terms of quality, quantity, and
timeliness and

--did not distinguish between performance levels.
Quality, quantity, and timeliness

criteria can improve measurability
of standards

Chapter 430, subchapter 2-3(b) of the FPM states that when
it is feasible, performance standards should include, among
other things, measures of guality, quantity, and timeliness.
They should indicate how well the work has to be done {(qguality),
how much work is to be done (quantity), and how soon the work is
to be done (timeliness). According to the IAG handbook, if
performance standards do not contain these measures, a super-
visor can expect difficulties in making accurate and objective
appraisals.

Although we recognize that it may not be feasible for all
standards to contain these measures, many performance standards
at Agriculture, HUD, and Navy did not contain quality, quantity,
or timeliness measures in either fiscal year 1981 or 1982. How-
ever, as shown below, in fiscal year 1982 there was a statisti-
cally significant improvement in quality criteria of standards
in all three agencies.
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Table 3

Standards having measures of:
Quality Quantity Timeliness

Agency 1987 1982 1981 1982 1981 1982
———————————— (percent)---—=————--—
Agriculture 23 32 56 52 42 37
HUD 36 66 28 38 24 32
Navy 17 20 42 44 39 33

Standards which simply restate the employees' duties can
make it difficult for supervisors to objectively evaluate an em-
ployee's performance. For example, one performance standard for
an Agriculture civil engineer was to: "Respond to reguests and
provide assistance to Director of Engineering to help maintain
the . . . safety program." This standard does not contain any
measures of quality, quantity, or timeliness.

Another example of a vague and immeasurable standard is the
following for a Navy Aerospace Engineer:

"Develop plans for advanced aircraft development pro-
grams (fixed wing and/or helicopters). Prepare pro-
posals, briefings, technical rationale documents,
etc., in support of advanced aircraft development
programs."

Again, this standard does not tell the employee how complete the
plans, proposals, etc., must be, how many there should be, or
when they are due. Had the standard noted that the plans had to
meet the supervisor's expectation for them, in our methodology,
the quality measure would have been satisfied.

Employees surveyed who were concerned with the objectivity
and/or measurability of their performance standards commented as
follows:

--"Most performance standards are toco vague and leave too
much to opinion."

--"As long as standards are vague [and] immeasurable, man-
agement can rig ratings any way they want."

--"[Performance standards] are so broad and vague as to
allow total subjectivity on part of supervisor.”

-=-"0uality of performance standards remains the biggest ob-
stacle to a merit pay system . . . ."
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On the other hand, another employee commented that establishing
quality performance standards “"does help to improve each
supervisor's skills in evaluating a subordinate's performance in
a consistent measurable manner." The following two standards
include measures of quality, quantity, and timeliness which pro-
vide a basis for determining how well the employee is doing the
job. The first example is a standard defining the "on target"
level of performance for a Navy Supervisory Budget Analyst:

"Submit required Justification Back-up Book data . . .
no later than 3 weeks after final dollar and manpower
controls are received. Special budget exhibit re-
quirements to be submitted NLT [not later than] 1 week
after submission of above. Maximum of three major
technical errors caused by failure to follow instruc-~
tions or mathematical calculations.”

The second example is a standard defining the fully satis-
factory level of performance for an Agriculture Supervisory Man-
agement Analyst:

"Complete 60% of the service-wide policy for elec—
tronic mail; 15% of the policy for word processing;
and develop the basis for the electronic filing
policy. Provide analysis and review of office infor-
mation systems, 70% of the studies agreed upon for
completion are accepted by the Staff Director. Pro-
vide assistance and/or leadership for major office
system studies such as electronic mail; 70% of these
efforts agreed upon for completion will be accomp-
lished within the set time limits."

Distinctions between performance
levels need improvement

According to the IAG handbook, a clear, concise differenti-
ation between performance levels greatly increases the supervi-
sor's and employee's ability to accurately assess performance.
If distinctions do not exist, supervisors will have difficulty
determining the employee's level of performance and justifying
the rating given.

At Agriculture and HUD, many standards did not distinguish
between the various performance levels. However, as the chart
below shows, in fiscal year 1982, both agencies improved in de-
veloping standards that distinguish between the five performance
levels used to rate employees.
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Table 4

Standards which make performance distinctions from:

Highly Fully Marginally
Outstanding satisfactory satisfactory satisfactory

to highly to fully to marginally to unsatis-

satisfactory satisfactory satisfactory factory

Agency 1981 1982 1981 1982 1981 1982 1981 1982
———————————————————— (percent )——mmmme e e

Agriculture 26 47 42 55 57 74 43 54
HUD 4 25 3 9 1 17 3 56

HUD requires standards for outstanding, fully satisfactory,
and unsatisfactory performance to be defined. However, the
following set of standards for a HUD Branch Chief are an example
of standards that do not clearly distinguish between fully sat-
isfactory, and outstanding performance:

Fully satisfactory level of performance

"Determines effectiveness of policies, procedures and

methods of operation of field office. Participates in
field reviews of field office operations or the reso-

lution of specific problems in a field office."

Qutstanding level of performance

"Regularly determines effectiveness of policies and
procedures as they relate to the field office opera-
tions. Participates and/or coordinates field reviews
and promptly resolves any problems or deficiencies
noted."

Conversely, the following standards for a HUD Area Audit
Supervisor do identify what performance is necessary to attain a
given rating.

Fully satisfactory level of performance

"90 percent of assigned surveys and pilot audits with
related reports and guides which meet [the unit's]
standards are completed within negotiated timeframes."

Qutstanding level of performance

"95 percent of assigned surveys and pilot audits with
related reports and guides which meet [the unit's]
standards are completed within negotiated timeframes."
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Most of Navy's standards were distinguishable. The Navy's
system consists of three levels for each element (above, below,
and on target), two of which are defined (above and on target).
In fiscal years 1981 and 1982, 74 and 72 percent, respectively,
of the performance elements in the Navy appraisals reviewed had
standards that distinguished between above target and on tar-
get.

AGENCIES NEED TO IMPROVE
STANDARD-SETTING PROCEDURES

The CSRAS requires agencies to encourage employee partici-
pation during the standard-setting process and to communicate
performance standards to employees at the beginning of each ap-
praisal period. At the three agencies reviewed, however, these
procedures were not always followed.

Employees should participate
more in setting standards

According to a study conducted for opyM, 6 performance
standards developed jointly by supervisors and employees tend to
result in greater employee acceptance of the standards; more
positive attitudes toward them; and, possibly, higher quality
standards. 1In addition, those employees GAO surveyed who were
satisfied to a great or very great extent with the input they
had in setting standards were more positive about the fairness
of the merit pay/performance appraisal process in fiscal year
1982. However, many employees from Agriculture, Navy, and HUD
were not satisfied with the amount of involvement they had in
establishing their standards.

While most employees in 1982 at Agriculture and Navy (70
and 76 percent, respectively) believed their supervisors
considered their views when setting standards, only 46 percent
of HUD employees believed this to be the case. We also asked to
what extent respondents were satisfied with the amount of input
they had into setting their standards. Fifty-one percent of the
respondents in Agriculture, 52 percent in Navy, and 29 percent
in HUD answered that they were satisfied to a great or very
great extent. Comments from employees concerned over their lack
of participation in standard setting included:

55 y.s.C. § 4302(a)(2).

6 Oorganizational Assessments of the Effects of Civil Service
Reform, Case Western Reserve University, Fall 1982.
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-="Individual members were not allowed to set individual
objectives with supervisors."

--"Standards were set by [the] agency with no input from
me "

--"Performance standards [were] not established or agreed
to by supervisor and employee."

~=", . . standards are imposed by headguarters, no
supervisor/employee modifications are allowed."

On the other hand, one employee who was greatly satisfied
with his input in setting his standards noted "I like the proce-
dure of setting up the performance standards and the specificity
of defining the work."

Untimely communication of
standards remains a problem

The CSRA7 requires that employees receive critical ele-
ments and performance standards at the beginning of each ap-
praisal period. According to Chapter 430 of the FPM, effective
two-way communication about a job before the appraisal period
begins provides an opportunity to identify and resolve any
misunderstandings.

Many employees in the merit pay pools we reviewed did not
receive their set of standards until 6 months or more had
elapsed in the appraisal period. 1In some cases, we could not
determine when the employees received their standards because
they had not signed and/or dated them.

75 U.8.C. § 4302(b)(2).
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Table 5

Sets of Months after period began that
standards standards were received?@
Agency Dated Undated Less than 1 1-3 3~6 6-9 9-12
—————————————— (percent)—===—mme—————

Agriculture

1981 135 28 51 18 7 15 9

1982 129 34 36 27 22 8 6
HUD

1981 56 107 32 9 16 1M 32

1982 54 109 19 11 28 22 20
Navy

1981 108 41 61 18 18 2 1

1982 123 26 64 24 10 0 2

aThese percentages are based on those sets of standards for
which we could determine when employees received them.

As the table shows, standards were not always promptly
communicated at both Agriculture and HUD, where 14 percent and
42 percent of the employees, respectively, received their
standards more than 6 months after the fiscal year 1982
appraisal period began. Receiving standards late in the
appraisal period was also mentioned as a problem by employees
who commented that:

--"Performance standards [are] given every year at least
6-8 months into the [appraisall period.”

--"When I asked my supervisor about the 1982 standards
early in the 1982 fiscal year, . . . [he said] he
couldn't discuss my standards until management had
given him his own standards. I received my 1982
standards 6 months into the fiscal year."

~--"In many cases, objectives have not been set until well
into the fiscal year [then] backdated. . . ."

Has standard setting improved communication
between supervisors and subordinates?

One of our 1982 survey questions asked if communication
between respondents and supervisors has become better, worse, or
remained about the same since merit pay started. Ten percent
from Agriculture, 9 percent from HUD, and 17 percent from Navy
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believed communication had improved. On the other hand, 11 per-
cent from Agriculture, 17 percent from HUD, and 13 percent from
Navy believed communication had become worse, while 79, 73, and
70 percent, respectively, said there had been no change.

At the request of Navy officials, we also asked Navy re-
spondents who supervised merit pay employees to what extent
work-related communication between them and their employees had
improved. Seven percent said that communication improved to a
great or very great extent, while 63 percent said there was
little or no improvement.

About 75 percent of the pool officials interviewed after
the 1982 cycle stated that the performance appraisal process had
increased communication between supervisor and subordinate
within the pool. 1In fact, eight officials cited improved
communications within the pool as the primary benefit of the
merit pay system.

Upper level review can
improve consistency of standards

According to the IAG handbook, for employees to consider a
performance appraisal system fair, performance standards must be
consistent for all employees in the pool. Positions with com-
parable duties and responsibilities should have standards of
comparable difficulty. Chapter 430, subchapter 2-3(c), of the
FPM provides that agencies should use the same standards for all
employees who have "identical" jobs in the same grade, series,
and organization. A review of performance standards at the
beginning of the appraisal period by pool managers (or their
designees) can help ensure that standards for similar positions
are consistent.

Some reviewing officials for the merit pay pools we visited
did review some or all standards of pool members at the begin-
ning of the appraisal period even though not required by depart-
mental merit pay plans to do so. Specifically, in 1982
reviewing officials at 18 of 22 Agriculture pools, 6 of 11 HUD
pools, and 16 of 24 Navy pools said they reviewed standards at
the beginning of the appraisal period.

However, many employees believed that inconsistent diffi-
culty of elements and standards for the same or similar jobs was
a problem. Of those surveyed, 36 percent from Agriculture, 30
percent from HUD, and 46 percent from Navy believed this to be a
moderate to a very great problem. For example, two employees'
comments were:

~--"Standards and ratings are inconsistent among supervisors
and even for a given supervisor for similar jobs."
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~--"My problem with merit pay here is that different
objectives are established for similar positions and
the degree of difficulty to obtain goals varies
within the same unit."

Some employees also commented on the problem of having the
same standards for different jobs, For example, they noted:

~~"We have identical elements and standards for somewhat
different jobs."

--"Standards are subjective and the same for all persons at
the same grade regardless of job."

~-"Regardless of the position, the job elements and per-
formance standards are the same."

CONCLUSIONS

Although the quality of performance standards improved in
1982, less than half the standards

~--contained objective measures of quality, quantity, and
timeliness, and

--many did not distinguish between performance levels.

Performance standards which contain these features can help
supervisors make more accurate and objective appraisals and can
enhance management's use of appraisals when making personnel
decisions.

Employees need to know what is expected of them and what
their overall final rating will be based on. This communication
of standards early in the appraisal period can also reduce the
likelihood of disagreement when the rating is completed at the
end of the appraisal period. Requiring greater employee parti-
cipation in setting standards should help tailor them to the
duties of each job.

It is important that agencies reemphasize the need for
supervisors and subordinates to jointly establish performance
standards that (1) include measures of quantity, quality, and
timeliness to the maximum extent feasible; (2) are consistent in
difficulty; (3) accurately reflect employee duties; and (4) dis-
tinguish between performance levels. Without this emphasis,
standards may not be fair and accurate criteria by which to
judge performance.

Requiring a review of performance standards at the begin-
ning of each appraisal period by pool managers or their
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delegates may improve the consistency and gquality of standards
and may also ensure that employees receive them at the beginning
of each appraisal period.

RECOMMENDATIONS TO
THE DIRECTOR, OPM

We recommend that the Director, OPM, improve performance
standards and the standard-setting process, to the extent that

it is legally permissible, by requiring pool managers or their
delegates to review standards at the beginning of each appraisal

period. This review should ensure that, to the maximum extent
feasible, standards contain the desired characteristics of

objectivity and measurability and that they are of comparable
difficulty for similar Jjobs.

The Director, OPM, should also require that, to the extent
that it is legally permissible,

~--employees be given the opportunity to consult with their
supervisors in setting their performance standards and

—--performance standards be communicated to the employee
within a specified time after the beginning of the ap-
praisal period.

AGENCY COMMENTS

In its comments on our draft, OPM suggested that as
written, the proposed recommendation requiring employee partici-
pation in standard setting could be interpreted as infringing
upon management's right to assign work. Therefore, we revised
the recommendation to ensure that it not be misinterpreted.

OPM stated that its October 25, 1983, proposed regulations
would require review and approval of standards, elements, and
ratings by a supervisor or manager at a higher level than the
appraising official. OPM noted that employee participation in
setting standards is fundamental to the success of the perform-
ance appraisal system and that its October regulations stated
that the agencies "shall encourage" this participation. OPM
also said that these regulations would require that performance
plans be provided to employees at the beginning of each ap-
praisal period. OPM expects that its oversight activities will
ensure that this requirement is met.

HUD and DOD agreed with the findings, conclusions, and rec-

ommendations in this chapter. Agriculture had no comments on
this chapter.
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CHAPTER 4

MORE EVALUATION AND GUIDANCE

NEEDED FOR MERIT PAY SYSTEMS

OPM is responsible for establishing, evaluating, and
monitoring merit pay systems governmentwide. CSRA reguires OPM
to analyze the cost and effectiveness of the merit pay system
and cash awards program and to annually publish the results.
OPM's past efforts to evaluate various agency merit pay systems
were limited in scope and have not met the CSRA reguirement.
OPM now plans more emphasis on merit pay evaluation. OPM has
not ensured that all agencies emphasize and use the cash award
program as an integral part of merit pay as intended by the
CSRA. Agencies we reviewed have evaluated and made changes to
their merit pay systems.

OPM EVALUATIONS HAVE BEEN
OF LIMITED SCOPE

Since merit pay was first implemented in October 1980,
OPM's reviews and evaluations have focused on statistical analy-
ses of ratings and pay increases and on reviews of agencies'
compliance with regulations. It has not succeeded in measuring
whether the merit pay system is accomplishing the goals of the
CSRA, nor has it determined the cost to implement or operate
merit pay governmentwide.

A September 1981 OPM report, Merit Pay: First Year Exper-
iences in Eight Federal Agencies, described merit pay formulas
of different agencies and statistically analyzed ratings and
pay. A May 1982 OPM pamphlet, Merit Pay in 1980: Lessons
Learned, summarized data from nine other studies.™ Both
studies were based on the experiences of the eight agencies that
implemented merit pay in 1980 and that employed about 2,200
merit pay employees--about 2 percent of the current merit pay
population.

A January 1983 OPM report, Merit Pay, Fiscal Year 1982 Pro-
gram Report, statistically analyzed rating and pay data from the
October 1981 pay cycle. Its findings were based on appraisal
data from 19,000 merit pay employees—-16 percent of the merit
pay population. According to OPM, because the data were limited
and varied from agency to agency, "it is not possible to make
valid generalizations to the Federal work force as a whole."

lThese studies were conducted by OPM, other government agencies,
universities, and the National Academy of Public Administra-

tion.
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The report makes no attempt to assess the success of merit pay
ig meeting its goals, nor does it analyze the cost and effec-
tiveness of the merit pay system and the cash award program.

In August 1983, OPM published a pamphlet entitled Signif-
icant Progress in Pay for Performance 1980-1982. This pamphlet
concluded that

"the Federal government's new performance appraisal
system is functioning very well less than two years
after its establishment. And, pay-for-performance

. « » has been effective in providing greater rewards
for above average performers, while achieving a high
degree of acceptance among employees."

These conclusions were based upon (1) an experiment in 1980
involving eight agencies employing a total of 2,200 merit pay
employees; (2) data gathered by the Federal Employee Attitude
Survey in early 1980, about 7 months before merit pay was fully
implemented; (3) OPM's own experience with merit pay; (4) in-
formal employee and agency comments; and (5) incomplete submis-
sions of rating and payout data from all the agencies operating
merit pay systems. At the request of Senator Bingaman, we eval-
uated and reported on this OPM study2 and generally disagreed
with OPM's conclusions.

OPM also funded university research studies of merit pay.
One paper analyzed merit pay in five agencies3 and concluded

that

"as perceived by affected employees, the new performance
appraisal system does not effectively measure performance
and therefore does not serve the purpose of the merit pay
program to link pay to performance." i
Following the first merit pay cycle, Case Western Reserve
University published a study? for OPM, which assessed the
effect of various parts of the CSRA on employees at five federal
installations in two agencies. The study commented on the need
for fairness in determining raises and bonuses and the impor-
tance of fairness in influencing acceptance of merit pay as a

2pnalysis of OPM's Report on Pay for Performance in the Federal
Government 1980-1982, GAO/GGD-84-22, October 21, 1983.

3Federal Merit Pay: An Appraisal, James Perry and Jone Pearce,
1982.

4organizational Assessments of the Effects of Civil Service Re-
form, Case Western Reserve University, Fall 1982,
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system. It also noted that poorer employee attitudes toward
merit pay result when pool managers change ratings.

In a January 1983 paper,5 Case Western researchers
concluded that

". . . merit pay is not working in our two agencies or
in most of the other agencies in which evaluations are
taking place. By not working we mean that it is not
widely accepted, it is not seen as an improvement, it
is not rewarding deserving people fairly with signifi-
cant raises, and it is not contributing to agency
effectiveness."

The paper also noted that

". . . performance standards and performance appraisal
may be working to improve the way in which employees
are able to plan and accomplish their work goals.

This is . . . an encouraging accomplishment for the
CSRA and for the prospects for work effectiveness im-
proving in the federal government."

OPM HAS NOT CONDUCTED OR PUBLISHED
REQUIRED ANALYSES OF MERIT PAY
SYSTEM AND CASH AWARD PROGRAM

The CSRA requires OPM to analyze the cost and effectiveness
of the merit pay system and the cash award program and to
annually publish the results.® Although OPM has stated that
this reporting requirement was eliminated by the Congressional
Reports Elimination Act of 1980,7 the statute regquiring it
remains in full force and effect. While OPM has not analyzed
and reported on the cost and effectiveness of these systems, it
did attempt to determine implementation costs from October 1978
to October 1981. However, its estimate of implementation cost
was not based on accurate submission of data from all the
agencies operating merit pay systems.

In late August 1981, OPM's Interagency Advisory Group (IAG)
asked agencies to voluntarily provide first-year cost data on
the development, training, and implementation of merit pay. As

S5performance Appraisal: The Federal Experience, Karen N. )
Gaertner and Gregory H. Gaertner, Case Western Reserve Univer-
sity, January 1983.

6 5 U.S.C. § 5404(1).
7public Law 96-470; October 19,1980, 94 Stat. 2241.
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a result, in its January 1983, Merit Pay, Fiscal Year 1982
Program Report, OPM estimated the cost governmentwide for
developing, training, and implementing merit pay and performance
appraisal systems from October 1978 to October 1981 to be $43.6
million.

We have some .concern with the accuracy of this cost esti-
mate. First, as OPM noted, 53 of 89 agencies or components with
a separate merit pay plan submitted cost data. For agencies not
submitting data, OPM estimated their costs using figures pro-
vided by agencies of comparable size. Second, the agencies re-
ceived the IAG request in August 1981 long after they had begun
designing and implementing their systems. This required them to
reconstruct and estimate costs incurred since 1978. Third,
agencies were asked not to include either the time employees and
supervisors spent setting standards and preparing ratings or the
salaries of employees in merit pay training. Finally, OPM esti-
mated Navy's contractor costs to develop the performance
appraisal and merit pay systems at $6.6 million, understating
the actual costs reported by Navy by $3.4 million.

EMPLOYEE COSTS TO CARRY OUT
PERFORMANCE APPRAISAL FUNCTIONS
MAY HAVE DECREASED IN THE SECOND YEAR

Our questionnaire to Navy, HUD, and Agriculture merit pay
employees asked them to estimate the time they spent setting
standards, preparing ratings, and counseling staff in fiscal
years 1980, 1981, and 1982, Using their responses and the aver-
age salaries of merit pay employees in each agency, we estimated
employee costs to perform these functions, as shown below.

Table 1

Egstimated Costs of Performance Appraisal Functions
for Fiscal Years 1980 through 1982

Navy HUD Agriculture

————————————— (millions)=====——m———-
Fiscal year 19804 $ 6.1 $1.1 $3.7
Fiscal year 1981 11.7 1.2 5.8
Fiscal year 1982 9.5 .9 4.2

QEmployees estimated time spent on performance appraisals in
1980, the year before merit pay was implemented, about 15
months after the end of the fiscal year. They made estimates
for 1981 and 1982 about 3 months after the end of each of these
vears. (See app. X for details on these estimates.)
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The chart shows that estimated employee costs increased 92
percent in Navy and more than 50 percent in Agriculture the
first year of merit pay (1981). In HUD and Agriculture, these
costs decreased to at or below fiscal year 1980 levels (when the
comparability increases are factored out). A possible reason
for the reduced costs from 1981 to 1982 is that, in 1981, the
process of standard-setting was new, while, in the second vear,
employees were more comfortable with the system and, thus, re-
guired less time. Only in the Navy do fiscal year 1982 cost es~
timates greatly exceed the pre-merit pay level (1980). A Navy
personnel official suggested that these costs did not decrease
to pre-merit pay levels because, in the Navy, the standard-
setting process has been made an integral part of the overall
Navy planning process and requires a great deal of time.

NEW OPM EVALUATION STRATEGY
EMPHASTIZES MERIT PAY EVALUATION

To help carry out its responsibilities for evaluating the
merit pay system and the cash award program, OPM has established
an Office of Performance Management, which will, among other
things, evaluate performance management in federal agencies.

The evaluations and special studies of the merit pay system will
be performed by the Analysis and Evaluation Division of OPM.

One responsibility of the division is "evaluating the im-
plementation and administration of performance management pro-
grams in Federal departments and agencies for effectiveness and
compliance." The Evaluation Branch of the division has been re-
duced to six employees, who will receive some support from OPM's
regional offices to carry out their planned reviews. OPM offi-
cials said that any further decrease in evaluation staff would
greatly impair its ability to complete its evaluations. The
branch initiated two major studies in 1983. The first examined
the effect of various factors--such as pay pool size, composi-
tion, and management; location of pool members; and the quality
of performance standards and elements--on merit pay system oper-
ations. Other topics the study was to address were

--the extent and impact of rating changes during higher
level reviews;

--the link between performance appraisal and organizational
effectiveness;

--the effect of merit pay on individual motivation and per-
formance;

--employee and manager perceptions and acceptance of merit
pay: and
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--the actual distinction in merit pay amounts, cash awards,
and total pay rates and their relation to ratings.

This study, to be completed by February 1984, is a nationwide
project involving 35 installations at 18 agencies. 1In the sec-
ond planned study, agency performance appraisal and incentive
awards programs will be reviewed for compliance with the law and
regulations and for quality and effectiveness. This study is to
involve on-site agency evaluations of at least 34 installa-
tions. However, OPM must also analyze the cost associated with
the merit pay system and the cash award program and publish the
results annually as required by statute8,

OPM NEEDS TO ENSURE THAT
CASH AWARDS ARE USED AS AN
INTEGRAL PART OF MERIT PAY
SYSTEM

Under the CSRA, cash awards are supposed to be an integral
part of the merit pay system. They can be used to reward
employees for outstanding performance and to reward those whose
top performance is not reflected in their merit pay because they
were at the top of the salary range or were newly promoted and
not under merit pay long enough to be appraised. Cash awards
require little additional paperwork since they are supposed to
be based on performance, and performance is documented by the
employee's annual appraisal. However, OPM has not ensured that
all agencies are using their cash award programs as an integral
part of merit pay.

As a result, the three Departments established cash awards
programs and supported them with varying degrees of emphasis.
Navy emphasized its cash awards program in both years; Agricul-
ture and HUD did not. Therefore, Navy granted larger cash
awards to a larger percentage of its merit pay employees in both
yvyears. According to personnel officials, one reason for the
variance among the Departments was budget restrictions in
Agriculture and in HUD. The differences in the dollar amount
and percentage of awards made in the three Departments in 1981
and 1982 are shown on the following page.

8 5 y.s.C. § 5404(1).
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SUMMARY OF CASH AWARDS:

PERCENT OF MERIT PAY EMPLOYEES GETTING CASH AWARDS AND
AVERAGE AWARD AMOUNT

Percent of Merit Pay Employees

Pe:r;gent Getting Cash Awards

30 | RES 31
S

25

20

Agriculture Navy (note a)

Amounts rounded
$3,000

2500 i (R 198
2,000 1982

Average Amount of Cash Awerds

$2,700

1,500 leme

1,000 | 31,000 1,100
1,000

500 |eee

HUD Agriculture

a .

—/Navy policy on cash awards changed from 1981 to 1982, in 1981, the number of awards at each activity was

limited to 15 percent of its merit pay employees. In 1982, the percentage was not limited, but the dollar
amount was restricted to 1 percent of base salaries of merit pay employees in the unit.

-2-/ The average award amount for the entire merit pay population was not available for 1981. The amount
shown for 1981 is the average for the units visited in the Washington. D.C, area.
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AGENCIES HAVE IDENTIFIED AND
CORRECTED SOME FIRST-YEAR PROBLEMS

All three Departments have evaluated their merit pay sys-
tems and gathered attitudinal data from employees or supervisors
about merit pay. Each Department made changes to its system
based on these evaluations.

The HUD evaluation identified several areas needing im-

-

provement, including more consistent standards, better justifi-
cation of ratings, and rules for assigning overall ratings. To
remedy these problems, HUD
--recommended an upper-level review of standards at the be-
ginning of the appraisal period;

and standards" and a

le s
kage" containing examnles of
g ontainir es

H iy TaRkapa

-~developed "model manageria

”pannrmanﬂn anpraisal »na

LWL mRwT QML RaoRa &

well-documented ratings;

--required written justification for all ratings other than

-~—implemented "decision rules" to use in determining an
overall rating when individual elements receive a differ-
ent rating score.

Agriculture's evaluation task force identified several
merit pay issues needing attention. First, it noted that qual-
ity and consistency of standards within its organizational units
needed to be improved and recommended that Agriculture establish
a library of performance standards and act as a center of exper-
tise to assist these units. Second, it noted problems with doc-
umenting employee job accomplishments and reaffirmed that they
must be documented. Third, it concluded that the formula used
in 1981 did not adequately reward above average performers.
Therefore, it recommended changing its merit pay formula to in-
crease the difference in pay between different performance
levels. The revised formula adopted by Agriculture made a 5.0
(Outstanding) rating worth three times more than a 3.0 (Fully
Successful) rating for employees in the same grade and position
in the salary range.

Agriculture also surveyed its merit pay employees in 1981
on their attitudes toward merit pay and concluded that a great
benefit of the new performance appraisal system was the in-
creased communication between supervisors and employees. It
also noted several causes for employee negativism toward merit
pay, including
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--small differences in pay, despite fairly large differ-
ences in ratings;

--the time and effort required to implement and administer
the new system; and

--the fact that many Fully Satisfactory employees received
less than they would have under the 0ld system.

Navy has conducted several evaluations of its merit pay
system and also used our questionnaire résults to better under-
stand employee concerns. Following the 1981 pay cycle, Navy
evaluations found that

--pool managers believed the merit pay system was too
time-consuming, with excessive paperwork, and provided
disappointing pay;

--the most significant problems pool managers cited were
setting meaningful and measurable objectives and the time
to administer the system;

~-standards were, in some cases, overly quantitative;

--ratings were changed during the review process with no
justification provided;

--ratings were high for higher graded employees; and

--gtrong points of the system, according to pool managers,
were pay for performance, increased interaction between
supervisor and subordinate, comparison of command (orga-
nization) goals to individual goals, and differentiation
of good performers from bad.

The Navy changed its system for the appraisal period start-
ing July 1982 because of the problems discovered. Among these
changes, the Navy

--required that changes to ratings be justified on the rat-

ing form and communicated to the employee within 90 days
of the end of the appraisal period;

--required fewer performance reviews during the year;

~--gimplified its appraisal forms;

--made second-level supervisory reviews of standards op-

tional but encouraged an up-front review of them by re-
view boards appointed@ by the pool manager to ensure
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equity among pool members' standards and the timely
establishment of standards;

--informed raters that higher level merit pay employees
already are compensated for their broader authority and
responsibility by a grade adjustment factor and, there-
fore, do not need their ratings raised for this reason;
and

--made it acceptable to use more subjective approaches to
measuring performance, thereby reducing the emphasis on
quantity as a measure of performance.

Following the 7982 pay cycle, Navy sent a questionnaire to
pool managers and members of boards designated to review stand-
ards and ratings for the pools. Some results were favorable
toward performance appraisals. For instance, these pool mana-
gers believed :

~--the system helped focus managers' and supervisors' atten-
tion on organizational goals (83 percent),

~-they were able to adequately reward their high performers
with pay increases and cash awards (54 percent),

--communication within their merit pay unit increased (55
percent), and

-~the 1982 performance evaluations accurately reflected the
worth of employee contributions to their organization
(66 percent).

CONCLUSIONS

OPM efforts to evaluate merit pay have been limited. It
has not accurately determined the cost of implementing and oper-
ating merit pay systems. It also has not analyzed the cost and
effectiveness of the merit pay system and cash award program and
published the results as required by law.

OPM has established a new organization (Office of Perform-
ance Management) which will evaluate merit pay in the future,
including its effectiveness and impact on employee motivation
and performance. Its new emphasis on evaluation appears promis-—
ing. However, the number of staff assigned to carry out the
strategy is limited and may experience difficulty in conducting
the reviews as planned if the size of the staff is decreased.
OPM has not ensured that all agencies are using the cash award
program as an integral part of merit pay.
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The three Departments reviewed have evaluated their merit
pay systems and made changes based on their evaluations. These
actions were steps in the right direction.

RECOMMENDATIONS TO
THE DIRECTOR, OPM

In order to improve the evaluation and administration of the
merit pay system and the cash award program, we recommend that
the Director, OPM, to the extent that it is legally permissible,

-~-provide adequate resources to maintain planned merit pay
evaluation efforts;

--publish annual reports which analyze the cost and effec-
tiveness of the merit pay system and the cash award
program; and

-~-clarify the intended role of the cash award program for
merit pay employees and provide guidance and oversight
that will ensure that it is used as an integral part of
merit pay.

AGENCY COMMENTS

OPM concurred that it should provide adequate resources to
maintain their evaluation efforts and pointed out the establish-
ment of the Office of Performance Management and its plans for
future evaluation. OPM believes that it is responding to our
"cost and effectiveness" recommendation. OPM stated that it is
currently performing studies which will address how effectively
the merit pay program is achieving CSRA objectives. OPM does
not believe it is necessary to report on the costs of the merit
pay system because the total payouts under merit pay are the
same as they would have been under the General Schedule. How-
ever, the law requires that an annual report on cost and effec-
tiveness be published. OPM has not kept track of the costs
required to implement or operate these programs and the time
spent for performance appraisal functions--~the administrative
costs of actually making the payouts could be substantial.

OPM stated that its October 1983 proposed regulations would
require that performance awards become a mandatory part of merit
pay and that agencies submit to OPM for approval a plan speci-
fying how these awards are to be distributed and the amount to
be funded by the agency for such purposes.

DOD and HUD agreed with the findings, conclusions, and rec-

ommendations in this chapter. Agriculture had no comment on
this chapter.
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CHAPTER 5

EMPLOYEES RETAIN NEGATIVE

PERCEPTIONS OF MERIT PAY SYSTEM

Employees' perceptions of their merit pay systems will play
a large role in determining whether merit pay succeeds. While
in the second year employees believed there were some improved
aspects of merit pay, such as the system taking less time to
operate, in the three Departments we reviewed, employees' over-
all perceptions about merit pay remained negative.

Most employees, including top performers! who received the
largest merit pay increases, believed the system had not been
successful. We did find slight improvements in Navy respon-
dents' perceptions after the 1982 merit pay cycle. However,
most respondents in all three agencies at the end of both years
believed that the system had not increased (1) motivation or (2)
performance/productivity. Merit pay pool officials also held
the same negative attitudes expressed by surveyed employees.

While between 37 and 46 percent of the employees in each
Department in both years supported the concept of merit pay,
less than 10 percent favored retaining the current merit pay
system in their Department. Many believed the current system
had not been administered fairly and that performance ratings
under merit pay were more subjective than before.

EMPLOYEES SKEPTICAL ABOUT THE
MERIT PAY SYSTEM'S INTENDED BENEFITS

After the 1981 and 1982 pay cycles, many respondents did not
believe that the objectives of merit pay were being met. Re-
spondents felt that motivation, productivity, and performance
had not increased under merit pay. In addition, in both 1981
and 1982, about 80 percent of each Department's surveyed employ-
ees did not believe the benefits of the merit pay system justi-
fied the additional time required to operate it. After the 1982
cycle, however, respondents who believed the benefits of merit
pay justified the effort it required increased from 7 percent to
11 percent in Navy, from 11 percent to 13 percent in HUD, and
from 8 percent to 9 percent in Agriculture. Only the increase
in Navy, however, was statistically significant.

1"1op performers" are defined in this report as those who in
Agriculture, were rated at 4.5 or higher (out of 5.0); in HUD,
were rated Outstanding or; in Navy, were rated Level 1
(highest rating).
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Respondents believed that productivity did not increase
under merit pay. About 80 percent of the respondents in both
years reported that they were no more productive under merit
pay. Further, after the 1982 pay cycle, less than a guarter of
each Department's top performers reported increased productivity
under merit pay. Over the 1981 and 1982 period, of the respon-~
dents who supervised merit pay employees, approximately 75 per-
cent believed their merit pay subordinates were nc more
productive as a result of the merit pay system. While the per-
centage of supervisors who believed this remained fairly con-
stant in both years at Navy and HUD, the percentage increased
in Agriculture from 62 to 84 percent from 1981 to 1982.

Surveyed employees were more satisfied with the amount of
their merit increases after the 1982 pay cycle. After the 1982
cycle, when more merit pay funds were available because of the
increased within-grade contributions mentioned earlier (see pp.
7 and 8), more respondents in each Department felt the amount of
merit increase they had received accurately reflected their per-
formance. The percentage of employees who believed this in-
creased from 15 percent to 27 percent in Navy, from 10 percent
to 26 percent in HUD, and from 8 percent to 25 percent in Agri-
culture. Among the top 1982 performers in each Department,
about 50 percent felt their merit pay accurately reflected their
performance, 40 percent said it did not, and 10 percent were not
sure.

Over the 2-year period, about 80 percent of Navy, HUD, and
Agriculture respondents said that the merit pay system had not
increased the pressure on them to fulfill their job duties and
responsibilities., This percentage remained virtually unchanged
for both years.

EMPLOYEES EXPRESS SUPPORT FOR MERIT PAY
CONCEPT, BUT WANT CURRENT APPLICATION OF
SYSTEM REVISED OR DROPPED

According to a recently published OPM survey,2 almost half
of all senior-level supervisors believed that, in principle,
merit pay was a good idea. Many employees we surveyed also sup-
ported the concept of merit pay (see question 10, app. III).

On the other hand, less than 10 percent of the respondents
in each Department wanted to retain the merit pay sytem as cur-
rently implemented, and even among the top performers who re-
sponded, less than 15 percent favored retaining the system "as
is." Between 31 and 39 percent of both years' respondents in

~

2rederal Employee Attitudes, OPM, 1983.
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each Department favored retaining merit pay but wanted the sys-
tem revised. Almost half the top performers in HUD and Navy and
about a third at Agriculture shared this opinion. Approximately
half of all surveyed employees wanted to return to the General
Schedule for pay increases. The percentage of employees who
wanted to return to the old system decreased from 49 to 44
percent in Navy, from 55 to 50 percent in HUD, and from 56 to 53
percent in Agriculture, after the 1982 pay cycle. The decrease
in Navy was statistically significant, the decreases in HUD and
Agriculture were not.

Employee feelings about the performance appraisal system
were more positive than toward the merit pay system. For both
years, the percentage of surveyed employees who wanted to keep
their agency's appraisal system ranged from 27 percent in Navy
to 43 percent in HUD. Further, between 34 and 49 percent of
each Department's top performers favored retaining their per-
formance appraisal system even if it were not linked to merit

pay.

Respondent comments showing their concern for the way the
merit pay system was implemented included:

--"The concept of merit pay was good in its initial . . .
stages. However it has been inequitably administered and
as such has not produced the benefits that were supposed
to accrue from it."

--"The intentions of merit pay are good, equitable imple-
mentation is impossible."

EMPLOYEES QUESTION FAIRNESS
OF MERIT PAY SYSTEM

A 1983 University of California study,? funded by OPM,
states that the link between merit pay and performance apprais-
als--specifically their accuracy and fairness--is critical to
the system's general effectiveness. Although the CSRA calls for
objective performance ratings to the maximum extent feasible,
after two appraisal and merit pay cycles, 40 percent or more of
our survey respondents in each Department believed that the
appraisal process was influenced by favoritism.

After the 1982 pay increases, between 28 and 48 percent of
each Department's surveyed employees reported that ratings had
become more subjective since merit pay was implemented, even

3rederal Merit Pay: A Longitudinal Analysis, Jone Pearce and
James Perry; Graduate School of Management, University of
California, Irvine, 1983.
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though appraisals under the new system were to be based on ob-
jective criteria to the extent feasible. The percentage of top
performers who shared this view ranged from 22 percent in Navy
to 36 percent in Agriculture. Between 68 percent and 74 percent
of all respondents reported that subjective ratings were at
least somewhat of a problem in their pool.

The following comments reflect employee concern about sub-
jectivity and favoritism in the ratings:

~-"The Merit Pay System . . . fosters favoritism. People
performing similar jobs with essentially identical out-
puts get extremely varied ratings . . . . The system is
not handled objectively as intended.”

-~-"The appearance of fairness and equity is important in
any pay system. In my agency, the credibility of the
merit pay system has been undermined by the significant
differences between ratings given in the various merit
pay pools."

--"The system regquires too much subjectivity on the part of
reviewers, and tends to foster unfair preferential
treatment."

--"T am concerned over favoritism, bias, and cronyism in
ratings.”

After completing two appraisal and pay cycles, employees
doubted the system's overall fairness. Sixty-three percent of
HUD respondents, 44 percent in Navy, and 43 percent in Agricul-
ture thought merit pay and performance appraisal systems were
unfair in fiscal year 1982. Between 27 and 43 percent of those
employees who said they earned more merit pay than they would
have under the o0ld system characterized the overall system as
unfair. On the other hand, among Agriculture, HUD, and Navy,
top performers, 47, 54, and 61 percent, respectively, believed
the merit pay system was fair.

MOTIVATING IMPACT OF THE
MERIT PAY SYSTEM IS QUESTIONED

A basic assumption of the merit pay system is that the pos-
sibility of increased pay motivates employees to improve their
performance. Respondent comments, discussions with merit pay
pool officials, and an independent study of merit pay indicate
that the amount of merit increases has not motivated merit pay
employees.
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An OPM-funded University of California study4 based on the
first-year merit pay cycle concluded that

". . . a diverse sample of Federal managers do not
appear to be more highly motivated under merit pay
than under the previous time-in-grade compensation
policies. . . . These managers report that effort is
less likely to lead to a good performance rating, [and
that] merit pay does not encourage them to do their
jobs well or contribute to their agency's
effectiveness."

Our guestionnaire results showed that in both years,
between 78 and 86 percent of the respondents in the three
Departments believed that merit pay had not motivated them to
perform better. Among the top performers in each Department, in
1981 between 70 and 79 percent thought that merit pay had not
motivated them to better performance. In 1982, between 61 and
75 percent of the top performers shared this view. Only in Navy
was there a statistically significant increase in the percentage
of 1982 respondents who believed that merit pay motivated
them-~9 percent in 1981 to 13 percent in 1982, Further, in all
three Departments, less than 5 percent of the respondents in
1982 said they were motivated to a great or very great extent by
the merit increases awarded to top performers in their pay pool.

Employee and pool official responses raised questions on
the degree to which money is a motivator for merit pay employ-
ees. When asked to what extent money helped motivate them to
improved job performance, about 20 percent in each Department
responded that it helped to a great or very great extent,
another 60 percent said money motivated them tc some extent or a
little, and about 20 percent said money did not motivate them at
all. In another survey question, we asked employees what per-
centage increase to their salary would have motivated them to
better performance, and about 45 percent in each Department
answered that money did not motivate them to better perform-
ance. Even among the top performers responding to this ques-
tion, between 35 percent and 45 percent in each Department gave
the same response.

Some of the narrative comments submitted by respondents in
the Departments following the 1982 pay cycle include the
following:

4rederal Merit Pay: A Longitudinal Analysis, Jone Pearce and
James Perry; Graduate School of Management, University of
California, Irvine, 1983,
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~-"The primary motivation on my part was the feeling of
doing a good job and the approval of my peers."

--"Money does not really motivate me in the performance of
my job . . . . However, in terms of my personal job
satisfaction, I would like to believe that my performance
is being fairly rewarded . . . ."

--"While money is not a motivator to some, perceived un-
fairness in the distribution of merit pay definitely is a
de-motivator."

--"pProfessional personnel don't need merit pay to
motivate."

Three pool officials cited factors other than money as motiva-
tors, including responsibility, status, and recognition, as pri-
mary motivators.,

--"Merit Pay can motivate people, in theory, but only at
the lower levels where you can define jobs/productivity
easier.”

--"Merit Pay has not motivated people to better perform-
ance. At GM level, people are motivated to do well on
their own."

--"Motivation, especially in relation to higher graded em-
ployees, is more a function of status and recognition
than money."

MOST MERIT PAY POOL OFFICIALS
HAVE NEGATIVE PERCEPTIONS OF MERIT PAY

Comments received from pool officials during both surveys
generally echoed the perceptions of merit pay employees about
the effects of the merit pay system. Some officials, however,
did believe that merit pay was producing some positive results.

Sixty-four percent of the 141 pool officials interviewed in
both years said that merit pay had no effect on employee produc-
tivity. Seventeen pool officials in 1981 and 13 in 1982 thought
some of their employees were more productive, while 6 in 1981
and 5 in 1982 felt the system was counterproductive because of
the time required to operate the system which left less time for
employees to perform their normal duties.

Fifty-three percent of the officials in the second survey
indicated that merit pay had no effect on employee motivation.
Forty-four percent, however, said that merit pay has the poten-
tial--if administered properly--to motivate employees to
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improved performance and productivity. Most said, however, that
under current funding levels, there is insufficient money in the
system to motivate employees.

Sixty-three percent of the pool officials interviewed in
1981 and 73 percent in 1982 said that one effect of merit pay
was a decrease in employee morale. Reasons cited included (1)
subjective appraisals which resulted in unfair distributions of
pay and (2) small pay differentials which did not recognize or
properly reward varying levels of performance.

CHANGES TO MERIT PAY
HAVE BEEN PROPOSED

The negative employee reactions discussed above and many of
the merit pay problems discussed in chapters 2, 3, and 4 have
been recognized by employee unions, private researchers, members
of the Congress, and other government agencies. As a result,
many espouse basic changes to the merit pay system. For exam-
ple, OPM has proposed regulations5 and bills have been proposed
that would, in different ways, alter the scope of the merit pay

system.

OPM's proposed regulations scheduled to go into effect on
November 25, 1983, would have, among other things,

--guaranteed the annual comparability adjustment and an
average annualized equivalent of a within-grade increase
to everyone rated Fully Successful or above;

~--specified a minimum funding level to be used for perform-
ance awards;

~-guaranteed a minimum differential in total performance
pay of those rated Outstanding over those rated Fully

Successful;
-~required agencies to have five summary rating levels;
--prohibited forced distribution of ratings; and

--required agencies to provide higher level management re-~
view of the performance appraisal process in the interest
of employee equity and in order to reflect organizational

performance.

Srederal Register, Vol. 48, No. 207, October 25, 1983, pp.
49472-~49491,
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The regulations also covered other non-merit pay subjects
such as reductions-in-force and performance appraisals. On
November 12, 1983, the Congress enacted legislation to block
their implementation. OPM, however, believed this legislation
barred funding of the regulations but did not invalidate the
regulations themselves. On December 30, 1983, the U.S. District
Court declared null and void and enjoined OPM from directly or
indirectly taking any action on the regulations. This court
decision was rendered in response to a suit brought against OPM
by the National Treasury Employees Union, which soughg to have
the regulations set aside and declared null and void.

yhe proposed legislation, the Merit Pay Reform Act of
1983, / would prohibit OPM and agencies from forcing the distri-
bution of ratings, guarantee the annual comparability adjustment
and within-grade increases to merit pay employees rated Fully
Successful or above, require five rating levels, and establish a
performance award (bonus) program for merit pay employees.

CONCLUSIONS

A key factor in the eventual success of the merit pay
system is how it is accepted and judged by those employees par-
ticipating in it. After completing two appraisal and pay
cycles, employee acceptance shows slight improvement; however,
wider acceptance is needed to increase merit pay's chances for
success. The improvements in attitudes--should they continue--
may indicate a greater employee willingness to accept the system
if they perceive it as accurately and objectively linking rat-
ings and pay to performance. However, we agree with OPM and
congressional leaders that some changes are needed in the cur-
rent merit pay system to ensure that nonperformance factors do
not adversely affect merit pay increases.

If OPM and the Departments take steps to ensure greater
equity in ratings and pay, merit pay is more likely to gain
wider employee support and acceptance. This, in turn, will en-
hance its chances of success.

6National Treasury Employees Union v. Donald J. Devine, Civil
Action No. 83-3322.

7Senate Bill S. 958, 98th Congress, First Session, March 24,
1983; and House Bill H.R. 1841, 98th Congress, First Session,
March 2, 1983. 55
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NINETY-SEVENTH CONGRESS

MARY ROSBE CAKAR, OHIO, CHALIR

DOMALD . . . . 1
ST ETIASTALS T e W.$. Wouse of Representatives
3 o D,
OUS SAVAGE, ILL. COMMITTEE ON POST OFFICE AND CIVIL SERVICE

SUBCOMMITTEE ON COMPENSATION AND EMPLOYEE BENEFITS
608 HOUSE OFFICE BUILDING ANNEX 1

Maghinaton, BE, 20515

Pt L LD AL L AV .

TELEPHONE (202) 225-8831

December 9, 1981

The Honorable Charles A. Bowsher
Comptroller General

General Accounting Office
Washington, D. C. 20548

Dear Mr. Bowsher,

As required by the Civil Service Reform Act of 1978,
most Federal agencies implemented their performance appraisal
and merit pay system for the first time in October 1981. These
systems, which cover between 120,00 and 150,000 GS-13 through
GS-15 employees, are designed to link pay with performance.

In light of problems with merit pay system implementation
already, and because of our continued interest in the success
of the merit pay program, we would like the General Accounting
Office to review the status of merit pay implementation in cer-
tain agencies, and provide a report of agency activity. We
would like the report to include case studies of the merit pay
program at two or three major Federal agencies which implemented
their systems in October 1981.

We appreciate the work your office has done on this
issue in the past and believe there is a need to continually
monitor agency cfforts to successfully implement this program.
Your assistance will be greatly appreciated.

Sincerely,-
QA
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MAIL SURVEY OF MERIT PAY EMPLOYEES

We surveyed Agriculture, HUD, and Navy merit pay employees
to assess their attitudes toward the system and their experi-
ences with merit pay. We sent a questionnaire to employees in
February 1982 about the fiscal year 1981 implementation of merit
pay. In January 1983, we sent another guestionnaire asking
about merit pay in its second year.

INITIAL SURVEY PROCEDURE (FISCAL YEAR 1981)

The guestionnaire used in the first mail survey assessed
employee attitudes, experiences, and beliefs related to the fol-
lowing aspects of merit pay:

--Time devoted to performance appraisal duties and
functions.

--Adequacy of training in performance appraisal
functions.

-~-Extent to which performance standards were linked to em-
ployees' jobs and to organizational goals.

~--Whether performance appraisal was implemented according
to mandated procedures.

--Pairness of standards and the merit pay system.

~-Degree to which ratings and merit pay increases reflected
performance.

~--Perceived benefits of merit pay, including general organ-
izational benefits and effect on employees' motivation,
productivity, earnings, etc.

~--Desire to retain merit pay and the performance ap-
praisal system.

Mail survey procedures and sample designs varied for each
of the three agencies. In HUD and Agriculture, our question-
naire was attached to agency questionnaires on merit pay. The
guestionnaires were sent to all merit pay employees in the two
agencies. HUD and Agriculture did not use followup question-
naires or contacts.

The initial survey of Navy merit pay employees was made by
GAO independent of any agency effort and was sent to a random
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sample of merit pay employees. The initial sample size and the
method used to draw the sample were both designed to allow for a
high level of precision and confidence in projecting the find-
ings to the universe. A second mailout was used in the Navy
survey to increase the response rate. Standard instructions,
which explained the purpose and use of our questionnaire and
procedures for answering, were included in all three surveys.

SECOND YEAR SURVEY (FISCAL YEAR 1982)

The second-year survey gquestionnaire contained items used
in the initial survey except for questions about the adequacy of
training. 1In addition, the questionnaire was expanded to in-
clude items on problems with merit pay and performance appraisal
that had been mentioned in written comments in the first-year
survey.

In the second-year survey, procedures and sample designs in
all three agencies essentially replicated those used in the ini-
tial Navy survey. In each agency, the gquestionnaire was sent by
us to a random sample of employees and one followup mailing was
used. The samples were drawn according to the same method as
the initial Navy survey and, thus, were designed to be of suffi-
cient size to project with high confidence to the populations.

Although the samples in the second-year survey were not de-
signed to include the same people as the initial survey, some
overlap between respondents in the two surveys occurred. In
Navy, about 18 percent of the second-year survey respondents
said that they had also participated in the initial survey.
Overlap in the Navy samples occurred as a function of the same
people being drawn at random in the 2 years. Because our ini-
tial questionnaire was sent to all merit pay employees in HUD
and Agriculture, it is not surprising that over one-half of our
followup survey respondents in those two agencies (52 percent
and 58 percent, respectively) reported having participated in
the initial survey.

RESPONSE RATES FOR BOTH QUESTIONNAIRES

Questionnaire statistics related to response rates are pre-
sented in the table below. As the table indicates, relatively
lower response rates were obtained in the first-year HUD and
Agriculture surveys. The possible effect of nonresponse bias,
which would exist if nonrespondents in the two agencies differed
from respondents on our questions, requires caution in project-
ing our initial survey findings to the universe of merit pay
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employees in the two agencies.,  Statistical tests were made to
determine whether HUD and Agriculture respondents differed from
all merit pay employees in the two agencies on grade level, age,
and most recent performance rating--three variables possibly re-
lated to attitudes toward and experiences with merit pay.

Basic Questionnaire Statistics

Undeliver-
Size of Number able ques- Number Response
Agency universe? sampled tionnaires respondingb rate€
First-year survey (percent)
HUD 2,198 2,198 --d 1,364 62.1
Agriculture 9,667 9,667 3g7¢ 5,541 59.7
Navy 16,095 624 41 549 94.2
Second-year survey
HUD 2,174 643 18 564 90.2
Agriculture 9,536 586 35 491 89.1
Navy 15,963 580 26 499 90.4

4universe and sample sizes refer to merit pay employees only.

bror HUD and Agriculture, number responding egquals number of
usable responses. That is, number giving at least one answer
to the GAO sections of the survey.

CResponse rate eguals number responding divided by number
sampled less number of undeliverable questionnaires.

dsince questionnaires were distributed by local personnel
officers according to up-to~date records, we assumed that
all questionnaires were deliverable (i.e., all employees could
be located).

€pro rata estimate based upon 450 undeliverables in a total
mailout of 10,746 (including 9,667 merit pay employees and
1,079 General Schedule employees grades 13 through 15).

Neither HUD nor Agriculture respondents differed by a sta-
tistically significant margin from all merit pay employees on
grade level. Significant differences, however, were found on
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performance ratings and age. A somewhat greater percentage of
respondents in both agencies reported higher performance ratings
than would have been expected based on the ratings of all merit
pay employees. The Agriculture sample also tended to be younger
than the universe of Agriculture merit pay employees. HUD re-
spondents were similar to their population group in terms of
age. Further analyses revealed, however, that these differences
would not bias our findings or bias them by only about 1 to 3
percentage points toward more positive evaluations of merit

pay. Thus, while the possible effect of nonresponse bias re-
qguires caution in projecting our initial findings to the popula-
tion, especially in HUD, the comparability between respondents
and the universe found in most of our tests and the sizable num-
ber of respondents in the initial surveys gives us confidence in
making inferences and conclusions, based on our data, about the
first year of merit pay.

Nonresponse bias in the first-year survey also introduces
possible error in making inferences about changes from the first
to the second year of merit pay. In order to minimize the pos-
sible effects of nonresponse bias in HUD and Agriculture, only
the second-year data from respondents who reported participating
in the first survey were used to analyze differences between our
initial and subsequent findings.

CONFIDENCE INTERVALS

The results from a statistical sample are always subject to
some sampling error because only a portion of the universe has
been selected for analysis. The sampling error consists of two
parts: confidence level and confidence interval or sampling er-
ror. The confidence level indicates the degree of confidence
that can be placed in estimates derived from the sample. The
sampling error or confidence interval is the range in which the
actual universe results are located with a certain probability.

The sampling errors presented below show the confidence in-

tervals at the 95-percent confidence level for both surveys in
the three Departments,
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Sampling Errors at 95 Percent Confidence Level

Observed percent

Agency 10 or 90 20 or 8U 50
First-year survey
HUD +1.0 +1.3 +1.6
Agriculture +0.5 +0.7 +1.0
Navy +2.3 3.1 +3.8

HUD *2.1 +2.8 +3.6
Agriculture +2.6 13.4 +4.3
Navy +2.6 +3.4 +4.3

Confidence intervals for other reported percentages can be in-

terpolated. This asEumes that our respondents represent the en-
tire group from which they were selected. For example, if 10

percent of Navy employees who answered our second-year question-
naire preferred to retain the merit pay system as it is, then we
can say that we are 95-percent sure that between 7.4 percent and
12.6percent of all Navy merit pay employees wish to retain merit

pay.

The confidence intervals reported above are for findings
regarding all merit pay employees in each Department. Findings
concerning subgroups of merit pay employees may be associated
with different levels of precision and possibly wider confidence
intervals than those for all merit pay employees depending on

do by o oo AF Llia critlvseaisem  1aa Pvravaan (S R mk £ A
Ciié si1zZe Of thnée suongroup universe anda The numoer Or respond

in the subgroup.
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FMPLOYEE RESPONSES TO GAO QUESTIONNATRES

TN
L1

8

1
i

D

81 AND 1982

«

Below are aquestions taken from our second-year (1982) gquestionnaire, and em-
ployee responses to both the first-and second-year cquestionnaires. When these
auestions refer to a period of time, such as fiscal year 1982, you may assume that
the 1981 questionnaire referred to a comparable period, but a year earlier. OQues-
tions 2 and 5 were answered only by those who supervised merit pay employees, the
others were supposed to be answered by all respondents. Ouestions 1, 2, and 3 re-
ferred to the most recently completed fiscal vear, while questions 4, 5, and 6 re—
ferred to one year earlier. For example, those emplovees responding to questions
4, 5, and 6 in 1981 were referring to fiscal year 1980. Some questions were asked
in 1982 and not in 1981 and vice versa. These have been identified in the text.

INTRODUCTTION

The U.S. General Accounting Office (GAO) is an agency of the Conaress respon-
sible for evaluating federal proagrams. At the request of a conaressional Subcom-
mittee, we are currently examining the merit pay system in its second year and
would like you to respond to the following questions. This survey is a followup
to the study we conducted last year of your agency's merit pay system. Your
answers are vitally important, as we will use them and last year's findings to in-
form the Congress about employee opinions on merit pay implementation in the first
2 years, Please give your frank and honest opinions. Also, please be sure to
answer all of the auestions. The guestionnaire should require no more than 20
minutes of your time.

Please check the box which best answers each auestion. Space has been pro-
vided after the last question for making narrative comments on any merit pay sub-
ject. Any comments are appreciated. Thank you.

1. The first questions refer to your supervision, if any, of merit pay employ-
ees, Supervisory functions under merit pay involve setting performance stand-
ards for the subordinates you directly supervise, rating them, and counselina
them. How many merit pay employees ((M-13's, M-14's, M-15's), if any, did
you supervise in FY 1982, the second vear of merit pay? Please count every GM
employee directly supervised in FyY 1982 (i.e., October 1, 1981, to September

30, 1982).

Agriculture HID Navy

1981 1982 1981 1982 1981 1982

(percent ) —————————

None (Go to question 3) 66 70 64 67 69 68
1-3 employees 18 15 19 18 21 19
4-6 employees 9 9 9 1 6 10
7-9 employees 3 2 3 3 2 2
10 or more employees 3 3 4 1 2 1

62



APPENDIX III

2,

APPENDIX III

In FY 1982, approximately how many hours, if any, did you spend performing
supervisory functions related to standard setting, performance appraisal, and
counseling on the average per merit pay employee you directly supervised?

None

1-8 hours, or 1 day or less per
employee

9-16 hours, or 1 to 2 days per
employee

17-24 hours, or 2 to 3 days per
employee

25 hours or more, or more than
3 days per employee

l%griculture

‘HUD Naq

23

18

19

13

27

29

47

18

7

(percent)}-——m————o0

5 1 1 1

20 31 9 15

21 40 28 37

14 18 29 24

41 1 34 14

In FY 1982, about how many hours, if any, did you spend developing performance
standards for your position and being counseled by your supervisor concerning

your performance?

None

1 to 8 hours
9 to 16 hours
17 to 24 hours

25 hours or more

63

%griculture

To8T ToEz  ToRT ouz

45
25
1

14

59
22

(percent ) —————mmem
16 16 2 2
58 67 22 38
16 1 29 30
5 2 19 15
5 3 28 15
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4, Now, think about your supervisory responsibilities in FY 1981, the first year
of merit pay (i.e., October 1, 1980, to September 30, 1981). How many merit
pay employees, if any, did you directly supervise in fiscal year 198172

Agriculture HUD Navy
1981 1982 1981 1982 1981 1982
(percent) ———————
None (Go to question 6) 71 72 56 68 70 70
1-3 employees 16 15 24 18 21 18
4-6 employees 8 9 12 10 6 19
7-9 employees 3 2 4 3 1 1
10 or more employees 2 2 4 2 2 2

5. In FY 1981, about how many hours, if any, did you spend performing supervisory
functions related to standard setting, performance appraisal, and counseling
on the average per merit pay employee?

Aariculture HUD Naq

(percent)
None 28 1 8 1 0 16
1-8 hours, or 1 day or less
per employee 42 32 40 38 61 15
9-16 hours, or from 1
to 2 days per employee 16 32 30 40 23 30
17-24 hours, or about 2 to
3 days per employee 6 22 9 14 9 17
25 hours or more, or more than
3 days per employee 8 12 14 7 7 21
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6. In FY 1981, how much time, if any, did you spend in developing your perform-
ance standards and being counseled by your supervisor concerning your

performance?
o Tokr O W T oE
(percent)

None 16 5 22 16 20 7
1 to 8 hours 69 50 62 65 54 29
9 to 16 hours 9 25 9 13 10 23
17 to 24 hours 3 1 3 4 5 17
25 hours or more 3 9 4 2 1 23

7. What was your most recent performance rating (that is, the one upon which
your October 1982 merit pay determination was based)?

Agriculture
981 1982
(percent)
4.6 - 5.0 1 4.5 - 5.0 12
4.0 - 4.5 39 4,0 - 4.4 40
3.6 - 4,0 31 3.5 - 3.9 39
3.0 - 3.5 19 3.0 - 3.4 8
Less than 3.0 1 Below 3.0 0
HUD Na}q
(percent) (percent)
Outstanding 14 12 Level 1 10 13
Highly satisfactory 53 43 Level 2 34 34
Fully satisfactory 31 44 Level 3 41 37
Marginal 2 1 Level 4 13 1
Unsatisfactory 0 0 Level 5 or 6 2 1
level 7 - 4
Level 8 - 0
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8. The following questions ask your opinion concerning various aspects of the
merit pay system and your experiences with the system. For each question,
please indicate your opinion by checking the one box, either "Definitely yes,"
"Probably yes," "Don't know/Not sure,” "Probably not," "Definitely not," which
best answers the question.

a. Did you spend too much time setting standards, preparing ratings, and
counseling merit pay employees?

%riculture HUD Naq

(percent)
Definitely yes 23 16 15 7 33 23
Probably yes 16 15 17 1 23 21
Don't know/Not sure 1 8 7 5 7 7
Probably not 26 34 34 30 18 29
Definitely not 24 27 28 46 20 21

b. Has merit pay motivated you to better performance?

Agriculture HUD Navy
1981 1982 1981 1982 1981 1982
(percent)
Definitely yes 2 2 2 3 2 3
Probably yes 10 11 12 12 7 10
Don't know/Not sure 8 3 7 6 6 3
Probably not 32 35 35 29 28 28
Definitely not 48 48 45 49 58 56
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Rave you become more productive as a result of merit pay?

Definitely yes
Probably ves

Don't know/Not sure
Probably not

Definitely not

Agriculture HUD Navy
7981 1982 1981 1982 1981 1982
{percent)

1 2 1 2 2 1
6 7 8 7 5 9
9 6 8 9 5 7

34 36 35 33 29 25

50 49 48 50 59 58

Can your productivity be accurately measured?

Definitely ves
Probably ves

Mon't know/Not sure
Probably not

Nefinitely not

Aariculture HUD Navy
1981 1982 1981 1982 1981 1982
(vercent)

1" 12 13 15 13 1T'
28 25 33 29 17 24
10 8 9 6 9 8
35 39 32 36 38 34

15 16 14 14 23 23

No the aeneral benefits, if anv, of the merit pay proaram in your pay pool
{for unit) justify the additional time and effort, if any, of the proagram

over what it replaced?

nefinitely ves
Probably ves

Don't know/Not sure
Probably not

Nefinitelv not

Aagriculture HID Navy
7987 1982 1981 1982 1981 1982
(percent)

2 2 2 2 3 2
6 7 9 1 4 9
9 10 11 14 5 8

25 27 29 26 19 26

59 55 49 47 69 55
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f. Did the amount of merit pay you earned for your performance in fiscal year
1982 accurately reflect the quality of your performance? ‘

Definitely yes
Probably yes

Don't know/Not sure
Probably not

Definitely not

riculture HUD vy

1981 1982 1981 1982 1981 1982
{percent)

1 3 1 5 3 5

7 22 9 21 12 22
13 15 7 6 9 1"
22 22 20 21 17 20
58 38 64 47 59 43

g. Did your most recent performance rating (i.e., the one upon which your
October 1982 merit pay determination was based) accurately reflect the

quality of your performance during the rating period?

%griculture HUD Na
8 7081 1982 1981 q§§2

Definitely yes
Probably yes

Don't know/MNot sure
Probably not

Definitely not

1
40
12
18

19

9
41
1
18

21

{percent)
15 13
40 30

4 4
13 17
28 35

14
36

8
18

25

17
37

5
16
25

h. Were your performance standards and elements for fiscal year 1982 tailored

to your particular job?

Definitely yes .
Probably ves

Don't know/not sure
Probably not

Definitely not

68

e wer T 5
2 1981 1982 1981 1982
{percent)
32 33 25 26 40 42
44 45 43 34 38 38
5 4 4 5 4 3
10 8 13 16 9 9
9 10 15 20 9 8
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i. Were your performance standards and elements consistent with the goals

o1 o5z

k.

and/or mission of your organization?

riculture HUD

T 1982 1981 1982

(percent)
Definitely yes 32 37 29 29
Probably yes 46 47 48 44
Don't know/Not sure 1 8 7 7
Probably not 7 5 9 1
Definitely not 5 3 7 8

37
42
9
7
5

43
42
6
4

5

Were your (FY 1982) performance standards changed after your supervisor had
prepared the rating that was based on those standards?

Naq

?_grimlture HUD

(percent)
Definitely yes 8 11 9 8
Probably yes 3 2 2 5
Don't know/MNot sure 11 10 12 11
Probably not 15 13 11 10
Definitely not 64 64 67 66

Were your performance standards too easy?

1
3
12

67

8
1
66

%riculture HUD Na
1981 82 1981 1982 1981 %§§§

(percent)
Definitely yes 1 1 1 1
Probably yes 6 3 6 3
Don't know/Not sure 14 9 1 7
Probably not 45 42 41 39
Definitely not 34 45 42 50
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1. Did your supervisor take your views into account when setting your

standards for fiscal year 19822

riculture HUD Navy
1981 1982 1981 1982 1981 1982
(percent)
Definitely yes 38 38 26 21 48 50
Probably yes 34 32 29 25 28 26
Don't know/Not sure 9 9 10 9 6 5
Probably not 9 6 13 15 9 7
Definitely not 10 15 23 31 9 12
m. Were your standards for fiscal year 1982 fair?
Agriculture HUD Navy
1981 1982 1981 1982 1981 1982
(percent)
Definitely yes 20 24 18 17 28 27
Probably yes 49 51 47 46 42 46
Don't know/Not sure 14 12 1 9 14 10
Probably not 1 7 13 16 10 10
Definitely not 7 7 1M1 12 7 7

n. Was the rating your supervisor gave you for your FY 1982 performance later

lowered by higher management?

Agriculture HUD

Nay_¥

(percent)
Definitely yes 8 9 14 12
Probably yes 3 2 3 5
Don't know/Not sure 16 14 12 13
Probably not 14 10 8 6
Definitely not 60 64 63 63
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O. Were any changes in your ratings documented or explained to you? (If there
were no changes to the rating your supervisor gave you, please check Don't
know/Not sure.)

riculture HUD Navy
1 1982 1981 1982 1981 1
(percent)

Definitely yes 6 6 7 7 11 10
Probably yes 4 2 3 2 5 3
bon't know/Not sure 79 78 73 72 69 73
Probably not 3 2 2 1 2 3
Definitely not 9 12 15 18 13 12

p. Should the performance appraisal system instituted under merit pay be
retained, even if it is not tied to merit pay?

%gg?culzz%_ez_ 1981HU113982 Tﬁ%
(percent)
Definitely yes 1 13 13 8 | 7 8
Probably ves 26 29 30 32 20 24
Don't know/Not sure 15 9 14 13 11 9
Probably not 16 18 14 13 19 16
Definitely not 32 31 29 34 43 43

g. Under merit pay, do you feel more pressure to fulfill the duties and
responsibilities of your job than you did prior to merit pay?

I;&glaf%cul::ggg 1981Hm1)982 m%
(percent)
Definitely yes 5 4 6 6 6 7
Probably ves 13 1 10 14 1 9
Don't know/Not sure 6 3 5 5 5 4
Probably not 29 29 27 24 20 19
Definitely not 46 52 53 52 59 60
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r. Thinking about your earninas last year in FY 1982 (October 1, 1981, to
September 30, 1982), did you earn less under merit pay than you would have
under the old GS schedule, including any within-grade increases you were

Ss.

scheduled to receive under the old svstem?

Agriculture HID Navy
1981 1982 1981 1982 1981 1982
(percent)
Definitely ves 32 30 41 39 28 31
Probably ves 17 12 19 13 19 10
Don't know/Not sure 19 17 16 13 21 14
Probably not 19 22 12 15 17 16
Definitely not 13 18 12 20 15 29

Again, thinkinag about your total earninas last year (i.e., in fiscal vyear
1982), did you earn more than you would have under the old GS schedule?

Agriculture HID Navy
1981 1982 1981 1982 1981 198
(percent)
Definitely yes 9 14 5 12 9 21
Probably ves 13 16 7 9 12 14
Don't know/Not sure 21 19 16 13 20 14
Probably not 24 17 23 17 25 13
Definitelv not 34 34 49 49 34 37
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t. Fave your merit pay subordinates become more productive as a result of
merit pay? (Only answer this questions if you supervised merit pay
emplovees (GM-13's, (M-14's, (M-15's) in fiscal vear 1982.)

Agriculture HUD Navy
1981 1982 1981 1982° 1981 1982
(percent)
Definitely ves 3 0 2 2 2 2
Probably ves 13 16 11 9 9 12
Mon't know/Not sure 22 11 13 13 7 7
Probably not 35 42 41 36 38 34
Nefinitely not 27 42 33 a0 44 45

9. Has merit vav increased, decreased, or had no effect on teamwork and coopera-
tion within your pool?

Agriculture 3,0)0) Navy
1981 1982 1981 1982 1981 1982
(rercent)
Increased teamwork/cooperation Not Not Not
a great deal asked 1 asked 1 asked 1
Increased teamwork/cooperation Not Not Not
somewhat asked 4 asked 3 asked 6
Vo effect, teamwork/cooperation Not Not Not
about the same as before merit pav  asked 73 asked 69 asked 62
Pecreased teamwork/cooperation Not Not Not
somewhat asked 17 asked 16 asked 20
Decreased teamwork/cooperation Not Not Not
a areat deal asked 6 asked 10 asked 12
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10, which of the following would you most prefer? (Check only one.)

Agriculture 510 ] ‘ Navy
1981 1982 1981 1982 19871 1982
{percent)
Retain merit pay system as it is 7 6 6 5 4 7
Retain pay based on merit but revise
the system from what it is now 3 31 33 38 36 39
Return to the 0ld GS schedule to
determine pay 56 53 55 50 49 44
Other (Please describe) 6 9 6 7 12 10

Ouestions 11 through 29 were asked in 1982 only.

11. In ageneral, how fair was the performance appraisal/merit pay system last year

(FY 1982)?
Agriculture HUD Navy
(percent) ——
Very fair 4 3 7
Fair 27 19 26
Neither fair nor unfair 26 15 23
Unfair 28 38 31
Very unfair 15 25 13

12. Was your FY 1982 annual salary equal to or greater than the federal pav cap?

Agriculture BUD Navy

(percent ) ———mm—meee
Yes 1" 15 1"
No 78 78 84
Not sure " 7 5
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13. Was your FY 1982 salary at the top of your grade level's pay scale?

Agriculture HUD Navy
{percent)
Yes 7 11 11
No 90 86 86
Not sure 3 4 3

14. Tncluding the 2-percent federal pay comparability increase and any merit pay
increase vou may have received for FY 1983, bv what percent of your FY 1982
salary has vour pav increased for FY 1983?

Agriculture HUD Navy

e (percent)————————
2 percent to 4 percent 20 31 22
4.1 percent to 6 percent 42 27 44
6.1 percent to 8 percent 23 17 22
8.1 percent to 10 percent 5 10 3
10.1 percent or more 1 3 1
Don't know/Not sure a 12 8

15. Thinking about the cumulative effect of your pay increases in the first 2
years of merit pav, will vou earn more, less, or about the same in FY 1983 as
vou would have under the 0ld GS schedule, including any within~grade increases
you were scheduled to receive in those 2 years? (If you are a capped
employee, please consider your earninas on paper.)

Agriculture HD Navy

e { PEY CENE ) e e e
More 17 20 23
Less 38 44 37
About the same 28 19 28
Don't know/Not sure 14 16 10
Not applicable 2 1 2
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16. Including comparability and merit pay, what was the minimal pay increase over
your FY 1982 salary, if any, that would have motivated you to better

performance this year?

4 percent or less

4.1 percent to 6 percent
6.1 percent to 8 percent
8.1 percent to 10 percent
More than 10 percent
bDon't know/Not sure

Money does not motivate me to
better performance

Navy

Agriculture HUD
——( percent ) -

1 3

3 4

9 10

15 14

14 11

12 14

46 44

8
15
17
"

44

17. The following are possible characteristics of the performance appraisal/merit
pay systems as they operated in your pay pool and agency.
what extent, if any, each occurred by checking "To a very great extent," "To a
great extent," "To some extent,"” "To a little extent," "Not at all," or "Don't

know/Not sure."

a. To what extent did the systems operate
in your pay pool according to established

rules?

Agriculture

HUD -
Navy
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b. Within your pay pool, to what extent, if
any, were standards set and ratings and
payouts made without favoritism? o e e e DRY CEL e
Agriculture 10 18 17 14 9 33
HUD 4 13 16 18 14 34
Navy 11 22 16 15 11 26
c. To what extent, if any, were your per-
formance standards reasonable and
capable of being exceeded by outstanding
performance?
Agriculture 4 19 37 18 11 10
HUD 3 17 29 21 21 8
Navy 6 32 35 14 7 4
d. In your office/division, to what extent,
if any, were merit pay employees treated
equitably relative to nonmerit pay
employees?
Agriculture 8 26 14 9 10 33
HUD 5 18 18 14 18 26
Navy 12 27 12 7 10 32
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18. Below are some additional aspects of the performance appraisal/merit pay
systems in your pay pool. Please indicate the degree to which each has or has
not been a problem for you either as a merit pay employee or as a supervisor
of other merit pay employees. Check "A very great problem,” "A great
problem,™ "A moderate problem," "Somewhat of a problem," "Little or no
problem,” "Did not happen to me," or "Don't know/Not sure," whichever best
describes your experience.
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a. Pay Eggl managers being in the same pools
ey inister Or supervisors being in

the same pay pool as subordinates. = ——————— percent———r——m————
Agriculture 10 7 9 6 23 20 25
HUD 12 8 9 8 21 11 30
Navy 14 10 8 7 28 12 20

b. Differences in the difficulty of elements
and standards for the same or similar jobs.,
Agriculture 7 12 17 9 24 12 18
HUD 8 1 11 10 31 12 16
Navy 17 15 14 9 21 10 14

c. Lack of written justifications for your
performance rating.
Agriculture 7 8 12 11 38 22 3
HUD 13 12 9 8 33 20 5
Navy 8 9 10 10 39 19 5

d. Ratings changes by reviewers higher than
first level manager.

Agriculture 8 3 5 5 17 49 14
HUD 19 8 6 4 13 35 14
Navy 13 7 8 6 18 36 1
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Inconsistencies in how raters within the
same pool judge performance.

Agriculture
HUD

Navy

Subjectivity in ratings.
Agriculture
HUD
Navy

Lack of a decision rule or guidelines for
combining ratings on separate elements
into one overall rating.
Agriculture
HUD

Navy

Amount of money available for merit pay
increases.
Agriculture
HUD

Navy
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19. For each of the following guestions, please indicate the extent of your
feelings by checking "To a very great extent," "To a great extent,"” "To some
extent," "To a little extent," "Not at all," or "Don't know/Mot sure."
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a. To what extent, if any, were you
satisfied with the amount of input you
had in setting your FY 1982 performance e R GO e
standards?
Agriculture 14 37 24 11 12 1
HUD 7 22 27 14 28 3
Navy 16 36 26 8 13 1

b. Realizing that you may be motivated by a

number of factors, such as type of work,

personal goals, etc, to what extent, if

any, does money help to motivate your

job performance?
Agriculture 6 14 37 24 17 1
HUD 9 14 38 20 18 1
Navy 8 15 37 22 16 1

¢. To what extent, if any, did the amount
of merit pay given this year to your pay
pool's top performers help to motivate
you to outstanding performance?

Agriculture 0o 3 9 14 65 8
HUD 1 2 9 16 68 4
Navy 1 3 10 17 65 3
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20. Since the merit pay/performance appraisal systems were instituted, have
performance ratings become more subjective, less subjective, or remained at
the same level of subjectivity as before?

Agriculture HUD Navy

—————— (percent}—————=—
A great deal more subjective 9 22 12
Somewhat more subjective 19 26 21
Remained at the same level of subjectivity 50 37 46
Somewhat less subjective 16 10 16
A great deal less subjective 6 4 4

21, Has communication between you and your supervisor gotten better, worse, or
remained about the same since the performance appraisal/merit pay systems were

instituted?

Agriculture HUD Navy

- ( percent ) —————-
A lot better 2 1 4
Somewhat better | 8 8 13
Remained the same 79 73 70
Somewhat worse 6 1 8
A lot worse 5 6 5
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22. These next questions ask about some additional aspects of the performance
appraisal/merit pay systems. Please check the one box which best answers each

question.

a. As you understand the definition of management
official and supervisor, do you believe you

should be under the merit pay system? s e DR CEIN e e
Agriculture 35 28 7 15 16
HUD 45 25 5 12 13
Navy 38 25 5 13 20

b. In general, can the productivity of jobs
like yours be accurately measured?

Agriculture 11 30 7 40 12
HUD 12 36 7 33 12
Navy 6 25 8 40 21
¢. Did management employ a forced distribution
or guota system in developing the ratings
for your pool in FY 19827
Agriculture 14 16 48 8 13
HUD 36 23 3 7 4
Navy 24 19 40 6 11
d. Was the immediate supervisor who gave you
your recommended performance rating in the
same merit pay pool as you?
Agriculture 43 8 9 4 36
HUD 5 13 13 2 16
Navy 63 6 6 1 24
e. Was merit pay fairer in FY 1982 than in
FY 198172
Agriculture 5 15 38 22 19
HUD 4 17 26 24 30
Navy 7 15 36 23 18
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23. Did you fill out a GAD questionnaire on the merit pay system last year? (It
may have been part of a survey conducted by your agency.)

Agriculture HUD Navy

e § 2, s | B
Yes 58 52 18
No 24 28 65
Not sure i9 19 17

24, Please make any narrative comments you wish to concerning the performance
appraisal/merit pay systems in your agency. Your comments are anonymous.

Agriculture HUD Navy

e (percent ) ————-
No comments 29 36 28
Comments 71 64 72
The following questions were asked in 1981 only.

Did you get enough training in each of the following areas to allow you to
accurately and fairly perform the function?
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- (percent)-————
a. set performance standards?
Navy 24 47 7 11 12
Agriculture 23 48 8 14 8
HUD 15 43 8 18 17
b. prepare performance ratings?
Navy 23 45 11 11 10
Agriculture 22 48 9 13 8
HUD 16 45 8 17 15
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c. counsel subordinates? e e G QT £ e
Navy 19 39 16 14 12
Agriculture 18 43 15 15 10
HUD 15 43 9 18 15

What was your grade (i.e., GM level)} on October 4, 19812
Navy Agriculture HUD

(percent ) ————————

aM-13 58 58 43
M~14 29 29 3
Q-15 13 13 26
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TOP PERFORMERS'

RESPONSES

TO 1982 QUESTIONNAIRE

APPENDIX IV

The following shows how top~rated performers in each Depart-

ment answered selected questions from the 1982 GAO guestion-
Top~-rated performers are those in our respondent group
who received a Level 1 rating in Navy, an Outstanding rating in

naire.

HUD, or 4.5 or better in Agriculture for fiscal year 1982.

QUESTION

Has merit pay motivated you
to better performance?

Have you become more pro-
ductive as a result of merit

pay?

Did the amount of merit pay
you earned for your per-
formance in 1982 accurately
reflect the quality of your
performance?

Should the performance
appraisal system instituted
under merit pay be retained
even if it is not tied to
merit pay?

Under merit pay, do you feel
more pressure to fulfill the
duties and responsibilities
of your job than you did
prior to merit pay?

Agriculture
HUD
Navy

Agriculture
HUD
Navy

Agriculture
HUD
Navy

Agriculture
HUD
Navy

Agriculture
HUD
Navy
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0 14 7 25 54
5 24 6 18 47
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Agriculture HUD Navy

————————— percent———————--

Which of the following would
you most prefer? (check one)
Retain merit pay system as it-is 9 14 13
Retain pay based on merit but revise
system from what it is now 36 47 42
Return to the old GS system to
determine pay 42 28 34
Other 13 11 11
In general, how fair was the performance
appraisal/merit pay system last year?
(FY 1982)
Very fair 8 13 24
Fair 39 41 37
Neither fair nor unfair 19 14 18
Unfair 24 22 15
Very unfair 10 10 6
Including comparability and merit pay,
what was the minimal pay increase over
your FY 1982 salary, if any, that would
have motivated you to better
performance this year?
4 percent or less 0 0 0
4.1 to 6 percent 3 5 3
6.1 to 8 percent 5 8 11
8.1 to 10 percent 14 9 10
More than 10 percent 19 19 29
Don't know/not sure 15 14 11
Money does not motivate me to

better performance 44 45 35
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Agriculture HUD Navy
—————————— percent=————————-
Since the merit pay/performance
appraisal systems were instituted,
have performance ratings become
more subjective, less subjective,
or remained at the same level of
subjectivity as before?
A great deal more subjective 10 13 1"
Somewhat more subjective 26 22 11
Remained at the same level of
subjectivity 45 41 46
Somewhat less subjective 10 19 19
A great deal less subjective 9 6 13
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POOLS AND RATINGS REVIEWED

The following table shows the number of pools we reviewed in
1981 and 1982, the number of pools and merit pay employees in the
three Departments, and the number of employees included in the
pools we reviewed.

Summary of Merit Pay Pools

and Ratings Reviewed for Both Reviews

Navy HUD Agriculture Total
1981 1982 1981 1982 1981 1982 1981 1982

Total merit pay

pools in 500 565 21 20 333 351 854 936
Departments

Total pools 28 24 19 1 37 22 84 57
reviewed
Headquarters 12 13 9 9 30 15 51 37
Field 16 11 10 2 7 7 33 20

Total approxi-
mate number
of employees
under merit
pay 16,100 16,000 2,200 2,200 9,600 9,500 27,900 27,700

Total number
of employees
covered, in
pools reviewed 2,219 2,085 1,973 888 1,360 848 5,552 3,821

Total number of
ratings
reviewed 149 149 163 163 163 163 475 475

For the second-year review our Boston Regional Office staff
reviewed six pools not studied the first year. Also, to expedite
our work, in the second year we deleted several pools in each De-
partment that we reviewed the first year. The result was that, of
the 57 pools reviewed in the second year, 50 (88 percent) were also
reviewed in the first year.
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CONTENT ANALYSIS OF PERFORMANCE

APPRAISALS AND STANDARDS

Content analysis is a procedure for collecting and organiz-
ing information in a standardized format which allows analysts to
make inferences about the characteristics and meaning of written
material. The objective of our content analysis was to assess
the quality of performance standards during fiscal years 1981 and
1982 in the pools we examined at the Departments of Agriculture,
HUD, and Navy.

In assessing the quality of performance standards, we used
OPM's characteristics of good performance standards. For each
standard, we determined whether it

--contained quality measures--identified how good or how
accurate performance must be;

--contained quantity measures--stated how much work or how
many items are required;

~—-contained timeliness measures--indicated how soon or when
tasks should be completed;

~-distinguished performance levels-~differentiated between
Outstanding and Highly Satisfactory (or next lowest
level), Satisfactory from Marginally Satisfactory (or next
lowest level), etc.:

--contained measures below the highest level that could be
exceeded-~-had measures below Outstanding that could be
surpassed rather than being set at the level of perfec-
tion; and

--identified unacceptable performance--had measures that
clearly and realistically described unacceptable
performance.

We limited our analysis to standards from employees in pay
pools reviewed in each agency in our second-year evaluation.
(See app. V.) Within each pool, we randomly selected a sample of
employees who were in the pool in both fiscal years 1981 and
1982, and we analyzed their performance standards from both
years. The selection procedure and sample sizes were designed to
allow for a high level of precision and confidence in projecting
our findings to all performance standards in the pools we exam-
ined and in comparing results from the 2 fiscal years. The num-
ber and size of the pools from which our samples were selected
and sample sizes are presented in the table below.
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Universe and Sample Sizes

Universe Sample
Number of Emplog- Stand- Emplo%~ Standards
pools? eesd*t ards® ees
Agency
HUD
FY 81 11 795 5,000 161 1,079
FY 82 12,000 155 2,387
Agriculture
FY 81 18 618 9,000 163 2,286
FY 82 12,000 162 3,039
Navy
FY 81 19 1,377 16,000 137 1,576
FY 82 16,000 138 1,662

ANumber of pools is the same for fiscal years 1981 and 1982

buniverse size is the total number of employees in the
pools we examined who were in the same pool in fiscal years
1981 and 1982. 1In most cases, size was estimated from
total pool size in the 2 fiscal years.

CUniverse of standards is an estimate of total number of
standards in the pools examined. It equals (the number
of standards in the sample divided by number of employees
in the sample) multiplied by total number of employees who
were in the pools in both fiscal years (i.e., universe
size).
dSample sizes vary between years because of incomplete data
on some employees

Content analyses require that one person initially analyze
the standards and that a second person repeat the analysis,inde-
pendent from the first person, on at least a subset of stand-
ards. This will determine the reliability of the initial
analysis. Reliability can be expressed as the agreement between
the two independent analysts on at least 80 percent or more of
the standards. On a 10-percent random sample of all standards
analyzed, the two raters agreed on from 83 percent to 90 percent
of their judgments on each of the six dimensions outlined above.

The 95-percent confidence level for fiscal years 1981 and

1982 performance standards in the pools examined in each of the
three Departments was *5 percentage points at most.
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Assuming our sample of employees represents their fellow merit
pay pool members, the confidence intervals indicated the preci-
sion with which our findings reflect what would have been ob-
tained had we analyzed all performance standards in the pools
examined. For example, if 50 percent of the Agriculture 1981
performance standards analyzed contained quality measures, then
we can say that we are 95-percent sure that between 45 percent
and 55 percent of all 1981 standards in the Agriculture pools
sampled contain a quality measure.
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PERCENTAGE DISTRIBUTION OF RATINGS BY GRADE
NAVY
Percent
LEGEND:
60 4 1981 E -
50 1982 [T
) -
LEVEL 2 LEVEL 3 |
40 ] P -
30 LEVEL 1 -
20 .
LEVEL 4
10 -
0 I |
Grade 13 14 15 13 14 15 13 14 15 13 14 15
f;:i':::i:' 1981 5§ 8 15 25 33 35 42 38 20
sach category 1982 9 14 23 31 .36 38 39 36 25 13 8 5
HUD
Percent
LEGEND:
60 HIGHLY FULLY 1081 [ ﬂ
- 5§
SATISFACTORY ATISFACTORY
¢ S 1082 ]
50 -
40 -
304  QUTSTANDING .
20 -
10 -
0
Grade 13 14 15 13 14 18 13 14 15
Percent of
ratings in 1981 8 9 24 46 54 46
each category 1982 6 8 19 41 42 Az 52 47 37
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AGRICULTURE
Percent
LEGEND:
60 1981 .
1982 [T
50 44-40 -
3.9-35
40 . Ny
.- O - i
5.0—-4.5
20 3.4--3.0 .
10 v -
0
Grade 13 14 15 13 14 15 13 14 15 13 14 15
:z;;;g:f 1981 11 13 20 33 38 43 38 35 29 7 12 7
each category 1982 10 13 22 38 46 46 a1 33 27 nm 7 4
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AVERAGE MERIT PAY INCREASE. BY PERFORMANCE LEVEL AND GRADE

APPENDIX VIII

Dollars NAVY
¢a000
LEGEND:
$3500 ] . enzer a4 sopa  FTT— .
LEVEL 1 14981 =
$3000 .| 1982 [ )
LEVEL 2
$2500 | i
$2000 LEVEL3 i
$1500 LEVEL 4 ]
$1000 -
$500 _| 4
0
Grade 13 14 15 13 14 15 13 14 15 13 14 18
Amounts
Roundﬂd 1021 SALNN AU Bermnn B oo s s MANA o A
——————— DIOUYV DTV DLLOU JOUU VUV 1TV DIUY DIUU GUD
1982  $2300 $2700 $3200  $1800 $2200 $2600 $1400 $1700 $2000 $1100 $1300 $1500
Dollars HUD
54000 OUTSTANDING
LEGEND:
$3500 _| 1981 -
$3000 HIGHLY B S——
n SATISFACTORY n
$2500 _] .
$2000 .
FULLY
$1500 SATISFACTORY -
$1000 _] _
$500 _ -
0
Grade 13 14 15 13 14 15 13 14 15
Amounts -
Rounded 1981  §1200 8130081500  $600 $700 $900
1982  $3100 $3400$4000  $2000 $2300 $2800 $1000$1000 $1300
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Dollars AGRICULTURE
$4000
LEGEND:
3500 . J
s 1981
$3000 | 1982 [ ]
$2600 5.0-4.5 ]
4.4-4.0
$2000 3.0-3.5 ]
$1500 _ 3.4- 3.0 |
$1000 | |
$600 _ .
0
Grade 13 14 15 13 14 15 13 14 15 13 14 15
Amoumnts
Rounded
—— 1981 $400 $500 $600 $400 $400 $500 $300 $400 $500 $300 $300 $400

1982 $1700 $2000 $2400

$1600 $1900 $2200
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AN EXAMPLE OF MERIT PAY CALCULATIONS

DETERMINING MONEY AVAILABLE
FOR MERIT INCREASES

The following step-by-step example of how merit pay is de-
termined is based on the Navy's procedures. Calculating merit
pay in another agency with a different formula could be very
different from the example here, as discussed in chapter 2.
However, this example does show two steps required in any calcu-
lation: determining the money available to make merit increases
and the individual merit increases.

Agency officials allocate funds to the pool's merit pay
fund using figures and procedures provided by OPM. Step 1: The
percentage of all pool members' salaries available for distribu-
tion as merit pay increases is calculated. This percentage is
the sum of one-half the comparability increase to be granted in
the year plus the percentage of salaries normally available for
within-grade increases and quality step increases for the year.
(For this example, the comparability increase is 4.8 percent.
Half of this is 2.4 percent. We are also using a within-grade
and quality step figure of 1.2 percent for everyone in the pool,
although this figure normally varies, depending on a person's
location in the salary range.) The resultant sum is: .024 +
.012 = ,036%. Step 2: For each grade, the salary of each posi-
tion in the grade is multiplied by the percentage found in
step 1. These figures are then multiplied by the number of pool
members in each position in the grade. (For this example, an
average salary has been used for each grade.) Finally, the
totals for each grade are added together. This number is the
pool's merit pay fund.

The merit pay fund for a hypothetical employee, Jane Doe,
was determined using the following data. The pool has the fol-
lowing grade distribution.

Grade Number
GM-13 16
GM-14 11
GM-15 3

The average salary for each grade in the pool is:
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Grade Average salary
GM-13 $32,312
GM-14 38,184
GM-15 44,915

The merit pay fund for Jane's pool is calculated to be $38,584,
using the table shown below.

Sum of comparability
Average X increase and annualized X Number

Grade salary step and QSI in grade = Total
13 $32,312 .036 16 $18,612
14 38,184 .036 1 15,121
15 44,915 .036 3 4,851

Total merit pay fund $38,584

T

DETERMINING INDIVIDUAL
MERIT INCREASES

Using the allocated funds, a reviewing official calculates
individual merit pay according to the following procedures:

--Assign merit pay points for individual performance.
--Determine total grade-adjusted merit pay points.
--Determine dollar value of each merit pay point.
~-~Calculate individual salary increases.

Assigning merit pay points
for individual performance

Merit pay points are assigned to each pool member according
to his or her rating. Assuming that this 30-member pool has a
normal distribution of ratings, the people in each performance
category, and the points assigned to their ratings would be as
follows:
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Number in Point
Performance category category value
Level 1: Substantially exceeded all
objectives 2 2.1
Level 2: Substantially above target--
most significant objectives 3 1.7
Level 3: Above target~-most signifi-
cant objectives 6 1.3
Level 4: On target--all significant
objectives 17 1.0
Level 5: On target--some objectives 1 0.7
Level 6: Below target--one or more
critical elements 1 0

Jane Doe, whose performance category is Level 2, receives
1.7 points.,

Determining grade-adjusted
merit pay points

Next, the pool's total merit pay points are calculated. At
this point, the level of job responsibility reflected in the em-
ployee's grade level enters the merit pay calculation. Individ-
ual merit pay points are now adjusted by a salary differential.
The following salary differentials are used in this example:

Grade Salary differential
GM-13 1.00
GM-14 1.18
GM-15 1.39

For each grade, the total merit pay points are multiplied
by a salary differential. These totals are added to calculate
the total grade-adjusted merit pay points earned by the pool
members.

Jane's pool has 16 GM-13's, who are distributed among the 6
performance categories, as shown on the following chart. By
multiplying the number of GM-13's in each performance category
by the associated merit pay points, the total points earned by
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GM-13's in the pool are calculated. (Jane's performance cate-

gory is asterisked.)

Number Point GM-13
Performance category of GM~13's value points
Substantially exceeded
all objectives 1 X 2.1 = 2.1
Substantially above target--
most significant objectiveg** 1 X 1.7 = 1.7
Above target~-most significant
objectives 3 X 1.3 = 3.9
On target--all significant
objectives 9 X 1.0 = 9.0
On target--some objectives 1 X 7= .7
Below target--one or more
critical elements 1 X 0 = 0.0
Total GM-13 points = 17.4

To find the GM-13 grade-adjusted points, the total GM-13 points
(17.4) are multiplied by the salary differential (1.0).

The total grade-adjusted GM-14 and GM-15 points are calcu-
lated in the same manner. By adding the three grade-adjusted
totals, the total grade-adjusted points earned by the members of

the pool is as follows:

Grade-adjusted GM-13 points = 17.4

Grade—~adjusted GM-14 points = 15.34
Grade-adjusted GM-15 points = 6.12
Total grade;adjusted points = 38.86
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Determining dollar value of
each merit pay point

Jane Doe's pool earned 38.86 points. The amount of money
in the pool's merit pay fund, $38,584, is divided by 38.86 to
determine the dollar value of a point. The dollar value of a
point in Jane's pool is $993.

Calculating individual
salary increase

Knowing the dollar value of a point, as well as the number
of points earned by each pool member, the individual salary in-
creases of each member in the pool are calculated. This is done
using the following formulas:

--For GM-13: Points earned x 1.0 (salary differential) x
dollar value of a point = merit pay increase.

~~-GM=14: Points earned x 1.18 (salary differential) x
dollar value of a point = merit pay increase.

--For GM-15: Points earned x 1.39 (salary differential) x
dollar value of a point = merit pay increase.

Jane Doe, whose performance category is "substantially
above target--most significant objectives" earned 1.7 points.
Since she is a GM-13, her salary differential factor is 1.0.
Jane's merit pay increase is calculated in the following manner:

Points earnedl..Q.....Q‘lI'l..l...l'.l..l....l...... 1.7
xsalary differential.‘ll...........'..Cl.'.'..'.'l.l. x 1.0

XDOllar Value Of point.-Qcc..oo.o..oI.ln.ono.c‘to..lo x993

Merit pay inCrease...c.ececscecccscscesscvssasccsesasS1,688
e —

To calculate Jane's total salary increase, one must add the
other half of comparability, 2.4 percent of salary in this exam-
ple, to her merit pay increase. Thus, Jane's total salary in-
crease can be computed as follows:
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Jane's current Salary.ccececccccssscscsescaconca $33,291

X Percentage comparability increase...cceceeeecece x .024

Comparability increase...ceeeececccaccscscsccas $ 799
E——

Comparability increase..cicececscescccccssccccasscea $ 799

+ Merit pay increase...ccccecccecsccsccscocscsccnss +1,688
Jane's total salary increas@...c.cceccecccccccscs $ 2,487
T
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CALCULATIONS OF PERFORMANCE APPRAISAL

FUNCTIONS COSTS IN FISCAL YEARS

1980, 1981, AND 1982

Estimates of fiscal years 1980-82 costs for performance ap-
praisal functions in HUD, Agriculture, and the Navy were based on
questionnaire responses concerning time spent on supervision and
on developing performance standards. In our first-year question-
naire, supervisory employees indicated the average number of
hours spent in setting subordinates' performance standards, com-
pleting the rating, and counseling the merit pay employees they
directly supervised in fiscal year 1981--the first year of merit
pay. Respondents who supervised GM-13, GM-14, or GM-15 employees
in fiscal year 1980 also indicated the average hours spent on
performing the same supervisory functions in fiscal year 1980--
the year before merit pay began. The questionnaire also asked
all employees to estimate the number of hours spent developing
their own performance standards and being counseled about their
performance in fiscal years 1980 and 1981.

In the second-year questionnaire, merit pay employees indi-
cated average hours spent on supervisory functions, setting their
own standards, and being counselled in fiscal years 1981 and
1982, For all questions of time, respondents indicated their
answers by checking one of the following response categories:
none; 1 to 8 hours; 9 to 16 hours; 17 to 24 hours; or 25 hours or
more.,

To estimate costs, it was necessary to assign numerical
values to respondents' answers which (1) would approximate the
number of hours indicated by their answers and (2) could be sub-
jected meaningfully to arithmetic operations. The responses were
assigned the midpoint of the category in which they fell, as
follows:

Category Assigned value
None = 0 hours
1 to 8 hours = 4.5 hours
9 to 16 hours = 12.5 hours
17 to 24 hours = 20.5 hours
25 or more hours = 28.5 hours
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This conversion of data assumes that, in each category, the
actual number of hours respondents spent are evenly distributed
so that their average is the category's midpoint.

The following basic formula was used to calculate the costs
of performance appraisal functions in each agency for each fiscal
year:

Coste = ((X super + X own) x wage) N

where

the average number of hours spent on supervisory
functions per merit pay employee as indicated by
the supervisors sampled

X super

own = the average number of hours per employee spent on
developing own standards and being counseled by
supervisors

>l

[}

in each agency, the average hourly salary of GS-13
through GS-15 employees in fiscal year 1980

wage

N = population size (i.e., total merit pay employees
for fiscal years 1981 and 1982; for fiscal year
1980, the number of GS-13's through GS-15's con-
verted to merit pay in fiscal year 1981 which is
equal to the number of merit pay employees in fis-
cal year 1981)

Fiscal year 1980 and 1981 costs were estimated based on data
from our first questionnaire, and costs in fiscal year 1982 were
calculated using data from our second questionnaire. Data from
both questionnaires was available for use in estimating fiscal
year 1981 costs. Data obtained in the first year was collected
closer in time to fiscal year 1981 than in the second year (i.e.,
3 months after the close of the fiscal year as opposed to 1 year
and 3 months). Findings from our first questionnaire were
thought to be more valid measures of time spent in fiscal year
1981 and, therefore, were used to estimate fiscal year 1981
costs.

Because of the timing of our questionnaires and our decision
to base fiscal year 1987 estimates on first-year data, fiscal
year 1981 and 1982 cost estimates are based on data collected
only 3 months after the end of the respective fiscal years while
fiscal year 1980 estimates are based on data collected about 1
year and 3 months after the fiscal year's close. This latter
estimate, therefore, may be more prone to the types of recall
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errors that occur with the passage of time than the fiscal year
1981 and 1982 estimates. Also, since errors of omission and
telescoping would lead to more and more underestimation as time
passed, comparisons between fiscal year 1980 and the other years
might indicate greater increases in costs than actually occurred.

To eliminate the possible effects of the extended recall
period on our fiscal year 1980 estimates and on comparisons
between years, findings from both years on time spent in fiscal
year 1981 were used to estimate the increase in recall errors oc-
curring with the addition of a year to the recall period. Our
estimate of time spent in fiscal year 1980 was then adjusted by
this estimated increase in recall error. As expected, fiscal
year 1981 time estimates from the second-year's questionnaire
were lower than the initial survey estimates in all three Depart-
ments. In the followup questionnaire, employees' reports of time
spent on performance appraisal functions in fiscal year 1981 were
16, 33, and 22 percent below the time estimates 1 year earlier in
Navy, HUD, and Agriculture, respectively. Fiscal year 1980 time
estimates were adjusted upwards by the respective percentage in
each a?ency to compensate for the estimated increase in recall
error. The formula used to estimate fiscal year 1980 costs,
therefore, was as follows:

Costs (FY 1980) = [(X super + X own) + E (X super + X own) X
wage] N

where

E = the average fiscal year 1981 time reported in the ini-
tial survey minus the average fiscal year 1981 time re-
ported in the second questionnaire as a percentage of
the initial survey's average time

Tadjusting our estimates by the total percentage assumes that
differences between the initial and followup findings for fis-
cal year 1981 occurred solely as a function of recall error as
opposed to recall error in combination with other factors, such
as random sample variation or differences between the two.
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DEPARTMENT OF AGRICULTURE
OFFICE OF ASSISTANT SECRETARY FOR ADMINISTRATION

WASHINGTON, D C 20250

SUBJECT: GAO Draft Report Entitled "A 2-Year Appraisal of Merit Pay
in Three Agencies"

TO: J. Dexter Peach, Director
Resources, Community, and Econcmic
Development Division, Gao

The following comment is provided on the subject report. The charts
which appear in Appendix VIII (pages 94 and 95) depict average merit pay
increases by performance level and grade. Average merit increases are
shown in dollar amounts.

While these charts are technically correct, they create the false impression
that unfair benefits are accruing to those at the higher grades. 1In fact,
because higher graded individuals have higher base salaries, they contribute
proporticnately more to the pay pool and receive greater increases. To
present an unbiased view of merit increases across grade levels, the
percentage of increase over base salary must be used. An essentially level
distribution is achieved when the Agriculture chart on page 95 is converted
to percentage increases.

GAO note: Page references have been changed to correspond with
pagination in the final report.

105



APPENDIX XII APPENDIX XII

ASSISTANT SECRETARY OF DEFENSE

WASHINGTON. D.C 20301

MANFOWER .
RESERVE AFFAIRS
AND LOGISTICS

Mr. Frank C. Conahan

Director, National Security and
Intergovernmental Affairs Division

U.3. General Accounting Office

Washington, D.C. 20548

Dear Mr. Conahan:

This is the Department of Defense response to your Draft Report,
"A 2-year Appraisal of Merit Pay in Three Agencies," dated October 6,
1983 (GAC Case No. 966130; OSD Case No. 6374).

The Department considers the draft to be an excellent report. The
recommendations proposed are ones with which this Department concurs.
The specific findings and recommendations contained in the draft report
are addressed in the attachment.

The opportunity to review and comment on the draft report is

appreciated.
Slncerely,
Jerry L. Calhﬂun i
Princiral Deputy Assictrnt O oY :
Attachment (Manpower, Reserve Juiait v vl -

GAO note: Page references have-been changed to correspond with
pagination in the final report.
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DoD Response on GAO Draft Report, "A 2-year Appraisal of Merit
Pay In Three Agencies," dated October 6, 1983, GAO Case No.
966130; OSD Case No. 6374

FINDINGS

FINDING A: Several Factors Other Than Performance Have
Affected Merit Pay. GAO found that several other factors,
independent of performance, have affected the size of merit pay
increases at Agriculture, HUD and Navy. These included (1) the
accuracy of the performance standards and ratings, (2)
distribution of ratings within a merit pay pool, (3} composition
of a merit pay pool, and (4) agency formulas for computing merit
pay increases. GAO further found that when headquarters and
field or noncareer and career employees are included in the same
pool, employees may feel they are competing in an unfair
environment and that their merit pay increases may not reflect
performance. For example, in HUD and Navy, a headquarters merit
pay employee was more likely to receive the highest rating than
an employee in the region/field. GAO concluded that, because of
employee concerns over the equity of merit pay, Office of
Personnel Management (OPM) and the agencies should strive to
reduce the effect of nonperformance factors on pay in order to
boost employee acceptance of the merit pay system. GAO further
concluded that OPM can help accomplish increased acceptance
by reemphasizing the need for Schedule C and career employees to
be placed in separate pools and by enforcing OPM regulations
which prohibit the forced distribution of ratings. GAaO finally
concluded that the agencies can help reduce the effect of
nonperformance factors by considering such factors as pool size
and employee grade and responsibilities in establishing merit pay

pools. (pp, 6-24, GAO Report)

The Department of Defense concurs with this finding.

FINDING B: Performance Standards Are Better, But They Still Need

Improving. GAO found that, although the quality of performance
standards had improved slightly, Agriculture, HUD and Navy
managers were still having problems establishing standards which
were measurable in terms of guality, quantity and timeliness and
that distinguished between performance levels. GAO noted that
most of Navy's standards were distinguishable. GAO further found
that employees that it surveyed were generally satisfied with
several aspects of their performance standards, i.e., they
generally felt their standards were fair, tailored to their job,
and consistent with organizational goals. GAO concluded that the
Director, OPM, should direct agencies to take appropriate action
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that will result in performance standards that contain quality,
quantity and timeliness measures and distinguish between
performance levels. GAQ further concluded that it is important
that agencies reemphasize the need for supervisors and
subordinates to jointly establish performance standards that
contain (1) measures of quantity, quality, and timeliness, (2)
are consistent in difficulty, (3) accurately reflect employee
duties and (4) distinguish between performance levels. GAO
generally concluded that without such emphasis, standards will be
less likely to be fair and accurate criteria by which to

judge performance. (pp. 25, 26, 30, 35, GAO Report)

The Department of Defense concurs with this finding.

FINDING C: Agencies Need To Improve Standard-Setting Procedures.
GAO found that, although CSRA requires agencies to encourage
employee participation during the standard~setting process, to
communicate performance standards to employees at the beginning
of each appraisal period, to take care to assure employees are
treated fairly when standards for employees with similar jobs are
established and to have standards that reflect individual job
requirements, at the three agencies reviewed, these procedures
were not always followed. GAO further found that many employees
from Navy and HUD were not satisfied with the amount of
involvement they had in establishing their standards, although
most employees at Navy (7% percent) believed their supervisors
considered their views when setting standards. GAO concluded
that the Director, OPM should direct agencies to take appropriate
action that will result in requiring, rather than encouraging,
employees to participate in the development of performance
standards, and to receive them to the extent practicable at the
beginning of the appraisal period. GAO further concluded that
communication of standards early in the appraisal period can
reduce the likelihood of disagreement and requiring a review of
performance standards at the beginning of each appraisal period
by pool managers or their delegates can improve the consistency

and quality of standads. (pp. 31, 35, GAO Report)

The Department of Defense concurs with this finding.

FINDING D: More Evaluation And Guidance Is Needed For Merit Pay
System. GAC found that OPM's efforts to evaluate various agency
merit pay systems were limited and sporadic. GAO also found OPM
had not analyzed the cost and effectiveness of the merit

pay system and cash award program nor published the results as
required by law. GAO further found that OPM guidance has not
ensured that all agencies are using the cash award program as an
integral part of merit pay. GAO concluded that OPM efforts to
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evaluate merit pay have been limited and not in compliance with
the law. GAO further concluded that the new organization's
(Office of Performance Management) evaluation strategy is
promising; however, because the staff assigned to carry ocut the
strategy is limited, it may experience difficulty in conducting

the planned reviews. (pp. 37, 39, 40, 41, 46, GAO Report)
The Department of Defense concurs with this finding.

FINDING E: Agencies Have Identified and Corrected Some First
Year Problems. GAO found that all three departments it reviewed
had evaluted their merit pay systems, gathered attitudinal data
from employees or supervisors about merit pay, and made changes
to their systems based on these evaluations. GAO further found
that Navy changed its system for the appraisal period starting
July 1982, because of problems it discovered--i.e., simplified
its appraisal forms and required fewer performance reviews during
the year. GAO concluded that the three departments have made
changes based on their evaluations of their merit pay systems and
these actions were steps in the right direction. -

(pp. 44, 47, GAO Report)

The Department of Defense concurs with this finding, but
recommends that an additional change made by the Department of
the Navy be included in page 45 of the report. This additional
change should be added to the list of Navy's changes and should
be worded as follows:

"-~Encouraged an up-front review of standards by Performance
Review Boards to ensure equity among merit pay members'
standards and that the establishment of standards be
timely."

FINDING F: Employees Retain Negative Perceptions of Merit Pay
System. GAO found that in the three departments reviewed,
employees' overall perceptions about merit pay remained
negative-~with most employees, including top performers,
believing the system had not been successful, although slight
improvements in Navy respondents' perceptions were noted after
the 1982 merit pay cycle. GAO further found that generally
employees were skeptical about the merit pay system's intended
benefits and believed that performance/productivity and
motivation had not increased under merit pay, nor did the
benefits justify the additional time to operate it. Further that
while about one-third of the employees supported the concept of
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merit pay, less than 10 percent of the respondents in each
Department wanted to retain the merit pay system as

currently implemented. GAO concluded that after implementing two
appraisal and pay cycles, employee acceptance has shown slight
improvement and that such improvements in attitude (should they
continue) may indicate a greater employee willingness to accept
the system if they perceive it as accurately and objectively

linking ratings and pay to performance. (pp, 48-52 and 55, GAO Report)

The Department of Defense concurs with this finding.

RECOMMENDATION 1. GAO recommended that the Director, OPM, assess
the impact of pool composition and agency formulas on merit pay
increases and develop -criteria that will minimize their possible

adverse effect. (p, 23, GAO Report)

The Department of Defense concurs with this recommendation.

RECOMMENDATION 2. GAO recommended that the Director, OPM
reemphasize the need for agencies to establish separate merit pay
pools for its career and noncareer (Schedule C) employees, so
that Schedule C employees do not receive larger merit increases
at the expense of career emloyees. (p. 23, GAO Report)

The Department of Defense concurs with this recommendation.

RECOMMENDATION 3. GAO recommended that the Director, OPM enforce
the regulations which prohibit forced distribution of ratings.

(p. 23, GAO Report)

The Department of Defense concurs with this recommendation.

RECOMMENDATION 4. GAO recommended that the Director, OPM take
action to improve performance standards and the standard-setting
process by reguiring pool managers or their delegates to review
standards at the beginning of each appraisal period. This review
should assure that, to the maximum extent feasible, standards
contain the desired characteristics of objectivity and
measurability, and that they are of comparable difficulty for

similar jobs. (p, 36, GAO Report)

The Department of Defense concurs with this recommendation.
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RECOMMENDATION 5. GAO recommended that the Director, OPM should
require that performance elements and standards be jointly
established by supervisors and subordinates and be communicated
to the employees within a specified time from the beginning of
the appraisal period. (p, 36, GAO Report)

The Department of Defense concurs with this recommendation.

RECOMMENDATION 6. GAOQO recommended that the Director OPM, in
order to improve the evaluation of the merit pay system and

the administration of the cash award program, should (1) provide
adequate resources to maintain planned merit pay evaluation
efforts, (2) publish annual reports which analyze the cost and
effectiveness of the merit pay system and cash award program, and
(3) clarify the intended role of the cash award program for merit
pay employees and provide guidance and oversight that will ensure
that it is used as an integral part of merit pay.

(p. 47, GAO Report)

The Department of Defense concurs with this recommendation.
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{“‘:‘- United States
) Office of
d Personnel Management  washington, D.C. 20415

In Reply Refer To Your Reference:

Honorable Charles W. Bowsher

Comptroller General of the United States
United States General Accounting Office
Washington, D. C. 20548

Dear Mr., Bowsher:

This is in response to your October draft report to the Subcommittee on
Compensation and Employee Benefits, House Committee on Post Office and
Civil Service, entitled "A 2-Year Appraisal of Merit Pay in Three
Agencies." We have reviewed the report and would like to take this
opportunity to commend GAO on the thorough and comprehensive manner in
which the review was conducted.

The report recognizes that developing and implementing an effective
merit pay system cannot be done in a few years. Further, the report
notes that compensation experts have stated that it may take 5 to 10
yeara for a merit pay system to operate as intended. OPM agrees with
the report's findings that there are a number of problems within the
existing Federal merit pay system. OPM is aware of these problems and
has initiated actions to correct them.

First, OPM has established a new Office of Performance Management which
brings together under one director the previously separate programs of
performance appraisal, merit pay and performance awards, including an
analysis and evaluation responsibility. The improvement of performance
standards and the more effective use of performance-based incentive
systems in agencies is the major work of the Office of Performance
Management. The Office is responsible for overseeing the operation of
performance appraisal and merit pay and awards programs in agencies, for
developing policies to improve performance appraisal and merit pay in
the Federal Government, and for directing agencies to make changes in
their systems to bring them into compliance with OPM policies. The
Office provides assistance to agencies in developing and operating their
systems, reviews and approves performance appraisal and merit pay plans,
and conducts reviews of agency systems. In addition, the Office
develops formal policy (regulations and FPM material) and advisory or
guidance documents such as model standards.

On October 25, 1983, OPM published in the Federal Register a
comprehensive set of regulations dealing with performance appraisal,
merit pay, awards, and a Performance Based Incentive System (PBIS).
Those regulations clarify and provide greater precision to policies
regarding critical elements, performance standards, summary ratings, and
the use of appraisal results in setting pay and rewarding employees.

The revisions in the merit pay regulations enhance compatibility between
the Merit Pay and General Schedule pay systems, and further promote the
linkage between the performance appraisal process, personnel decisions,
and management planning and decision-making.
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The new merit pay regulations provide "parity" for merit pay

employees. "Parity" means that all merit pay employees rated fully
successful or better will receive the equivalent of the General Schedule
within-grade increase as well as the full general (comparability)
increase. In addition, the regulations make performance awards a
mandatory part of the merit pay concept. With "parity" being granted to
all merit pay employees, there will be only a relatively small amount
left in the Merit Pay Fund for distribution based on better than fully
successful performance. In order to maintain a meaningful pay-for-
performance system, performance awards must be used on a regular basis
to supplement increases to base pay as a reward for a high level of
performance. These changes should reduce substantially the perceived
inequities now associated with the Merit Pay System.

Our comments on specific conclusions and recommendations of the report
are set forth below.

The report concludes that OPM should "assess the impact of pool
composition and agency formulas on merit pay increases and develop
criteria that will minimize their adverse effects." Since the
implementation of the Merit Pay System in the Federal Government in
1980, OPM has continually reviewed and analyzed agency merit payout
results. We are also aware of the concerns expressed by some employees
about the variation in merit increases due to the composition of the
pool in which the person is employed and the kind of formula or matrix
that the agency has determined is appropriate for its pay-for
performance philosophy. Although the statutory requirement for separate
agency merit pay funds prevents the complete elimination of variability
in merit increases among agencies, OPM has already taken several steps
to address this problem within an agency. In April of 1982, we issued a
memorandum through the Interagency Advisory Group (IAG) suggesting that
agencies transfer funds from one merit pay unit to another to correct
inequities in merit pay pools that are not warranted by performance. As
a follow~-on to the IAG memorandum, this concept is further developed in
our recently issued regulations on Performance Management. In
accordance with these regulations, agencies would be authorized to make
adjustments in the method used to determine the funds available to each
pool within the agency in order to (1) recognize organizational
accomplishment, (2) adapt for unusual distributions of performance
ratings, or (3) accommodate asterisked rate requirements. This change
will enable agencies to grant more uniform and appropriately sized merit
pay increases than at present. We intend to continue to evaluate the
impact which pool composition and agency formulas have on merit pay
increases and to develop whatever additional guidance is necessary to
assist agencies in improving their merit pay systems.

The report recommends OPM "reemphasize the need for agencies to
establish separate merit pay pools for their career and non-career
(Schedule C) merit pay employees, so that Schedule C employees do not
receive larger merit increases." OPM policy authorizes agencies to
define the employee composition of their merit pay pools. We recognize
the problem agencies can experience in the distribution of their merit
pay funds when they have a number of non-career (Schedule C) employees
in a merit pay pool with career personnel. In providing consultation to
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agencies on this matter OPM has recommended, and will continue to
recommend that, whenever feasible, career and non-career employees not
be inciuded in the same merit pay pools. However, there are
circumstances when it is not appropriate to have separate pools, as when
there is only one or two non-career merit pay employees in the agency.
Therefore, we will continue to emphasize in our technical assistance to
agencies that they carefully consider the employee composition of their
merit pay pool, particularly as it relates to inclusion of career and
non-career employees in the same merit pay pool.

The report also recommends that OPM should "enforce the regulation which
prohibits forced distribution of ratings.” OPM recognizes the
importance of this rule and believes the prohibition of preestablished
rating distributions helps to ensure that employees are accurately
appraised against the standards for their positions. Our regulations
reinforce the prohibition of preestablished performance distributions
but would require that agencies provide for higher level management of
the performance appraisal process in the interest of employee equity and
in order to reflect organizational performance. Through that process,
managers would be able to change inaccurate appraisals, but would not be
permitted to require a specific distribution that was established in
advance. Additionally, through its agency assistance, evaluation, and
monitoring activities, OPM will work diligently to see that this
requirement is accomplished.

The report concludes that the Director of OPM "require that merit pay
pool managers review performance standards at the beginning of the
appraisal period to assure that, tco the maximum extent feasible, they
contain the desired characteristics of objectivity and measurability and
that they are of comparable difficulty for similar jobs." Our new
regulations require that critical elements, non-critical elements, and
performance standards shall be in writing and shall be reviewed and
approved by a supervisor or manager at a higher level than the
appraising official. This requirement will provide for a stronger role
for higher level managers and supervisors (including merit pay pool
managers) in the appraisal process, specifically including the review of
performance standards at the begimning of the period, not only for the
reasons stated but to ensure also that they accurately reflect the goals
and missions of the organization. Our regulations will also require
that a supervisor or manager at a higher level than the appraising
official review and approve ratings before they are made final and
communicated to employees. We agree that the importance of the
performance appralsal process demands an active role for all levels of
management .

With respect to the recommendation that OPM should "require that
performance standards be jointly established by supervisors and
subordinates," we strongly believe that employee involvement is
fundamental to the success of the performance appraisal system. Making
it a requirement that there be direct supervisor-employee communication
during the standards-setting process is an excellent idea, Our new
regulations state, "an agency shall encourage employee participation in
establishing performance standards." (emphasis added) However, we are
concerned that the recommendation, as written, could be interpreted to
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mean that agencies would be required to jointly negotiate standards with
employees and that management and employees must reach agreement on
their content. It is our position that establishing performance
standards is an integral part of management's right to assign work. We
suggest, therefore, that this recommendation be changed to read,
"require that agencies encourage employee participation in establishing
performance standards."

With respect to the recommendation that OPM should "require that
standards be communicated to employees within a reasonable and specified
time from the begimning of the appraisal period", such a requirement
already exists in nearly all agency plans and implementing procedures,
and our newly published regulations also require that agencies provide
written Performance Plans to employees at the beginning of each
appraisal period. We fully expect that OPM's oversight and monitoring
activities will help to ensure that this requirement is met.

The report recommends that OPM "provide adequate resources to maintain
its planned merit pay evaluation efforts." We concur with this
recommendation and also with GAO's comments on the necessity of having a
comprehensive evaluation program. As stated earlier, the Office of
Performance Management was established to improve upon performance
standards and to promote effective utilization of performance-based
incentive philosophies in the agencies. In accomplishing this mission,
this office relies heavily upon an analysis and evaluation function to
conduct program evaluation as it leads and directs the Government-wide
areas of the performance award and merit pay programs. This functicnal
responsibility rests with the Analysis and Evaluation Division of the
Office of Performance Management.

OQur Evaluation efforts were initiated during fiscal year 1983 and have
been in place for less than twelve months. Studies accomplished by the
Analysis and Evaluation Division during the past year, while
comprehensive, were limited to a small start up effort and a small
number of agencies. We concur with GAO's recommendations that
additional efforts must be expanded toward the analysis and evaluation
of performance management programs if future improvements in these
programs are to be expected. To that end we intend to significantly
increase our program evaluation efforts in the review of Government-wide
performance management program operation and effectiveness. With the
help and cooperation of OPM's Agency Compliance and Evaluation Group,
(ACE) our analytical and evaluative efforts planned for FY-198Y4 will
focus on: (1) a systematic review for effectiveness of performance
management programs being implemented and administered in the agencies
via specific agency on-site as well as Government-wide reviews. Some of
this effort will be handled by the nationwide network of ACE in concert
with the Office of Performance Management; (2) using available
information sources including this year's program results, identifying
areas where Government-wide improvements of Performance Management
Systems are needed and initiating special program studies. Some of
these studies will be narrow in scope and address specific problems in
selected agencies. Others will be more comprehensive, Government-wide,
and focus on problems that may have policy impact; and (3) intensifying
our efforts to improve the accuracy and timeliness of existing data
bases such as the Merit Pay Management Information System to provide an
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analytical and evaluative information source’ from which OPM can identify
operational problems and provide a solid basis upon which corrective
courses of action in agencies can be initiated.

Additionally, efforts will be started to lay the ground work for the
agency development of self assessment procedures for performance
management programs while stressing the relationship of performance
management programs to the total personmel management process. While
the performance appraisal system is the basis upon which merit pay
decisiona are made, agencies are also required to utilize the results of
the performance appraisal system in the other areas of the personnel
management process. The methods by which the performance appraisal
results can be linked to the training, promoting, rewarding,
reassigning, reducing-in-grade, retaining and removing of employees have
not been emphasized in the past by OPM and almost totally left to the
discretion of the individual agencies. The Analysis and Evaluation
Division of the Office of Performance Management will accomplish an in-
depth Government-wide study to determine to what extent the integration
of performance management and personnel management programs has occurred
and assess the overall thoroughness and effectiveness of existing
linkages. This effort will lnvolve a sampling of agencies and cover the
agency headquarters as well as regional installations.

The report recommends that OPM "clarify the intended role of the cash
award program for merit pay employees and provide guidance tc ensure
that it is used as an integral part of merit pay.". In developing our
revised regulations, OPM determined that performance awards should
become a mandatory part of the Merit Pay System. The regulations
provide that agencies must include in their Performance Management Plan,
for approval by OPM, the way in which performance award funds will be
distributed and the amount to be funded by the agency for such

purposes. OPM will specify the minimum funding level for merit pay
performance awards.

In response to the recommendation in the report that OPM "publish annual
reports which analyze the cost and effectiveness of the Merit Pay System
and Cash Award program,® we would like to make the following comments:

a) OPM consistently runs an approval process and continually moni-
tors payouts in order to ensure that neither more nor less money
is spent in.the Merit Pay Program for GM employees than would
have been spent under the General Schedule. We have pay data
resident in our Merit Pay Management Information System (MPMIS)
to track this. Alsoc, since the amount that would have been paid
merit pay employees for within-grade increases, gquality-step
increases, and the non-automatic portions of comparability
increases are put into a pool for distribution, the total amount
distributed is the same as it would have been under a GS$ systen,
although the specific amounts paid to each employee vary by
performance rating. OQOur Merit Pay Statistical Report shows how
agencies actually do their payouts and also contains selected
data on how the Merit Pay Program is working, but there is no
need to address total cost of the payouts since it is keyed to
the total costs that would have occurred under the General
Schedule.
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b) Both OPM Central and Regional offices are currently involved in
performing the following studies to determine how effectively the
Merit Pay Program is achleving the objectives of the Civil
Service Reform Act:

- The Merit Pay Statistical Report, 1983, explores the rela-
tionship of pay and performance awards to performance
ratings; it also serves jointly as a reporting mechanism to
central management agencies and also as a source of feedback
for operating agencies.

- There are three other studies being performed by our Program
Evaluation Branch, which include surveys and document
searches performed nationwide by OPM Central and Regional
office personnel, and are due to produce results by the end
of the calendar year.

We believe that OPM is responding to this "cost and effectiveness"
recommendation. We have plans for several other more directed studies
to determine how well Merit Pay and Performance Appraisal programs have
been working since the passage of the Civil Service Reform Act.

Thank you for this opportunity to respond to and comment on the proposed
report. We believe that our new regulatory initiatives relative to
performance management will result in better management of the Federal
Government's work force.

Sincerely yours,

Sl N
v \
Donald J. Devine
Director

(966130)
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