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ment theory’ predictions are relatively stronger in the for-profit
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matched data set of nursing homes linked to a federal regulatory
database and a resident survey, we found that ownership moder-
ates the relationship between wage inequality and service qual-
ity. Although wage inequality positively affects service quality
in the for-profit sector, the reverse is true among nonprofit
organizations. We also found that overall wage inequality in
the workplace has a more pronounced influence on employee
discretionary effort than does the employee’ place in the distri-
bution of wages.
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Whether wage
inequality is
positively or

negatively
associated with
performance
depends on how
inequality affects
employee
motivation and
discretionary
effort, which may
depend on
ownership sector.

theoretical arguments for the relationship between within-
firm wage inequality and performance, drawn primarily
from tournament and fair-wage theories, have been conlflicting, as
have been the empirical studies. Whether wage inequality is posi-
tively or negatively associated with performance depends on how
inequality affects employee motivation and discretionary effort,
which may depend on ownership sector (Leete 2000). Although we
suggest that there may be several factors influencing the effect of
wage inequality on organizational performance, we focused primar-
ily on comparing the predictions of tournament and fair-wage theo-
ries and discuss these theories as each explains employee behavior
in part. We suggest that because employees in the nonprofit sector
differ from their counterparts in the for-profit sector along several
dimensions (for example, intrinsic motivation, mission commit-
ment, public service motivation, and so on), the predications from
fair-wage theory are more likely to dominate the predictions
from tournament theory in this sector. We tested our hypotheses
using data from the nursing home industry in a midwestern state in
the United States, where for-profit, nonprofit, and local government
organizations operate side by side. In addition, we were able to di-
rectly test the relationship between wage inequality and employee
discretionary effort, which has been tested indirectly in the past.
Our contributions to this literature include (1) our exploration
of the factors that affect the direction of the relationship between
wage inequality and firm performance, most notably ownership,
(2) our consideration of both vertical and horizontal measures of
wage inequality, including a measure that controls occupation, and
(3) our examination of how one’s place in the wage distribution is
associated with choice of effort.

DOES WITHIN-FIRM WAGE INEQUALITY affect performance? The

Theoretical Background of the Wage Inequality—
Performance Relationship

There are two competing theories that have implications for the
organizational performance consequences of wage inequality. The
first is tournament theory, advanced by Lazear and Rosen (1981),
which is a theory of internal labor markets in which individuals
compete for prizes, usually promotions or pay increases. In this
theory, an increased wage spread between employees at different
levels of the hierarchy, or between the highest- and lowest-paid
employees at the same level of hierarchy, will motivate workers to
provide extra effort in the hope of obtaining the raise or promo-
tion. This theory suggests that wage inequality will be positively
related to individual and organizational performance.

The second theory, based on the work in equity theory (Adams
1963, 1965) in psychology, social exchange theory (Blau 1955) in
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sociology, and efficiency wage theory in economics (Solow 1979),
was developed into the fair-wage theory by Akerlof and Yellen
(1990). Fair-wage theory proposes that workers compare their wages
to those of their coworkers to determine whether their wages
are fair, and that workers believe that a fair wage distribution is
more compressed than productivity differentials. Employees who
perceive that they are underpaid tend to reduce their effort and/or
sabotage their employer, be absent from work, go on strike, vandal-
ize property, or act violently (Crosby 1984), undercutting overall
employee productivity. Levine (1991) added that wage inequality
undermines cooperation among employees and decreases cohesive-
ness in teams. These factors predict a negative relationship between
wage inequality and performance, but it is important to note that not
all employees view compressed wage distributions as fair, nor does
the theory specify the optimal level of wage compression.

We first review the literature that offers some support for tour-
nament theory. Winter-Ebmer and Zweimuller (1999), Bingley and
Eriksson (2001), and Lallemand, Plasman, and Ryex (2004), using a
measure called “conditional wage inequality”—wage inequality that
remains after controlling for observable differences in human capital
across workers—found some positive correlations and some insig-
nificant results between wage inequality and performance measures
in the private sector. Heyman (2005) and Hunnes (2009) found a
positive relationship between white collar and managerial worker
wage inequality and profits per employee using both conditional and
standard (unadjusted for human capital) measures of wage inequal-
ity, although in the latter study, the effect disappeared when control-
ling for unobserved firm heterogeneity using fixed effects.

There is also some literature on pay dispersion in corporate top
management teams that supports tournament theory, although that
literature is mixed. For example, Main, O’Reilly, and Wade (1993)
and Eriksson (1999) found that the coefficient of variation in execu-
tive pay increased firm financial performance in for-profit firms, but
Leonard (1990) failed to find such a relationship using a similar
method. Siegel and Hambrick (2005) and Fredrickson, Davis-Blake,
and Sanders (2010), however, found a negative relationship between
the coefficient of variation and stock prices and return on assets,
respectively.

Like some of the top management team studies, some other stud-
ies have supported fair-wage theory. Several studies conducted on
U.S. sports teams (for example, Harder 1992; Bloom 1999; Depken
2000) found a negative relationship among wage inequality and team
winning records and individual team members’ performance. Other
sports team studies (for example, Frick, Prinz, and Winkelmann
2003; DeBrock, Hendricks, and Koenker 2004) had mixed results,
finding a negative relationship between wage inequality and perfor-
mance in only some situations, such as during play-oft games or in
particular sports, but no relationship in other situations. Cowherd
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Quality-based
measures of
performance are
more likely to be
sensitive to
employee effort
changes or
sabotage than are
more quantifiable
measures of
performance.

and Levine (1992) found that the wages of regular employees rela-
tive to those of the top three management employees were nega-
tively related to product quality. Pfeffer and Langton (1993) found
that when the coefficient of variation in departmental pay was
higher, academic faculty members were less likely to collaborate on
research and had lower research productivity. The fair-wage theory
prediction that employees will sabotage others in reaction to fairness
concerns also has found support in the experimental economics lit-
erature. Falk and Fischbacher (2006) reviewed a series of controlled
experiments on reciprocity and showed that individuals frequently
reward others who cooperate and punish those who act unfairly,
even when such rewards and punishments hurt them financially.

Factors Affecting the Direction of the Wage
Inequality—Performance Relationship

Under what conditions is wage inequality positively, and under
what conditions is it negatively, correlated with performance? The
studies reviewed earlier that found a positive relationship between
wage inequality and firm performance were in the for-profit sector
and used a measure of profitability or productivity as the perfor-
mance variable (for example, Winter-Ebmer and Zweimuller 1999 ;
Bingley and Eriksson 2001; Lallemand et al. 2004; Heyman 2005).
The study of university faculty (Pfeffer and Langton 1993), which
included nonprofit and government employees, found a negative re-
lationship between wage inequality and performance. The studies
that used quality-based performance measures (for example, Bloom
1999; Cowherd and Levine 1992; Harder 1992) also found a nega-
tive relationship between wage inequality and performance.

Quality-based measures of performance are more likely to be
sensitive to employee effort changes or sabotage than are more quan-
tifiable measures of performance. Employees who sabotage employ-
ers or customers, or reduce effort in response to perceived inequity
as fair wage theory suggests, also do not want to get caught and face
the negative consequences of their actions, so they are more likely to
do something less quantifiable and hence less observable. It is there-
fore more likely that they will subtly damage the quality of output
(or pay less attention to quality control to reduce effort) rather than
harm the quantity of output. Employees also directly work with the
products or perform the services, and so have much control over
their outcomes; many other factors affect profits, so measures of eco-
nomic performance will not be as sensitive to changes in employee
motivation.

Although quality changes eventually affect the bottom line, we
expected effects of wage inequality to bottom-line changes to be less
obvious than quality changes, and quantity or productivity changes,
because they are more obvious, to occur less frequently. Conversely,
when wage inequality induces effort because of competition for
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rewards, we expected employees to attempt to display their addi-
tional effort in the most measurable way possible—most likely in
quantity (or productivity) changes. We therefore believe that if the
performance measure used by the study is quality based, rather than
productivity (quantity) or profit based, it will be more likely to find
a negative relationship between wage inequality and performance.

How;, then, does this theory explain the mixed outcomes in cor-
porate top management team studies, which are all in the for-profit
sector and use measurable outcomes? We believe that the extent to
which employees work together increases the likelihood that they
compare themselves to each other, which ignites fair-wage theory
consequences if their wages are very different. Working closely
together also increases employees’ opportunity to sabotage each
other in a tournament situation to gain the coveted prize. Shaw,
Gupta, and Delery (2002) found that the relationship between wage
inequality and performance depended on the interdependence of
job-related tasks. Fredrickson et al. (2010) argued that the work
of top management teams is highly interdependent, and this is why
they expected wage inequality to negatively affect performance there.
In other studies, when a positive relationship between wage inequal-
ity and performance outcomes occurred, the effects of observable
outcomes in the for-profit sector (and the striving to attain these
outcomes on the part of managers) may have been stronger than the
teamwork component in those samples. It is also possible that in
some workplace cultures, enhanced equality is not viewed as fair,
and some employees would prefer more inequality because they view
their contributions as worthy of higher compensation relative to
other employees.

Hypotheses

We used the factors we specified that affect the direction of the
wage inequality—performance relationship, except for ownership, to
determine whether wage inequality should be positively or nega-
tively related to service quality in the health services sector. We
then developed hypotheses regarding ownership as a moderator of
the wage inequality—performance relationship.

Since the performance measure we used is quality based, we
expect fair-wage theory to be stronger than tournament theory. Also,
health service jobs, particularly in nursing homes, have interdepen-
dent tasks. It usually takes more than one staff member to transport
a patient or resident, and nursing staff need to cover for one another
to ensure that residents are promptly cared for. In addition, the
health services are less likely to pay for performance, which Shaw et al.
(2002) argued makes wage inequality better accepted by employees,
at least when employees believe the raises or bonuses are based on
merit. We therefore expected wage inequality to be negatively related
to performance in health services.
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Hypothesis 1a: Within-firm wage inequality is negatively
related to service quality.

Hypothesis 1b: Within-firm wage inequality is negatively
related to employee effort choices.

No previous studies have considered the effect of ownership on
the relationship between wage inequality and employee effort or ser-
vice quality, but nonprofit, government, and for-profit organizations
have different strategic objectives that could affect these relation-
ships (Ben-Ner 2006; Steinberg 2010). Nonprofit organizations usu-
ally prioritize their customers; they do not take advantage of
information asymmetries for monetary gain, as sometimes occurs in
for-profit firms (Arrow 1963; Hansmann 1980; Hirth 1999). In addi-
tion, nonprofit and government objectives, such as service quality,
are more difficult to quantify than the bottom-line objectives of for-
profit firms (Newman and Wallender 1978), leading to less reliance
on conditioning pay on performance because performance is mea-
sured less precisely. When performance-based pay or bonuses are
used in these organizations, they are less likely to be seen as fair by
employees because the criteria for distributing rewards is less pre-
cisely measured. However, in relatively large nonprofits (Carroll,
Hughes, and Luksetich 2005) and in sectors such as fundraising,
where the link between compensation and performance is more evi-
dent, performance incentives can be more commonly used (Mesch
and Rooney 2008), but not to the extent to which they are used in
the for-profit sector (Ben-Ner, Ren, and Paulson 2011).

Employees at nonprofit and government organizations may also
have different preferences and be motivated differently than for-
profit employees. Schepers et al. (2005) conducted a thorough
review on motivation in for-profit and nonprofit sectors and con-
cluded that employees of the two sectors may be conducive to differ-
ent motivating factors, including preferences for working with and
for people, altruism, personal growth, social contacts, opportunities
to learn versus more ambition, and intrinsic rewards versus extrinsic
rewards like income (203). Nonprofit organizations tend to consist
of members who are intrinsically motivated to share the mission,
values, and passions of the organization (Moore 2000; Rothschild
and Milofsky 2006). Nonprofit managers, then, may be more likely
to rely on practices that nurture employees’ intrinsic motivation,
such as adherence to group norms, group cohesiveness, and pride in
the organization, which may mean a reliance on wage equity (Leete
2000). Managers and workers who are intrinsically motivated are
attracted to nonprofit organizations because they know that their
extra work will not be used to enrich someone else but will be used
to further the mission of the organization (Speckbacher 2003). Non-
profit employees also tend to prefer wage compression to a greater
extent than their for-profit counterparts (Leete 2000).
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There is some empirical evidence to support this contention.
For example, Ben-Ner et al. (2011) found that for-profit employees
were more responsive to extrinsic incentives than were their non-
profit and local government counterparts. Roomkin and Weisbrod
(1999) found that nonprofit organizations were less likely to use
performance-based bonuses, and the nonprofits that did use bonuses
used nonfinancial performance criteria to determine their allocation.
In addition, Mirvis and Hackett (1983) found that nonprofit
employees were more likely than their for-profit counterparts to
view their work as more important than the money that they earn.

Hypothesis 2a: The relationship between wage inequality
and service quality is positive in for-profit firms, but nega-
tive in nonprofit organizations.

Hypothesis 2b: The relationship between wage inequality
and employee effort is positive in for-profit firms, but nega-
tive in nonprofit organizations.

Fair-wage theory

There is a second differential prediction between tournament ~ SUggests although
and fair-wage theories. Fair-wage theory suggests although one could one could be
be angry because one believes that the wage distribution is unfair,
being personally underpaid causes greater anger. The performance .
detriment at the organizational level is primarily due to relatively one believes that
underpaid employees reducing their effort or in some other way the wage
harming their employers. This could be true even in nonprofit orga-
nizations, where employees’ dissatisfaction with compensation may . .
erode their commitment to organizational mission (Brown and unfmr’ bemg
Yoshioka 2003). People who are relatively overpaid, instead of supply- personally
ing extra effort to make up for the discrepancy, as equity theory would
suggest, are more likely to change their perceptions by overstating
their contributions to the organization and rationalize that they are greater anger.
worth the extra pay. In fact, Lawler (1981) found that only 2 percent
of people consider themselves to be overpaid, so the net effect of in-
equality remains performance detriment. Tournament theory, how-
ever, suggests that wage inequality causes all people to compete for
prizes, so underpaid employees should be no more likely than other
employees to change their efforts in response to differential wages if
the employees believe that additional effort will yield higher pay.

angry because

distribution is

underpaid causes

Hypothesis 3: A person’s position within the wage distribu-
tion influences his or her effort choices.

Methodology

Using a unique employer—employee matched data set of nursing
homes linked to a federal regulatory database and a resident survey,
we were able to examine the hypothesized relationships among
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wage inequality, service quality, and employee work effort. We were
also able to show the moderating effect of organizational owner-
ship on these relationships.

Data

Our data came from four sources. The first source was wage per-
centile data by nursing home from the Minnesota Department of
Employment and Economic Development (DEED), obtained from
the official records of employee wages used by the agency to calcu-
late unemployment insurance. For privacy reasons, the state
agency omitted organizations with fewer than ten employees and
gave us wage data for the 20th, 50th, and 80th percentiles only.

The second data source was resident survey data from the
Minnesota Departments of Health and of Human Services, collected
as a regulatory requirement at each nursing home in the state. It was
collected by state agency employees during their surprise annual
regulatory audit. We used the overall score, which measured resi-
dents’ quality of life (for more information, see Minnesota Depart-
ments of Health and Human Services 2007).

The third data set, the Online Survey, Certification and Report-
ing (OSCAR) database, administered by federal Centers for Medicare
and Medicaid Services, was used for ownership and organizational
characteristics. These federal regulatory data were obtained for all
nursing homes that accept funding from Medicare or Medicaid.

The fourth data source was an employer—employee matched survey
of nursing homes we conducted in late 2005 to 2006. The employer
survey was filled out by the nursing home’s highest executive and con-
tains information about the wages of three major types of nursing occu-
pations in the nursing homes: registered nurses (RNs), licensed
practical nurses (LPNs), and certified nursing assistants (CNAs). The
survey was sent out to all 409 nursing homes in Minnesota, with 121
responses. The employee survey was conducted in 2006 in one-third of
the nursing homes where the administrators had completed the survey.
It was administered to all employees working on a random day.

Because the nursing homes at which employee-level data were
collected were not selected at random, we used standard and non-
parametric hypothesis testing to determine whether the subsample of
organizations at which we obtained employee data were representative
of the larger group of nursing homes. Using nonparametric Mann-
Whitney (MW) tests, we found no statistically significant differences
between the sample of nursing homes who conducted the employee
surveys and those who were invited to complete the surveys on the fol-
lowing characteristics: number of residents (z = 1.54, p = 0.12), per-
centage of funding from Medicare (z = —0. 07, p = 0.95) and Medicaid
(z=—1.57,p=0.12), chain status (z = 1.17, p = 0.24), case mix (z =
0.39, p = 0.69), government ownership (z = —0.34, p = 0.74), or for-
profit ownership (z = 0.55, p = 0.58). Nursing homes that were part
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of a hospital (z = 1.76, p = 0.08) were underrepresented in our
employee survey sample. We also conducted MW tests comparing
nursing homes that filled out our administrator surveys with the
population of nursing homes in the state on the variables for which
statewide data were available, and found that the sample represented
the population in the following dimensions: number of residents
(z =0.97, p = 0.33), chain status (z = 0.92, p = 0.36), case mix
(z=1.00, p=0.32), government ownership (z = —0.34, p = 0.74),
and location within a hospital (z = 0.14, p = 0.89). For-profit nurs-
ing homes were underrepresented in this sample (z = 2.38,
p < 0.05). Parametric t-tests yielded the same conclusions.

The focus on a single industry in a single state allowed for the
isolation of the effects of inequality that are related to ownership
status because industry and regulatory environment are controlled.
Unfortunately, this choice may limit the generalizability of our find-
ings to other contexts, but we believed that the ability to detect own-
ership differences among organizations that compete in the same
markets for residents and employees was necessary to test our
hypotheses.

Measures

To test our hypotheses, we used two dependent variables, one to
measure service quality and one to measure employee effort. The
first dependent variable was the residents’ quality of life in each
nursing home, measured by aggregating fifty-one questions regard-
ing the respondent’s comfort, environmental adaptations, privacy,
dignity, meaningful activity, food enjoyment, autonomy, individual-
ity, security, relationships, and satisfaction. Sample items are “Are
you treated with respect here?,” “Do you enjoy the activities
here?,” and “Are you ever in pain because you are left in the same
position for too long?” The interviewer recorded the resident’s re-
sponse as “Generally yes,” “Generally no,” or “Don’t know/
Refused.” Higher values indicate a higher quality of life. The sec-
ond dependent variable, employee discretionary effort, was con-
structed by the employee survey question “Have you done more
work than required?” with response categories ranging from 1
(“Never”) to 5 (“Very often”).

The first measure of wage inequality we used was the ratio of
the 80th to the 20th percentile of wages in the nursing home (the
80th/20th wage differential or global inequality) as a measure of
within-firm unconditional wage inequality. The second measure
of wage inequality was the RN/CNA wage differential, which is the
ratio of the wages of registered nurses to certified nursing assistants
obtained from the employer survey. In regressions predicting
employee effort, we also used horizontal measures of wage inequal-
ity. The third measure, conditional wage inequality (the standard
error of a regression in each nursing home controlling for education,
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tenure, and experience), considered the wage inequality in the nurs-
ing home remaining after observable human capital differences were
controlled. The fourth measure, residual of the wage regression (the
employee’s specific residual in a fixed effects regression controlling
for observable human capital and age), measured an employee’s
wage relative to the wages of others with the same measurable
human capital characteristics in the same firm.

Control variables for the regressions predicting resident quality
of life from the OSCAR data set were nursing hours per resident (RNs
and LPNs), CNA hours per resident, and case mix (the intensity of
care and services provided to residents in each nursing home). We
also controlled for market competition (the number of nursing homes
within a 60-mile radius of the focal home, which was constructed
from zip code data) and merit pay (a weighted average of whether
various nursing employees, who made up about half of the nursing
home’s employees, received pay raises on the basis of merit, taken
from the employer survey).

Control variables for the regressions predicting employee effort
were all from the employee survey and measured on five-point Lik-
ert scales. Interdependence of work was measured by the item “To
what extent is the completion of your tasks dependent on the work
of coworkers?” Monitoring by supervisors was a four-item scale
(alpha = 0.71) considering the extent to which an employee’s work
was monitored by their supervisor. An example item is “To what
extent are supervisors able to tell how well you carry out your
tasks?” Observe coworker performance was a three-item scale (alpha
= 0.86) that measured the extent to which an employee was able to
tell how well coworkers carried out their tasks or whether cowork-
ers avoided duties. Supervisor was a dummy variable that was equal
to 1 when the employee supervised other employees.

Results

Table 1a and 1b present descriptive statistics of variables, Pearson
correlations, means, and standard deviations at the organization
and employee levels, respectively. At first glance, resident quality of
life does not appear to be related to either organization-level mea-
sure of wage inequality (the ratio of the 80th to the 20th percentile
of wages in nursing homes or the ratio of RN to CNA pay). Table
1b suggests that our individual measures of wage inequality (con-
ditional wage inequality) and our organizational measures of wage
inequality (80th to 20th percentile ratio, ratio of RN to CNA pay)
are similarly not related to employee discretionary effort. The lack
of the significant finding could signify that wage inequality did not
affect service quality or individual effort, but it could also mean
that the relationship is not simple—an important moderator vari-
able may exist.
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Table 2 contains the regression results predicting resident quality
of life, using ordinary least squares (OLS). The 80th/20th wage dif-
ferential was positively related to resident quality of life (Model 1,
p < 0.05). We had anticipated in hypothesis la that this relationship
would be negative because we used a quality-based rather than a
quantity-based measure of performance. The RN/CNA wage differen-
tial was not a significant predictor of resident quality of life, though
the sign was consistent with our hypotheses (Models 3 and 4). More
interesting, the sign on the coefficient of the 80th/20th wage differ-
ential of the nonprofit subsample regression was negative and oppo-
site to that of the full-sample regression (Model 2, p < 0.05),
supporting hypothesis 2a. In addition, when an interaction term of
wage inequality with nonprofit status was added to the full-sample
regression, it was significant (Model 5, p < 0.01).

Table 3 reports the second set of regression results predicting
employee discretionary effort, using random coefficient modeling, a
statistical technique that controls for the nesting of individuals
within organizations (Rabe-Hesketh and Skrondal 2005). Model 1
shows the impact of the individual’s place within the wage distribu-
tion, controlling for his or her human capital, on his or her effort
choices, but failed to reach significance. In Model 2, neither the coef-
ficient of individual’s place within the wage distribution nor
80th/20th wage differential was statistically significant. Hypothesis
1b, that wage inequality will be negatively related to employee effort,
and hypothesis 3, that the individual’s place within the wage distri-
bution will affect their effort choices, did not find support in our
data.

The positive relationship between wage inequality and resident
quality of life in for-profit nursing homes (as shown in Table 2)
might be due to wage inequality that causes for-profit employees to
work harder. To the contrary, in Model 3 of Table 3 we saw a statisti-
cally significant moderation of ownership such that employees in
for-profit organizations put less discretionary effort into their jobs
when wage inequality is higher (p < 0.10 when comparing nonprofit
and for-profit homes, and p < 0.05 when comparing government and
for-profit homes). We must keep in mind that our measure was for
discretionary effort, not in-role performance. We do not know how
in-role performance is affected by wage inequality in the for-profit
sector, which would be a good topic for future research.

We estimated conditional wage inequality, or inequality remain-
ing after controlling for human capital, for thirty organizations
(organizations with twelve or fewer employee surveys were
excluded). Conditional inequality is quite different from the
80th/20th wage differential, in that we considered inequality among
similar employees rather than among employees who do substan-
tially different tasks and have different skills. However, Model 4
essentially showed no effect of this variable on employee discretion-
ary effort, failing again to support hypothesis 1b.

Nonprofit Management & Leadership ~ DOI: 10.1002/nml



220 HAMANN, REN

Table 2. Effect of Wage Inequality on Resident Quality of Life (OLS)

Resident Quality of Life

Model 1 Model 2 Model 3 Model 4 Model 5
Full Sample Nonprofit Full Sample Nonprofit Full Sample
Wage Inequality Variables
80th/20th wage differential 0.139**  _0.520%* 0.177%**
(0.061) (0.236) (0.061)
RN/CNA wage differential —0.169 —0.143
(0.122) (0.149)
Ownership Variables
Nonprofit ownership 0.173%* 0.132* 0.114
(0.077) (0.069) (0.075)
Government ownership 0.155 —0.032 —0.513
(0.103) (0.083) (0.885)
Interaction of Wage Inequality
and Ownership
Nonprofit * 80th/20th wage —0.649%#*
differential (0.222)
Government * 80th/20th 0.454
wage differential (0.566)
Control Variables
Merit pay 0.038 0.037 0.114* 0.074 0.029
(0.065) (0.081) (0.060) (0.079) (0.061)
RN and LPN hours per —0.069 —-0.076 0.003 0.025 0.002
resident (0.107) (0.125) (0.100) (0.117) (0.104)
CNA hours per resident 0.216** 0.268** 0.150%* 0.239%* 0.227%%*
(0.083) (0.253) (0.075) (0.102) (0.076)
Case mix —0.930** —0.972%%* 0.450 —0.445 —1.028*%*
(0.378) (0.439) (0.335) (0.440) (0.362)
Market competition 0.004** 0.007#** 0.005** 0.006** 0.007%***
(0.002) (0.003) (0.002) (0.002) (0.002)
Constant 10.827%**  11.817%** 11.013%%* 10.839%%* 10.696%**
(0.358) (0.607) (0.420) (0.586) (0.339)
N 63 42 86 53 63
Adjusted R? 0.137 0.209 0.134 0.079 0.249
F 2.31%* 2.91%% 2.67%% 1.74 3.06%**
Prob(F) (0.03) (0.02) (0.01) (0.13) (0.00)

Note: *, ** and *** indicate significance at the two-tailed 0.10, 0.05, and 0.01 levels, respectively. Standard errors are in

parentheses.
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Table 3. Effect of Wage Inequality on Employee Discretionary Effort (Random Intercepts)

Employee Discretional Effort

Model 1 Model 2 Model 3 Model 4 Model 5
Full Sample  Full Sample ~ Full Sample Full Sample Nursing Staff
Wage Inequality Variables
Place in wage distribution 0.319 0.369 0.344 0.278 0.155
(0.305) (0.322) (0.320) (0.302) (0.350)
80th/20th percentile of wages 0.171 -1.597**
(0.333) (0.617)
Conditional inequality 0.048
(0.257)
RN/CNA wage differential 0.311
(0.177)
Ownership Variables
Nonprofit ownership 0.0394 0.0809 —2.464* 0.12 0.0684
(0.099) (0.108) (1.136) (0.112) (0.117)
Government ownership (0.055) (0.161) —5.145%* 0.039 (0.073)
(0.127) (0.164) (1.599) (0.136) (0.149)
Interaction of Wage Inequality
and Ownership
Nonprofit * 80th/20th wage
differential 1.598*
(0.707)
Government * 80th/20th wage
differential 3.179%*
(1.017)
Control Variables
Monitoring by supervisors —0.0997** (0.076) (0.079) —0.120** —0.178**
(0.039) (0.047) (0.046) (0.039) (0.059)
Observe coworker performance 0.187*** 0.217%** 0.217%** 0.191%*** 0.104
(0.038) (0.045) (0.045) (0.038) (0.059)
Merit pay in organization (0.138) (0.141) (0.081) —0.217* —0.230*
(0.086) (0.103) (0.095) (0.089) (0.103)
Interdependent work 0.0741** 0.041 0.048 0.0718* 0.136%*
(0.028) (0.034) (0.033) (0.029) (0.044)
Supervisor 0.064 0.099 0.103 0.087 0.023
(Continued)
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Table 3. (Continued)

Employee Discretional Effort

Model 1 Model 2 Model 3 Model 4 Model 5
Full Sample  Full Sample ~ Full Sample Full Sample Nursing Staff

(0.074) (0.092) (0.091) (0.074) (0.161)
Constant 2.470%* 2.492* 4.791%** 2.557%%%* 2.514*

(0.782) (0.985) (1.287) (0.776) (1.054)
N 1,001 642 642 947 497
Chi? 106.21 84.98 97.67 110.13 37.66
Prob > Chi? 0.000 0.000 0.000 0.000 0.002
Log Likelihood —1238 —782 —778 —1154 —631
Interclass Correlation 0.975 0.978 0.991 0.977 0.995

Note: *, ** and *** indicate significance at the two-tailed 0.10, 0.05, and 0.01 levels, respectively. Standard errors are in pa-
rentheses. Education, occupation, and experience were controlled in all regressions. Stata’s multilevel (xtmixed) function was
used, with random intercepts and maximum likelihood estimation. Regressions were also run testing for ownership modera-
tion with conditional inequality and the RN/CNA wage differential, but these results were not significant and are not reported.

In Model 5, we conducted one last test of vertical wage inequal-
ity, the wage differential between RNs, the highest-paid nurses, and
CNAs, the lowest-paid nursing staff, constructed in the same man-
ner as in Avent-Holt and Tomaskovic-Devey (2010). This test was
limited to the nursing employees because the differential should
affect them only, resulting in a reduced sample size. We again found
no support for hypothesis 1b, which stated that wage inequality
would be negatively related to employee effort. The moderation
effect of ownership (not shown) failed to reach significance but
showed the same pattern. We therefore found no support for
hypothesis 2b, which suggested that wage inequality would be nega-
tively related to employee effort in the nonprofit sector and
positively related to employee effort in the for-profit sector.

Discussion

Our first set of results suggested that ownership moderates the re-
lationship between the 80th/20th wage differential and service
quality such that the relationship is negative in nonprofit organiza-
tions and positive in for-profit firms, supporting our hypothesis 2a.
Our results also suggested that the performance outcome measure
might not matter as much as ownership; patterns we identified in
the results of previous studies led us to believe that we would find
an overall negative relationship between wage inequality and qual-
ity of care in the nursing home industry. It is possible that wage
compression is not seen as fair by most employees, and employees
therefore did not increase effort or reduce sabotage in response to
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wage compression. We suggest that future research consider di-
rectly employee attitudes toward the distribution of wages in their
organizations to determine what a fair distribution looks like.

The second set of results raised several important issues. First, the
result that employees in for-profit organizations put less discretionary
effort into their jobs when wage inequality is higher was not expected,;
we hypothesized that for-profit employees compete for higher-level
jobs by increasing their effort. This might occur in other industries,
but perhaps educational barriers to promotion prevented this from
occurring in this occupation. Alternatively, for-profit firms with high
wage inequality were lowering the wages of their low-skilled employ-
ees relative to the market and attracting lower-quality employees who
did not supply extra effort. However, this explanation is not consistent
with the result that wage inequality makes the residents happier in
for-profit firms. An alternative explanation is that organizations with
more inequality are raising the wages of their high-skilled employees
relative to the market, and these high-skilled employees have a greater
relative impact on resident well-being.

Second, our results showed that the relationship between wage
inequality and discretionary effort is null in the nonprofit sector, pos-
sibly because employees are relatively more intrinsically motivated
and hence less likely to think about comparing wages (Leete 2000).
However, wage inequality does decrease resident well-being in this
sector. Perhaps reducing the pay of those higher-paid staff in non-
profit organizations increases resident well-being, because these dol-
lars may be used to improve activities or food or some other items
that affect resident well-being. This may not occur in for-profit
organizations because the salary dollars saved could benefit owners
instead of residents. Since nonprofit employees are more likely to be
intrinsically motivated, they may provide the same level of effort
regardless of salary. Alternatively, it could mean that in some organi-
zations, high-level employees in nonprofits increase their own sala-
ries to the detriment of residents, and resident quality of life is better
when high-level employees have lower wages. This is because non-
profit managers have more decision-making discretion than their for-
profit counterparts, which may be used to raise their own salaries at
the expense of the residents (Pauly and Redisch 1973; Glaeser 2003).
Managers who choose not to inflate their wages, or who are con-
strained to a greater extent by their boards of directors, spend the
money saved on resident well-being initiatives. It is important to note
that government workers, which theory suggests should be similar to
nonprofit organizations (Francois 2000; Lipsky 1980; Prendergast
2007; Rainey and Steinbauer 1999), also have a significant moderator
for employee effort, but not for resident quality of life.

Third, using conditional wage inequality variable for a subset of
the data, we were able to test the impact of inequality among similar
employees. In this setting, if tournaments are used, they are for
within-position raises. Neither the main effects nor the moderating
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Tournament
theory dominates
fair-wage theory

in the for-profit
sectot, but the
reverse is true in
the nonprofit
sector, at least
with respect to
service quality.

effects are significant, so we have no evidence that tournaments
affect discretionary effort. This increases the likelihood that in this
industry, the dynamics underlying the results discussed are related
to the impact of the compensation of different groups of employees
and how that affects resident quality of life rather than the psycho-
logical impact of anger or sabotage because of wage inequality,
which should be more apparent in regressions comparing one to
similar others.

Fourth, the result of null effect of individual’s place within the
wage distribution on discretionary effort choices, controlling for
human capital, was not supportive of fair-wage theory, which sug-
gests that individuals who are paid less relative to their observable
qualifications would be more likely to withhold effort than individu-
als who are paid more relative to their observable qualifications. We
conducted a correlation test to see whether employees with wages
above the 75th percentile or below the 25th percentile supplied
more or less effort than other employees. We found that being above
the 75th wage percentile did not affect effort decisions, but being
below the 25th percentile did. It may be that the relationship exists
only for those at the very bottom of the wage distribution, because
they may be the only “angry” employees withholding effort, and the
effect is too weak to pick up when all employees are included in
the regression.

Last, it surprised us that the correlation between one’s place in
the wage distribution and one’s effort wasn'’t higher. It may be that
most employees do not know each other’s wages and thus cannot
change their effort in response to their relative wages. On average,
employees in this sample reported that they had a “rough guess”
about the wages of their coworkers; possibly their “guesses” are not
very accurate.

Conclusion

We believe that both fair-wage and tournament theories have
merit, but because they drive behavior in opposite directions, ob-
served results in empirical studies are often small. Whether fair-
wage theory dominates tournament theory or vice versa depends
on several factors, and the principal finding in this study was that
organizational ownership is one of them. Our findings suggested
that tournament theory dominates fair-wage theory in the for-
profit sector, but the reverse is true in the nonprofit sector, at least
with respect to service quality. This may be because for-profit and
nonprofit employers have different management objectives
and therefore select and reward employees differently (Ben-Ner
etal. 2011).

Our findings with respect to employee effort choices were more
complicated and cast doubt on the ability of either theory to ade-
quately explain what happens in nonprofit organizations. It may be
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that neither tournament nor fair-wage theory is responsible for the
overall pattern of our results; it may be the result of recruiting pat-
terns. Our results, when viewed together with Ben-Ner et al.’s (2011)
result that nonprofit wages were relatively more compressed than
for-profit wages, are consistent with the contention that nonprofit
nurses (but not nursing assistants, who are paid more than their for-
profit counterparts) effectively “donate” a portion of their salaries to
the nonprofit, and these extra dollars enhance resident care (Preston
1989). Although this explanation is consistent with our results,
other explanations may explain them as well. We therefore encour-
age more research on why compressed wages lead to better service
quality in nonprofit organizations.

We also found that overall wage inequality seems to be a better
predictor of employee effort than one’s place within the wage distri-
bution, which fails to support the contention in fair wage theory that
employees who have below-average wages given their observable
human capital withhold effort. This result could be specific to the
nursing home industry, where withholding effort may result in out-
comes that are unpalatable to employees (the poor treatment of vul-
nerable adults). Further research should therefore examine this
contention in other industries. In addition, we suggest future
research directly test employee attitudes toward wage inequality
across sectors, and use larger samples to reexamine the moderation
of ownership of the wage inequality—employee effort relationship.
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