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ABSTRACT

The Surface Warfare Officer (SWO) community has difficulty retaining mid-
grade officers, as is evident by the considerable shortfall between Officer Programmed
Authorization and the current officer inventory beginning at 9 years of commissioned
service. The objective of this study was to analyze the 13-year retention effect of adding
a performance-based component to the SWO Ceritical Skills Bonus (CSB). By analyzing
pay and personnel records from officer cohorts entering the Navy between 1987 and
2006, this study divided the sample of 1,331 SWOs into three performance tiers based on
promotion timing to Lieutenant Commander (O-4). Probit regressions showed that top
performers exhibited higher retention rates than lower-performing peers, though pay had
a stronger retention effect among low performers. Additionally, the Commander (O-5)
promotion rate for high performers was triple the promotion rate of lower performers.
Expanding upon performance-tier differences, optimization models predicted a more
efficient SWO CSB allocation while retaining the highest performers and remaining
within budgetary constraints. Thus, research recommends adding a performance-based
component to the SWO CSB, which will maximize retention of high-performing officers.
Furthermore, the Navy can realize additional savings by adopting cafeteria-style bonus
options, capitalizing on differences between the federal standard discount rate and

personal discount rates.
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l. INTRODUCTION

The [sic] ultimate goal of military compensation is to get the right Sailor,
with the right skills and experience, to the right place, at the right time, for
the best value. (Busch, 2006, p. 1)

Since its inception, the United States Navy has always relied on its officers to lead
Sailors and Marines in peacetime and during times of war. Therefore, maintaining a
corps of high caliber and fully qualified naval officers is essential to the Navy’s success.
During a period of increasing military demands and direct competition from the civilian
sector for high-quality Surface Warfare Officers (SWOs), retaining these officers requires
new and innovative approaches. As retention issues become increasingly more critical in
the SWO community, this study examines the retention effect of adding a performance-

based component to Surface Warfare Officer bonuses.

A BACKGROUND

The military can be classified as an internal labor market with a compensation
system that significantly differs from standard compensation theory for a competitive
labor market (Asch & Warner, 2001). According to Rosen (1992), an internal labor
market has few “ports of entry” and ports of exit, at which employees either enter or
leave the organization (p. 227). Employees are “home grown,” as they attain their
positions through job transfer and internal promotions (Rosen, 1992, p. 227). Due to
virtually no lateral entry into the SWO community, the Navy must rely on retention and
internal promotions to fill more senior positions (Asch & Warner, 2001). For example,
most Admirals (O-7 through O-10) entered the officer corps as Ensigns (O-1) and
promoted through the ranks over a 25- to 35-year period. The Navy only participates in a
competitive labor market at “ports of entry” (during initial accession) and at ports of exit
(after completing one’s active duty service obligation). In order to attract and retain
quality Surface Warfare Officers at these critical career points, the Navy must compete
with civilian companies and other government agencies for the same talent pool of

managers and leaders.



Operating in a restricted labor market, the Navy compensation system must
remain competitive to retain naval officers. Since 1973, the military has employed a
tiered basic pay scale, in which pay grade (rank) and time-in-service are used to calculate
a service member’s basic pay (DACMC, 2006). This pay scale rewards tenure, where
tenure acts as a proxy for human capital. For example, a senior SWO, who is
experienced and better trained, is more valuable to the military than a more junior officer.
The current military pay scale lacks a specific performance metric, since overall job
performance and mission contribution are not financially rewarded. However, the
Navy’s “up-or-out” promotion policy provides an incentive for at least average
performance, since an officer will not promote to the next higher rank if performance is

sub par (Asch & Warner, 2001, p. 525).

To specifically address retention in the SWO community, the Navy implemented

several pay incentives, or bonuses, including:
e Surface Warfare Officer Continuation Pay (SWOCP)
e Junior SWO Critical Skills Retention Bonus (CSRB)
e SWO Critical Skills Bonus
e Senior SWO CSRB.

These pay incentives are specific to the SWO community and do not address retention
issues affecting other naval officers. However, how much benefit do these pays
contribute to the SWO community? After several years of these retention bonuses, the
Navy’s manpower shortages persist in the mid-grade and senior SWO ranks.
Furthermore, these SWO retention bonuses are void of a performance metric, since all

eligible officers receive identical bonus payouts and incur the same obligation.

By comparison, according to Corporate Leadership Council (CLC) survey data,
many civilian firms use tailored, performance-based compensation systems to attract and
retain employees (CLC, 2002). A performance-based compensation system (also called a
pay-for-performance system) includes a variable pay structure that offers bonuses,

rewards, or basic pay adjustments that correspond to individual employee performance
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(CLC, 2006). Thus, pay is not based solely on tenure, but rather on a combination of
tenure and individual performance. Moreover, employee bonuses are contingent upon

on-the-job performance, as opposed to additional contractual employment obligations.

The Department of Defense (DoD) developed a performance-based compensation
system for federal employees when the National Security Personnel System (NSPS) was
enacted in 2003 (GAO, 2005). This system, which replaces the previous government
civil service pay system, rewards employees by providing performance-based raises.
With the civil service portion of the DoD switching to a new performance-based
compensation system, the military is considering a modification to its compensation
structure as well. For example, the Defense Advisory Committee on Military
Compensation (DACMC) has recently recommended changing the current military pay
system. The basis for this recommendation is captured in the April 2006 DACMC report

to the Secretary of Defense, which states:
The compensation offered to both active and reserve members—coupled
with patriotism and the willingness to serve—is, arguably, the most
important factor affecting the military services’ ability to staff the force
with qualified people. It is certainly the most important factor that can be
affected by policy [...and] the current compensation system can be

improved in a way that will offer greater flexibility for force managers and
results in an even more effective and efficient force. (DACMC, 2006, p. 1)

Although alternative pay structures in the military are limited due to legislative
and policy constraints, the addition of a performance-based component to the SWO
Critical Skills Bonus may be a viable option with minimal policy reform. Such a system
could provide more flexibility in the distribution and allocation of retention incentives to
better support force management goals and create greater system efficiencies (DACMC,
2006). As a pilot program, the SWO Critical Skills Bonus may be an appropriate vehicle
through which to apply performance-based compensation theory to improve mid-career

retention and officer quality in the SWO community.



B. OBJECTIVES

The objectives of this study are to analyze the Surface Warfare Officer retention

problem and to evaluate performance-based compensation systems to determine if a

change to existing retention bonuses can combat SWO retention issues. This thesis:

Analyzes SWO retention issues and factors influencing retention.

Studies the current military compensation system, with emphasis on SWO
incentive pays.

Discusses Congressional legislation and policy affecting military

compensation.

Reviews the performance appraisal and promotion systems for naval

officers.
Examines compensation theory in civilian labor markets.

Assesses compensation and incentive systems used in federal
demonstration projects, the Department of Homeland Security (DHS), the
National Security Personnel System, and civilian companies to identify

best practices and potential pitfalls.

Models the 13-year retention effect of adding a performance-based

component to the SWO Ceritical Skills Bonus.

Addresses legislative, policy, and cultural implications for implementing

this revised program in the Department of the Navy.

Recommends a new performance-based component for the SWO Critical

Skills program.

C. RESEARCH QUESTIONS

The research questions examined in this thesis are:

I.

Will adding a performance-based component to the Surface Warfare

Officer Critical Skills Bonus affect retention?
4



2. If a performance-based bonus is found to have a positive effect on SWO

retention, how could the Navy adopt this compensation program?
D. HYPOTHESIS

This study hypothesizes that the addition of a performance-based component to
the Surface Warfare Officer Critical Skills Bonus program will influence officers’
decisions to retain. Moreover, it will positively affect retention of high-performing
SWOs, but will negatively affect retention of low-performing SWOs. This hypothesized
relationship between a performance-based component and retention promotes functional
turnover (i.e., loss of poor employees) while reducing dysfunctional turnover (i.e., loss of
exceptional employees), which is an ideal situation for Navy manpower planners
(Sturman, Trevor, Boudreau & Gerhart, 2003). However, several legislative, policy, and
cultural changes are necessary for implementing a performance-based component to

SWO bonuses.
E. RESEARCH METHODOLOGY

This thesis provides a qualitative analysis, focusing on policy implications of a
performance-based compensation system for Surface Warfare Officers, coupled with a
study of pay-for-performance systems in civilian companies and federal organizations.
Statistical econometric and optimization modeling techniques are applied to Defense
Manpower Data Center (DMDC) personnel and pay records to predict the 13-year
retention effect of adding a performance-based component to the SWO Critical Skills

Bonus program. Specifically, the methodology includes:
e An extensive literature and policy review.

e Statistical regression models showing the effect of performance on 13-
year retention, characteristics among different levels of performance, and

performance-level pay elasticities.



e Optimization models predicting the 13-year retention effect of varying
bonus payments by performance level, creating a performance-based

component for the SWO Critical Skills Bonus.

e Suggested legislative and policy changes required for implementation of

the revised bonus program.

F. BENEFITS

This thesis explores performance-based compensation and its effect on retention.
Since few studies use statistical data analysis methods to study performance-based
compensation systems, this study’s methodology furthers Navy research in this field.
Furthermore, this thesis provides recommendations to improve SWO retention and the
quality composition of the SWO community. Also, the proposed performance-based
component of the SWO Ceritical Skills Bonus supplies a framework for future pay system
transformation. This study’s analysis of current compensation and retention practices can

significantly impact the Navy’s ability to execute future compensation reform.

G. SCOPE LIMITATIONS

This thesis specifically examines the potential effect of performance-based
compensation on the retention of Surface Warfare Officers. The ramifications are not
addressed for the implementation of such a program in other officer communities, for
enlisted Sailors, or in other branches of military service. However, this narrow focus
allows for direct comparison to civilian companies employing performance-based bonus
systems to address management retention issues. The Navy has a history of utilizing
bonuses, special pays, and incentive pay programs to address retention issues for specific
officer designators and skill sets. Thus far, however, no bonus programs address

performance differentials.

Another limitation encountered in this study is the use of performance-based pay
systems of civilian companies, federal demonstration projects, DHS, and NSPS as the
framework for developing a military bonus structure.  These institutions have

significantly different organizational cultures, traditions, and funding. However, since
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they compete for the same labor pool of managers and leaders, it is important to consider

each of their compensation techniques for attracting and retaining talent.

This thesis provides a snapshot of performance-based compensation systems in
theory and practice, including their effect on retention. The recommendations of this
study focus on SWO applications and provide a foundation for further compensation

reform.
H. ORGANIZATION

The structure of this thesis is organized in the following manner:
CHAPTER I: INTRODUCTION
CHAPTER II: SURFACE WARFARE OFFICER RETENTION

This chapter focuses on factors affecting employee retention, human motivation,
and intrinsic and extrinsic rewards. The first section discusses the military as an internal
labor market, specifically pertaining to the Navy. The second section reviews the SWO
career path, including critical retention points. The third section analyzes current SWO

retention issues. The final section addresses factors that influence retention.

CHAPTER III: CURRENT POLICIES AND LEGISLATION AFFECTING
SURFACE WARFARE OFFICERS’ PAY, PERFORMANCE EVALUATION, AND
PROMOTION

The current military pay system and compensation policy are detailed in this
chapter. The first section discusses the military compensation system for Surface
Warfare Officers, including the four incentive pays (i.e., bonuses) used to address
retention in the SWO community. The second section analyzes the legislative process for
military compensation. The third section covers the SWO performance evaluation

system (i.e., Fitness Reports). The final section reviews the SWO promotion process.



CHAPTER IV: PERFORMANCE AND COMPENSATION THEORY

This chapter discusses performance and compensation theory. The first section
addresses labor economic theory influencing performance, promotion, and compensation.
The second section examines organizational behavior theory behind performance-based

pay systems.
CHAPTER V: PERFORMANCE-BASED COMPENSATION IN PRACTICE

This chapter reviews pay for performance in the labor market. The first section
discusses implementing performance-based compensation and reviews commonly used
pay systems. The second section studies performance-based compensation demonstration
projects at several federal agencies. The third section examines a return-to-skills study of
General Schedule (GS), Performance Management Recognition System (PMRS), and
China Lake compensation systems. The fourth section analyzes two recent conversions
to performance-based compensation systems: the Department of Homeland Security
(DHS) and the National Security Personnel System (NSPS). The fifth section discusses
civilian-sector performance-based compensation. The final section analyzes problems

with performance-based compensation implementation.

CHAPTER VI: MODELING THE RETENTION EFFECT OF ADDING A
PERFORMANCE-BASED COMPONENT TO THE SWO CRITICAL SKILLS BONUS

In modeling the 13-year retention effect of adding a performance-based
component to the SWO Critical Skills Bonus, this chapter discusses the dataset and
sample, variables, methodology, descriptive statistics, results of econometric and

optimization models, and model limitations.

CHAPTER VII: SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS
This chapter provides the summary, conclusions, and recommendations of this
thesis. The first section examines legislative, policy, and procedural changes required to
facilitate program implementation, including a discussion of predicted cultural resistance
to change. The second section presents the conclusions of this study, while the final

section provides recommendations for program implementation and future research.



Il. SURFACE WARFARE OFFICER RETENTION

A. OVERVIEW

Keeping a talented workforce is a challenging task for any organization. This
chapter focuses on factors affecting employee retention, human motivation, and intrinsic
and extrinsic rewards. The first section discusses the military as an internal labor market,
focusing specifically on the Navy. The second section discusses the career path of
Surface Warfare Officers (SWO) to include critical retention points. The third section
reviews current retention issues among SWOs. The final section analyzes factors that

influence retention.
B. MILITARY AS AN INTERNAL LABOR MARKET

The US military is a large, hierarchical organization with a stringent chain-of-
command administrative and operational structure that meets the criteria of an internal
labor market (Asch & Warner, 2001). As such, the military faces challenges associated
with the design of an internal labor market: limited lateral entry, an up-or-out promotion
system, and lack of “skewness” in the pay structure (p. 524). The military, naval officers

in particular, must contend with these critical issues.
1. Recruiting and Retention

An internal labor market has few “ports of entry,” which are points in time when
employees can either leave or join an organization (Rosen, 1992, p. 227). At each port of
entry, the Navy must compete with outside organizations in external labor markets. In
order to attract and retain talent, the Navy must offer competitive wages and benefits—
both tangible and intangible. Wages consist of basic pay, allowances, special and
incentive pays, annual pay adjustments, and tax advantages. Tangible benefits include
medical care, dental care, and reduced-cost life insurance policies. Intangible benefits

include military-specific and general training, education, and the opportunity to serve



one’s country. Consciously and subconsciously, individuals must weigh disparity
between military and civilian costs and benefits before deciding to join naval service or to

remain in the civilian sector.

For the Navy, the entry port occurs when a Sailor is recruited. Naval officers
receive commissions through a variety of sources, such as the US Naval Academy, Naval
Reserve Officer Training Corps (NROTC), or Officer Candidate School (OCS). Since
there is limited lateral entry due to the specificity of most military skills, recruiting
quality naval officers at the entry level and lower rungs of the Navy’s hierarchy is
essential (Asch & Warner, 2001). The senior officers of tomorrow are the junior officers
of today. Since the Navy must compete with civilian and other government organizations
for the same talent pool, the task of recruiting officers for particular specialties can be
arduous. With an increased operations tempo, a robust civilian economy, and a
decreasing propensity for military service, the Navy is challenged to recruit the best talent

for the Surface Warfare Officer community (Mullen, 2007).

Subsequent ports or decision points beyond accession are herby referred to as
ports of exit—since service members either choose to stay or quit, but new officers
cannot enter (Rosen, 1992). Most service members enter into an initial contract of
service obligation before they are accessed and sent to initial training. For naval officers,
the initial obligation or minimum service requirement (MSR) depends on the
commissioning source and the specific officer community to which they are designated.
An Ensign (O-1), who earned a commission through the NROTC program and is
designated as a SWO, has an initial obligation of four years. However, if that same
Ensign were to be commissioned through the US Naval Academy, then the MSR would
be five years. After the MSR has expired, officers reach a crossroad at which they must

decide whether or not to continue service.

At these ports of exit, the Navy must entice a certain number of officers to retain
(in other words, to remain in service), in accordance with the Defense Officer Personnel
Management Act (DOPMA) Officer Management System (Rostker, Thie, Lacy, Kawata
& Purnell, 1993). If a specific officer community is having trouble retaining the requisite

number of officers, then retention bonuses and special pays are offered to increase the
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officers’ willingness to stay. Generally, the programs attach an obligation in order to
retain the officer past a certain career milestone. Specifically, Surface Warfare Officers
are offered $50,000 through the Surface Warfare Officer Continuation Pay (SWOCP)
retention program for committing to two department head tours, which add
approximately five to six years of obligation past the first port of exit (Chief of Naval
Operations, 2005b). Additionally, SWOs are offered $25,000 through the Junior SWO
Critical Skills Retention Bonus (CSRB) for a similar commitment. Both SWOCP and the
Junior SWO CSRB can be taken concurrently, so SWOs are actually offered $75,000 to
retain through two department head tours—totaling nine to eleven years of commissioned

service (Chief of Naval Operations, 2006).

Advanced educational opportunities are provided for SWOs approaching a port of
exit decision. If accepted for an educational program, a corresponding obligation is
incurred based on program length. For example, attending and graduating from the
Naval Postgraduate School obligates naval officers to three-year commitments for
Master’s Degree programs (Chief of Naval Operations, 2007). Both monetary and

educational incentives are used by the Navy as officer retention tools.

However, if naval officers are not under an obligation associated with a bonus or
educational benefit, then they are at a constant port of exit, with the choice to leave or
stay constantly pending. During these critical decision points, external factors (i.e.,
civilian job opportunities) influence officers’ retention decisions. The structure of the
military’s hierarchy is designed to account for a reasonable loss of officers at early ports
of exit, since not all Ensigns can expect to achieve the rank of Admiral. Fairris (2004)
postulates that internal labor markets can positively influence retention behavior by
developing “long job ladders,” substantial pay growth within these ladders, and a
seniority system that reduces the politics involved in promotion (p. 592). The Navy has

inklings of these characteristics in its organizational structure.
2. Promotion

Another important characteristic of an internal labor market is that workers are

“home grown,” or promoted from within the organization (Rosen, 1992, p. 227). Due to
11



the lack of lateral entry, the Navy relies on its promotion system to fill its senior ranks.
SWOs are promoted through Lieutenant (O-3) based on qualifications, minimum time-in-
rank, and minimum time-in-service (Asch & Warner, 2001). For subsequent ranks,
centralized promotion boards decide officers’ fates (Asch & Warner, 2001). Rosen
(1992) suggests that the importance of the selection process increases with the level of
rank, since the levels of authority and responsibility also increase dramatically as an
officer is promoted through the ranks. The more senior the officer, the more valuable
that officer becomes to the Navy, due to increased human capital. Furthermore, superior
work effort and ability has a spillover effect, where subordinates are motivated to
increase productivity under the leadership of high performers (Asch & Warner, 2001).
This increase in total productivity for the organization makes high-quality officers even
more indispensable. Figure 1 is a graphical depiction of the inverse relationship between

the officer inventory size and the value of officers to the Navy at each rank.
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Officer Inventory Value of Officers

Figure 1.  Inverse Relationship between Officer Inventory and the Value of Officers to
the Navy

The Navy’s statutory officer promotion boards are held annually, and board
members select qualified officers for promotion based on the quality of their service
record. Service records contain fitness reports (annual officer job evaluations),

educational history, qualifications, subspecialty codes that reflect Navy-specific skill sets,
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a history of past assignments, Joint Professional Military Education (JPME), and personal
awards.  According to Asch and Warner’s (2001) interpretation of promotion
tournaments, individuals are evaluated on both ability and work effort. The Navy’s
promotion system considers both these characteristics, which are captured in service
records, when selecting officers for promotion. However, unobserved factors may also
contribute to promotion decisions. Promotion boards consider officers who are “fully
qualified” and then select those who are “best qualified” (Secretary of the Navy, 2007b,
p. B-1). According to the Secretary of the Navy (2007b), “fully qualified” officers are
able to perform the duties of the next higher pay grade, while “best qualified” status is

assigned to officers after being evaluated in the following four areas:
1. Proven and sustained performance
2. Education, personal, and professional development
3. Ability to meet statutory promotion objectives
4. Achievement of competency and skill requirements (pp. B1-B3).

Because of the hierarchical structure of the Navy, there are a limited number of
openings for senior-ranking officers, as dictated by DOPMA grade tables (Rostker et al.,
1993). Beginning with the rank of Lieutenant Commander (O-4), the Navy limits the
number of officers, within each officer community, who can be promoted to the next
rank. Based on this restriction, the promotion system acts as a contest (i.e., tournament),
in which officers compete with their peers for a limited number of promotion slots (Asch
& Warner, 2001). This competition creates an incentive for officers to increase their
work effort, which reduces individual shirking. The promotion rate also depends on the
cohort retention rate (Asch & Warner, 2001). As more officers retain, more officers who
are “fully qualified” compete during the next promotion cycle. This situation creates a
higher-quality cohort at the next rank, since the promotion board screens and selects only
the best candidates. Therefore, as fewer officers retain, the officer pool (both “fully” and
“best qualified”) considered by the promotion board is smaller. This problematic
circumstance forces the Navy to promote officers who may not have been “best

qualified” in a larger cohort.
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Additionally, the Navy’s promotion system contains an “up-or-out” clause (Asch
& Warner, 2001, p. 525). If naval officers (O-2 through O-4) fail to select for promotion
to the next rank after two annual promotion cycles, then they can be processed for
involuntary separation (Secretary of the Navy, 2005). According to SECNAVINST
1920.6C, even if they twice failed to select, most Lieutenant Commanders (O-4) are
generally given leeway to retain on active duty until retirement at 20 years of service
(Secretary of the Navy, 2005). Commanders (O-5) and Captains (O-6) have similar “up-
or-out” requirements, with the same twice-fail-to-select criteria and mandatory retirement
by 28 and 30 years, respectively (Secretary of the Navy, 2005). Asch and Warner (2001)
state that “by generating turnover, up-or-out rules and minimum performance standards
increase the promotion opportunities for others when some are forced to leave, which

increases retention of those who meet the standard” (p. 538).

Arguably, officers not promoted after two opportunities have lower ability and
lower productivity, as evidenced by their non-selection by two separate boards. The
performance standard increases with the level of rank, which, in turn, motivates “high-
taste” and “high-ability” officers to work harder (Asch & Warner, 2001, p. 538). Harder
work effort yields earlier promotions, which ensures that “high-taste” and “high-ability”
workers promote on time. This symbiotic relationship allows the Navy to get the “best
bang for its buck” in an all-volunteer force. All officers are persuaded to remain
productive, and only the “high-taste” and ‘“high-ability” officers promote to the most
senior positions. Therefore, in theory, Admirals should be the hardest working officers
with the highest ability among their initial accession cohorts. In reality, the politics of the
Navy’s promotion process become more prominent in both the mid-grade and upper-
echelon levels. Sometimes “who you know” or “visibility” can influence promotions as
much as actual, documented performance (Schwind & Laurence, 2006, p. S85). In
reference to Admirals, Schwind and Laurence (2006) argue that:

By the time an officer reaches the senior levels, the promotion process has

normally prevented substandard performers from attaining higher rank,

and thus, all performance evaluations at this level tend to be stellar. The

distinguishing factor among officers at this career point is visibility ...

[the] actual impact of performance lessens as an officer rises in seniority
and the visibility factor increases dramatically. (pp. S85-S86)
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3. Pay Structure

According to the Efficiency Wage Theory, employers in internal labor markets
use “efficiency wage strategies, where employers raise wages above competitive market
rates in order to promote productivity or deter shirking” (Doeringer, 1986, p. 48). For the
Navy, an officer’s pay is dictated by the military’s tiered basic pay table, in which pay
grade (rank) and time-in-serv