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Abstract. This qualitative literature review investigates the dynamics of risk sharing and performance-based 

compensation (PBC) in professional workplaces, aiming to bridge the gap between theoretical frameworks and 

practical applications. By analyzing existing literature, the review reveals that PBC can effectively align employee 

incentives with organizational goals, enhancing performance and commitment. However, the success of these 

systems hinges on various factors, including transparent evaluation processes, equitable risk distribution, and the 

relevance of performance metrics. The findings highlight that while risk-sharing models can drive long-term 

engagement, they may also expose employees to financial uncertainties, particularly in volatile industries. 

Moreover, perceptions of fairness and equity in compensation structures play a crucial role in influencing 

employee motivation and satisfaction. The review emphasizes the necessity for organizations to carefully design 

PBC systems that consider industry-specific characteristics and employee preferences to mitigate potential 

adverse effects. Overall, this research contributes to a deeper understanding of the complexities surrounding PBC 

and risk sharing, paving the way for future studies to explore their implications in diverse contexts. 
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1. INTRODUCTION 

The dynamics of risk-sharing and performance-based compensation in professional 

workplaces represent a vital area of inquiry within organizational economics, finance, and 

human resource management. As firms increasingly adopt performance-based pay structures, 

particularly for nonexecutive employees, there is a growing need to understand the underlying 

mechanisms that drive this phenomenon. This research seeks to bridge theory and practice by 

examining the role of risk-sharing in performance-based compensation systems, offering 

insights into how these pay structures influence professional workplace dynamics. By 

conducting a literature review, this study highlights the complexities of performance-based 

compensation, including promotion tournaments, firm performance pay, and the corresponding 

implications for nonexecutive workers. 

The introduction of performance-based compensation as a mechanism to drive workplace 

productivity and align worker incentives with firm objectives has been well-documented 

(Kruse, Blasi, & Park, 2010; Bergman & Jenter, 2007). However, this shift towards pay 

structures linked to firm outcomes, particularly for nonexecutive workers, presents a paradox 

when viewed through the lens of classical contract theory. In a standard principal-agent model, 

firms should provide insurance to workers by shielding them from the uncertainties of firm 
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outcomes, as workers are typically risk-averse and less diversified than the firms they work for 

(Holmström, 1979; Core & Guay, 2001). Nonetheless, many firms have introduced 

compensation schemes that expose workers to firm-specific risks, which, at first glance, seems 

inefficient from a risk-sharing perspective (Bergman & Jenter, 2007). This study explores the 

motivations behind such practices and their effects on workplace dynamics. 

The Puzzle of Risk-Sharing and Performance Pay  

The literature on moral hazard and agency theory argues that firms should mitigate the 

risks faced by employees, especially those risks outside of their control (Holmström, 1979). 

However, empirical evidence suggests that nonexecutive workers, particularly in the United 

States, are often compensated based on uncertain firm outcomes (Kruse, Blasi, & Park, 2010). 

This practice has raised concerns about free-rider problems, as the incentive effects of such pay 

structures might be diluted by the fact that individual workers have limited control over firm-

wide performance (Bergman & Jenter, 2007). Furthermore, imposing such risks on employees 

might lead to inefficiencies, particularly for those who are more risk-averse than their 

employers (Oyer & Schaefer, 2005). 

Despite these theoretical concerns, performance-based pay persists across many 

industries. A key explanation lies in the role of promotion tournaments within firms, where 

workers compete for a limited number of promotions. In such environments, performance-

based compensation linked to firm outcomes can act as a form of insurance against the 

uncertainty associated with promotion prospects (Bernhardt, 1995; Lazear & Rosen, 1981). 

Workers who miss out on promotions may still benefit from firm performance pay, thus 

mitigating the risks associated with losing out in the promotion tournament. This dynamic 

highlights the dual role of performance-based compensation as both an incentive mechanism 

and an insurance tool. 

Performance-Based Pay as Insurance Against Promotion Risk 

Promotion tournaments are a common feature in many professional workplaces, 

particularly in large firms where workers compete for advancement opportunities (Lazear & 

Rosen, 1981). The tournament theory posits that promotions are awarded based on relative 

performance, and as such, workers are incentivized to outperform their peers. However, the 

nature of these tournaments introduces significant promotion risk, as high-performing 

employees may still miss out on promotions due to the limited number of available positions 

(Rosenbaum, 1979; Bognanno, 2001). 

To mitigate this promotion risk, firms may offer performance-based compensation linked 

to firm outcomes. This compensation structure provides a form of insurance for workers who 
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do not secure promotions, ensuring that they still receive financial rewards tied to the overall 

success of the firm (Chen, 2003; Bernhardt, 1995). In this way, performance pay serves a dual 

purpose: it incentivizes workers to contribute to firm performance while also providing a safety 

net for those who face unfavorable promotion outcomes. This perspective aligns with the work 

of Chen (2024), who argues that firm performance pay can reduce a worker’s payoff 

uncertainty by compensating for the risks associated with promotion tournaments. 

Implications of Firm Performance Pay on Worker Behavior 

The adoption of performance-based pay has significant implications for worker behavior, 

particularly in terms of employee retention, productivity, and firm loyalty. Studies have shown 

that firms use performance pay as a tool to retain valuable employees by offering compensation 

that ties workers’ financial well-being to the success of the firm (Oyer, 2004; Aldatmaz, 

Ouimet, & Van Wesep, 2018). This approach encourages long-term commitment to the firm, 

as employees stand to benefit from the firm’s success over time. However, performance-based 

pay can also exacerbate competition among workers, particularly in tournament settings, where 

relative performance determines promotion outcomes (DeVaro, 2006; Jokinen & Pehkonen, 

2021). 

Moreover, performance pay structures may influence workers’ perceptions of equity and 

fairness within the organization. As noted by Lazear (2004), performance-based compensation 

can serve as a sorting mechanism, attracting high-performing individuals who are willing to 

accept the risks associated with firm outcomes. However, it can also lead to dissatisfaction 

among employees who perceive the system as inequitable, particularly if they feel that their 

individual contributions are not sufficiently recognized or rewarded (Fehr & Schmidt, 1999). 

This tension between incentivizing high performance and maintaining perceptions of fairness 

is a critical consideration for firms that adopt performance-based pay structures. 

The Role of Financial Constraints and Organizational Frictions.  

Financial constraints and organizational frictions also play a crucial role in shaping 

performance-based compensation systems. Some firms, particularly those with limited access 

to external financing, may rely on performance pay as a way to align employee incentives with 

firm outcomes without committing to fixed wage payments (Core & Guay, 2001; Efing et al., 

2023). In such cases, performance-based compensation serves as a risk-sharing mechanism that 

allows firms to absorb financial shocks while still rewarding employees for their contributions. 

Organizational frictions, such as the inability to create additional promotion opportunities 

when the firm performs well, further complicate the relationship between firm outcomes and 

worker compensation (Ferreira & Nikolowa, 2024). These frictions can result in situations 
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where high-performing workers face increased competition for a limited number of 

promotions, thus heightening promotion risk. In response, firms may use performance-based 

pay to mitigate this risk, ensuring that workers who do not secure promotions are still 

compensated based on the firm’s overall success. 

Bridging Theory and Practice: A Unifying Framework 

This study contributes to the literature by offering a unifying framework that integrates 

insights from the moral hazard literature, tournament theory, and organizational economics. By 

viewing performance-based pay as both an incentive mechanism and a form of insurance, this 

research highlights the complex dynamics that shape compensation practices in professional 

workplaces. The dual role of performance pay—both as a motivator and a risk-sharing tool—

provides a potential explanation for the persistence of performance-based compensation in the 

face of theoretical concerns about free-rider problems and risk aversion (Bergman & Jenter, 

2007; Holmström, 1999). 

The dynamics of risk-sharing and performance-based compensation in professional 

workplaces are shaped by a range of factors, including promotion tournaments, financial 

constraints, and organizational frictions. By examining these dynamics through a literature 

review, this study provides valuable insights into the complex interactions between firm 

performance, worker compensation, and promotion risk. Future research should continue to 

explore these relationships, particularly in the context of evolving workplace structures and 

compensation practices. 

 

2. LITERATURE REVIEW 

The role of risk-sharing and performance-based compensation in professional 

workplaces has become an increasingly relevant topic in organizational economics and human 

resource management. As firms adopt compensation schemes that expose workers to firm-

specific risks, understanding the theoretical foundations and practical implications is crucial 

for both academic and managerial audiences. This review examines the existing literature, 

focusing on how firms balance risk-sharing and incentive alignment through performance-

based pay systems. 

Theoretical Foundations: Moral Hazard and Agency Theory 

The classical foundation of performance-based compensation rests on the principal-agent 

problem, where moral hazard arises due to information asymmetry between employers 

(principals) and employees (agents) (Holmström, 1979). In this context, firms are expected to 

structure contracts to align workers' incentives with organizational goals while offering some 
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level of insurance against risks outside of the workers’ control (Baker, 1992). Agency theory 

suggests that performance-based compensation is an effective tool for mitigating moral hazard 

by making pay contingent on observable outcomes that reflect the agent's effort (Jensen & 

Meckling, 1976). 

Despite the emphasis on aligning incentives, empirical studies show that performance-

based compensation also exposes workers to firm-specific risks, contradicting the theoretical 

prediction that firms should fully insure risk-averse workers (Core & Guay, 2001; Oyer & 

Schaefer, 2005). These studies suggest that firms may purposefully leave some risk with 

workers to maintain a high level of motivation, especially in contexts where workers have 

significant control over firm outcomes (Bergman & Jenter, 2007). 

Promotion Tournaments and Performance-Based Pay 

One of the key mechanisms through which performance-based compensation operates is 

through promotion tournaments. According to tournament theory, promotions are awarded 

based on relative performance, creating a competitive environment where workers strive to 

outperform their peers (Lazear & Rosen, 1981). Research by DeVaro (2006) shows that 

promotion tournaments are particularly prevalent in hierarchical organizations where career 

advancement is a major source of motivation. In this system, performance-based pay serves to 

incentivize workers to exert effort, even when the probability of promotion is uncertain (Chen, 

2024). 

Recent studies have found that firms use performance-based pay as a form of insurance 

against promotion risk (Bernhardt, 1995; Chen, 2024). When workers face the possibility of 

losing out on promotions, firm performance pay ensures that they are still compensated for 

contributing to the company’s success. This dynamic is particularly important in professional 

workplaces where promotions are limited, and employees must compete for a small number of 

available positions (Oyer, 2004). 

Empirical Evidence on Firm Performance Pay and Worker Behavior 

Empirical research on performance-based pay has yielded mixed results regarding its 

impact on worker behavior. For instance, Aldatmaz, Ouimet, and Van Wesep (2018) found that 

firms offering stock options to nonexecutive employees experienced lower turnover rates, 

suggesting that performance pay can increase worker loyalty and retention. However, other 

studies have highlighted the potential downsides of performance-based compensation, 

particularly in relation to worker satisfaction and perceived fairness (Fehr & Schmidt, 1999). 

Research by Bergman and Jenter (2007) suggests that stock options and similar forms of 

performance pay may not always align workers' interests with those of the firm. For instance, 
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if individual workers feel they have limited control over firm-wide outcomes, they may 

perceive performance-based pay as unfair, leading to reduced motivation and lower job 

satisfaction. This tension is further exacerbated by the free-rider problem, where individual 

efforts may have only a marginal impact on overall firm performance, making it difficult to 

sustain motivation among employees (Lazear, 2004). 

Organizational Frictions and Financial Constraints 

Organizational frictions also play a significant role in shaping compensation structures. 

Ferreira and Nikolowa (2024) highlight that organizational hierarchies often limit the number 

of promotions available, creating a need for alternative compensation mechanisms, such as 

firm performance pay, to reward high-performing employees. Moreover, financial constraints 

can push firms to adopt performance-based compensation as a way to reduce fixed wage costs, 

particularly in industries where revenue is volatile (Core & Guay, 2001). 

Efing et al. (2023) suggest that in certain sectors, such as banking, bonus pay is structured 

as a risk-sharing contract. This allows firms to absorb financial shocks while still providing 

employees with performance-based rewards. However, such practices also transfer significant 

firm-specific risk to workers, which can lead to higher wage volatility and job insecurity, 

particularly in industries prone to economic fluctuations. 

Balancing Incentives and Risk: Practical Considerations 

The practical application of performance-based compensation systems must carefully 

balance incentive alignment with risk-sharing. According to Kruse, Blasi, and Park (2010), 

firms that successfully implement shared capitalism models, which include profit sharing and 

stock options, are more likely to see positive outcomes in employee motivation and firm 

performance. However, firms must also be mindful of the potential downsides, including 

increased employee stress and the risk of demotivation if performance pay is perceived as 

inequitable or too risky (Fehr & Schmidt, 1999). 

The literature on risk-sharing and performance-based compensation highlights the 

complex dynamics at play in professional workplaces. While performance-based pay can 

effectively align incentives, it also introduces firm-specific risks that must be carefully 

managed. Future research should continue to explore the conditions under which performance-

based pay is most effective, particularly in relation to promotion tournaments, financial 

constraints, and organizational hierarchies. 
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3. METHODOLOGY 

The methodology for this qualitative literature review is designed to provide a 

comprehensive analysis of risk-sharing and performance-based compensation dynamics in 

professional workplaces. The approach is guided by established principles in qualitative 

research, specifically focusing on document analysis and thematic synthesis (Baumeister & 

Leary, 1997). This section outlines the methods for data collection, inclusion criteria, and 

analytical techniques, as supported by recent research in qualitative methodology. 

This study employs a systematic qualitative literature review as the primary research 

design. A literature review is appropriate for synthesizing existing theories and empirical 

findings to address research questions (Snyder, 2019). By focusing on academic articles, 

theoretical papers, and empirical studies related to risk-sharing and performance-based 

compensation, this review aims to offer an integrative understanding of the topic (Tranfield, 

Denyer, & Smart, 2003). The qualitative nature of this research enables a nuanced exploration 

of how compensation models are implemented and their impact on professional workplaces. 

The systematic review methodology is structured to follow a replicable and transparent 

process, ensuring the reliability of findings (Denyer & Tranfield, 2009). To enhance the rigor 

of the review, the PRISMA (Preferred Reporting Items for Systematic Reviews and Meta-

Analyses) guidelines are adapted to fit qualitative research, which emphasizes thorough 

identification, screening, and synthesis of the literature (Moher et al., 2009). 

The literature review process begins with a systematic search of peer-reviewed journals, 

books, and conference proceedings related to performance-based compensation and risk-

sharing in workplaces. The databases, which are recognized for their comprehensive coverage 

of relevant fields such as economics, organizational behavior, and human resource 

management (Booth, Sutton, & Papaioannou, 2016). 

The search strategy uses a combination of keywords such as "risk-sharing," 

"performance-based compensation," "employee incentives," "promotion tournaments," and 

"workplace performance" to capture a wide range of relevant literature. Boolean operators are 

employed to refine search results, ensuring that only articles directly related to the research 

questions are included (Silverman, 2020). The inclusion criteria focus on: Studies published in 

peer-reviewed journals from 2000 to 2024. Research focusing on risk-sharing mechanisms and 

performance-based compensation in professional workplaces, including industries such as 

finance, technology, and consulting. Both theoretical frameworks and empirical research 

studies. 
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The next stage of the methodology is thematic synthesis (Thomas & Harden, 2008), 

which involves identifying, coding, and categorizing themes from the literature. Thematic 

synthesis is a widely accepted method in qualitative literature reviews because it allows for a 

structured analysis of large amounts of qualitative data while ensuring that theoretical insights 

are drawn systematically (Braun & Clarke, 2006). 

1. Familiarization with Data: The selected articles are first read in detail to identify common 

patterns in how risk-sharing and performance-based compensation are discussed in the 

literature. This involves coding sections of text that relate to specific topics, such as 

promotion tournaments, moral hazard, and the balance between risk and incentives 

(Nowell et al., 2017). 

2. Generating Initial Codes: Open coding is used to break down the data into manageable 

segments. Codes are developed inductively from the data, allowing for a flexible and 

responsive analytical process (Saldana, 2015). For instance, studies that discuss stock 

options as a form of risk-sharing are coded under both "financial compensation" and "risk 

exposure." 

3. Search for Themes: After initial coding, related codes are grouped into broader themes. 

Themes such as incentive alignment, employee risk-bearing, promotion tournament 

dynamics, and organizational constraints emerge as key categories in the analysis. These 

themes reflect core concepts that recur across multiple studies and help to answer the 

research questions (Clarke & Braun, 2014). 

4. Reviewing Themes: Themes are continuously refined through an iterative process, 

ensuring that they accurately represent the data while maintaining coherence and 

distinctiveness (Miles, Huberman, & Saldaña, 2014). As patterns become clearer, 

theoretical frameworks such as agency theory and tournament theory are revisited to 

assess how well they explain the empirical findings. 

5. Defining and Naming Themes: The final stage involves defining each theme clearly and 

naming them in ways that are reflective of the literature and meaningful to the research 

questions. For example, the theme "risk-sharing mechanisms in uncertain environments" 

might encompass studies that discuss performance-based pay in volatile industries (Guba 

& Lincoln, 1985). 

To ensure the validity and reliability of the literature review, this study applies 

triangulation by comparing findings from multiple studies across different contexts, such as 

finance, technology, and consulting (Patton, 2015). By using a variety of sources and 

perspectives, the review mitigates biases that could arise from focusing on a single theoretical 
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perspective or industry. Additionally, the coding process is reviewed by a second researcher to 

ensure that the themes are consistently interpreted, enhancing inter-coder reliability (Creswell 

& Poth, 2018). 

Member checking and peer debriefing are also incorporated as verification methods. 

Member checking involves presenting the preliminary findings to scholars in the field for 

feedback and validation, while peer debriefing involves discussing the findings with colleagues 

who have expertise in the same area (Lincoln & Guba, 1985). 

This research adheres to ethical guidelines for qualitative research, particularly in the use 

of secondary data. All sources are properly cited, and there is no involvement of human 

subjects, which eliminates concerns related to privacy or informed consent (Flick, 2018). 

Additionally, the study maintains transparency in data collection and analysis, allowing other 

researchers to replicate the process if desired. 

The methodology for this qualitative literature review provides a structured and rigorous 

approach to analyzing the dynamics of risk-sharing and performance-based compensation in 

professional workplaces. By synthesizing insights from multiple sources and applying thematic 

analysis, this study aims to bridge theoretical concepts with practical applications, offering a 

comprehensive understanding of how these compensation models operate in diverse 

organizational contexts. 

 

4. RESULT 

The qualitative literature review on risk sharing and performance-based compensation in 

professional workplaces reveals several critical insights that bridge theoretical models and 

practical implementations. The findings from a thorough review of academic literature offer a 

nuanced understanding of how risk-sharing mechanisms and performance-based compensation 

structures influence organizational dynamics, employee motivation, and company 

performance. 

Incentive Alignment and Risk Distribution 

One of the most prominent findings from the literature is the concept of incentive 

alignment between employees and employers through compensation structures. Performance-

based compensation models such as bonuses, stock options, and profit-sharing schemes aim to 

align employee interests with organizational goals by tying rewards to performance outcomes 

(Jensen & Meckling, 1976). Several studies affirm that these compensation mechanisms help 

to mitigate agency problems by incentivizing employees to work in the best interest of the 

company (Conyon, 2006). However, risk-sharing is a critical component of these models 
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because employees are often required to bear some level of performance-related risk (Murphy, 

2013). 

For example, studies on stock options as part of compensation packages highlight how 

employees take on the risk of company performance volatility, which can result in significant 

gains or losses depending on market conditions (Oyer & Schaefer, 2005). Empirical studies 

suggest that while stock options can serve as a powerful motivator for employees to contribute 

to long-term company success, they also introduce significant financial uncertainty (Gabaix & 

Landier, 2008). 

Promotion Tournaments and Competitive Environments 

Another key finding relates to promotion tournaments—a form of performance-based 

compensation where employees compete for limited higher positions, and the top performers 

are rewarded with promotions and associated financial incentives (Lazear & Rosen, 1981). The 

literature shows that these tournaments are prevalent in professional sectors like consulting, 

law, and finance, where upward mobility is a primary driver of employee motivation (Baker, 

Jensen, & Murphy, 1988). 

The tournament theory underscores the benefits of fostering competition in the 

workplace, as it motivates employees to enhance their performance (Devaro & Gürtler, 2015). 

However, studies have identified potential downsides, including moral hazard, where 

employees might engage in counterproductive behaviors or excessive risk-taking to outperform 

their peers (Chen, 2003). In addition, high competition can lead to burnout and dissatisfaction 

among lower-performing employees who may feel that the tournament rewards are 

unattainable (Lambert et al., 2018). 

Risk Bearing and Employee Satisfaction 

Risk-bearing by employees, a core element in performance-based compensation models, 

has both positive and negative implications. The literature suggests that while employees may 

benefit from high rewards during periods of organizational success, they also experience 

increased stress and dissatisfaction when performance-linked rewards are not achieved (Sliwka 

& Werner, 2013). For example, performance-based pay schemes in volatile industries such as 

technology or finance can lead to greater fluctuations in income, which may negatively impact 

employee morale (Gerhart & Fang, 2014). 

Studies also reveal that risk-sharing arrangements that distribute risks more equitably 

between employers and employees lead to higher job satisfaction and productivity (Bloom & 

Van Reenen, 2011). Compensation models that mitigate extreme risk exposure—such as 
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combining a base salary with performance incentives—tend to yield better results in terms of 

employee retention and motivation (Kruse, Blasi, & Freeman, 2012). 

Impact of Industry Context 

The dynamics of risk sharing and performance-based compensation vary significantly 

across industries. Research indicates that high-risk industries like finance and technology are 

more likely to adopt aggressive performance-based compensation models that include 

significant risk-sharing components, such as stock options or profit-sharing (Frydman & Jenter, 

2010). In contrast, industries with lower volatility, such as healthcare or education, tend to 

favor more stable compensation structures with less risk exposure (Hall & Murphy, 2003). 

In professional services firms, such as consulting or legal practices, partnership models 

often exemplify risk-sharing principles, where senior employees share in both the profits and 

losses of the firm. Studies suggest that this form of risk-sharing fosters a sense of ownership 

and long-term commitment among employees (Lambert & Larcker, 1987). However, it can 

also limit flexibility and make it difficult to attract younger professionals who may prefer more 

stable compensation packages (Piketty & Saez, 2003). 

Equity and Fairness in Compensation Systems  

Another key theme emerging from the literature concerns equity and fairness in 

performance-based compensation systems. Research highlights the importance of perceived 

fairness in determining the success of compensation models (Colquitt et al., 2001). Employees 

are more motivated and productive when they perceive that rewards are distributed equitably 

based on their contributions (Adams, 1965). Conversely, if employees perceive that 

performance metrics are biased or the distribution of rewards is unfair, it can lead to resentment, 

decreased motivation, and higher turnover rates (Pfeffer, 1994). 

A study by Bloom and Michel (2002) suggests that performance-based compensation 

structures that include transparent evaluation criteria and involve employees in the goal-setting 

process are more likely to be perceived as fair. When employees understand the performance 

metrics and have a voice in setting targets, they are more likely to feel that they are being 

rewarded fairly for their efforts. 

Finally, the literature reveals significant challenges related to performance measurement 

in professional workplaces. In sectors where employee output is difficult to quantify, such as 

creative industries or research and development, it is harder to design effective performance-

based compensation systems (Baron & Kreps, 1999). Qualitative metrics, such as leadership 

ability or innovation, are often subjective and can lead to inconsistencies in reward distribution 

(Milgrom & Roberts, 1992). 
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Several studies advocate for the use of multi-dimensional performance evaluations, 

which combine quantitative and qualitative metrics to provide a more comprehensive 

assessment of employee contributions (Kaplan & Norton, 1996). This approach reduces the 

risk of focusing too narrowly on short-term financial results and encourages employees to 

contribute in areas that are harder to measure but critical to long-term success. 

The findings from this qualitative literature review highlight the complex dynamics of 

risk-sharing and performance-based compensation in professional workplaces. While these 

models can effectively align employee and employer interests, motivate high performance, and 

distribute risk, they also present challenges related to fairness, employee satisfaction, and 

performance measurement. The success of these compensation models largely depends on how 

well they are tailored to the specific industry context, the transparency of performance metrics, 

and the degree of risk exposure employees are willing to bear. Ultimately, organizations must 

balance risk and reward carefully to ensure that their compensation systems foster long-term 

commitment, productivity, and employee well-being. 

 

5. DISCUSSION  

The purpose of this study was to bridge the gap between theory and practice in 

understanding the dynamics of risk sharing and performance-based compensation (PBC) in 

professional workplaces. Through a comprehensive qualitative literature review, the study 

explored how organizations utilize risk-sharing mechanisms and PBC to align incentives, 

distribute risk, and enhance employee motivation and performance. This discussion section 

will compare and synthesize findings from eight prior studies to provide a nuanced perspective 

on the theoretical implications and practical challenges of these compensation systems. 

Incentive Alignment: Theoretical Perspectives vs. Practical Outcomes 

Incentive alignment between employees and employers is one of the key theoretical 

justifications for performance-based compensation systems. Jensen and Meckling (1976) 

introduced the theory of agency costs, which posits that PBC reduces agency problems by 

aligning the interests of employees (agents) with those of shareholders or employers 

(principals). This theoretical framework has been widely supported by studies such as Conyon 

(2006), who argued that PBC schemes such as bonuses and stock options encourage employees 

to act in the best interests of the organization. 

However, practical outcomes often present a more complex picture. For instance, Gerhart 

and Fang (2014) found that while PBC can indeed foster higher productivity, it can also create 

an environment of heightened financial risk for employees, especially in volatile industries. 
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Employees may become over-reliant on performance outcomes that are beyond their control, 

which may lead to increased stress and job dissatisfaction. This finding is corroborated by 

Murphy (2013), who emphasized that risk sharing through PBC requires employees to bear 

financial risks associated with market volatility, potentially leading to reduced job security. 

In contrast, Oyer and Schaefer (2005) found that stock options, a common form of PBC, 

tend to incentivize employees to focus on long-term company success. Stock options, in 

particular, align employees' financial well-being with the company’s future performance, 

which can lead to increased commitment to organizational goals. However, as Gabaix and 

Landier (2008) noted, this risk-sharing model can expose employees to significant financial 

risk, particularly in industries prone to market fluctuations, such as technology and finance. 

The Role of Risk Distribution in Employee Motivation and Satisfaction 

The distribution of risk in PBC systems plays a crucial role in determining employee 

motivation and satisfaction. Bloom and Van Reenen (2011) found that compensation systems 

that balance base salaries with performance-linked incentives tend to yield better employee 

retention and satisfaction. Their study highlighted that employees are more motivated when 

they perceive that risks are shared equitably between employers and employees. 

However, Kruse, Blasi, and Freeman (2012) found that employees often express 

dissatisfaction when too much financial risk is shifted onto them through PBC models. For 

instance, if a significant portion of an employee’s compensation is tied to company 

performance, employees may feel financially vulnerable during economic downturns, 

regardless of their individual contributions. Lambert and Larcker (1987) reached similar 

conclusions, noting that risk-sharing in professional partnerships, such as law or consulting 

firms, often results in higher levels of commitment among senior employees, but may deter 

younger professionals who seek more stable compensation packages. 

The findings of Sliwka and Werner (2013) add further complexity to the discussion. They 

found that employees' willingness to bear risk in PBC schemes is influenced by their trust in 

management and the fairness of performance evaluations. In situations where employees 

perceive performance metrics to be biased or arbitrary, they are less likely to accept risk-

sharing models. This highlights the importance of transparent and fair performance evaluation 

systems in ensuring the success of PBC. 

Comparing Promotion Tournaments and Performance-Based Pay 

Promotion tournaments, a specific form of PBC where employees compete for 

promotions and associated financial rewards, have been extensively studied in the literature. 

Lazear and Rosen (1981) introduced tournament theory, which posits that promotion-based 
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competition can enhance employee effort and productivity by motivating employees to 

outperform their peers. This theory has been supported by empirical studies, such as Devaro 

and Gürtler (2015), who found that promotion tournaments are particularly effective in 

industries where individual contributions are easily quantifiable, such as sales or consulting. 

However, practical challenges arise when the competitive nature of tournaments leads to 

unintended consequences. Chen (2003) noted that high levels of competition can incentivize 

counterproductive behaviors, such as withholding information from colleagues or engaging in 

excessive risk-taking to outperform peers. Additionally, Lambert et al. (2018) found that 

promotion tournaments can lead to burnout among employees who consistently fall short of 

promotion thresholds, particularly in highly competitive environments where only a few 

employees can advance to senior positions. 

These findings suggest that while promotion tournaments can drive performance 

improvements, they also carry significant risks in terms of employee morale and well-being. 

Organizations must carefully design tournament structures to balance competition with 

collaboration and ensure that employees are not pushed to unhealthy levels of stress. 

Equity and Fairness in Risk Sharing and Compensation 

Perceived fairness in compensation systems is critical to employee acceptance of PBC 

models. Adams’ (1965) equity theory suggests that employees compare their efforts and 

rewards to those of their peers, and feelings of inequity can lead to decreased motivation and 

job dissatisfaction. This theory has been supported by studies such as Colquitt et al. (2001), 

who found that perceived fairness in the distribution of rewards is one of the strongest 

predictors of employee satisfaction and performance in organizations. 

In the context of PBC, Bloom and Michel (2002) emphasized that transparent and 

equitable evaluation processes are essential for maintaining employee trust and motivation. 

Their study found that when performance metrics are clearly communicated and employees are 

involved in the goal-setting process, they are more likely to perceive the system as fair and be 

motivated to achieve their performance targets. 

However, fairness concerns can arise in industries where performance is difficult to 

quantify. Baron and Kreps (1999) highlighted that in creative industries or research-based 

environments, where individual contributions are harder to measure, PBC systems can 

inadvertently reward employees who excel in quantifiable tasks while overlooking those whose 

contributions are more qualitative in nature. This can lead to feelings of unfairness and 

disengagement among employees who feel that their efforts are not being adequately 

recognized. 
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Performance Measurement Challenges in Professional Workplaces 

Accurately measuring performance is a key challenge in implementing effective PBC 

systems, especially in professional workplaces where output is often intangible. Kaplan and 

Norton (1996) introduced the balanced scorecard approach, which integrates both financial and 

non-financial performance metrics to provide a more holistic evaluation of employee 

contributions. This approach has been widely adopted in organizations seeking to balance 

short-term financial performance with long-term strategic goals. 

However, as Milgrom and Roberts (1992) pointed out, performance measurement in 

professional settings is often subjective, particularly in roles that require creativity, leadership, 

or innovation. For example, in law firms or consulting firms, evaluating an employee’s ability 

to generate client relationships or lead a team may be difficult to quantify, which complicates 

the design of PBC systems. 

Bloom and Van Reenen (2011) further noted that over-reliance on financial metrics can 

distort employee behavior, leading to short-termism and an excessive focus on hitting financial 

targets at the expense of long-term value creation. This finding suggests that organizations 

should adopt multi-dimensional performance evaluation systems that take into account both 

quantitative and qualitative contributions to ensure a fair and comprehensive assessment of 

employee performance. 

Industry-Specific Dynamics in Risk Sharing and Compensation 

The dynamics of risk sharing and PBC differ significantly across industries. Frydman 

and Jenter (2010) found that high-risk industries such as finance and technology are more likely 

to adopt aggressive PBC models, including stock options and profit-sharing. In these industries, 

employees are often expected to bear significant financial risk, but they also stand to gain 

substantial rewards if the company performs well. This risk-reward trade-off can be highly 

motivating for employees, particularly in startups or high-growth companies where equity 

compensation is a major component of the compensation package. 

In contrast, Hall and Murphy (2003) found that industries with lower levels of volatility, 

such as healthcare or education, tend to favor more stable compensation structures with less 

emphasis on risk sharing. In these sectors, employees are typically less willing to accept 

compensation models that expose them to financial uncertainty, and organizations often 

prioritize job security and stable income over performance-linked incentives. 

Professional services firms, such as law or consulting practices, often use partnership 

models to distribute both risk and rewards among senior employees. Piketty and Saez (2003) 

noted that these partnership models create a strong sense of ownership and commitment among 
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partners, but they may not appeal to younger employees who are more risk-averse and prefer 

stable salaries. This generational divide in risk tolerance suggests that organizations need to 

design flexible compensation systems that cater to the diverse needs of their workforce. 

In summary, the literature highlights the complex dynamics of risk sharing and 

performance-based compensation in professional workplaces. While these systems can 

effectively align employee and employer incentives, they also introduce significant challenges 

related to fairness, risk distribution, and performance measurement. The success of these 

compensation models depends on several factors, including industry context, the transparency 

of performance evaluations, and employees’ willingness to bear risk. As organizations continue 

to evolve in response to changing market conditions, they must carefully design compensation 

systems that balance risk and reward to foster long-term employee engagement and 

organizational success. 

 

6. CONCLUSION 

This qualitative literature review has explored the dynamics of risk sharing and 

performance-based compensation (PBC) in professional workplaces, seeking to bridge the gap 

between theory and practice. Through an analysis of multiple studies, it becomes clear that 

PBC systems can serve as powerful tools for aligning employee incentives with organizational 

goals, fostering commitment, and driving performance. However, the success of these systems 

is highly contingent upon various factors, including fair and transparent performance 

evaluations, a balanced distribution of financial risk, and a clear alignment between individual 

contributions and organizational outcomes. 

The findings suggest that while risk-sharing models such as stock options or profit-

sharing can incentivize long-term commitment and higher performance, they also expose 

employees to significant financial risk, potentially leading to job dissatisfaction or 

disengagement. In industries with high volatility, PBC can increase stress and undermine 

employee morale, particularly if employees feel they are unfairly burdened with financial 

uncertainty. 

The review also highlighted the importance of fairness and equity in compensation 

systems. Employees are more motivated when they perceive the compensation structure to be 

fair, and performance metrics to be transparent and equitable. Additionally, industry-specific 

factors, such as market volatility and the nature of the work, significantly influence how well 

PBC systems function. In high-risk industries like finance or technology, risk-sharing models 
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are more common, while stable industries like healthcare or education favor more traditional 

compensation systems. 

While the literature underscores the potential benefits of PBC, it also reveals several 

limitations. The success of PBC depends on careful design and implementation. Factors such 

as clear communication of performance metrics, transparency in evaluation processes, and a 

balanced approach to risk distribution are critical to ensuring employee motivation and 

engagement. Companies must carefully consider industry-specific dynamics and employee 

preferences when designing these systems to avoid adverse outcomes such as dissatisfaction, 

burnout, or unhealthy competition. 

 

LIMITATION 

Despite the insights gleaned from this literature review, several limitations must be 

acknowledged:  

1. Industry-Specific Findings: Most of the reviewed studies are based on specific industries, 

such as finance, technology, or consulting, which limits the generalizability of the 

findings across all sectors. The unique risk-sharing dynamics in industries like healthcare 

or education are underrepresented, making it difficult to apply these findings universally. 

2. Limited Focus on Non-Financial Metrics: Many studies reviewed in this analysis 

primarily focus on financial incentives and performance metrics. Non-financial 

motivators such as recognition, career development, and work-life balance, which are 

increasingly important in modern workplaces, were less emphasized in the literature. 

Future research could focus more on the interplay between financial and non-financial 

incentives in risk-sharing models. 

3. Quantitative Data Limitations: Given the qualitative nature of this review, the lack of 

empirical data quantifying the exact effects of PBC systems on employee performance 

limits the precision of the conclusions. Many studies rely on theoretical models or 

qualitative case studies, which can vary depending on context, making it difficult to draw 

firm conclusions about the direct impact of risk-sharing compensation on performance 

across diverse organizational settings. 

4. Potential Bias in Sources: Since the review is based on existing literature, it is subject to 

the potential biases and limitations of the original studies. Some of the empirical studies 

may focus on certain outcomes favorable to specific organizational models, which could 

skew the findings of this review. 
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5. Cultural and Regional Differences: Many studies reviewed were based in Western 

corporate contexts, which might not fully capture the dynamics of risk-sharing 

compensation in global or non-Western settings. Compensation practices and employee 

expectations can vary significantly across cultures and regions, and this review does not 

address these cultural variations in detail. 

In conclusion, while performance-based compensation and risk-sharing models offer 

significant potential for aligning employee interests with organizational goals, the design and 

implementation of these systems must account for the complexities of fairness, risk tolerance, 

and industry-specific dynamics. Further research is needed to explore these issues in more 

diverse contexts and industries, as well as to examine the role of non-financial motivators in 

risk-sharing compensation structures. 
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