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If higher pay is profitable, why is it so rare?
Modeling competing strategies in mass market services

Hazhir Rahmandad, MIT Zeynep Ton, MIT
hazhir@mit.edu zton@mit.edu
ABSTRACT

Several case studies suggest that firms targeting mass-market services can align profitability with jobs
offering a living wage, stable schedules, and engaging work. Yet few do. To understand this puzzle, we
draw on theories of firms as systems of interdependent choices. Building on a few cases, we map the
processes connecting managerial choice to performance and formalize the resulting performance
landscape. In a strategy space defined by two dimensions—task richness and compensation—two local
profitability peaks emerge: one with low compensation and low task richness and one with high
compensation and high task richness. The bimodal landscape results from complementarity among
choices and is robust when the strategy space is expanded from two to six dimensions and under many
alternative parameterizations. Exploring how firms discover, move to, and remain at the high-
compensation—high-task-richness peak, we find three challenges to this strategy: (a) contextuality—
adoption, imitation, and replication is harder for strategies that rely on interdependences among
components and thus require significant customization for each context; (b) temporal complexity—
strategies depending on long-term and synergistic investments and slow-moving reinforcing feedbacks
are hard to learn, due to misleading performance feedback; and (c) variable demand with no inventory
buffers—efforts to adjust labor supply to highly variable demand in services often lead to unstable
schedules given with short notice that drive quality employees away and compromises the strategy. These
mechanisms can undermine promising strategies even if the actual performance landscape includes a
small number of local peaks.
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INTRODUCTION

From behavioral theories of management (McGregor 1960) to studies of human resource practices
(Kochan and Osterman 1994) in manufacturing (Ichniowski et al. 1997), call centers (Batt 1999), airlines
(Bamber et al. 2009), express delivery (Ling et al. 2009), and health services (Mayfield 2010),
management scholars have shown that different labor strategies can coexist in a market. Some companies
choose to invest heavily in their employees and maximize employee involvement (e.g., paying them more
than industry average and providing an engaging work environment) while others do not prioritize
employee involvement. When the heterogeneity in strategies is not explained by distinct positioning
choices (Porter 1996), why are employee involvement strategies so rare? That’s the question we seek to
answer in the context of mass market services in the United States. In answering that question, we
contribute to theories of firms as interdependent choices and the adoption and maintenance of
heterogeneous strategies more broadly.

Mass market services—including retail, leisure, and healthcare and social services—account for over
30% of US employment (when including retail, leisure, and healthcare and social services. Bureau of
Labor Statistics 2017a). Most firms in these industries minimize labor costs with (a) low wages—median
hourly wages are $9-12 (Bureau of Labor Statistics 2017b), (b) poor benefits (Carre et al. 2010), (c)
routinized low-skill tasks (Appelbaum and Schmitt 2009), and (d) unstable scheduling based on short-
term demand predictions with the possibility of last-minute adjustments (Lambert 2008). We call this
strategy bundle Cost Minimization (CMin).

However, case studies in companies such as QuikTrip (a US chain of over 750 convenience
stores), Costco (a warehouse club with over $126 billion in sales), Mercadona (Spain’s largest
supermarket chain), and Trader Joe’s (a US supermarket chain) suggest that an employee involvement
strategy can be not only profitable but even profit-maximizing in mass market services (Ager and Roberto
2013; Ton 2014; Ton and Harrow 2010). Compared to their competitors, these companies offer higher
wages (e.g., average hourly wages at U.S. Costco warehouses were slightly over $23 in 2019), more
predictable schedules (e.g., Mercadona provides work schedules a month in advance), and substantial
growth opportunities (e.g., all store managers at QuikTrip are promoted from within). In return, they not
only have benefited from turnover rates as low as 10% of the industry average but also have regularly

outperformed industry benchmarks in productivity, customer satisfaction, and—in some cases—



profitability. These studies highlight an alternative strategy bundle consisting of (a) operational choices
that increase frontline employees’ productivity, contribution, and involvement in continuous improvement
and (b) short- and long-term investment in employee skills and motivation such as more training, higher
wages, and stable work schedules. We call this strategy bundle Involvement Maximization (IMax).

If the IMax strategy can be profitable for firms targeting a mass market, why do most choose the
CMin strategy (Appelbaum and Schmitt 2009; Carre et al. 2010)? Building on theories of firms as
systems of interdependent choices (Fleming 2001; Levinthal 1997; Siggelkow 2011), we address this
question in two steps. First, using case study data, we follow the pioneering work of Siggelkow
(Siggelkow 2001, 2002a) by mapping the interaction patterns among service firms’ strategy components.
We then use system dynamics (Sterman 2000; Torres 2019) to quantitatively model the mapping from
strategies to expected performance (i.e., the performance landscape) for a price-taking firmin a
competitive mass market.

We find a bimodal landscape, with two local peaks with comparable heights and basins of
attraction. These local peaks correspond to IMax and CMin, providing an explanation for the observed
strategy variation that is distinct from strategy variation—such as cost leadership versus differentiation—
attributable to positioning (Porter 1996). Our empirically motivated model corroborates the theoretical
explanations of firm heterogeneity based on ruggedness of performance landscapes (Levinthal 1997).
However, contrary to more abstract NK models, we do not find evidence for a plethora of local peaks or
for a small basin of attraction for IMax that could deter firms from adopting this strategy. Instead, we put
forward three new explanations for its low adoption.

First, IMax suffers from what we call contextuality (Porter and Siggelkow 2008), as it requires
getting several things right for the context at hand. Consider two locally dominant strategies (local peaks)
with comparable performance, only one of which (IMax) includes reinforcing feedbacks that make it
sensitive to market specifics. IMax would then be less valuable as an imitation target and would require
customization by each new adoptee, reducing its overall frequency. Second, firms adapt through feedback
on the outcomes of exploratory moves. Prior models have largely assumed unbiased feedback on the
outcomes of exploratory moves. However, short- and long-term impacts of such explorations often differ,
creating temporal complexity in adaptation. For example, boosting compensation to attract and retain
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on synergies present in IMax but not in CMin. Those synergies accumulate slowly and may not be fully
accounted for in managerial calculus. Third, given lack of inventory buffers in services, companies often
respond to highly variable demand by adjusting their labor supply to customer traffic in short increments.
This causes unstable schedules, which then hurt strategies that depend on quality employees. However,
investments in organizational capabilities could be used as a buffer in the face of demand variability,
reducing the need for unstable schedules and restoring IMax.

Beyond refining our understanding of competing strategies in mass market services, these results
inform the theory of firms as interdependent choices and our broader understanding of the adoption and
maintenance of heterogeneous strategies. In the next section we position our work within this literature
before discussing our methods, model, and results.

Theoretical views on the coexistence of strategies
To understand differences in organizational strategies, it is conceptually helpful to distinguish
heterogeneity due to market positioning from heterogeneity among firms targeting the same market
segment (Adner et al. 2014; Siggelkow 2001). Our focus is on the latter. There are two competing
theoretical views on strategies targeting the same segment. The classical view, rooted in the economics
literature, holds that a firm’s performance landscape—the mapping from its managerial choices to its
performance—is often convex with a single peak (Mas-Colell et al. 1995). Finding the best strategy for
maximizing profits is thus feasible—even easy. Therefore any heterogeneity in strategies should be
attributed to firms targeting different market segments, or delays inherent in firms’ identifying and
transitioning to the optimal strategy. The alternative view, recognizing interdependence among
organizational choices (Fleming 2001; Levinthal 1997; Siggelkow 2011), has formalized rugged
performance landscapes (NK models), with many locally dominant strategies® (Levinthal 1997). Because
the global best strategy is then hard to find, adopt, or imitate (Rivkin 2000, 2001), local adaptation guides
the evolution of organizational strategies, leading firms to settle on multiple local peaks.

While models of firms as interdependent choices often do not explicitly separate positioning from
performance within a market segment (for an exception, see (Adner et al. 2014)), their account of

heterogeneity is independent of positioning and applies to firms targeting the same segment. They also
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explain the relative frequency of each strategy based on the size of its basin of attraction—the region of
strategy space from which local adaptation leads to that particular peak.

The large gap between the two views has persisted as theorists have assumed concave or rugged
landscapes and explored the implications of optimal choice or local adaptation in these hypothesized
topologies. Modeling performance landscapes based on actual interactions among organizational choices
can bridge these views, but progress on this front has been limited (Baumann et al. 2019; Porter and
Siggelkow 2008). There are a few rich descriptions of such interactions (Siggelkow 2001, 2002a) and the
resulting challenges in adopting different strategies—for example, in the auto industry (Pil and MacDuffie
1996)—»but none have been quantified. So it is not known if, in practice, it is ruggedness that explains
divergent strategies targeting the same segment and whether other explanations are relevant. We tackle
these open questions by grounding quantitative models of strategy adoption in the context of mass market
services, a promising setting for a few reasons. First, the gap between IMax and CMin is large and hard to
explain away based on unobserved heterogeneities among firms targeting the same market. Second,
investments in service capabilities and employee quality, common in this sector, are at the heart of the
tradeoffs managers face in adopting strategies in a wide range of settings and can therefore reveal
dynamics of more general interest. Finally, a deeper understanding of competing strategies in this large

and growing sector is of broad practical interest even beyond its contributions to organization theory.

METHODS

We seek to (1) identify various interactions among strategic choices in mass market services, (2)
guantitatively model the resulting performance landscape, and (3) investigate the factors influencing the
adoption of alternative strategies. We follow a tradition of constructing simulation models grounded in
case study data to formalize qualitative theories of the phenomenon under investigation (e.g., Repenning
2002; Sastry 1997). Case studies (a) allow us to identify relevant relationships and set plausible ranges for
various effects, (b) offer concrete examples to enhance external validity, and (c) identify the boundary
conditions for the formal model. Using the model, we quantify different strategies (e.g., IMax and CMin),
trace the dynamics resulting from strategic change, and assess the contingency of results on various
factors. We intend our model to reflect regularities that apply beyond the (mostly) retail context of our
cases. Nevertheless, lacking quantitative estimation and comprehensive coverage of all mass market

services, our approach remains limited in generalizability and should be seen as theory building rather



than testing. Moreover, reporting results from two methods in a limited space, we are bound to make
tradeoffs in the depth of our treatment. Here, we opt for a shorter presentation of the qualitative data and
cases to accommodate the simulation model and its results.

Our case studies were conducted over a span of 19 years; the overarching goal was to understand
retail store operations in detail. We observed CMin strategy at Borders Group, The Home Depot, and
Metro and IMax strategy at Mercadona and QuikTrip. Mud Bay, a chain of pet stores in the Northwest
transitioned from CMin to IMax, as did Quest Diagnostics in its call centers. A few retailers—The
Container Store, Zara, and Market Basket—displayed certain aspects of the IMax strategy. Data
collection across cases was not uniform, but commonly included extended visits, interviews with
stakeholders at different levels, and archival data. Through these cases, we identified the processes by
which various organizational features jointly create value for customers, employees, and shareholders.
We also interviewed employees at different levels (from executives to frontline workers) at Costco,
another IMax retailer; Walmart, which is interested in transitioning from CMin to IMax; and several
CMin retailers. Details on these companies are reported elsewhere (Ton 2014; 2017) and references
therein); here, we offer relevant examples to motivate the model and discuss our findings.

Our purpose required trading off the elegance of a stylized model focused on a single theoretical
mechanism against capturing the richness of interactions revealed from case data and relevant for
understanding the empirical context. Our model captures managerial choices and interactions required for
building a realistic performance landscape, uses intuitive constructs that ground the model in the relevant
region of parameter space, and captures transition dynamics we found critical to understanding the
adoption of various strategies. Nevertheless, we make no claim of completeness. Given our case data, we
focus on specific human resource and operations choices and exclude factors such as labor supply
constraints, marketing strategy, and outsourcing. To avoid conflating our arguments with positioning
considerations, we focus on price-taking firms, assume homogeneous customers, and exclude quality
differences or cumulative historical advantages (e.g., due to past performance).

We followed a layered model-validation approach (Forrester and Senge 1980; Homer 2019). Face
validity and robustness in extremes was tested for each formulation in isolation. System-level robustness
to extreme inputs, such as sudden removal of employees, was examined in another set of tests. Given the

generic model, calibration to a single case was not pursued, but we tested for qualitative correspondence



of the model outputs with empirically observed trajectories. The model being generic, reported numerical

results are only illustrative and should not be interpreted as empirically reliable.

A SIMPLE MODEL OF SERVICE OPERATIONS

Our model should simulate a service firm’s performance for different combinations of managerial
choices by formalizing interdependences among those choices. In contrast to prior theoretical models, we
do not start with a given set of choice interdependences; rather, we let those interdependences emerge
from observable lower-level interactions among operational processes. This approach is informed by
system dynamics’ focus on building models of organizational dynamics grounded in observed operations.
Below we document those operations and their interactions, formalize them into model equations, and
specify their linkages to managerial choice, which generates the realized interdependences among those
choices. We develop and analyze our model in two steps. First, we build a simple model that captures the
more salient features of service operations. This model informs intuitions about the shape of the
performance landscape. We then introduce the more complex mechanisms moderating the adoption and
effectiveness of IMax and CMin. Those additions inform broader challenges to adoption of IMax that
inform our theoretical contributions. Online appendices Al and A2 supply complete model
documentation (Rahmandad and Sterman 2012).

In the following sections, it helps to imagine a retail operation, such as a supermarket, although
most of the mechanisms apply more broadly to services. Retailers manage merchandise (e.g., forecasting,
ordering, and logistics—often planned centrally), customer service (e.g., checkout, cleanliness, and
interaction), and employees (e.g., staffing, compensation, hiring, and training). They use capital such as
cash registers, coolers, and systems for merchandise planning, staffing, and scheduling. Some of this
capital have similar costs and returns across firms, while others are integrated into more complex
organizational processes with heterogeneous performance. As in most service operations, there is a lot of
variation due to customers—when they come, what they want, and how they evaluate the service. Some
supermarkets give a lot of discretion to store employees (e.g., in ordering inventory, helping customers,
and process improvement) and cross-train them, while others have employees perform only simple,
standardized tasks (e.g., checkout or shelving).

Service capacity. Service capacity—the number of customers that could be served per unit of time--

depends on various types of resources that managers control, such as organizational routines and human



resources. Capacity determinants also depend on the nature of tasks. Different types of tasks vary
significantly in their cognitive and emotional demands. Some are routine and low-skill, while others
require degrees of choice, discretion, and cognitive processing ranging from a Home Depot employee
helping you find the right putty to a supermarket employee determining how many pounds of organic gala
apples to order to replenish inventory. The number of employees engaged in the first category offers a
good indication of their combined contribution to output, but for the second, individual knowledge, skills,
and abilities (i.e., human capital) as well as motivation should be considered explicitly (Ployhart and
Moliterno 2011). For simplicity, we combine employees’ human capital and motivation dimensions into
the “employee quality” (Q) construct, and use the term quality exclusively for this construct.

A parallel distinction exists between different types of capital. Some—for example, a cash
register—are available to all firms with similar costs and returns regardless of employee quality; we call
those ““assets” (A). Others are productive only when embedded in more complex organizational routines
and their costs and performances are tied closely to how well they are customized, operated, maintained,
and improved. For example, the processes for ordering merchandise, shelving, customer interaction, and
store upkeep all benefit from customization and employee engagement. Following the resource-based
tradition, we call the capital embedded in more complex organizational routines (service) capabilities (C).
For clarity, we use the term capability only in reference to the organizational construct, using the term
quality in reference to individuals’ skills, abilities, and motivations.

The distinctions between rich and routine tasks and between capabilities and assets allow us to
distinguish two dimensions of service operations: how much service capacity depends on labor (vs.
capital) and how much capacity benefits from employee quality. We use a modified Cobb-Douglas
production function to quantify service capacity (P) as a function of these four factors:
p= KC“BA“(l_B)ES(l_“)Q(l_“)ﬁ, (1)
where Es is the number of employees allocated to serving customers, a is the contribution of capital
relative to labor, £ is the richness of tasks, and « is a normalizing constant (variables that change over
time are upper-case and constants are lower-case or Greek letters). This leads to a traditional Cobb-
Douglas function (P = kA%E (1=%) if task richness is assumed to be 0 (i.e., all capital is assets and
employee quality has no impact on capacity). On the other hand, a service operation which only relies on

labor would have another simple capacity function, P = kEQ? (Equation 1b), which we use in our simple



model. (Note that in the absence of capabilities, all labor directly contributes to capacity; that is, E; = E.)
More generally, task richness has two distinct but related roles: it regulates the balance between assets
and capabilities and it moderates the contribution of employee quality to productivity.

Within a range of feasible options, task richness (5) is an organization-design choice (Brusoni and
Prencipe 2006; Sinha and Van de Ven 2005). Managers can reduce g by simplifying tasks, assigning each
employee to a single task, reducing frontline employees’ role in shaping routines, and reducing the
required cognitive skills. They can increase £ by relying on more complex routines, bottom-up process
improvement, job rotation, employee empowerment, and more direct interaction with customers. For
example, Mercadona views all service operations as processes subject to Total Quality Management
(TQM) principles of continuous process improvement by engaged employees. The richness of even so
routine a job as checkout can be increased by enabling employees to identify pricing errors, offer opinions
on products, solve customers’ problems, accept returns, and customize packing.

Employees and their quality. The number of employees (E) and their quality (Q) affect service capacity.
The stock of employees adjusts towards the level indicated by current demand (D), with an adjustment
time constant, u, which represents a potential managerial choice: how quickly management attempts to
match labor hours to demand through changing schedules and using part-time labor. Various factors may
affect employee quality, among which the most salient are compensation and benefits (Milkovich et al.
2014). For example, to recruit and sustain a high-quality workforce, QuikTrip, Mercadona, and Costco all
offer wages significantly more than the industry average and generous benefits (e.g., Mercadona offers
maternity and day-care benefits). We use (%)90 to quantify the effect of compensation, ¢ (normalized by
industry norm, cn), on employee quality (Eq. 2). 6. may vary by employee type (e.g., nonprofits’ labor
pool may be less compensation-sensitive than that of financial services) and tightness of labor market. In
this section, we leave out the other contributors to employee quality and its dynamics:

0=(2)". @

CN
Demand, revenue, and profits. The number of customers served (L) is bounded by capacity (P) and
demand (D) (Eg. 3). We start in this section with constant demand (Eq. 4). Net revenue from sales (R) is
customers served multiplied by the average profit margin per customer (M) (Eg. 5). Consistent with the
literature (Chen and Sandino 2012; Chuang and Oliva 2015; Raman et al. 2001), we observed that high-

guality employees affect margin by reducing waste, spoilage, and shrink; by improving record-keeping;



by offering feedback on packaging and product features that cut manufacturing, logistics, and shelving
costs; and by more effectively surfacing and addressing customer needs and thus increasing sales per
customer. For example, Mercadona annually saves over €9.5 million through employee-driven
improvements, including changes to the packaging of eggs, water, milk, coffee, and rice. These effects
change margin per customer (M) around its base value (mp) with elasticity dq (Eq. 6). Finally, to calculate

profits (m), we subtract from net revenue the costs of employees and fixed costs (Eq. 7).

L = Min(P,D) 3
R=1LM ®)
M = mesQ (6)
T =R — cE — Crixea (7)

Emergence of a bimodal performance landscape
Replacing terms in Equation 7 with terms from Equations 1-6 and matching capacity to demand,
equilibrium profits, meq (i.€., excluding employee adjustment lags impacted by ), can be expressed as a

function of the two managerial choices, ¢ and :

0.6
c \YceQ 1
Tgq = dp | My (a) - C—K (L)Hcﬁ — Crixed - (8)
cN

Equation 8 summarizes a simple performance landscape based on the lower-level operational interactions

we observed. Given the one-to-one association between compensation and employee quality (Eq. 2), it is

simpler to express the performance landscape in terms of quality, Q:

=1
MTgq = dp (meaQ —cyQfe KQB) — CFixed - (8b)

In Equation 8b, the first term in parentheses (m;, Q%) is profit margin per customer and the second is the
1

cost of employees per customer, consisting of per-employee compensation (cy Q) with the Elﬁ term

converting per-employee cost to per-customer cost. In this function, task richness and employee quality
aanq

are complements (i.e., FTY] > 0; see Appendix A3 for analytical proof). With low employee quality

(c<cn or Q<1), additional task richness has limited benefits and is costly because it increases mistakes
(thus eroding margin) and requires more employees (because task richness ties labor needs to employee
quality). As aresult, increasing task richness is a bad idea, creating a local peak at Q<1 and minimum
task richness (5=0). This local peak resembles the CMin strategy: it minimizes task richness and pays

aTL'Eq

B

employees the minimum wage. However, the complementarity (i.e., increasing with Q) means that

task richness becomes more attractive at higher Q. In fact, at higher employee quality levels (c>cn or
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Q>1), an increase in task richness or employee quality can increase profits: employee quality improves
1
margins (the Q¢ term), and both quality and task richness reduces the number of employees needed per

customer (KQLB term). If for some values of Q and 3 these benefits exceed the compensation costs of

1

higher-quality employees (Q®c), increasing both choices would enhance profits. Thus, with strong enough
complementarity, a second local peak is generated at maximum $ (=1) and a high value of employee
guality/compensation; this peak resembles the IMax strategy. In short, two peaks emerge because
complementarity between task richness and employee quality changes the calculus on task richness
depending on employee quality (and vice versa). Medium levels of task richness are thus inefficient: If we
have good (Q>1) employees, we want to increase task richness to make full use of their quality.
Otherwise, we want to minimize task richness to avoid the costs of poor employees (Appendix A3 offers
analytical bounds on bimodality). The basic argument here also (a) applies to smaller ranges of 5, (b)
works in a general class of operations for which task richness complements employee quality, and (c)
leads to a bimodal landscape even with modest complementarity in the baseline parameters
(mp=3%4/customer; 6c=0.7; 60=0.1; k=4000; cx=$2000/month). A bimodal landscape offers an explanation
for the coexistence of distinct strategies. Yet this model excludes factors that may change the strategic
calculations and thus its numerical outputs are not robust (e.g., the IMax peak entails unrealistically high
compensation). Moreover, by focusing only on equilibrium results of rapid interactions among variables
(e.g., the impact of compensation on employee quality is fast), this model ignores the dynamics relevant
to adopting different strategies. We therefore go on to refine this account.

A MORE REALISTIC MODEL OF SERVICE OPERATIONS

Our simple model focused on direct, i.e. one-way and rapid, effects of variables on each other. Based on
our cases, we introduce additional determinants of employee quality and two new constructs—
accumulations and feedback loops—that help us analyze why some strategies are more likely to be
adopted than others. Accumulations, such as building service capabilities or a quality workforce,
introduce delays between managerial choices (e.g., higher compensation) and outcomes (e.g., higher
employee quality). Feedback effects emerge from endogenous interactions among system variables.
Feedback can create slower dynamics absent exogenous interventions, often making its effects under-
appreciated in day-to-day practice. Here we use direct, cumulative, and feedback effects to organize a

qualitative discussion of new model components (for complete equations, see Appendices Al and A2).
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Figure 1 summarizes those mechanisms visually. In that figure accumulations are highlighted as stock
variables (shown in rectangles) and feedback loops are named and labeled using circular arrows.

<Insert figure 1 around here>
Additional direct determinants of employee quality. Job attractiveness—and thus employee quality—
depend on factors beyond compensation. Employees desire predictability, consistency, and control over
their working hours (Henly and Lambert 2014). However, demand in the service sector is often noisy,
which we capture with a random noise term, N, in the demand function. When management rapidly
adjusts workforce levels to noisy customer demand, the instability makes for unattractive jobs. One
worker at a CMin retailer told us, “My life is always in a turmoil. Every day. ..... You need a set schedule
to be able to sleep. ..... As far as trying to have a life and doing things with people, you can’t.” We use
the employee adjustment time (x) as a proxy for scheduling practices: lower x reduces job attractiveness
when demand variability (N) is notable. On the other hand, feedback, autonomy, and meaningfulness are
among the drivers of intrinsic motivation (Hackman and Oldham 1975). We therefore include a proxy—
task richness—as a direct determinant of job attractiveness. Finally, employee quality (Q) is directly
affected not only by job attractiveness but also by the initial screening and training of recruits.
Accumulations: Service capabilities and employee quality. Both service capability and employee
quality are inertial concepts—stocks—that change slowly through cumulative processes. It takes months
for an increase in a direct determinant of employee quality, such as compensation, to enhance the average
quality of the workforce through the hiring of better employees and turnover of the current pool.
Likewise, organizational service capabilities consist of inertial processes and routines built only through
long-term investment and subject to erosion through turnover, obsolescence, and random deviations. For
example, QuikTrip had over time built a few distinguishing processes, including (a) standards allowing
no more than three customers per cashier line and no more than a one-minute wait, (b) a daily activity
worksheet that ensured store upkeep and improved staffing, and (c) a sophisticated mystery shopper
program tied to significant bonuses. Capability investments are manifested in employees solving
problems, coordinating and collaborating, and improving existing processes. For example, the
implementation of RFID (radio frequency identification) technology in the German retail chain Metro
required the close collaboration of management, suppliers, store employees, and IT staff. It took several

months of training, process improvement, and system adjustments before a reliable system was in place.
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Capability building depends on employees: quality employees engage in change initiatives, notice
opportunities for improvement, and can pick up new skills and processes (Hatch and Mowery 1998). For
example, Zara stores are empowered to track customer demand trends and feed that information to
headquarters staff who work with the designers, bringing new customized designs to a store in as little as
three weeks. However, customization of product offerings to local trends is only valuable when
employees are motivated and capable; otherwise, such flexibility could cause coordination challenges and
subpar product designs. Mercadona’s effectiveness in using TQM is dependent on its ability to attract and
retain capable and motivated employees. High-quality and experienced employees (a) get to know
customers by name and provide recommendations to them, (b) use the resulting knowledge to optimize
the product selection both locally and nationally, and (c) spearhead improvements in the use of barcodes,
supply chain automation, store ambience, and store flow. Moreover, quality employees often actively
preserve service capabilities, introduce fewer errors, and foresee and prevent disruptions. For example, at
Mercadona and QuikTrip, employees avoided costly stockouts by following replenishment and ordering
procedures and kept stores clean and orderly. Job attractiveness also affects organizational capabilities
through turnover, which brings loss of knowledge and social capital and can disrupt routines (Dess and
Shaw 2001), thus speeding up capability erosion. At the former bookstore chain, Borders, stores with high
employee turnover also had more operational problems.

Feedback effects: Rewarding environment, preservation of knowledge, and learning. The dynamics
of employee quality are also subject to a few feedback effects. First, on-the-job learning enhances
employee quality endogenously. Because there are decreasing returns to experience, the resulting
feedback loop is balancing (B1: Learning); that is, increased employee quality slows down further
increases. Because employee quality cannot be enhanced indefinitely by any combination of its
determinants, we bound Q by a maximum value. There are also two reinforcing loops that regulate the
long-term trajectory of employee quality. First, better employees can be recruited and retained when the
work environment already includes motivated and knowledgeable colleagues who enhance teamwork and
trust (Cable and Turban 2003). For example, The Container Store encourages employees to help each
other by filling in when one has a personal emergency. A QuikTrip employee noted: “QuikTrip is more
than just a convenience store... It’s a family... You do what you love and you make customers happy.

That’s what [is] most important here.” On the other hand, low-quality employees may receive a signal of
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mismatch in high-quality environments and leave. A QuikTrip manager elaborates: “The pace of work is
too hard for some people and they exit quick. And the morale of the team really runs them off. | mean the
peer pressure.” In Figure 1, the link from Employee Quality to Job Attractiveness captures the impact of
work environment and completes the R1-Rewarding Environment loop which can endogenously enhance
the workforce. On the other hand, job attractiveness also influences voluntary turnover, creating a
reinforcing loop (R2-Preserving Knowledge) when quality employees are retained. For example, annual
turnover for full-time employees is about 13% at QuikTrip and can go as low as 3.8% at Mercadona,
compared to over 100% for the industry.

Profits and managerial choices. In the detailed model, we include additional terms (compared to Eq. 7)
in the profit equation to capture costs of capital (capability-building and assets), hiring, and training. The
resulting model includes seven managerial decisions: (1) task richness, (2) compensation, (3) employee
adjustment time, (4) staffing levels, (5) assets, (6) recruitment and training costs per person, and (7)
fraction of labor allocated to operational and customer service tasks (vs. capability building). Since
analyzing a high-dimensional strategy space is complex, we focus the analysis on the more strategic
choices and formulate the rest as decision rules contingent on the first set. We later assess the robustness
of those results to treating all decisions as strategic choices. The two strategic levers we select are task
richness and compensation. Task richness (5) is a business-design choice that informs (a) the balance of
capabilities and assets, (b) the role of employee quality in performance, and (c) the quality of jobs from
the employee’s perspective. Compensation (c) plays an important role in employee quality and costs. In
one analysis, we turn on demand uncertainty (N) and include employee adjustment time (i) as a third
strategic choice to assess the impact of unstable schedules (u is inconsequential when demand is stable).
Given a choice of task richness and compensation, we assume that managers are very good at making the
other four decisions (items 4—7 above). We adopt this strong assumption because it offers a clear
benchmark for formulating various decisions. We note that this assumption may downplay the relative
benefits of IMax, since our cases revealed worse management and more operational inefficiencies among
firms following CMin than among those following IMax.

Parameterization. Our data suggest the existence and range of effects but do not provide point estimates
for a given relationship’s strength. Therefore, in our model parameterization (see Appendix A2 for

parameter values), we follow three guidelines. First, the model is quantified to roughly reflect the
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operations of a medium-size low-cost retail store. Second, we choose conservative elasticity values,
mostly in the 0.1 to 0.2 range (i.e., a 7%—-15% increase in the response variable as a result of doubling the
explanatory variable). Finally, we chose small returns on hiring and training, which keeps these costs low
in our model and further contributes to a conservative model set-up (that is, it favors CMin, which faces

large turnover rates). We use detailed sensitivity analysis to assess the impact of parametric assumptions.

ANALYSIS OF THE DETAILED MODEL
In this section, we assess the robustness of the bimodal landscape that emerged in the simple model, then
use three sets of analyses to inform factors impacting the adoption of a particular strategy. Specifically,
we (a) show how different strategies may vary in their contextuality, which impacts their attractiveness,
(b) examine the disequilibrium dynamics of moving on the landscape and how those dynamics can
mislead managers and underpin the temporal complexity of adaptation, and (¢) show how demand
variability can induce unstable schedules and compromise IMax, but capability buffers can reclaim the
strategy. (Online Appendices S5 and S6 provide more in-depth analyses of the model, the impact of
feedback loops, and model parameters.)
Persistence of a bimodal performance landscape. Using the detailed model, we vary compensation and
task richness within a wide range and track the equilibrium profits on the resulting strategy space to
formalize the performance landscape. This exercise is similar to the closed-form solution (Eg. 8) in the
simpler model and its results are reported in Figure 2 as a contour map. The two local profit peaks persist
with our base case parameters. One optimum is at low compensation ($1000/month) and a task richness
of 0, offering a monthly profit of $47,000, while the other has higher compensation ($4200/month) and a
task richness of 1 with profitability of $49,000/month. These peaks continue to correspond qualitatively
to the CMin and IMax strategies we observed (optimum IMax compensation is somewhat higher than our
observations due to the constant elasticity implicit in 6c; numerical results here are only illustrative). We
denote this landscape as (47k, 49k); that is, bimodal with peaks resulting in profits of $47k/month and
$49k/month for the CMin and IMax strategies, respectively. Profitability falls off when high
compensation is combined with low task richness and vice versa.
<Insert figure 2 around here>
As the simpler model indicated, the emergence of two peaks is rooted in the complementarity

between task richness and employee quality. The relationships in the detailed model strengthen those
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complementarities due to the role of service capabilities and the reinforcing loops. Capabilities, by giving
guality employees more opportunity to contribute, increase the complementarity between task richness
and employee quality. Furthermore, the rewarding environment (R1), preserving knowledge (R2), and
learning (B1) loops reduce the costs of maintaining a quality workforce. Each of these effects is small, but
they add up and synergize, making IMax competitive with CMin with conservative parameters.
Moreover, at high task richness, the various benefits of quality employees (e.g., higher productivity (see
Eq. 1), margin, and capability building) limit the profitability tradeoffs on the compensation axis, creating
a rather flat landscape: more compensation costs more, but also has multiple benefits.

Robustness and boundary conditions for a bimodal landscape. Three sets of analyses (see Appendices
A4-AG for detailed analyses) inform the robustness of these results. First, we show that the landscape
remains bimodal even if we include all managerial decisions (we didn’t include p, which is only relevant
with stochastic demand) as strategic levers. In two other analyses, we first individually change all key
model parameters and compare the resulting profitability of the two local peaks to inform the factors
affecting the relative strength of each strategy. We also conduct a multidimensional sensitivity analysis
and examine the shape of the performance landscape in the more distant points in the parameter space.
These results also find no more than two local peaks across more than 1,000 landscapes, each potentially
representing a distinct market or industry. However, an unexpected third type of local peak, which we call
“volunteer-based,” emerged. It includes low compensation and high task richness and becomes relevant
when employees are not sensitive to compensation but otherwise their quality is beneficial.

Overall, IMax peak gets a boost through different channels, including (a) enhancing the direct
benefits of employee quality (e.g., services in which engagement and skills can enhance sales, margin, or
capacity); (b) strengthening reinforcing feedbacks (e.g., impact of colleagues on job attractiveness); (c)
reducing the costs of employee quality (e.g., stronger learning effects or higher employee-quality
elasticity to compensation); and (d) increasing the costs of low-quality employees (e.g., high turnover cost
and turnover sensitivity to job attractiveness). When these effects are strong enough, the bimodal
landscape becomes unimodal with a single IMax peak. On the other hand, CMin is strengthened when
employee quality is moderately sensitive to compensation, (a) task richness is bounded from above, (b)
capital is not important (and thus capability benefits cannot be leveraged), or (c) both direct and feedback-

based benefits of employee quality are small.
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A bimodal landscape is robust and not so complex that the large number of other peaks would
render the discovery or imitation of IMax infeasible. In addition, even with conservative parameters,
IMax can be as profitable as CMin. Why, then, is IMax not more widely adopted? Three answers emerge:
Contextuality: A barrier to adoption of interdependent strategies. Part of the answer may lie in the
relative sensitivity of different peak locations to environmental contexts. Here, the exact location of IMax
peak relies on interacting effects, while CMin strategy is a robust local peak whether a particular effect
exists or not. Thus, CMin provides a simple target for replication and imitation while IMax requires fine-
tuning multiple choices to the context. Prior models have shown that imitation becomes ineffective when
environmental contexts change significantly (Csaszar and Siggelkow 2010); here, we show that even if
the environment is steady, firms may face strategies with different levels of contextuality. Such
asymmetry promotes those strategies that are similar across different contexts and undermines the more
contextual ones. To illustrate, consider the separate and combined effects of three subsets of relationships
and how the landscape changes from the base case (47k, 49k) at compensations (1000, 4200) $/month.
First, if we increase the costs of building employee quality by removing learning and onboarding/training
benefits, the new payoff landscape will have the bimodal profitability peaks (53k, 47k) at compensation
levels (1000, 4800) $/month for CMin and IMax. While similar to the base case, the CMin strategy now
slightly outperforms the IMax: removing learning and training requires more compensation to get the
same quality level for IMax peak while, for those following CMin, avoiding the costs of onboarding
makes that strategy more profitable. Second, we remove all factors contributing to the intrinsic
attractiveness of the job (zeroing the impacts of environment, task richness, and schedules). The new
landscape, still bimodal, shifts to (49k, 47k) at compensation levels (1000, 2800). The major shift in IMax
compensation reveals a synergy among contributors to job attractiveness. When compensation, task
design, schedules, and environment come together to enhance employee quality, each extra unit of quality
comes at a lower cost, making its benefits (for capacity, capabilities, and margin) worth those costs and
pushing for compensation high enough to reach maximum quality. Absent nonmonetary contributors,
raising employee quality is expensive, so marginal costs equal marginal benefits at lower compensation
levels. On the other hand, the CMin strategy is boosted compared to the baseline, because the rewarding

environment loop hurts CMin and, in its absence, employee quality increases in that peak. Finally, if we
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combine the effect of these two parameter changes and zero the effect of employee quality on margin
(00=0), we get a unimodal landscape dominated by CMin.

The key observations across these experiments are that (a) IMax’s effectiveness relative to CMin
depends on processes that regulate the costs of building employee quality and service capabilities and (b)
the IMax peak configuration is sensitive to the strength of those processes. For example, IMax monthly
compensation ranged between $2800 and $4800 in these simulations. Potentially more importantly,
maximizing task richness, while easy in a model, is very contextual in practice. Task richness involves
multiple practices whose relevant components and levels of importance are not known ex-ante. How
much onboarding and training are sufficient to build employee quality? How much flexibility should
employees have in solving customer problems, adapting the environment to local conditions or deviating
from standard processes? The answer is contextual. For example Costco does not allow employees to
order inventory to customize to local conditions but Mercadona and QuikTrip do. Whereas QuikTrip
doesn’t allow employees to customize product displays for local customers but Costco does. Moreover,
given the relative flatness of the profit surface with respect to compensation at high levels of task richness
(See right side of Figure 2), firms may adopt IMax while having significantly different compensation
levels. IMax therefore eludes a universal blueprint, may include significant variations across successful
examples, and requires customization by competent management (Sadun et al. 2017). Moreover, once
adopted, this strategy must be fine-tuned as the environment changes, further complicating its
maintenance. CMin, in contrast, has a simple template: minimize task richness to design out the risk of
costly employee errors, then hire anybody willing to work for the minimum wage and with unstable
schedules. Even when it is not the best option, CMin is easier to find, imitate, and maintain.

Robustness and generalizability. Strategies are more contextual when they rely on complementarities
(Siggelkow 2002b). In our setting (and, we suspect, in many others) reinforcing loops are an important
driver of complementarity and, as such, a possible source of contextuality for strategies that depend on
them. Assessing the role of reinforcing loops in promoting alternative strategies is therefore important in
deciding whether contextuality is a relevant mechanism in a new setting.

Temporal complexity of adopting IMax. Temporal complexity is a second barrier we found to adopting
IMax. In practice, there is no ex-ante formula to accurately predict IMax’s viability in a new setting.

Organizations need to experiment with new configurations to learn about potential benefits and costs of
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IMax. We investigate such experiments by simulating managers adopting IMax in a setting in which it is
clearly more profitable than CMin (47k, 64k) (see Appendix A5 for parameterization). We consider three
moves on the strategy space. In the first two, the organization starts from a configuration different from
IMax in compensation or task richness in Panels A and B respectively. That choice is then changed from
its inefficient value to the IMax value, completing a move to IMax. In the third, we model a move
changing both choices to move from the CMin peak to the IMax peak. In discussing the results (reported
in Figure 3), we consider what managers observe and learn in such experiments.

In Panel A, the firm starts with a task richness of 0 and the compensation appropriate to IMax peak.
The firm is moderately profitable: well-paid, quality employees have significant benefits in terms of
margin and building a rewarding environment, yet without task richness, other benefits of employee
quality are forfeited. At time 5, task richness is raised to 1, which completes the transition to IMax. As a
result, a few new employees (or consultants) are hired (dashed line) to build the required capabilities
(dash-dot line). The costs of building capabilities—maostly labor costs—significantly reduce profitability
until the build-up of capabilities is completed and the long-term employee level is reached. In practice,
because transition to IMax requires building employee trust through no-layoff policies, the labor
reduction should be due to either the departure of transient workers brought in for capability building
period (such as consultants) or natural turnover (often high amid organizational transitions). This worse-
before-better dynamic is a salient feature of such moves.

<Insert figure 3 around here>

A similar tradeoff emerges in shifting from the moderate compensation at CMin ($1720/month, due
to high do) to the higher level ($2830/month) required for IMax (Panel B). Costlier employees initially
reduce profits and shift the mix of labor and capital towards more capabilities, accounting for the transient
increase in capability. Profitability recovers when employee quality has reached its new equilibrium, but
this is a slow process relying on endogenous effects of Rewarding Environment (R2) and Learning (B2)
loops. Finally, in Panel C, our simulated manager moves both strategic levers from the CMin peak to
IMax one. The resulting combination of high short-term costs of building capabilities and slow
endogenous build-up of employee quality creates a substantial worse-before-better dynamic.

Smarter transition pathways could reduce the performance dip, but none in our model could avoid

a short-term drop due to the investments needed to build key stocks (capabilities and employee quality)
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and their slow, endogenous buildup due to feedback effects. Organizational experiments may therefore be
misleading. If worse-before-better tradeoffs are not foreseen and correctly accounted for, managers learn
from hard numbers in early feedback that IMax is not viable in their industry—or worse, that it is just a
high-minded fad—and terminate programs before measurable benefits can justify the costs. One needs to
believe in IMax’s long-term viability and to invest in it knowing that there will be short-term losses. Mud
Bay, for example, saw a dip in profitability for a couple of years, but this was expected and management
remained committed. During Quest Diagnostics’ transition to IMax from CMin turnover increased even
for higher-paid employees, due to the higher demands of the job, before it started decreasing.
Robustness and generalizability. The temporal complexity mechanism depends on delays—in building
the required stocks (e.g., capabilities and employee quality) and in building up synergy among feedback
loops—and on whether those delays are similar to or larger than organizational measurement, attention, or
review cycles. For example, in our context, the time needed to build capabilities and endogenously
develop employee quality varies from months to years, comparable to or larger than quarterly or even
annual organizational review cycles. The effect of slow-moving feedback synergies is especially hard to
detect in practice. For example, in Figure 3-C, the slow but substantial increase in profits between months
20 and 70 results from feedback loops and is critical for the correct appraisal of IMax.
Sustaining IMax in the face of variable demand. Most products and services are subject to seasonal,
weekly, and daily demand variations. Manufacturing firms can buffer against demand variability using
inventories in production and supply chains, but service firms have to meet demand when it occurs. So
they try to match labor supply to customer demand by changing employee hours. They often provide
employee schedules a week or less in advance and, even so, can make last-minute changes. This
significantly reduces job quality and increases turnover, thus reducing returns on investments in human
capital or involvement (Henly and Lambert 2014). This challenge distinguishes the implementation of
IMax in mass market services from that in manufacturing. We use the demand noise, N, with a weeklong
auto-correlation time to explore the impact of short-term demand variability.
<Insert Figure 4 around here>

Employee adjustment time (x) is the lever controlling how management adjusts the workforce to

demand. A small x is the norm in mass market services, indicating quick matching of employee hours

with demand. Large p indicates more stable schedules and slower matching of workforce to demand.
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Responsiveness to customer demand versus job attractiveness—and thus employee quality—creates a
tradeoff, which we analyze by replicating the baseline graph for two scheduling strategies under variable
demand: In the rapid adjustment scenario (Figure 4-A, u=2 days), the firm quickly matches employees to
demand fluctuations. The alternative, stable scheduling, is captured in Panel B (« of 1 month).

With the rapid adjustment, demand variability hurts IMax more than CMin (Panel A; with peaks
of (38k, 32k)). Employee quality drops when firms chase demand, reducing profits across the board
(compared to the deterministic base case). However, the IMax peak is compromised more severely
because it depends on recruiting and maintaining quality employees—difficult with unstable schedules.
Switching to stable scheduling boosts the IMax peak significantly (Panel B, leading to peaks at (37k,
43k)). A new mechanism explains the interaction between scheduling policy and the dominant strategy.
With high task richness, the firm needs its people to maintain organizational capabilities, so that these
capabilities act as buffers: when demand exceeds the available workforce’s capacity, employees can be
diverted from capability-building activities to customer service. In practice, capability buffers span not
only capability building but also various non-customer-facing tasks such as maintenance, training,
delivery, inventory processing, and timing of promotions and new product introductions. Capabilities are
inertial, so temporary rebalancing does not undermine them and is balanced out when, at times of low
demand, employees double down on capability building. Over time, capabilities absorb the demand
variability, enabling reliable service with stable schedules. In fact, with slow adjustment, even CMin
benefits from some capability buffer (the CMin peak in Panel B appears at 5=0.1).

In practice, implementing capability buffers requires conscious effort. Mercadona uses inventory
upkeep, shelving, maintenance, and communication and testing of process improvement ideas to create
these buffers. Costco staggers new product introductions to smooth store workload. Interestingly—and
consistent with some recent findings (Williams et al. 2018)—we observed that schedule uncertainty is
induced not only by demand, but also by headquarters, due to long delivery windows, discrepancies
between planned and actual deliveries, and last-minute changes to promotions and products. Thus,
headquarters can actively reduce workload variability and the need for unstable schedules.

Robustness and generalizability. Unstable schedules complicate the adoption of IMax strategies in service
operations exposed to demand variability. In those settings, capability buffers are effective when (a) there

are enough non-customer-facing activities to make buffers sufficiently impactful and (b) the time constant
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for demand variability is shorter than that for capability dynamics, so that using buffers does not erode
capabilities significantly (Rahmandad et al. 2018). Typically, buffering strategies can smooth out daily
and weekly variations in demand but larger and more persistent seasonal variations (which we did not
model in N) often require other responses, such as the use of part-time employees.
DISCUSSION

Viewing mass market service firms as interdependent choice systems, we modeled their performance
landscape from the bottom up and found that complementarity among employee quality and task richness
can create two distinct, locally dominant strategies. The plausibility of bimodal landscapes in light of
complementarity among human resource practices has long been recognized, especially in manufacturing
(Ichniowski et al. 1997; Jiang et al. 2012; Kochan and Osterman 1994; Macduffie 1995; McGregor 1960).
However, these accounts did not distinguish between positioning and bimodal landscapes when serving
the same market segment. In fact, research often views the two strategies to be fitting different segments
(Arthur 1992; Porter 1996), so that IMax could be dismissed as irrelevant for much of the economy. We
show that bimodal landscapes may well exist in targeting mass market services, which is promising for
IMax’s relevance beyond niche markets. Now, however, we have to ask: why isn’t IMax more widely
adopted? This question may resonate beyond our empirical context; for example, lean methods are
thought to be underutilized (e.g., Bhamu and Sangwan 2014; Shah and Ward 2003). By studying this
question in the context of mass market services, we also contribute more broadly to theory on the
complexity of adopting alternative strategies. Here, we start with the existing theory on sources of
complexity that underlie heterogeneous strategies and how two of the mechanisms we analyzed—
contextuality and temporal complexity—complement existing theory. We then expand on the prospects
for better jobs in mass market services, including discussion of our third mechanism—instability of
schedules in services.
Combinatorial complexity. A leading explanation for heterogeneity in strategies builds on the large
number of local peaks on rugged performance landscapes (Levinthal 1997). At its core, this argument is
about combinatorial complexity making the task of finding optimal organizational configurations
infeasible (Rivkin 2000). Our study bridges this theoretical view with empirically grounded operational
relationships, providing support for multi-peaked landscapes while elaborating on their features.

Specifically, existing NK formulations include a multitude of local peaks (Rivkin 2000), yet we find no
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more than two in our model. Adaptation is difficult even with two (Busemeyer et al. 1986), but may be
qualitatively different than it is with hundreds.

One cannot generalize from a single case-based study to the general shape of performance
landscapes, yet our methods offer a way to close the gap between theory and empirics. The broader
insight from our simple model may be that complementarity adds order to the performance landscape and
promotes as local peaks configurations that either share all complements or lack them all (Rahmandad
2019). This finding can refine intuitions about the determinants of ruggedness, where some (but not all;
see, for example Porter and Siggelkow 2008; Rivkin 2000) have suggested that complementarity may
induce ruggedness (e.g., Dosi and Marengo 1999; John and Saloner 2013). Thus, the frequent observation
of complementarity among managerial choices (Ennen and Richter 2010) may give us pause in expecting
very rugged landscapes due to combinatorial complexity. Where local optima are limited to a handful,
combinatorial complexity alone cannot explain the observed heterogeneity in strategies, imitation
challenges, and inefficiencies. Our theory-building exercise elaborates on two other sources of complexity
that complement existing accounts: contextuality and temporal complexity.

Contextuality. Our analysis highlights that a strategy’s context-sensitivity—that is, the complexity due to
contextuality—matters in its adoption (Porter and Siggelkow 2008). For example, IMax peak may exist
and have a large basin of attraction, but its exact configuration—for example, its optimum compensation
or how to increase task richness—is sensitive to the environmental context in which it is implemented.
Three distinct flavors of contextuality can be identified. First is the sensitivity of the location of a local
strategy peak to context. In our setting, the optimal IMax compensation is more sensitive than CMin’s to
the specific parameters defining the environmental context. This mechanism aligns with Siggelkow’s
(2002b) insight that misperceiving complementary interactions is more costly than misperceiving
substitution effects. The second variant of contextuality relates to the detailed content of strategies at a
given peak. Leveraging complementarities and reinforcing feedback loops for a strategy (say, IMax)
entails designing work processes that realize the benefits of those interdependencies, which in turn
requires fine-grained process optimization. Strategies that do not rely on such complementarities are
easier to modularize into independent components that can be standardized and applied across contexts.
A case in point is the content that goes into maximizing task richness in our setting, which would vary in

its details from business to business even if the broad idea were the same. Both these dimensions of
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contextuality require managers to invest in discovering the effective configuration for each application. A
third mechanism builds on the first two: firms already following a contextual strategy (e.g., IMax) point
to different targets (e.g., in compensation or in the specifics of task richness), which erodes the confidence
of would-be imitators in the existence of a viable IMax strategy. Flatness of landscape with respect to
compensation in the vicinity of IMax (See Figure 2) further adds to potential for variance in targets of
imitation. Less contextual strategies (e.g., CMin), in contrast, provide a clear and replicable template that
simplifies adoption, imitation, and maintenance. This view of contextuality builds on prior research by
elaborating on its features, quantifying it within an empirically motivated model, putting forward
feedback loops as a useful analytical lens for formalizing contextuality, and highlighting that different
strategies may vary in their contextuality and thus that the concept informs the frequency of adoption of
competing strategy in the same market.

Temporal complexity. Common conceptions of performance landscape map expected performance as a
function of each strategic choice. Implicit in that conception is the idea that every move on the landscape
is followed by unbiased (even if noisy) feedback on the long-term performance of that choice. In practice,
temporal complexity kicks in when changes in strategy are followed by transient dynamics that may
provide biased—even misleading—performance feedback. We show how the building and erosion of
resources—such as employee quality and service capabilities—combined with feedback effects can
generate misleading transient dynamics. These dynamics are more acute for some strategies than for
others, may last longer than organizational evaluation and change cycles, and are often underestimated by
managers (Humphreys et al. 2016). Thus, a gap is created between the transient performance gradient
perceived by managers and the steady-state ones that create the basins of attraction common in the
literature. This gap results in adaptation challenges we call temporal complexity. For example, the worse-
before-better dynamic can mislead managers, engender faulty mental models, and trap managers in low-
performing regions of the strategy space. Thus, temporal complexity not only can induce heterogeneous
adaptation trajectories (Fang and Levinthal 2009; Rahmandad 2008), but also create biases in favor of
specific strategies; for example, in our context, CMin. Temporal complexity also creates incentive
misalignments across organizational levels (which we did not formally model). For example, if middle
managers are expected to be the change agents to seek IMax, they may not want to bear the costs of

transition in return for uncertain outcomes. Thus, in most large service chains, a strong commitment from
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top management would be necessary to start the transition to IMax. On the other hand, the sustained
collaboration of managers at headquarters and frontline managers is indispensable for actual changes in
task richness and for stable schedules. The complexity of such multi-level change processes could be
another barrier to the transition to IMax. More generally, temporal complexity points to a broader
definition of performance landscape, one in which transient outcomes are explicitly modeled and
adaptation requires grappling with the credit assignment problem (Minsky 1961). Such extension would
better align theories of organizational adaptation with the actual challenges faced by managers.
Practical implications

Convenience stores and supermarkets, among other low-cost retailers, are known for focusing on
CMin in light of fierce competition, thin margins, and limited customization opportunities. Employees are
often paid close to minimum wage with limited benefits and unstable schedules; high turnover is the rule
(Carre et al. 2010). However, cases such as Costco, Mercadona, Trader Joe’s, and QuikTrip suggest that
IMax peak can coexist with—and even outperform—Ilabor-cost minimization in these settings. For
example, these firms all have higher productivity of their three important assets (employees, space, and
inventory) than their competitors and some have higher profitability. Our model supports those case-
based observations by formalizing the mechanisms that lead to a bimodal landscape, but also highlighting
some of the challenges in adopting IMax of which managers need to be aware.

We also observed advantages in adopting IMax that we did not build into the model, but are relevant
for managerial consideration. First, IMax provides customers with better service and experience and thus
builds loyalty. It can therefore be easily adapted to more quality-sensitive market segments, enhancing
profits through higher margins and less competition. Second, we assume good decision making by all
CMin and IMax managers. But we observed that, in CMin environments with high employee turnover
and frequent callouts, managers face frequent emergencies and find little time to think, plan, teach, or
lead; IMax is more amenable to better management and operational excellence. One store manager at a
CMin supermarket told us: “Between maintenance issues and checking out customers [due to
understaffing], I did almost no training, no performance management....hired the wrong people....I could
think of a hundred things to improve... but never had the time.” Third, IMax can offer firms dynamic
capabilities that are critical in the face of environmental change (e.g., in technology, customer needs,

regulations) when involved employees help identify such trends early, devise responses, test solutions
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quickly, and roll out promising adjustments. For example, during the 2008 economic crisis, Mercadona
was able to reduce prices by 10%—and hence gain market share—largely due to cost-saving
improvements suggested by store employees. Fourth, companies following IMax can offer a wider range
of compensation than CMin competitors while sustaining profitability (See Figure 2). This feature offers
IMax firms flexibility, and also enables them to push for and benefit from higher minimum wages and
scheduling legislation. In contrast the CMin competition is negatively affected by such regulations.

Given these potential upsides of IMax, one practical contribution of our work is in clarifying the
managerial levers to enable the strategy and the expected tradeoffs. The more traditional human resource
factors—including higher and performance-based compensation, training, and job security—remain
important; we highlight a second set of levers summarized in task richness. The two go hand in hand, so
enhancing job quality without task richness may pay little financial dividend. The components of task
richness will vary depending on the business; in retail, for example, task richness increases with enabling
employees to learn about products, perform customer-facing and non-customer-facing tasks, use
discretion to solve customer problems, take part in improvement, and offer a smaller product selection (to
enable the previous levers). With some large service firms attempting to improve job quality (Prokesch
2017), this consideration is critical for enhancing their bottom lines and avoiding disappointment.

Apart from contextuality and temporal complexity, we identified an important practical challenge to
IMax: variable demand with no inventory buffers in services often leads to unstable employee schedules
that drive quality employees away. This mechanism provides an explanation for the divergence in IMax
adoption between the manufacturing, which includes inventory buffers, and where IMax variants have
been more widely adopted (Osterman 2000), and mass market services. We also find that capability
buffers can shield the workforce against variation in customer traffic, providing more stable schedules
and job security and thus reclaiming IMax. In practice, implementing capability buffers requires cross-
training, insourcing cleaning and maintenance, increased use of capabilities (requiring continuous
investments), and smoothing workload through careful scheduling of deliveries, product introductions,
promotions, display changes, training, and other non-customer-facing activities. We have observed that
these practices are under-used because they require coordination among functions. In retail, for example,
deliveries are often the province of logistics, promotions and product introductions are often determined

by merchandising, displays are often designed by visual departments, store labor budgets are set by
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finance, and frontline managers are in charge of allocating hours and coordinating all store activities.
Using capability buffers to improve schedule stability requires coordination among these
compartmentalized actors.

Finally, some feedback loops at the heart of IMax could be strengthened by design and managerial
action. Community events may strengthen the “Rewarding Environment” loop and rapid standardization
of improved processes can enhance the value of quality employees for capabilities. Building IMax thus
requires management to design operations with an eye on task richness, stable schedules, and
strengthening the feedbacks that support quality employees.

IMax also entails strategic tradeoffs. It moderates a service company’s feasible and optimal growth
rates. On the one hand, the delays involved in building capabilities and a high-quality workforce limit
organic growth rates. But this doesn’t mean IMax is incompatible with growth. Mercadona became
Spain’s largest supermarket chain, with over 1,600 stores and more than €20 billion in sales in 2017, and
Costco was the world’s second-largest retailer in 2017. In fact, retaining high-quality employees often
requires growth so that the best can be promoted and stock ownership programs remain attractive. These
competing forces call for a tight balance in expanding operations: fast enough to motivate employees but
not so fast as to compromise the building of a quality workforce and effective processes.

Another balancing act is combining task richness with process discipline. Empowering employees to
customize customer service and to challenge existing processes should be designed carefully so as not to
cause diseconomies. For example, before 2000, Home Depot stores had significant autonomy in
merchandise selection, logistics, layout, inventory management, and customer service. This environment
attracted quality employees but led to the proliferation of incompatible systems across stores, lack of
bargaining power in the supply chain, low levels of automation, and complexity of implementing changes
across stores; the end result was a reversal of strategy towards CMin. In contrast, Mercadona and
QuikTrip actively standardized testing and dissemination of improved processes, so that innovations from
one store could be assessed for wider adoption and quickly rolled out when proved effective. A complex
part of adopting IMax is designing business processes that combine employee empowerment and process

improvement with discipline in implementing new processes and in standardization.
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Limitations and Future Research Opportunities

A few other mechanisms were relevant to understanding the adoption of competing strategies in our
case data but did not make it into our formal model. First, CMin, by offering more certain, short-term,
feedback, has an easier time gaining legitimacy and becomes the de-facto model in training new
managers, designing measurement systems, and guiding investors’ expectations. Second, the bias towards
CMin may be imprinted into new firms as entrepreneurs and funders seek to maximize startup flexibility
by using contract (rather than full-time) workers (the so-called 1099 vs. W2 debate) or to maximize
growth. Third, sustaining IMax, once it is in place, rests on mutual trust among employees and
management, which requires continuous nurturing and is vulnerable to environmental and institutional
shocks and to turnover (Gibbons and Henderson 2012; Rubinstein and Kochan 2001).

Care should be taken in generalizing to other contexts. More comprehensive portrayals of
performance landscapes in services and beyond could include (a) organizational considerations, such as
distinguishing between establishment managers and line employees and between full-time and part-time
workers, (b) replacing the assumption of rational managers and perfect execution with more realistic
alternatives, (c) separating employee quality into motivation and human capital, (d) explicit representation
of human resource practices such as pay for performance, () the benefits of some turnover, (f) supply
chain, sourcing, and other operational functions that affect the amount and variability of the workload,
and (g) positioning based on multidimensional performance in competitive markets (Adner et al. 2014).
Empirical testing of the model’s relationships and predictions is another promising direction. Finally,
there is much room for the analysis of how firm-level dynamics interact with institutional and policy
factors to shape not only firms’ performance landscapes but also economy-wide patterns of job quality. A
few relevant extensions include (a) capturing both the constrained labor pool and the incentive effects of
firms adopting IMax on human capital acquisition by potential employees, (b) the impact of product and
process innovation on the viability of IMax versus CMin (Womack et al. 1991), and (c) the impact of
government policies, such as minimum wage and scheduling legislation, on a firm’s calculus.
Conclusions

Our model-based study of mass-market services offers contextuality, temporal complexity, and
variable demand with no inventory buffers as drivers of complexity in adoption of strategies. They can

lead to faulty learning, biased diffusion, and erosion of profitable strategies. Our theory suggests that to
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explain heterogeneity in strategies among firms targeting the same market we do not need to resort to the
NP-hardness of rugged performance landscapes (though that may be relevant in some settings). In fact
even finding the local peak cannot be taken for granted and inefficient strategies may be reinforced, be
imitated, and persist despite the occasional appearance of more promising alternatives. The resulting
theoretical perspective also elevates the role of managers in management theory. Managers have
opportunities to learn and transfer their knowledge if typical performance landscapes include only a
handful of coherent strategies that may apply beyond a single organization, and if challenges to the
adoption of effective strategies follow regular templates, such as worse-before-better tradeoffs. This shift
further aligns our theoretical explanations for firm heterogeneity with the mounting empirical evidence on
inefficiencies in—and the impact of—management practices (Bloom et al. 2019; Sadun et al. 2017). We
hope by bringing together case data and rigor of formal models this paper contributes to building wider

bridges between management theory and managerially relevant insights in mass market services.
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Online Appendices to accompany the paper:

If higher pay is profitable, why is it so rare?
Modeling competing strategies in mass market services
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A 1- Model Documentation and Replication Instructions

The text of the paper and Appendix A2 provide the full model equations and explanation. This model was
implemented in Vensim simulation software and is available as a Vensim Packaged Model (GenService-
Simp-V15.vpm), included in the AnalysisCodesV15.zip. This zip file is available from the following link:
https://osf.io/v4seb/?view only=ea379b43a161496293f7b56ff79b42b1. You can open the model using
the free Vensim Model Reader (http://vensim.com/free-download/ ), inspect the equations using the

document tool ( ‘), and simulate the model using a single run or a synthesim ( * ), in which
simulation results are updated live with the changes to model parameters. You can inspect the simulated

behaviors with the graph ( = ) and table ( =) tools, among others.

The full replication of the analysis in the paper is more involved and requires many sensitivity
analyses and optimizations. This was done using a Dynamic Link Library (DLL) connection that allowed
us to control Vensim using MATLAB, submit various simulation tasks, and receive the results from
Vensim in an automated fashion. Statistical analysis and graphing was done in MATLAB. The code for
conducting this analysis is available in the attached MATLAB script, “genServiceAnal _V15.m,” and in
various functions in “AnalysisCodesV15.zip.” The use of this code requires (a) access to the DSS version
of Vensim and to MATLAB (32-bit to work with Vensim) and (b) setting up the DLL connection
between the two programs. The instructions for this set-up are involved and go beyond the scope of this
appendix, but the MATLAB code provides a full account of all the analysis reported in the paper and is
easy to inspect. Moreover, this setup only facilitates, but is not required for, the replication of the analysis,
which can be done without DLL connections.
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A 2-Detailed model formulations

We start the full model documentation by repeating the equations from the simple model introduced in the
main text to have all the equations in one place:

P = kC% A2-P g0 g0-0)f (S1) P: Service Capacity
Oc

Q= (Ci) (S2) Q: Employee Quality
N

L = Min(P,D) (S3) L: Customers served

D =d, (S4) D: Demand

R=LM (S5) R: Revenue

M = m,Q% (S6) M: Margin

T =R —CE — Crixeq (S7) m: Profits

In the equations above the use of a constant-return-to-scale capacity function is motivated both by general
practice in other modeling efforts, and the fact that we wanted to exclude economies of scale from the
strategy selection dynamics, since economies of scale may interact with quick-vs-slow strategies in
complex ways (e.g., see Rahmandad 2012).

Next we introduce the equations capturing various effects discussed in the detailed model. Given
their widespread application and simplicity we use multiplicative power functions (i.e. constant
elasticities) to formulate various effects. This assumption has two potentially relevant implications: 1)
The effects go to zero when input variables go to zero. Therefore when zero outputs are not realistic, one
should be careful in interpreting results of a model operating in input regions close to zero. 2) Constant
elasticities are often slow in capturing saturation effects and thus may lead to more extreme numerical
results when operating in extreme regions of parameter space. Both potential issues may manifest when
the model is operating in extreme values and not in the normal operating range. One can fix these
robustness issues with more complex formulations, but given the generic nature of the model and lack of
calibration to specific case data doing so would add much complexity with little empirical justification, so
we opt for the simpler and more common formulations here. As a result we are careful not to report
results where major inputs to various effects (e.g. employee quality or compensation) approach zero, or
very large values.

To keep the presentation and discussion simpler the model discussed in the paper did not include
the impact of service quality on various outcomes, however those mechanisms were salient in our case
data, so we report on an augmented version of the model which includes those effects, but then set them
to zero for the analysis. This setup provides a model that is more realistic and versatile for those interested
in building on this work, but also remains easy to digest and is consistent with the analysis reported in the
paper. The qualitative set of causal mechanisms in this augmented model are summarized in Figure S 1.
As a result of including service quality and its impacts on job attractiveness and demand (see the
following section), four new feedback loops are generated (B2 and R3-R5), even though they do not have
any major impact on the analysis results. They are discussed below.
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Learning_
Learnin

Customer and employee satisfaction-
Service quality (S) can be modeled as the ratio of service capacity (P) to demand (D) (eg. S8). We
enhance demand formulation (eq. S4b) to be modified by uncertainty (N, a first-order auto-correlated
noise with correlation time 6=0.25 months) around an underlying trend (D) that is anchored to a baseline
(ds: capturing overall market size) and slowly responding to service quality (eg. S9).

P

S= > (S8) S: Service Quality
D = DyN (S4b) D: Demand

d;% = ng,yt% (S9) Du: Underlying demand
To capture various contributors to employee quality we first make employee quality a stock that increases
with the hiring of new employees based on the quality of recruits and changes endogenously through
learning by doing. Quality of recruits (Qo) depends on the quality of job applicants (captured in job
attractiveness: Qy) and initial screening and training of recruits (U): Qo=Qn+U. Below we provide more
details on training and recruitment and its costs.

On the job learning is captured in the following equation:

Z_‘g = 1eP1-Q (S10) one the job learning

Where 4 captures the strength of the learning effect and p the saturation speed and creates the balancing
loop B1: Learning. Moreover, in practice employee quality is bounded and thus we limit Q to a
maximum value, Qmax.

Job Attractiveness, Qx is then modified based on compensation and other contributors to
employee quality such as service quality (See S5 term in eq. S15 below). Two other reinforcing loops
(R1-Rewarding Environment and R2-Preserving Knowledge) emerge from considering the benefits of
guality employees. We use the average current quality of employees (Q) as a proxy for the quality of the
work environment and capture the Rewarding Environment feedback in Q%@ term in job attractiveness
(eq. S15). On the other hand Job attractiveness also influences voluntary turnover, creating a reinforcing
loop (R3-Preserving Knowledge). We capture the average employee tenure (absent layoffs) to be bounded
from below and adjusted around a baseline tenure , :
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Ty = Max(Ty min, v, On°) (S11) t,=Employee tenure
Building and maintaining service capabilities- We follow previous research (Rahmandad et al. 2018) in
modeling capabilities (C) as a stock that increases through investment (1) and erodes over time as a result
of turnover, obsolescence of routines, and accumulation of random deviations.

Z=-2 (S12) C: Capability

We formulate capability building as a function of the number of employees allocated to this task (Ec),

their normal productivity in building capabilities (e..), and their quality (Q):

I =eEcQ (S13) I: Capability investment
We include the effect of turnover on capability erosion using the formulation:
T=t,J5 (S14) T: Average capability life

Where ] = QN‘>z is the normalized turnover rate.
Direct determinants of job attractiveness- Schedules and job design are two other determinants of job
attractiveness. Impact of schedule is activated when demand variability (N) is turned on (1% in eq. S15).
Task richness’s impact is included in the term (1 —-6-(1— ﬁ)) which does not go to zero (for 0<6+<1)
and therefore is robust in the full range for B. Thus, the complete determinants of job attractiveness are:
6
Qy = (&) *Q%sfsudu(1 - 6,(1 - B)) (S15) Qn: Job Attractiveness
Note that the impact of schedule variability, 1%, will not be robust for extremely fast employee
adjustment times (i.e. very small p) when demand variability is active. Moreover, the ability of JIT
scheduling to match demand depends on whether p is smaller than the pink noise time constant, ¢, in
demand variability term (N) or not. As a result optimizing p to maximize profit is dependent on the
assumptions on demand variability and potential robustness issues at low levels of p, and we therefore
only reported results for high and low values of p to provide qualitative insights without inducing undue
certainty in numerical values of L.

Training, recruitment, and turnover, and profits - The quality of incoming employees, Qo, is modeled

as the sum of job attractiveness (Qn) and the quality impact of selective recruitment and initial training

(L):
Qo=0Qyt+tU (516) Qo: Incoming employee quality

The benefits of selective recruitment/training are modeled as the product of the per-person costs of
training (Cr) and the return on training (Ru):

U=C+Ruy (S17) U: Benefits of training

Per-person costs are anchored to efficient training (Cr=c*v). Return on each unit of training decreases
with the amount of training offered (captured in parameter ('), and is hormalized using parameters cr (for
normal costs of training) and u (training benefits given the normal cost). A value of {=-1 indicates such a
strongly decreasing return that the benefits of training will not change with the amount of investment and
a value of (=0 indicates that every unit of training cost increases quality by a fixed value with no
decreasing returns.
Ry = L(C—T)q (S18) Ru: Return on training

CTN \CTN
Next, the efficient training level is found by finding the training level that equates marginal quality return
on training with marginal quality returns on paying employees more compensation, ensuring that the
training strategy is consistent with the compensation strategy and current state of employees:
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% Qibccbct ¢ - _ .
cr=cny | V/———5— (S19) ct: Efficient training cost

u 6c
CTN(1+<)CN TVb

Where Qx represents the quality indicated by factors other than compensation:

Qu = 2 (S20) Q«: Quality indicated without compensation
(=)

In the simulations, we use the following parameter values for this sector: {=-0.8; u=0.05; and ctn=1600

$/person.

Finally, profits are calculated as:

CTE CN

mT=R—CcE— A — Crixed (S21) m: Profits

erQ§ ectpay
Here the first term is net revenue, the second is cost of compensation, the third is cost of employee
recruitment and training, and the forth is the cost of assets. A fixed cost of Crixs=$50,000 per month is
also included in simulations.

Labor and Capital Investment Decisions- The model includes endogenous managerial decisions on
how much capital and labor to acquire. These decisions are modeled to follow labor and capital levels that
are profit-maximizing at given levels of demand, desired service quality, compensation, and task richness.
Desired service quality, s, is a managerial choice that is not used in the main analysis, because by zeroing
out the impacts of service quality on various outcomes the optimum level of s is always one (which is the
value used in the baseline analyses). For the augmented model we explicitly consider this managerial
lever which may, in some settings be set at values other than one. To calculate the rest of the decisions
based on those three choices, we follow three steps:

1) Calculate unit employee cost, unit asset cost, and unit capability costs.

2) Calculate profit-maximizing budget, capital, capability, and employee levels.

3) Gradually adjust capital, capabilities, and labor towards their profit-maximizing values.
The formulations for these steps are discussed in more detail below. All formulations are also documented
inside the full model.

Step 1)
Unit employee cost per month includes monthly compensation plus the employee’s cost of hiring and
training spread across the expected tenure for a given compensation:

Cc ecf
Cp=c+ (cp+ ct)/Max(TV_mm,TVb (a)
¢p: Minimum hiring costs
¢ Additional training and hiring costs, which help with finding/training better employees

Unit asset (human-independent capital) cost per month is anchored to the capability cost. It is calculated
to include the cost of building one unit of capability with unit employee quality and normal capability life.
This baseline cost is then adjusted with a parameter, aa, signifying the relative cost advantage of assets.
For comparability with other factors, asset costs are spread over time as rents:
CN

CA =

ectpay
a,: asset cost advantage over capabilities
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Unit capability cost accounts for the cost of employees needed to build one unit of capability (given
current employee quality) and the current capability life:
Cg
C- =
€7 e QT

Step 2)
Using the desired service quality, s, we can find the desired service capacity, Pp:

Py = skC¥P A-F -0 g(1-0f = gp
Then, taking current quality as given, we solve for the desired levels of assets Ap (and employees and
capability) that minimize the cost of that capacity given the unit costs of factors of production from step
1. This results in:

Ap =Bpa(1-p)/Cy
sD
aB\* (a1 - P\ P 1O
(%) (*E) (Y eeer
Cc A E
We could find the desired number of employees and labor similarly, from the same optimization problem.
However, we note that assets typically move more slowly than employees and capabilities, so the goals
for capabilities and labor could take current assets as given. We therefore define two more short-term
problems, one to find desired capabilities given current levels of assets and another to find desired
employee levels given the current levels of capabilities and assets.? We solve the analogous (but simpler)
problems and find desired capability (Cp) and desired labor for customer service (Ep s). These solutions
are available as part of model equations. The desired labor for capability building (Ep c) then accounts for
the labor needed to maintain Cp and the labor to close the gap between the current capability level and the
desired level over the capital adjustment time (tc):

Max (O,CTD + CDt; C)

ecQ
Total desired labor, Ep, is the sum of desired labor for capability building and desired labor for customer
service.

where desired budget, Bp, is:

BD:

Epc=

Step 3)
Assets erode with a time constant similar to that of capabilities (t,) and are replenished and adjusted
towards the desired level with a time constant tc. Capability adjustment is achieved through employees
who are allocated to capability building. Employee allocation first satisfies demand for customer service
(Eo_s), then demand for capability building. If any labor remains (Ex), it is allocated between the two
purposes based on task richness. With high task richness, the focus is on capability building and with low
task richness, the focus is on customer service:
Es = Min(E, Ep,) + Ex(1 — B)
E; = Max(E — Es, 0)
Ey = Max(0,E — Ep)

2 In equilibrium, the two approaches give identical results. They are also fairly similar dynamically, but the one we
use leads to faster adjustments during transition and is behaviorally more realistic because it anchors the shorter-
term factors on the current (rather than future optimal) values of factors with slower adjustment time.
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In simulations of transitioning to IMax we deviate from the above employee allocation formulation,

giving customer service and capability building equal priorities. This ensures capabilities are not starved
when we move towards IMax starting with little capability.
Finally, the gap between labor and desired labor (G) is closed over the employee adjustment time (u)
through hiring (H) and through the faster of layoffs or voluntary turnover (U):

dE_H U
dt
U=M (GE)
= Max(——,—
H Ty

G
H= Max(O,U+E)
G=Ep—E

Summary of model mechanisms and parameters- In Table S 1 we summarize key model mechanisms

and parameters used in the base case. We also distinguish between policy levers and endogenous

decisions formulated in the model.

Table S 1- Summary of model mechanisms, strategy choices, parameters, as well as parameter ranges explored for robustness

R4)

Explanation Parametric
Assumptions
Attracting quality employees requires higher compensation as well as 0c=0.7 [0-1.4]
screening and training costs
Increasing task richness requires labor for building and maintaining e.=0.1
capabilities
Task richness can enable recruiting of better employees 6r=0.1[0-0.3]
w | B Faster employee adjustment makes jobs less attractive 0,=0.07 [0-0.21]
§ 2 Quality employees increase service capacity (B) as these employees 80=0.1[0-0.3]
3 Q could be more productive, but also reduce shrink and spoilage and my=4 $/Customer
ga_ enhance customer experience and increase sales [0-8]
§ Capital intensiveness increases opportunities for quality employees 2=0.3 [0-0.9]
E building and maintaining capabilities, but reduces direct employee
5 contribution to capacity
g The relative cost of assets over capabilities impacts economic tradeoffs | aa=1[0-2]
g Motivated and skilled colleagues increase job attractiveness 60=0.2 [0-0.6]
'% (Rewarding Environment- R1)
§ On the job learning can enhances employee quality (B1) 4=0.01 [0-0.03]
= |3 — _ p= 10
8 Job attractiveness impacts employee turnover, and thus its costs (R5) &=1.5[0-3]
g Service quality enhances customer loyalty (B2)* ¥s=0 [0-0.6]
[ Service quality impacts employee satisfaction (Personal Fulfillment- 0s=0 [0-0.6]
R3)*
Reduced turnover preserves quality employees and capabilities (R2 and | &,=0.2 [0-0.6]
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Managerial Choices

Compensation (including fixed and performance-based, as well as

g various benefits)

9 Task richness (regulates the balance between assets and capabilities and | #

2 moderates the contribution of employee quality to productivity)

§> Employee adjustment time (use of part time positions, JIT scheduling, |
and rapid hiring and dismissal)

Desired Assets (the level of assets to acquire) Ap
§ o Desired Employees (The full-time-equivalent number of employeesto | Eo
é 2 maintain)

S g | Capability Allocation (Fraction of employee time devoted to capability | f;
5 © | building)
Initial training and Recruitment Costs (in $/Employee) Cr

*These mechanisms are in the model but zeroed out in the base case analysis.
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A 3-Analytical Solutions
Equilibrium performance various simplified versions of the model can be found analytically. Different
simplifications can be made. We solve the most inclusive version of the model in which analytical
expressions for steady-state profit are available and then provide more detailed analysis for the stylized
version discussed in the paper. To this end, we remove only learning, training, and effect of task richness
on job attractiveness from the model (no analytical solution exists without those simplifications) and use
the following arguments to specify the equilibrium values for the state variables of the model:

- Baseline quality can be found using the equation for new employee quality because training and

learning do not change quality in the simplified model:

0. Oc
Qw = (=) Q%5 su% (1~ 07 (1 = ) = Qg = ((Ci) %5 (1 = 07(1 - ﬁ)))
N

Cn

- Underlying demand can be found based on its base value and the effect of service quality on

demand, keeping in mind that, in equilibrium, service quality equals desired service quality:

Dy_gq = dps's

- Equilibrium capability, employees, and assets should be set to their desired levels—Cp, Ep, and

Ap—discussed above. These are:

Ap-pq = Bp-gqa(1 = B)/Cy
Cp-gq = BD—Eqaﬁ/CC

BD—Eq(l —a) n Cp-gq

En r =
b-Fa Cg ecQeq
where desired budget in equilibrium, Bp.gq, iS:
B _ SDy-kq
D—-Eq — — —
T (@B (2 =B\ A —a)“ “ g8
Ce Ca Cy Eq

We can then replace these state variables in various model equations to calculate the equilibrium profit:
s Ch Cn
Mpq = DU—EqmeEg - <C + —§> Egq — t—AEq — Crixed
Ty, Qgq ectpln
In short, both equilibrium conditions and equilibrium profits can be calculated analytically after removing

only the learning and training. However, the resulting expression for profit (as a function of model
parameters) is quite complex and does not provide clear insights.

The summary of simplest version of the model
The profit function in the simplest version of the model can be calculated as:

¢ \98¢ 1
Tgq = dp [ Mp (a) - C@ — Crixed

6
This expression can also be written in terms of employee quality, Q, since Q = (Ci) “in the stylized
N
model. That alternative expression yields the following (also discussed in the main text):
CN B
Tgq = dp <me5Q - ?QQC ) — Crixed
In this expression  only appears as exponent of Q in the denominator of employee cost contribution to

profits. Therefore the optimal choice of B is a function of Q: if Q>1, then p=0 is preferred, otherwise =1
is optimal.
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These corner solutions for B, however, do not guarantee the emergence of two local peaks. Specifically, it
may be that low (or high) Q values dominate so strongly that Q>1 (or Q<1) options are never even locally
viable, regardless of B. For different Q values above and below 1 to be viable, a sufficient set of
conditions include:

1) Assuming =0 profit increases by reducing Q below 1. This will lead to a (local) peak at Q values

below 1, where =0. Formally: Z—g <0atQ=1landpB =0
2) Assuming =1 profit increases by increasing Q above 1. This will lead to a local peak at Q values
above 1, where f=1. Formally: Z—g >0atQ=1landp =1

Writing down these two conditions and solving for the inequalities, we find the following sufficient
conditions for having a bimodal landscape in our stylized model:
Cn 1
1< O.6ompk < 1-6,
For example, with our base case parameter values (cy=2000; 8c=0.7; 80=0.1; mpy=4; x=4000), both
inequalities hold (1<1.79<3.33) and we do get a bimodal landscape. Note that the conditions above are
sufficient, but not necessary, so there are other parameter settings that create bimodal landscapes but are

not included in the condition above.

Complementarity in the stylized model
Formally, two elements of strategy are complements if the mixed partial derivative of performance with
respect to those elements is positive. Here we show that in the stylized model task richness and employee

. .92 . . .
quality are complements, i.e. #OE; > 0, for all feasible values of these two choices. Given that employee

quality is only the function of compensation in this model, within the region of parameter space where
employee quality is an increasing function of compensation, the result also holds for complementarity
between task richness and compensation.

By taking mixed partial derivatives of profits with respect to task richness and employee quality we have:

2 1
o= (14 () (g )
0QaB Bc Oc
Replacing ¢ = ei — [ we get:
C

ale'Eq i_ﬁ_l
—Ea_ o 2 _
Q08 Q% "~ (p*—9+1)

This function is always positive for feasible Q (Q>0) since the second quadratic term, (¢ — ¢ + 1), has
a positive minimum at ¢ = 0.5 and thus is positive for any value of task richness and employee quality
elasticity with respect to compensation (8¢). Therefore Q and B are complements in their feasible region.
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A 4-Performance landscape in higher dimensions

The main analysis used compensation and task richness (and employee adjustment time, p, when
considering stochastic demand) as the main managerial policy levers, calculating endogenously
the other managerial decisions on desired assets, employees, employee allocation between
capabilities and customer service, and training and recruitment costs. This treatment may raise
the question about robustness of the findings on the number of local peaks. Specifically, one may
argue that by incorporating efficient choices on four managerial decisions, we may be excluding
many local peaks that are otherwise relevant to understanding the actual performance landscape.
Here we examine this possibility by analyzing the expected performance of the firm in an
augmented strategy space including all these four decisions as separate policy levers. Our focus
is on identifying the number and location of local peaks. Absent visualization methods for a six-
dimensional performance landscape and following previous research (Rivkin, 2000), we use
multiple simulated random walkers that seek to find local peaks. Each is initialized from a
random point on the six-dimensional strategy space defined based on feasible ranges for each
decision (Table S 2). The walker then moves in random directions, taking small steps with random
lengths not exceeding 1% of the length of any dimension. A step is accepted if it leads to
performance improvements, otherwise the walker does not move and takes another step. This
process is continued until the walker does not move for a very long time, indicating a local peak.

Table S 2-The range of managerial choices explored in the 6-dimensional strategy space as well as the two resulting peaks.

Minimum Maximum IMax Peak | CMin Peak
¢ (compensation) 600 10000 4353 610
/5 (task richness) 0 1 1 0
Ao (assets) 0 3 0 0.9
Eb (employees) 0 40 6.4 13.9
Cry (training and recruitment costs) 0 3000 801 0
fs (fraction of employee time to capability building) 0 1 0.3 0
Profit 50727 48065

We conducted this analysis using 60 walkers starting from random points on the strategy
space and taking more than 10,000 steps each, where after each step they wait to realize the
equilibrium performance outcome of the new position. Through this process all these walkers
end up on one of two local peaks (ignoring tiny variations given continuous choices), with 49
landing on the IMax and 11 finding the CMin. Table S 2 also reports the values of 6 choices for
the two peaks corresponding to CMin and IMax in this analysis. Both peaks are very similar to
the ones found in the main analysis with the two-dimensional strategy space (training and
recruitment costs prove rather unimportant, because they can be directly traded off against
compensation; and the payoff landscape near IMax is rather flat on this dimension). Note that
these solutions are not “corner” solutions in that many (but not all; e.g. task richness takes

extreme values) choices take medium values.

No other local peak is found, suggesting that the landscape likely has the two local peaks
that closely correspond to those identified in the main analysis. The relative number of walkers
finding IMax vs. CMin provides a measure of relative size of basins of attraction for the two
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strategies in the six-dimensional strategy space. Consistent with the two-dimensional analysis,
IMax has a larger basin of attraction in this setting as well.

47



A 5- Understanding the various impacts of feedback loops and model parameters

In light of the limited space in the main body of the paper here we provide additional
analyses to help build a more nuanced understanding of the model. In moving from the simple
analytical model to the more complex one we introduced a few feedback mechanisms, which we
further augmented in this appendix. Therefore we focus our analysis in this section on
demonstrating how those feedback effects operate to change both the equilibrium results and the
dynamics of the model. The goal of this section is to both provide a more in depth understanding
of the model mechanisms for interested readers, and to highlight the following three features of
feedback mechanisms that make them important in our main analysis: 1) Feedback loops change
the equilibrium costs/benefits of different strategies. 2) Loops introduce slow dynamics and 3)
Feedback effects interact in nonlinear ways.

In doing so we conduct two analyses. First, we go deep into understanding the impact of
one representative feedback loop, the R1-Rewarding Environment, using simulations that
elaborate on both the dynamic and equilibrium results. Then we report more details on how
various model parameters regulate the equilibrium results and dominant strategies.

A detailed example of effects of feedback loops

In our first analysis we use the scenarios discussed under temporal complexity section in
the paper to elaborate on the different effects of feedback loops. Those effects could be
summarized as 1) Direct impact on equilibrium tradeoffs; 2) Impact on dynamics; and 3)
Interactions of loops that change both dynamics and equilibrium tradeoffs. To illustrate these
basic effects, we focus on a case where the IMax is considerably better than CMin (by making
the following parametric changes compared to the base run: A=0.03, 6g=0.4, 60=0.15). This is
the scenario reported in the paper, in the temporal complexity section, and leads to a bimodal
landscape with (47k, 64k) peaks for CMin and IMax. Similar to the main paper we focus on the
dynamics of transition from CMin peak to IMax (by changing compensation from $1720/Month
to $2830/Month and taking task richness from zero to one at time 5). Within this setting we
analyze how the Rewarding Environment loop (R1) impacts the dynamics and equilibrium
outcomes. Specifically we compare two scenarios, one with the above parameter settings (i.e.
when the rewarding environment loop is active; we call that “R1 Active”) and another where we
put Oq to zero, keeping everything else the same (we call that “R1 Inactive”). Figure S 2 reports
job attractiveness, Qn, dynamics under these two scenarios (and a third discussed below), with
the solid line representing R1 Active case, and the dotted line for R1 Inactive:
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Figure S 2- Job attractiveness under three scenarios

Three effects stand out, and provide a good example of various ways in which the
feedback loops contribute to relevant tradeoffs and dynamics. First, there is a gap between the
two curves in equilibrium both under CMin (times 0 to 5) and IMax (towards the end of the
simulation). Second, this gap is significantly larger under IMax vs. CMin. Third, when the
rewarding environment loop is active, the gap grows in three distinct phases: a very quick initial
rise, followed by a relatively fast increase (over a ~4 months period), followed by a slow gradual
increase that takes years to settle. In contrast, the third, slow, phase does not appear in the
absence of the rewarding environment loop. Let us tease out these effects starting with the initial
gap between the two job attractiveness curves under CMin.

Here, job attractiveness is below one (during times 0-5), but not so low that it leads to
high turnover rates. Therefore on the job learning (B1) loop has a notable impact on the
accumulation of employee quality, so much so that average quality, Q, is above one. As a result
the Rewarding Environment loop boosts Job Attractiveness in the R1 Active case compared to
the R1 Inactive. Note that this result would have been reversed if we used the base case
parameters (in which CMin entails employee qualities below one), or if the B1-Learning loop
was inactive. Figure S 2 includes the latter scenario as well (B1 Inactive; dashed line), showing
that the job attractiveness in the CMin region is actually lower for R1 active AND B1 inactive
than it is in the case with only R1 inactive. The magnitude of the R1 effect, in comparing
between R1 active and inactive, is rather small in the CMin region because employee quality is
close to one, so the term Q? is not very consequential. This change in equilibrium due to R1 is a
good example of the broader point: endogenous feedback loops can change the equilibrium
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points of the system, and their impact may vary depending on which region of strategy space we
are operating in. Therefore these loops can strengthen one strategy vs. the other one.

To appreciate the second general point lets consider the dynamics of change in the
strategy from CMin to IMax. At time 5 the transition to IMax is undertaken (changing both
compensation and task richness) in a step function. Job attractiveness immediately jumps up as a
result of those changes (the step increase in job attractiveness). Next, for a short while job
attractiveness grows relatively fast as new employees, with higher quality, are hired to build
capabilities. That adjustment is relatively fast, so its dynamics settle after a few months. The two
scenarios are relatively similar across these two stages. The dynamic impact of R1 becomes
evident considering the slow, longer-term increase in job attractiveness that follows after time
~10 months.

This slow increase phase is the result of the R1 loop’s endogenous growth, and its
interaction with the B1 (learning) and R2 (preserving knowledge) loops. Specifically, this growth
is rather slow because the endogenous loop gradually shifts the goalpost for employee quality: as
quality grows it increases the job attractiveness, which further enhances the employee quality
further. The loop does not settle quickly because of the slow turnover in employees (after all they
have good jobs!) which means their quality will not adjust quickly to the value indicated by job
attractiveness. The slow, endogenous change in the state of the system is the second hallmark of
feedback effects: they create dynamics that gradually shift the state of the system long after
exogenous changes have ceased.

We may also note that the high employee quality in the IMax region further reduces the
turnover rate, extending the delay in the adjustment of employee quality. This is one interaction
of R1 and R2 (preserving knowledge) that changes the delays depending on which region of
strategy space they are active in. Another noteworthy interaction includes the impact of B1.
Comparing the B1 Inactive and R1 Active scenarios in Figure S 2 we note that when both loops
are active, the quality grows more rapidly between the months 10 and 25 (solid blue line). No
such growth is present in the absence of B1 (dashed green line). The reason is that on the job
learning (B1) plays an important role in enhancing average employee quality when new
employees are recruited for building organizational capabilities. On the other hand, the gradual
increase in quality due to learning (B1) also strengthens the impact of R1, thus further increasing
the job attractiveness. B1 acts as a trigger that activates R1 and shifts the system’s dynamics. So
overall the gap between R1 Inactive and R1 Active grows over time, and also between IMax and
CMuin regions as a result of the interactions between R1 and B1. This provides an example for a
third general point: that feedback loops interact both in determining the dynamics and in
determining the equilibrium effects of various loops.

This example demonstrates three relevant features of feedback effects: they change the
equilibrium costs/benefits of different strategies, they introduce slow dynamics in moving
towards those equilibrium outcomes, and their effects interact in nonlinear ways, potentially
building on each other in some regions and cancelling out in others. In the next set of analyses
we dive deeper into understanding the effect of each model parameter as it influences the
equilibrium tradeoffs among different feedback loops and mechanisms.

Impact of individual parameters on competing strategies
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In this analysis we changed parameters listed in Table S 1 within the ranges specified there,
keeping other model parameters unchanged. For each value of the parameter, we conduct two
optimizations, finding the profit-maximizing (in equilibrium) compensation (c) under task
richness values of one and zero. We limit our search to these two extremes because, in the vast
majority of cases, the best configurations for the IMax and CMin strategies fall on these values
and this choice simplifies the visualization of results. In Figure S 3, we report the compensation
and desired service quality for the dominant strategy (the result of optimization that offers the
higher profit of the two; left Y-axis). For clarity, we highlight regions in which Task Richness of
0 (vs. 1) dominates. We also report the difference in profits under the two strategies on the same
graph (right Y-axis). Here, we discuss in detail four exemplars (Panels A-D) that best
characterize the impact of direct factors and feedback loops on equilibrium costs and benefits.

Dominant strategy, in this analysis, is about equilibrium results. Therefore the sensitivity
of the dominant strategy to various parameter values is best understood in light of its costs and
benefits. For example, in Panel A, reducing the effect of the work environment on job
attractiveness (0q) weakens the Rewarding Environment (R1) and Engaged People (R4) loops.
By increasing the costs of quality and reducing its benefits, there is a threshold below which
investment in quality employees can no longer be optimal, even with full task richness. Thus a
profit-maximizing firm would switch to task designs with lower engagement and complexity,
which allow it to manage well with low-quality and low-cost employees (assuming good
execution). Factors that weaken 6q include job designs that isolate service workers and reduce
interaction; for example, by narrowing their tasks or assigning unpredictable schedules. On the
other hand, strengthening this relationship—and the corresponding loops—calls, at the transition
threshold, for a significant increase in compensation (dashed line) to enable attracting quality
employees in combination with these feedback mechanisms. However, if R1 is strong enough,
there is no need to rely heavily on compensation to make the jobs more attractive, because
quality employees join due to the ‘Rewarding Environment’ effect, a compensating differential
effect. Note another relevant feedback that we do not model explicitly: an increase in task
richness, by requiring more complex processes and social and human interactions, is likely to
increase Ho and thus to increase the reinforcing loops that support the IMax strategy. In contrast,
low task richness strengthens the cost-minimization equilibrium by cutting 6q.

The effect of compensation on job attractiveness (6c) is more subtle. High task richness
dominates at both low and high levels of 9; (Panel B). When potential employees are not
sensitive to compensation, the firm can recruit relatively high-quality employees and build a
rewarding environment at low cost. This strategy leverages other features of the IMax peak (high
task richness, high service quality, rewarding environment), but is distinct in its low
compensation. Thus, it is not a stereotypical example of ‘IMax,” but it may be close to the model
followed by many nonprofits and voluntary organizations (albeit not in mass market services),
which we called ‘volunteer-based’. On the other end of the spectrum, a high sensitivity of labor
to compensation means that low compensation would significantly reduce the quality of
candidates, making it cheaper to kick-start the feedback mechanisms by paying more and
attracting quality people. For example, significant productivity heterogeneity in some technical
jobs, such as software engineering, or in tight labor markets can promote the IMax strategy
through higher .. However, in the middle range of 6, the costs of hiring quality employees may
overwhelm the benefits and promote the combination of low task richness and low
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compensation®. The exact width of this range depends on how other features of the industry
promote IMax. In fact, if the feedback effects are powerful regardless of &, then high task
richness may dominate throughout.

The effect of employee quality on margin (do) influences profitability directly and
exemplifies the direct benefits of employee quality. The stronger this effect, the higher the value
of quality employees and thus the higher the likelihood of adopting the IMax strategy (Panel C).
In our setting, the transition is achieved by significantly increasing compensation to achieve
maximum quality (quqx)- FOr example, quality employees have a strong effect on sales and
margins in high fashion, thus strengthening the preference for the IMax strategy in that sector.
Note that optimal compensation is kept at that maximum level because, contrary to the analysis
on dc, no feedback effects are activated by dq to enhance employee quality using nonmonetary
factors.

Various features of technology and industry also bear on the dominant strategy. When
capital plays a larger role in production, feedback loops’ benefits are more pronounced. Those
benefits are seen in higher productivity of quality employees in building capabilities and longer
capability life under low turnover. Thus, increasing capital’s share in capacity may actually
promote IMax, as long as capital can be built internally in the form of capabilities (Panel D). For
example, in many capital-intensive industries, the importance of physical asset maintenance and
process improvement promotes IMax, despite the relatively lower share of labor in production.

Overall, mechanisms and design choices moderate the dominant strategy according to their
effects on the costs and benefits of employee quality. These effects, especially the feedback ones,
sometimes compensate for each other, leading to sharp nonlinearities in optimal policies. For
example, switching to an IMax equilibrium may require a significant increase in compensation;
but once high employee quality has been achieved, financial compensation may lose its power to
promote further profitability. Instead, work environment and service quality can become viable
drivers of employee quality. Finding the right balance in this setting is complex. For example,
enhancing task richness makes feedback benefits of employee quality possible by strengthening
R1-5. Thus, both strategies become coherent internally, although distant in the strategy space.
Managers who follow a labor-cost-minimization approach may find it unimaginable that the
IMax strategy can be cost-effective in their industry. They perceive limited returns on quality,
because those returns are explicitly designed out of their current business model by the focus on
simplified and routine tasks and the avoidance of more complex organizational processes.
Extrapolating from this experience, they see the IMax strategy as a failing proposition
inconsistent with the basic economics of the industry as they know it.

3 Panel B also shows CMin to dominate when 0c=0; This is because neither strategy can offer positive profits due to
the fact that optimum training with marginal returns equal to that of minimum compensation ($1000) is very
expensive, and more so for the IMax strategy. This extreme mechanism is not realistic or relevant to our main
results.
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Figure S 3-Full sensitivity analysis of dominant strategy at different parameter values. Each graph reports the profit maximizing
compensation (in $4000/month multiples; dashed line; left Y-axis) and difference in profits following the profit maximizing policy
with task richness of f=1 minus the counterpart profit under =0 (triangular marker; right Y-axis). Regions where CMin
dominates are highlighted in pink. For each value of parameters on the X-axes two optimizations are conducted, finding profit
maximizing compensation and service quality with task richness values of 0 and 1. The compensation values for the strategy with

higher overall profits are graphed only.
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A 6- Sensitivity Analysis and Boundary Conditions

The analyses reported in the paper established the existence of two coherent strategies in
managing service operations: the IMax strategy and CMin. In this section, we explore the
conditions under which each strategy dominates. Based on the results in the previous section we
identify the five most important model parameters and conduct a multi-dimensional sensitivity
analysis on those five parameters. By generating the landscape topology maps for more distant
points in the parameters space, we can assess (a) the conditions under which the two strategies
persist, (b) when a single dominant strategy emerges, and (c) the conditions under which each
peak dominates.

Overview: Our baseline model parameters may be different from those of many actual service
operations. Thus, besides analyzing sensitivity to individual mechanisms, we need to explore the
parameter space for conditions leading to the separation of the two peaks in the strategy space
and the dominance of each peak. We do so by conducting a multivariate sensitivity analysis,
changing five main model parameters and, in each case, inspecting the strategy-payoff contour
plots (similar to those in Figure 2 of the main paper) to identify the number and location of peaks
in the strategy space. By changing the important parameters at the same time, we explore the
more distant market and industry settings. We choose the five parameters to include the more
important effects in changing the costs and benefits. These include (a) the effect of employee
quality on margin (dg), a direct contributor to the benefits of quality; (b) the effect of
compensation on job attractiveness (&c), which moderates the direct costs of quality; (c) the
contribution of capital to capacity («), a moderator of the feedback benefits of quality; (d) the
effect of work environment on job attractiveness (6g), which affects the costs of quality through
feedback loops; and (e) the effect of job attractiveness on tenure (&), relevant to multiple
feedback loops and to the direct benefits of quality. We draw each parameter independently from
a uniform distribution within a wide range (reported in Table S 3 below), analyzing 1000
scenarios, which, with 99 strategy settings in each scenario (11 task richness levels * 9
compensation levels between 1000 and 5000 $/month), leads to 99,000 simulations. We use
logistic regressions (reported in Table S 5 below) to better understand the features of this
multidimensional parameter space. Figure S 4 summarizes the results qualitatively, showing the
most common behavior in various combinations of direct employee-quality costs (6c on the Y-
axis) and a linear composite of four other factors that summarizes the benefits of employee
quality (X-axis; see figure caption for details).

One interesting finding from the previous section that is reinforced here is a nonlinearity
in optimum task richness as a function of compensation effect on employee quality (6:). Where
employees are insensitive to compensation (very low 0¢c) organizations can retain quality
employees using non-monetary levers, maximize task richness, and organize around the benefits
of employee involvement without incurring the compensation costs. This is a qualitatively
distinct peak with low compensation and high task richness, one that we had not anticipated.
While not realistic in mass market services (where employees are sensitive to compensation),
this peak maps well into non-profit and voluntary organizations, so we label it ‘volunteer-based’.
Medium levels of 6. are more likely to promote the CMin and low task richness, because
building employee quality is not cheap anymore, but quality (and thus output) returns on
compensation remain modest. Finally, at high levels of 6. the IMax peak becomes dominant
again and compensation’s strong impact on employee quality makes it worthwhile to pay for
getting the best available talent. Despite the potential existence of the volunteer-based peak, no
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single landscape contained more than two local peaks from these three possible alternatives (or
others).

We find that the coexistence of two local peaks is a fairly general outcome which persists
under many possible industry, technology, and market settings captured in our different
parameter values; it occurred in 96.1 percent of our analyzed scenarios. These multi-peak
conditions are designated in Figure S 4 with the suffix "M’ (in contrast to scenarios dominated by
a single peak, designated with the suffix ‘S”). IMax (HH: high compensation, high task richness)
dominates in 74 percent of the scenarios, followed by volunteer based (LH: low compensation,
high task richness) at 22 percent and CMin (LL: low compensation, low task richness) at 4
percent.

HH can be promoted by activating causal pathways that reduce the costs or increase the
benefits of employee quality (right-hand side of Figure S 4). Most dominant HH peaks are a
result of (a) reductions in the direct cost of employee quality (high &c), (b) high direct benefits of
quality (high dg), (c) high benefits from leveraging quality employees through capability
building (high ), or (d) increases in the costs of turnover for poor jobs (high &). On the other
hand, an LH peak becomes dominant when employees are insensitive to financial incentives
(very low Oc; lower part of the graph) and employee quality has only marginal benefits. In such
settings, the dominant strategy still relies on increasing task richness and benefiting from
medium- to high-quality employees. Yet those employees are retained through an attractive work
environment, a rewarding experience in satisfying the customers, and engaging tasks, rather than
through compensation. When labor-cost minimization dominates, employee quality should be
somewhat sensitive to compensation (medium éc) and the main pathways to the benefits of
employee quality should be very weak; for example, through limited impact of capital (low «),
lack of feedback mechanisms to save on employee costs (low dg), limited direct or feedback
benefits of quality (low dq and «), and low turnover costs for unattractive jobs (low ¢).

Two local peaks coexist when combinations of effects do not lead to a significant
advantage for any of the three competing job designs (HH, LH, and LL). Direct benefits of
employee quality—for example, through their effect on margin (dq)—are salient both in our
model and in the real world. For example, the productivity variance among software developers,
sales personnel, and financial analysts with different quality levels may well justify high task
richness and compensation in these industries. Nevertheless, in the absence of those direct
benefits, HH or LH can still be the sole peaks if endogenous cost-reduction mechanisms are in
place (high 6g), if capabilities are important (high «), and/or if the turnover costs of poor
working conditions are significant (high &). On the other hand, under specific conditions, labor-
cost minimization is the only viable strategy because (a) task richness is limited to low values (b)
capital is not important (or only assets are cost-effective), or (c) turnover costs due to poor jobs
are limited and both direct and feedback-based benefits of employee quality are insignificant.
Jobs in highway tollbooths and in parking lots, for example, given their minimum opportunities
for employee contribution, may offer no viable strategy other than labor-cost minimization.

Sensitivity analysis highlights another effect. Non-monetary contributors to job
attractiveness can act both as complements and substitutes for compensation. At lower levels
they complement each other to promote the IMax peak over CMin, so small increases in one
factor can significantly boost optimum compensation. However, once the IMax peak dominates,
additional intrinsic benefits (e.g. stronger rewarding environment loop) reduce optimal
compensation, following a logic of compensating differentials (Smith 1979).
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Compensation Effect on Job Attractiveness GC

Low

Low High
Benefits to Costs of Employee Quality

Figure S 4- Qualitative overview of the dominant peaks in the paraemter space identified based on high/low for compensation
and task richness levels, and multiple (-M) or single (-S) peak. So LH-M means a combination of low compensation and high task
richness dominates in the presence of at least one other local peak. The X-axis is a composite of how strong the benefits of
employee quality are and how much of the cost of raising quality can be saved through feedback mechanisms. We use a weighted
sum of dq, a, & and 0q , (4oqo+50+0.5+0.66q leads to results that are visually similar to the graph above, though borderlines
are not as sharp) to quantify this axis. The Y-axis reflects 6c. The graph is qualitative and, due to nonlinear interactions, one
cannot account for every scenario in a two-dimensional graph.

Implementation Details: For this analysis, we change the values of five key model parameters using a
uniform distribution changing each parameter between low and high values reported in Table S 3. For
each of the 1000 random points in this parameter space, the full strategy space is mapped using values of
task richness between zero and one and compensation between $1000 and $5000 per month with
increments of $500/month. For each scenario, we record the number of peaks and their locations on the
four possible quadrants (determined based on compensation and task richness thresholds of $2000/month
and 0.5, respectively). We label these quadrants HH (for high compensation and high task richness), HL,
LH, and LL. We then record which peak dominates the results, so a scenario coded with a dominant peak
of LH has its profit-maximizing peak at low compensation and high task richness. We call a scenario
multiple-peaked if there are peaks in at least two quadrants.

Parameter (labels) Low Base High
a | Capital contribution to capacity 0.1 0.3 0.8
8, | Effect of employee quality on margin 0 0.1 0.3
6, | Effect of compensation on job attractiveness 0.1 07 1.4
6, | Effect of work environment on job attractiveness 0 0.2 0.5
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& \ Effect of job attractiveness on tenure 0.2 1.5 4
Table S 3-Full factorial sensitivity analysis parameters

Table S 4 reports the number of scenarios with at least one peak in each quadrant and the number with
dominant peak coming from each quadrant.

HH HL LH LL
# scenarios with at least one peak 753 429 248 532
# of scenarios with dominant peak 744 0 217 39

Table S 4-Number of different types of peak and their dominance in full factorial sensitivity analysis

Two questions drive our analysis in this section: (1) Which peak dominates? (2) When would we have
more than one peak in the strategy space? We used logistic regressions on the data from the above
multidimensional sensitivity analysis to address these questions and summarized the results above and in
the paper. Here we describe the details of the analysis. Simple logistic regressions explain much of the
variation in the results. The final regressions, shown in Table S 5, summarize how different parameter
combinations lead to the dominance of one or another peak and when they promote multiple peaks.
Specifically, O¢c (sensitivity of employee quality to compensation) and dq (sensitivity of margin to
employee quality) are the most significant drivers of dominant peaks, followed by 0q (sensitivity of
employee quality to work environment), o (importance of capital in production function), and { (impact of
job attractiveness on turnover).

HH LH LL Multiple

peaks
Intercept -54.16 28.2 1.66 8.86
(7.39) (3.67) (1.75) (1.88)
fc | 83.02  -38.89 21.61 -7.52
(11.63) (4.81) (5.42) (1.35)
a | 6.18 239  -8.64 51.95
(1.47) (1.2)  (1.68) (9.83)
0o | 2697  -17.53 -6.77 -9.72
(4.01)  (2.65) (1.82) (2.73)
Jo 6476  -27.45 -68.48 -37.41
(9.12)  (4.26) (11.28)  (6.83)
& 3.69 -2.85  -0.79
(0.54)  (0.43) (0.25)
6c? | -37.58 -16.97
(5.66) (4.13)
AUC | 0.997 0.996 0.983 0.993

Table S 5-Logistic regression results for predictors of dominant peak and of the existence of multiple peaks. All models and
parameters are statistically significant. AUC reports area under the Receive Operating Characteristic (ROC) curve and is a
measure of goodness of fit for the model (changing between 0.5 and 1; values close to 1 suggest better models).
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