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Abstract

This paper examines the incentive effect of a discontinuous and nonlinear compensation
scheme, using the transaction data provided by two North American auto dealerships.
Under the nonlinear scheme, a salesperson’s expected daily commission revenue
critically depends on his position in the pay schedule on the day. We find that a measure
of varying incentive intensity has a positive effect on the distribution of daily sales,
suggesting that salespeople adjust their effort levels in response to the intensity of the
incentive. Furthermore, incentive intensity has a negative impact on the dealership’s
gross profit rate, suggesting that employees are gaming the system by lowering the
prices they offer customers in order to achieve more sales and larger commissions. Our
study shows that there is a cost associated with a discontinuous non-linear pay scheme,
which is prevalent in the industry, and raises the question of why many firms use such a
form of contract.
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