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1 Introduction

Firms often find it challenging to provide incentives to their workers and

retain their best elements. Pay for performance is generally considered as a

useful tool to achieve these goals. In theory, the principal would like to set

performance criteria based on objective measures. However, this desirable

feature has been shown to be di⇥cult to achieve in practice, as such objec-

tive performance measures are not always available or extremely di⇥cult to

define. As a consequence, firms often have to resort to subjective perfor-

mance evaluation (SPE). Managers observe workers’ actions over the year

and provide their assessment of their job at the end of the calendar year.

This translates into future career development, wage raises and bonus deter-

mination. Such an evaluation system based on subjective assessments will

work only if managers truthfully report their achievements and if workers

trust their managers to do so.

In this paper, we study the causes and consequences of subjective perfor-

mance evaluation. We try to assess how objective is subjective performance

evaluation by relating these ratings to objective variables such as human

capital variables or other performance metrics. By doing this, we try to

distinguish between true economic (such as learning or human capital acqui-

sition) and more behavioral explanations. In a second stage, we relate SPE

ratings to wage growth, bonus size and promotion patterns.

Our main hypothesis is that the determinants of SPE a�ect the way in-

centives are provided and therefore compensation, turnover and career paths

within the firm. It therefore a�ects the e⇥ciency of the firm to motivate,

retain and attract top individuals.
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At the same time, firms are becoming more and more international. This

represents yet another challenge, as what (subjective) performance means

might be di�erent in di�erent countries. This might be due to cultural dif-

ferences, di�erent understanding of fairness, but also to di�erences in the

quality of the workforce, di�erent job composition, external and competitive

environment, and ultimately how the firm’s policy tries to balance the respec-

tive advantages and disadvantages of local flexibility-autonomy vs. common

policy.

We start by comparing performance evaluations between countries and

look at the di�erences in the determinants of SPE in di�erent countries (hu-

man capital, gender, job level); and also at department and manager char-

acteristics. We then analyze the di�erences in how SPE ratings translate

into wages, bonuses and promotions by looking at di�erent sensitivities to

performance

We find that subjective performance ratings reflect to some extent basic

human capital (tenure, age and education) as well as hierarchical levels. In

addition, ratings vary substantially between countries. Asian countries have

on average lower figures, and especially in Japan, SPEs are not as sensitive

to human capital variables. SPE ratings also have strong consequences on

wage growth, bonus size and promotion probabilities. This can be seen as

the logical application of internal company rules. However, the sensitivity of

compensation and promotion probability to SPE varies by country as well,

suggesting di�erent incentives provision and career dynamics.

When we relate the characteristics of the rated and those of the rater,

we find that manager’s performance and age are strongly correlated with
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the ratings they provide to their subordinates. This could suggest either

that good managers are allocated to good workers, or that they share similar

norms, or it could also be that the rating received psychologically influences

the rating provided. The strength of the correlation varies by country as

well.

When we look at the long run e�ect of performance evaluation on turnover

and promotion, we find that poor performers are indeed more likely to exit

the firm and those who perform consistently above average climb up the

ladder faster. However, we also detect evidence of cross-country variation:

the sensitivity of performance on the turnover decision is much higher in the

US, while consistently achieving high performance is more likely to result in

better career prospects at the headquarters. These results suggest that long

run career concerns are more important at home, while short term incentives

are more used away.

Our analysis relates to a large economic literature studying careers, both

theoretically (see e.g. Gibbons and Waldman, 1999a,b; Waldman, forthcom-

ing) and empirically (e.g. Baker, Gibbs and Holmström, 1994). However,

the analysis of career development and performance evaluation in an inter-

national setting is, to the best of our knowledge, unexplored in economics.

Section 2 describes our dataset obtained through close collaboration with

one large global company. Section 3 introduces our methodology and shows

our results. Section 4 summarizes our main findings and discusses their

implications.
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2 Data

We received confidential performance data from one large EU "high tech"

manufacturing firm producing in various countries around the globe and sell-

ing its products in almost every country. The data were collected in four

waves in the spring following the calendar years 2006 to 2009. The data

quality is especially high for the domestic country and for the US, but has

improved for most countries (especially Japan and China) over the last two

calendar years. While the firm initially focused its attention on their top

managers, the collection of the ratings have been extended to almost all

white-collar workers and integrated in the ERP. The total number of rat-

ings increased from 1,867 for the calendar year 2006 (mostly domestic and

US workers) to 10,882 performance ratings (out of 27,241 employees in De-

cember 2008) for the calendar year 2008 and 15,916 for 2009 (out of 29,959

employees in March 2010), with a more global distribution (in particular

China and Japan).

The firms uses a 5-scale evaluation rating:

• 5: outstanding

• 4: exceeds expectations and goals

• 3: meets expectations and goals

• 2: approaches expectations and goals

• 1: does not meet expectations

Figure 1 shows the distribution of these ratings in four di�erent countries

for the latest year available. We observe that the distribution varies sub-
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stantially. The shares of outstanding and above expectations performance

are twice as high in the domestic country compared to Japan. This find-

ing could have various explanations. First, there could be objective factors

behind these di�erences: either the labor force is of lower quality in Japan,

or the organizational structure is di�erent; second, these di�erences could

be related to cultural di�erences or di�erent ways to evaluate individuals.

Below, we will try to distinguish between these explanations.

This information is then combined with confidential monthly personnel

records for all workers since January 2003 (January 1997 for domestic work-

ers) until November 2010. These data are extracted from the company’s ERP

and contain many variables in four di�erent files: hire date (this allows us to

compute firm tenure), age, salary, bonus, job, job level, nationality, gender,

education level, but also information about the chain of command (global).

For each individual, we know the name of the team leader, manager, VP,

CVP, SVP and EVP, as well as the name of the department, the name of the

company and the geographical area where it operates.

Until recently, the firm was organized in 5 hierarchical layers:

• non managerial employees (job level 0)

• lower management (job level 1) - manager

• middle management (job level 2) - VP

• upper management (job level 3) - SVP

• top management (job level 4) - EVP
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In addition, the firm had also put in place a dual career ladder to provide

incentives and a career path for its specialists

To cope with explosive growth, the firm has recently introduced two new

layers:

• Team leaders (assistant manager)

• Corporate vice presidents - CVP (above VP and below SVP)

The firm uses a global chain of command and is trying to introduce some

homogenization in terms of practices, although local units have substantial

flexibility to locally manage their internal organization.

Over the period that we analyze, the firm has almost doubled its size

(see Figure 2), although most of the new jobs have been created in emerging

economics.

3 Results

We divide our analysis in three parts: in the first one we look at some

cross-section correlations for each wave of performance evaluation and for

each country. We look at both the determinants and the consequences of

SPE. In the second part, we use the panel information and try to detect

some behavioral e�ects. In the third part, we look at the long run e�ect of

performance evaluation on career dynamics.

3.1 Repeated cross-sections

3.1.1 Determinants of performance

Result 1: performance is positively related to various measure of human

capital
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We start by relating performance to tenure, tenure squared, age, age

squared and educational dummies:

Perfit = �0+�1Tenureit+�2Tenure
2
it+�3Ageit+�4Age

2
it+�5Educationi+⇤it

The first four columns of table 1 shows the results of our ordered probit

estimation for two cross sections. We see that objective measures of human

capital such as age, firm tenure and education are all positively correlated

with performance. This might either reflect the fact that subjective per-

formance evaluation reflects objective factors, or that managers use these

variables as signals to establish their ratings.

Result 2: performance increases with the job level

We then extend specification (1) by adding the hierarchical level (JL):

Perfit = �0+�1Tenureit+�2Tenure
2
it+�3Ageit+�4Age

2
it+�5Educationi+�6JLit+⇤it

In the last two columns of table 1, we can observe that performance is

estimated at a higher level the higher the hierarchical level. If the relative

di⇥culty of the task was considered in the assessment, we should not expect

this. This suggests that other factors come into play: either that managers

are evaluated on an absolute scale, and therefore superior performance simply

reflects the e⇥ciency of the selection process; or that it becomes psychologi-

cally more di⇥cult to provide bad ratings to individuals at the higher levels.

Result 3: the sensitivity of performance to human capital and job level

varies by country

As a next step, we run specification (2) separately for three additional

countries: US, China and Japan. The main findings of table 1 can be ex-

tended to an international setting (table 2), although the magnitude of the
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coe⇥cients varies a lot.

Result 4: controlling for observable characteristics, performance evalua-

tion is very di�erent across countries

We then consider all four countries in a single specification and add coun-

try dummies to verify if, controlling for all previous factors, performance

evaluation varies by country. While the US and China variables are not sig-

nificant once controlling for human capital and hierarchical level, we can see

that performance evaluation in Japan is significantly lower (table 3). We

should stress that Japan has been relatively less successful than the other

areas during the period of analysis.

3.1.2 The consequences of performance

In this subsection, we look at how performance a�ects wage growth, bonus

determination and promotion decisions in the short run and how the sensi-

tivity di�ers by country.

Result 5: performance is positively related to wage growth

We define wage growth as the log of the wage in April minus the log of

the wage in December, i.e. after the evaluation process is translated into the

formal compensation system. We then relate it to the performance evaluation

received in December and other individual characteristics:

dlogWit = ⇥0 + ⇥1Perfit + ⇥2Xit + ⇤it

As expected, higher evaluation is positively related to higher wage growth,

but the sensitivity is much higher outside Europe (Table 4).

Result 6: performance is positively related to the size of the bonus
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We run a similar exercise for bonus decisions. We define the bonus rate

as the ratio of the bonus received over the salary in December.

Bonusit = ⇥0 + ⇥1Perfit + ⇥2Xit + ⇤it

Once again, we notice that higher performance is associated with higher

bonus, but the sensitivity is di�erent between countries (table 5). Inter-

estingly, the sensitivity has diminished quite a lot in the US, while is has

increased in the domestic country.

Result 7: performance is positively related to the probability of promotion

We then run a simple probit regression to analyze the e�ect of perfor-

mance on the probability to be promoted:

Promotionit = ⇥0 + ⇥1Perfit + ⇥2Xit + ⇤it

We can observe that high performance is indeed positively correlated with

promotion decision to manager (table 6) but the sensitivity is much larger in

the US.

Result 8: performance is negatively related to turnover

Another desirable e�ect of performance evaluation is to be able to identify

and retain the most able individuals. We should therefore expect a negative

relationship between turnover and performance evaluation:

Exitit = ⇥0 + ⇥1Perfit + ⇥2Xit + ⇤it

We observe that poor performance is indeed positively related to exit

probability in the short run (table 7). Not meeting expecttions is associated

with a 51% higher probability of turnover in the domestic country and 67%

in the US.
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In the next subsection, we look more carefully at the long run e�ect of

performance evaluation on career dynamics.

3.2 Panel analysis

The previous subsection only used the data as repeated cross sections.

We now want to determine how persistent is individual performance, how

the characteristics of the supervisor a�ect the ratings they provide to their

subordinates, and, ultimately, how learning occurs about managerial ability

through repeated observations.

Result 9: performance is highly persistent

Perfit = �0 + �1Perfi(t≠1) + ⇤it

We observe that performance is indeed very persistent (table 8).

Result 10: the characteristics of the manager a�ect SPE

Focusing our analysis on regular workers, we go back to our first specifi-

cation and add some characteristics of the manager as additional controls:

Perfit = �0 +�1Tenureit+�2Tenure
2
it+�3Ageit+�4Age

2
it+�5Educationi

+⇥1PerfManagerit + ⇥2AgeManagerit + ⇥3GenderManagerit + ⇤it
We observe that the characteristics of the manager rating individuals are

very important as well: the performance of the manager, the age and the

gender (table 9).

3.3 Career dynamics and performance evaluation

In this subsection, we analyze the long run e�ect of changes in perfor-

mance evaluation. There are at least two issues that teh firm should care
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about. First, does performance evaluation lead to a natural selection of those

performing bellow average. Second, is performance evaluation leading to the

right assignment of workers. We also want to verify if individuals are more

likely to leave the firm if their evaluation declines. For this purpose, we design

a series of empirical tests using various sequences of performance evaluation.

3.3.1 Two-period analysis

We run a simple probit equation where we regress the probability to exit

the company following two successive evaluations (conditional on having been

observed two years in a row):

Exitit = ⇥0 + ⇥1Perfit,(t≠1) + ⇥2Xit + ⇤it

We observe that poor successive evaluations are indeed related to exit,

and that once again the sensitivity is higher in the US (table 10).

3.3.2 Four-period analysis

Consider now individuals who were assessed during all four periods that

we observe in our dataset. Controlling for their initial job, we ask how their

current position is a�ected by how well they performed over the last three

years. We run an ordered probit regression:

JobLevelit = ⇥0 + ⇥1Perfi(t≠3),(t≠2),(t≠1) + ⇥2Xi(t≠3) + ⇤it

Individuals who consistently overperform are indeed more likely to climb

the ladder in the medium/long run, while those with average performance

are likely to stay put (table 11). This suggests that SPE acts as a useful

tool for the assignment of workers in the corporate hierarchy. It also appears
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that moving up in the hierarchy is more sensitive to performance at the

headquarters, suggesting that reaching the higher levels at the company is

easier at home.

4 Conclusion

In this note, we studied subjective performance evaluation in a global

company. We documented substantial di�erences in ratings across countries

and discussed their consequences on incentives, selection, retention and career

dynamics. In future work, we plan to elaborate these ideas in a structural

model of learning and career dynamics in organizations.
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