Identifying, Measuring, and Communicating Employee Fit Through
Formal Control Mechanisms: Evidence from the Field

A thesis presented
by

Carolyn Victoria Deller

In partial fulfillment of the requirements
for the degree of

Doctor of Business Administration

Harvard University
Graduate School of Business Administration

Cambridge, Massachusetts

January 2018



© 2018 Carolyn Victoria Deller

All rights reserved



Dissertation Advisors: Professors Dennis Campbell and Tatiana Sandino Carolyn Victoria Deller

Identifying, Measuring, and Communicating Employee Fit
Through Formal Control Mechanisms: Evidence from the Field
ABSTRACT

In this dissertation, I utilize proprietary field data to examine two different management control
mechanisms used by organizations seeking to optimize fit in their personnel decisions. I also describe my
experiences conducting field-based research in management accounting.

In the first essay, “Beyond Performance: When Potential Matters to Employee Career Outcomes”, I
examine how managers’ assessments of employee potential (i.e. promotion prospects) are related to
employee career outcomes. | first document that (as intended) potential ratings play an important role in
managers’ promotion decisions, above and beyond performance ratings, and that these ratings also play an
incremental role in termination decisions. Next, | examine how potential ratings are related to employees’
voluntary separations. Amongst newly-hired employees, I find that the likelihood of an employee
voluntarily leaving the organization is decreasing in rated potential, and that an upward revision in potential
is associated with a reduced likelihood of leaving. Conversely, for longer-tenured employees, voluntary
departures are unrelated to potential ratings, except that the likelihood of departure is greater following a
downward revision in potential. Finally, I investigate how the aggregate potential of an organization’s
employee base evolves over time. I find that with the passage of time the organization experienced an
increase in the proportion of employees assessed as “high potential”, attributing this to both employee
selection effects and motivational effects.

In the second essay, “Who Should Select New Employees, the Head Office or the Unit Manager?
Consequences of Centralizing Hiring at a Retail Chain”, co-authored with Tatiana Sandino, we examine
the allocation of hiring rights in the employee selection process. Specifically, we examine whether
centralized hiring (in our study, by the head office of a U.S. retail chain) or decentralized hiring (by store

managers) leads to higher quality employee-company matches. In addition to examining the main effect of
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centralized hiring on match quality, we develop and test hypotheses pertaining to various store
characteristics that may moderate the effect of centralized hiring — specifically, instances where
headquarters may have a hiring advantage relative to store managers, and instances where store managers
may possess an informational advantage relative to headquarters. While we find no evidence of a main
effect of centralized hiring, we do find evidence consistent with our moderating hypotheses — specifically
that centralized hiring leads to higher quality matches when store managers are overly busy, while
centralized hiring leads to relatively lower quality matches when the store manager is at an informational
advantage due to serving a divergent market or repeat customers.

In the third essay, “Field Studies in Management Accounting”, I describe my experiences conducting
field-based research in management accounting (focusing in particular on the studies featured in the
abovementioned essays). In so doing, I provide an overview of each of the main phases involved in a typical
field study, discuss lessons learnt, and share tips for other researchers considering conducting a field-based

empirical research study.
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CHAPTER 1

Introduction

Hiring decisions and promotion decisions are two of the most important personnel decisions made by
organizations. In both cases, an important consideration is the degree of fit, both between the employee and
the organization as a whole (for instance, cultural fit) and between the employee’s skills and abilities and
those required by a specific job. In this dissertation, I utilize archival field data to examine specific
management control mechanisms used by two organizations seeking to optimize fit in their personnel
decisions. The multinational organization I study in chapter two uses an evaluation system whereby
employees are separately evaluated on their performance (a backward-looking metric) and their potential
(a forward-looking assessment of their promotion prospects), while the retail chain I study in chapter three
switched from a decentralized system of hiring new store employees to a centralized system in the hope of
achieving greater alignment between new hires and company values. Despite the prevalence of systems in
practice differentiating between employee performance and potential, we have little knowledge of how
these assessments play out in an organizational context, especially of how assessments of potential are
related to employees’ voluntary departure decisions. Similarly, while the importance of employee selection
is well-recognized by academics and practitioners, empirical evidence on the outcomes associated with
different approaches to the selection process is lacking. The primary goal of this study is to contribute to
the empirical literature in management control by presenting new evidence on control systems related to
personnel decisions. In addition, I conclude this study by sharing my experiences conducting field-based
research, in the hope that doing so may be helpful to future doctoral students pursuing such research.

In chapter two, “Beyond Performance: When Potential Matters to Employee Career Outcomes,” I use
proprietary data from a multinational organization pertaining to almost 15,000 unique managerial
employees to examine how forward-looking evaluations of potential (i.e. promotion prospects) are related

to employees’ voluntary departure decisions (as well as the organization’s promotion and involuntary



termination decisions). Additionally, 1 examine whether and how the proportion of high-potential
employees at the organization evolved over time. Amongst newly-hired employees, I find that the
likelihood of an employee voluntarily leaving the organization is decreasing in rated potential, and that an
upward revision in potential is associated with a reduced likelihood of leaving. Conversely, for longer-
tenured employees, voluntary departures are unrelated to potential ratings, except that the likelihood of
departure is greater following a downward revision in potential. As expected, I find that potential ratings
have explanatory power, above and beyond performance ratings, in promotion decisions (with the
likelihood of promotion increasing in potential) and in termination decisions (with the likelihood of
termination decreasing in potential). Finally, I find an increase in the proportion of high-potential
employees over time, which I attribute to employee selection and motivational effects, but not to sorting
out or changes in the composition of the employee base. Overall, my findings highlight the importance of
potential to employees’ voluntary departure decisions and to employee selection processes, which has
important implications for how firms measure and communicate potential.

In the third chapter, “Who Should Select New Employees, the Head Office or the Unit Manager?
Consequences of Centralizing Hiring at a Retail Chain,” co-authored with Tatiana Sandino, we examine
whether centralized hiring (in our study, by the head office of a US retail chain) or decentralized hiring (by
store managers) leads to higher quality employee-company matches. While centralized hiring can ensure
that enough resources are invested in consistently hiring people aligned with company values, it can also
neglect the unit managers’ knowledge about which individuals would best match local conditions. We use
difference-in-differences analyses to examine the effects of a switch from decentralized to centralized hiring
at our research site. We find that, on average, centralized hiring does not increase the quality of employee-
company matches, except when store managers are overly busy. Yet, we find that centralized hiring is
associated with higher employee departure rates in stores where the manager is likely to be more informed
than headquarters (stores that serve repeat customers or customers with atypical demographic

characteristics relative to customers typically served by the chain).



In the fourth chapter, “Field Studies in Management Accounting,” I share some of my experiences
conducting field-based research. In particular, I describe the main stages involved in a typical research
project using archival data from the field. My hope is that this may provide future doctoral students with a

roadmap for conducting field-based studies in accounting.



CHAPTER 2

Beyond Performance: When Potential Matters to Employee Career Outcomes

2.1 Introduction

In this study, I examine how managers’ assessments of employee potential (i.e. promotion prospects)
are related to employee career outcomes, focusing in particular on voluntary separations (though I also
document the role of these assessments in promotions and terminations). Furthermore, I investigate how
the aggregate potential of an organization’s employee base evolves over time. While organizations are
increasingly requiring managers to distinguish between current performance and future-oriented potential
when evaluating employees, the management control literature has been almost silent on assessments of
potential (c.f. Bol and Leiby [2016]). Such assessments are intended to facilitate managers’ personnel
decisions at the employee level, and at more aggregate levels of analysis, human resource management and
succession planning more broadly (De Pater et al. [2009]). However, these assessments may also influence
employees’ decisions and behavior. Thus, in addition to documenting managers’ use of these assessments,
it is important to understand how they factor into the separation decisions of employees, and to identify the
underlying firm- and employee-driven mechanisms that explain any changes in an organization’s aggregate
potential.

Many firms rely on internal promotions of existing employees to fill higher-level positions rather than
hiring externally, and a growing body of research examines the basis on which promotion decisions are
made. For instance, theoretical and empirical research in accounting and economics shows that performance
measures (reflecting employee effort and/or ability) are important determinants of an employee’s likelihood
of being promoted (e.g. Cichello et al. [2009]; Campbell [2008]; Gibbs [1995]). Promoting employees on
the basis of performance provides incentives for employees to exert effort in their current role, and is a
mechanism often used by organizations seeking to sort employees to more senior positions that best suit

their skills and abilities (Campbell [2008]; Gibbs [1995]). However, performance is typically an incomplete



metric for identifying employees who should advance the hierarchy, because divergences often arise
between an employee’s current job performance and his or her suitability for higher-level positions (Bol
and Leiby [2016]; Grabner and Moers [2013]; Peter and Hull [1969]).

To support the management of one of their most critical assets — their human resources — many
organizations are augmenting their performance evaluation systems with assessments of employees’
promotion prospects (i.e. potential). The basic premise of these systems is that the combination of
performance and potential provides relevant information beyond standalone performance, both at the
individual employee level — which can aid firms in making career decisions (i.e. promotions and
terminations) — and at the organizational level — whereby understanding the status of the organization’s
labor force can inform broader organizational policies and efforts (Beer [2009]; De Pater et al. [2009];
Corporate Leadership Council [2005a]).

Despite the prevalence of potential assessments in practice, our knowledge of how these assessments
play out in an organizational context is limited. A primary reason being that several characteristics of
potential assessments pose important challenges for empirical work in this area. For instance, potential
assessments are often not standardized across an organization or captured in a sufficiently systematized
manner to enable an empirical study. In other instances, these assessments are not disclosed to employees,
or are disclosed only in certain circumstances (for instance, some companies inform only “high potential”
employees of their status), resulting in ambiguity as to employees’ knowledge of their potential (making it
difficult to draw inferences as to how potential assessments influence employees’ actions).!

In this study, I overcome many of the challenges faced by empiricists wishing to study potential
assessments by using archival data from an organization’s “performance and potential system”. For the
purposes of this study, I define “performance and potential systems” as the formal routines and procedures

that managers use to: (1) explicitly evaluate and rate employees on past performance and future potential

! Of the organizations surveyed in the CEB 2016 HIPO Survey, 21% always communicate high potential status to employees
identified as such, 47% sometimes communicate high potential status, and 32% never communicate high potential status.
Furthermore, less than half of the surveyed organizations said they had a formal “high potential” definition with consensus across
the organization. (Corporate Leadership Council [2016]).



on a periodic basis; (2) communicate these ratings to employees; and (3) determine compensation and
promotion decisions.

In a setting where a less sophisticated system of potential assessments was previously in place, I begin
by providing descriptive evidence on the potential assessments from the firm’s performance and potential
system.” I begin in this way since, to the best of my knowledge, this is the first study to analyze data from
such a system. Specifically, I document: 1) how observable employee characteristics are related to
managers’ assessments of potential; 2) the use of potential (and performance) ratings in the organization’s
promotion and termination decisions; and 3) whether potential is predictive of future performance at the
next hierarchical level.

Next, I develop and test hypotheses regarding when and how potential assessments are related to
employees’ voluntary departure decisions. While promotions and terminations are almost exclusively
decided by the organization, employees themselves are the primary decision-makers when it comes to
voluntary separations. Understanding how potential assessments may influence employees’ voluntary
departure decisions has important implications for how firms measure and communicate potential.

In my voluntary departure tests, I consider two distinct sets of employees: those hired prior to the
implementation of a performance and potential system (“original employees”), and those hired subsequent
to implementation (“newly-hired employees”). Referring to information asymmetry and match quality, |
hypothesize that amongst newly-hired employees — for whom potential assessments should be most
informative, and where sensitivity to potential is likely to be the greatest — those assessed as “low potential”
will be more likely to leave the organization voluntarily than those assessed as “high potential”. Conversely,
I hypothesize that there will be no relation between assessed potential and voluntary departures amongst
original employees.

Lastly, I examine whether the aggregate potential of the employee base, as measured by the

organization’s performance and potential system, increases over time. Even where a performance and

2 I do not have data pertaining to the period prior to the implementation of the performance and potential system.



potential system simply formalizes an existing implicit or less formal system, it should act to raise the
perceived importance of potential to employee career outcomes and long-term organizational success (since
aggregate potential is a measure of the organization’s pipeline of future managers). To this end, there are
three main mechanisms — including deliberate firm actions and employee-initiated actions — which could
lead to an increase in the proportion of high-potential employees. These mechanisms are: (1) low-potential
employees sorting out of the organization (via terminations and/or voluntary departures); (2) remaining
employees increasing their assessed potential (due to motivational effects of the system); and/or (3) high-
potential employees sorting into the organization (through the organization’s selection practices and/or self-
sorting by employees). However, none of these mechanisms is a given and the relative efficacy of each is
unknown.

I address the above using proprietary, longitudinal data from a multinational organization. My data
pertains to more than 15,000 unique managerial employees, and spans the period 2008 (the year the
performance and potential system was implemented) through 2015. My first set of results shows that the
likelihood of an employee being rated as high potential is: 1) higher for males, full-time employees, and
expats; 2) increasing in current job performance, management level tenure, and hierarchical level; 3)
decreasing in age and company tenure; and 4) related to functional area and country of employment. As
expected, performance and potential ratings are both positively associated with the probability of
promotion, and negatively associated with the probability of termination. Furthermore, I find that potential
ratings are predictive of future performance at the next hierarchical level, after controlling for current
performance.

Contrary to expectations, I find that newly-hired employees assessed as “low potential” are no more
likely to voluntarily depart the organization than employees assessed as “high potential” (the same is true
for original employees). However, when I examine the organization’s more nuanced potential assessment

categories (rather than a simple high/low dichotomy), I find evidence that newly-hired employees exhibit



a negative linear relation between potential ratings and voluntary departures’, and that the likelihood of
departure is reduced following an upwards revision in potential. Conversely, the pattern of results for
original employees suggests that while the likelihood of voluntary departure is greater when an employee
experiences a downward revision in potential, departures are otherwise unrelated to potential ratings.

Examining the period following the implementation of the performance and potential system, I find
that the organization experienced an increase in the proportion of employees assessed as “high potential”.
While I am not able to attribute any of this increase to low-potential employees sorting out of the
organization (mechanism one), I find evidence that remaining employees increased their assessed potential
(mechanism two), though only relative to expected potential given their demographic and employment
profile (absolute potential was relatively constant). I find strong evidence that part of this increase was due
to high-potential employees sorting into the organization (mechanism three).

This study contributes to the literature in several ways. First, I extend the literature in accounting and
economics on performance evaluation systems. With one notable exception, an experimental study
documenting that managers distinguish between current job performance and promotion prospects
(potential) when performing overall assessments (Bol and Leiby [2016]), the literature has been almost
silent on evaluations of employee potential. My study uses archival field data from an organization that has
formalized such evaluations, enabling a detailed examination of the attributes of potential assessments, and
more importantly, providing empirical evidence on how employee and organizational outcomes are related
to these assessments.

Second, I contribute to the literature on employees’ voluntary separation decisions. While not a study
of performance and potential systems per se, a related study (Bjorkman et al. [2013]) uses survey data
(employees in nine organizations were surveyed) to examine the relation between being identified as
“talent” and employees’ voluntary departure intentions. The study finds that employees identified as

“talent” have lower departure intentions than employees not identified as “talent” (but their departure

3 The difference in coefficients between the lowest “high potential” rating and the highest “low potential” rating were not
statistically significant, which likely explains why I failed to find significance when simply examining the high/low dichotomy.



intentions are no different to employees who don’t know whether they have been identified as “talent”).
My study differs from this prior study in several important ways. First, I use comprehensive archival data
from a single organization, enabling me to hold firm-level characteristics constant, to control for various
employee-level variables, and to study actual voluntary departures rather than departure intentions. Second,
I study a continuum of potential ratings rather than a simple “talent” or not dichotomy. Third, all employees
in my setting know their potential rating in my sample period and I distinguish between two types of
employees — employees hired prior to the implementation of the performance and potential system, and
employees hired later.

Third, I speak to the literature examining the mechanisms leading to improvements in aggregate
organizational outcomes following the implementation of a new management control system (e.g. Banker
et al. [2001]; Lazear [2000]). Prior research in this area has primarily focused on the mechanisms leading
new incentive plans to cause performance improvements, whereas in this study the innovation was formally
measuring and communicating potential via a performance and potential system, and the outcome of interest
is aggregate “potential”. Given these different contexts, it was unclear to what extent prior findings would
translate to this study.

Finally, this study has practical implications for organizations and their managers as they consider
whether and how to measure and communicate potential. The performance and potential system studied in
this paper is a variant of what is commonly referred to as a “9-box grid” among practitioners. Despite the
popularity of 9-box grid systems, empirical evidence on the effects of such systems is lacking. My study
highlights several outcomes of the system following what appears to be a successful implementation by a
large, global organization. Hence, this study should be of interest not only to organizations considering
adopting such a system, but also to organizations that have already adopted such a system and who may

find it timely to assess the impact of the system in their organization.



2.2 Prior literature and hypothesis development

2.2.1 Potential assessments

In addition to effort, employee productivity depends on the quality of the match between the employee
and the organization as a whole, and the employee’s skills and abilities and those required by their specific
job (e.g. Grabner and Moers [2013]; Gibbs [1995]; Jovanovic [1979]). The importance of match quality is
reflected in the sorting role of promotions, whereby individuals are promoted on the basis of the match
between their skills/abilities and those required at higher levels (Grabner and Moers [2013]; Gibbs [1995]).
Much of the empirical research on promotion decisions finds that the likelihood of promotion is increasing
in current job performance (e.g. Cichello et al. [2009]; Campbell [2008]; Gibbs [1995]). Promoting
employees on the basis of performance provides incentives to employees (since promotions are typically
accompanied by increases in pay, prestige, etc.) and, unless the skills and abilities needed in the next job
are orthogonal to those needed in the current job, enables the firm to sort employees to some degree.

To the extent that divergences exist between an employee’s current job performance and his or her
suitability for the next job in the organizational hierarchy, performance represents an incomplete metric for
identifying the best promotion candidates (assuming the organization wishes to optimize match quality,
rather than using promotions primarily for incentive purposes).” Consequently, organizations are
increasingly evaluating not only employees’ performance, but also their potential (i.e. promotion
prospects). Assessments of potential enable an organization to capture factors (including, but not limited
to, specific skills and abilities) relevant to an employees’ “promotability”, but which are not necessarily
reflected (or fully reflected) in performance. For instance, these assessments could take into account an
employee’s leadership competencies (since such competencies are likely to become increasingly important
as an employee ascends the corporate hierarchy) and/or the extent to which the employee exemplifies

organizational values.

4 Chan (2016) provides the following as examples (current job / next job) of where the best performer in the current job is unlikely
to be the best candidate for the next job due to the differences in the skills needed: salesperson / sales manager, engineer / project
manager, and teacher / school administrator.
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Potential assessments are consistent with the ‘Informativeness Principle’ (Holmstrom [1979]) applied
to the context of promotions, whereby the optimality of managers’ promotion decisions (as well as decisions
related to employee development) could be enhanced through the availability of multiple imperfect metrics
(i.e. performance and potential), where each conveys relevant information as to an employees’ suitability
for promotion. The basic premise of evaluation systems capturing performance and potential is that
employees selected for promotion will be those assessed as having both high performance and high potential
(whereas employees with low performance and low potential are likely to be good candidates for
termination). Furthermore, aggregating employee assessments in a performance-potential matrix can
provide the organization with an overall snapshot of the status of the organization’s labor force, which can
inform succession planning and human resource management practices (e.g. Beer [2009]; De Pater et al.

[2009]; Corporate Leadership Council [2005a]).

2.2.1.1 Observable employee characteristics and potential assessments

Drawing on the findings of their High-Potential Management Survey, the Corporate Leadership
Council [2005b] defined a high potential employee as, “someone with the ability, engagement, and
aspiration to rise to and succeed in more senior, more critical positions.” Two elements of this definition
are particularly noteworthy. First, the attributes of a high potential employee as described in this definition
are inherently difficult to observe and quantify. Second, potential relates to actions in the future.

Assessing an employee’s potential for future promotion is, by nature, a subjective process whereby
managers seek to forecast an employee’s expected match quality with higher-level positions based on
observations of their skills, abilities and behaviors in their current job. Yet, despite “potential” being a latent
individual attribute, some observable characteristics may, on average, be associated with the likelihood of
an employee being labeled as high potential. For instance, the longer an employee’s organizational tenure,
the more opportunity the organization has had to assess an employee’s match quality and to sort the
employee to the position that best suits his or her skills and abilities. Thus, the likelihood of being assessed

as high potential will plausibly be decreasing with organizational tenure.
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While typically in the context of assessments gathered via survey instruments (rather than being the
result of a formal system within the firm), scholars in management, organizational behavior and psychology
have examined various factors associated with managers’ assessments of employee promotability. This
research has found employees’ current job performance, employment characteristics, and to a lesser extent,
demographic characteristics, to be associated with promotability assessments (e.g. De Pater et al. [2009];
Hoobler et al. [2009]; Wayne et al. [1999]; Greenhaus et al. [1990]). Research in accounting and economics
on promotion decisions has also found these factors to be associated with an employees’ likelihood of
promotion (e.g. Grabner and Moers [2013]; Cichello et al. [2009]; Campbell [2008]).

Consistent with this research on promotability assessments and promotions, | expect observable
employee characteristics to be associated with the likelihood of an assessment of “high potential”.
Specifically, in Section 4, I consider the following as possible variables that may have explanatory power:
current job performance, organizational tenure, job tenure, full-time status, hierarchical level, age, and

gender. I also consider an employee’s functional area, business unit, and country of employment.

2.2.1.2 Use of potential assessments in promotion and termination decisions

Where organizations separately assess employee performance and potential, the intention is that
employees chosen for promotion will be those who score highly on both dimensions. However, managers
responsible for promotion decisions may default to using performance as the primary input, particularly if
they consider performance to be more objective than potential (Ittner et al. [2003]). Relatedly, managers
may be wary of potential assessments conducted by others if they perceive that potential ratings are more
prone to favoritism than performance ratings and/or if there is less consensus regarding what constitutes
“potential” as opposed to “performance”.

In the spirit of providing descriptive evidence on potential assessments (and to ensure that such
assessments are meaningful, an implicit assumption of this study), in Section 4, I document the relation

between potential (and performance) ratings and managers’ promotion and termination decisions, as well
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as their economic magnitudes. I also provide evidence on whether potential ratings are predictive of the

subsequent performance of promoted employees, controlling for past performance.

2.2.2 Potential assessments and voluntary departures

In this section, I develop and test specific hypotheses as to how potential assessments are related to
employees’ voluntary departure decisions. For an organization, there can be significant costs associated
with voluntary departures, including the loss of firm-specific human capital and costs of hiring and training
new employees (Holtom et al. [2008]). As a result, firms generally seek to minimize these departures, and
academic research continues to play an important role in identifying the determinants of individuals’
voluntary departure decisions (Holtom et al. [2008]).

In addition to the intended use of potential assessments in promotion and termination decisions, an
employee’s promotion prospects may be an important input to his or her decision to remain with or
voluntarily leave an organization. Prior studies have documented that much of an individual’s lifetime
earnings comes about via promotions (e.g. Gibbs [1995]). Consequently, employees with low promotion
prospects may prefer to find alternative employment where their chances of ascending the hierarchy are
greater. Furthermore, firms are likely to devote greater resources (e.g. mentoring, training) to employees
rated higher on potential. For instance, prior research has found a positive association between supervisors’
assessments of employee promotability and the level of mentoring provided (Wayne at el. [1999]).° Since
perceived organizational support is negatively related to employees’ departure decisions (Rhoades and
Eisenberger [2002]), this unequal allocation of resources and support may further act to retain high potential
employees and result in departures amongst low potential employees.

Despite the rewards stemming from promotions, not all employees desire to be promoted; many
employees may derive sufficient intrinsic motivation and extrinsic rewards from their existing job

(Prendergast [2008]). Furthermore, employees with low promotion prospects may have similar low

5> While Wayne et al. [1999] interpret this association as evidence that higher levels of mentoring lead to better promotion prospects,
my interpretation is that supervisors invest more heavily in mentoring those employees with more favorable prospects.
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prospects elsewhere®, and may be better remaining with the organization due to their accumulation of firm-
specific human capital and because switching employers is not costless. Consequently, low potential
employees may be no more likely to leave an organization voluntarily than high potential employees. In
fact, since high potential employees are likely to have more attractive outside options than low potential
employees, they may be more likely to leave the organization in search of better external opportunities.’

To date, little empirical evidence exists on how potential assessments are related to employees’
voluntary departure decisions. Closest to this study is a recent survey-based study of employees across nine
organizations, which finds that employees who have not been formally identified by their organization as
belonging to a talent pool have higher departure intentions than employees who have been formally
identified as belonging to such a pool (Bjorkman et al. [2013]). However, none of the organizations had a
policy of always informing employees of their standing (though all had a formal talent review system in
place to identify high performing and high potential employees) and more than two-thirds of respondents
did not know whether they were part of their organization’s talent pool. Furthermore, it was unclear to what
extent performance vis-a-vis potential factored into talent pool decisions, making it difficult to extrapolate
these findings to the context of a performance and potential system.

This study examines voluntary departure decisions in the period subsequent to an organization’s
implementation of a performance and potential system. While all employees were subject to the same
system, two subsamples of employees naturally emerge — those hired in the initial years following
implementation (referred to as “newly-hired”” employees), and those hired prior to implementation (referred
to as “original” employees). Since the degree of information asymmetry and the matching process is
expected to vary between these two subsamples (due to differences in average organizational tenure), I

expect differential responses to potential.

¢ While assessments of potential refer to the employee’s prospects with their current organization, unless the firm is particularly
idiosyncratic, there is likely to be a degree of overlap in the skills desired by the current organization and those desired by firms in
the same labor market. What is likely to differ is how the particular skills are weighted by different organizations (Lazear [2009]).
7 Another alternative, which can arise where an organization recognizes a more nuanced continuum of potential, is that the very
lowest and highest potential employees leave (since a very low potential rating may indicate a particularly poor employee-
organization match, while a very high potential rating may place the employee in high demand in the labor market). Such a
curvilinear relation between performance and voluntary departures has been found in some prior research (Trevor et al. 1997).
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Newly-hired employees

Prior research documents more varied career outcomes for new hires, relative to other employees, since
there exists much uncertainty early in an employee’s tenure regarding his or her ability, match quality, etc.
(e.g. Bidwell [2011]; Baker et al. [1994]). Particularly relevant to this study is that departures often occur
early in an employee’s tenure (Holtom et al. [2008]). Potential ratings can act to reduce information
asymmetry amongst newly-hired employees regarding the basis on which promotion decisions in the firm
are made, and what an employee’s prospects are. Since higher potential ratings signal greater promotion
prospects and better match quality between the employee and the organization, low-potential employees
may exhibit a greater propensity to leave than high-potential employees. Yet, newly-hired employees may
make departure decisions based primarily on job performance with little regard to potential ratings (since
they may be more concerned about their initial job fit as opposed to their future prospects), and/or may
consider initial potential ratings to be too subjective or premature.

On balance, I expect voluntary departures to be greater amongst low potential employees, formalized
in my first hypothesis:

Hypothesis la: Under a performance and potential system, newly-hired employees assessed as

low potential will be more likely to voluntarily depart than employees assessed
as high potential.

Original employees

The relation between potential ratings and voluntary departures is more ambiguous for original
employees. There are reasons (discussed above) for both low-potential and high-potential employees to
leave an organization voluntarily. While on balance it seems most plausible that low-potential employees
would be more likely to leave an organization, low-potential employees may tend to leave on the basis of
their potential relatively quickly once their potential becomes apparent — this may occur early in an
employee’s tenure.

Even in the absence of a performance and potential system, original employees may have been able to

infer their promotion prospects, for two reasons. First, potential is likely to be a relatively fixed attribute of
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an employee reflecting underlying ability, competencies, and overall fit with the organization’s culture and
values.® This is in contrast to performance, which tends to be at least partly a function of employee effort,
and thus is more likely to vary over time (e.g. Bonner and Sprinkle [2002]; Datar et al. [2001]).” Second,
original employees — due to their relatively longer organizational tenure compared to newly-hired
employees — have likely had the opportunity to observe who the organization does and does not promote,
and to compare their own abilities and competencies to those of promoted and non-promoted employees.
Thus, since information asymmetry may be low, the information content of potential ratings may be limited
for original employees.

There exists an active debate as to whether organizations should disclose potential ratings (from implicit
or less formal systems that fail to meet my definition of a performance and potential system) to employees
(Bjorkman et al. [2013]). The hesitancy to disclose potential ratings largely stems from fears that high
performing, yet low-potential employees, will react negatively to their low potential status (e.g. Gelens et
al. [2014]; Malik and Singh [2014]; Conger and Fulmer [2003]). Counter to my conjecture above,
employees may be unaware of their status. Or where they are aware, low-potential employees may react
negatively to receiving an explicit rating to that effect'’. On the other hand, high-potential employees may
welcome and respond positively to formal communication of their status (Bjorkman et al. [2013]).

The above discussion makes it difficult to predict departure behavior amongst original employees, and
I state my hypothesis in the null:

Hypothesis 1b: Under a performance and potential system, voluntary departures of original
employees will be unrelated to assessed potential.

8 One model of “potential” proposes five elements, three of which are particularly difficult to change or learn (motives, leadership
assets and ‘senior executive identity’) and two that can be more easily acquired (skills and knowledge) (Fernandez-Araoz et al.
[2011]).

° This view is supported by empirical evidence, which shows improved employee performance following the introduction of
performance-based incentives (e.g. Bandiera et al. [2007]; Banker et al. [2001]).

10 On the contrary, a policy of transparency regarding employees’ potential status may increase perceptions of organizational justice
amongst low potential employees (Dries [2013]).
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2.2.3 Evolution in workforce potential

While the previous sections considered employee-level career outcomes under a performance and
potential system, in this section I consider aggregate outcomes. Prior research has documented
improvements in aggregate organizational outcomes following the implementation of new management
control systems and examined the mechanisms through which these improvements arise. Since the novel
feature of performance and potential systems is “potential,” I examine whether and how an organization
using such a system experiences an increase in the overall potential of its employee base.'!

There are three primary mechanisms through which the “potential” of an organization’s employee base
could increase over time, all of which have been documented in prior research, though not in the context of
“potential” (Campbell [2012]; Banker et al. [2001]; Lazear [2000]). One, low-potential employees could
sort out of organization, through voluntary departures or terminations. Two, remaining employees could
increase their assessed potential. The implicit incentives associated with potential ratings (through their use
in promotion decisions) could motivate these employees to improve their latent potential, both because
awareness of these incentives may be heightened in the context of a performance and potential system and
because assessing employees on potential should lead to greater clarity regarding the metrics that are
important in promotion decisions. Yet, even if latent potential remained unchanged, assessed potential
could increase if the passage of time enabled employees the opportunity to demonstrate their existing
potential. Three, high-potential employees could sort into the organization, through employee self-selection
and/or the organization screening on potential.

Despite the likely desirability of an upward shift in the “potential” of the employee base, such a shift is
not guaranteed (particularly if a performance and potential simply formalizes an already existing, less
formal system). For instance, as noted previously, “potential” may be a relatively fixed characteristic of an

employee that is difficult to change, even in the presence of strong incentives to improve. There exists a

' For an organization, there is likely to be an “optimal” level of aggregate potential whereby aggregate potential below this level
poses challenges with respect to filling higher-level positions, while aggregate potential above this level may increase departures
of high-potential employees because promotion chances are reduced. Given the “war for talent”, I assume the majority of
organizations are below their optimal level, and that some increase in aggregate potential is a desirable outcome.
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diversity of perspectives regarding whether an individual’s ability and personality is more akin to a fixed
characteristic or whether there is sufficient scope to develop and improve (Dweck, 2008). Mechanisms
available within an organization for employees to develop and improve their potential generally include
training, mentoring, and on-the-job experience, but the efficacy of these is uncertain. Furthermore, “sorting
out” effects may be limited if employees have already inferred their potential in the absence of a
performance and potential system, though terminations initiated by the organization could play an important
role. Finally, given limited information about new hires, it may be difficult for organizations to improve
their ability to hire “high-potential” employees.

On balance, I expect to find a favorable shift in the distribution of potential across the employee base
over time, leading to the following hypothesis:

Hypothesis 2: Following the introduction of a performance and potential system, the
proportion of high-potential employees increases over time.

To shed further light on the particular mechanisms at play if the proportion of high-potential employees
does indeed increase over time, I pose the following three sub-hypotheses:

Hypothesis 2a: In the period following the introduction of a performance and potential system,
employees initially recognized as low potential are more likely to leave the
organization than employees initially recognized as high potential.

Hypothesis 2b: In the period following the introduction of a performance and potential system,
employees present at the time the system was introduced and who remain with
the organization will be more likely to receive a high potential rating with the
passage of time.

Hypothesis 2c: Amongst employees present in the organization at the end of my sample period,
employees hired in the period subsequent to the introduction of a performance

and potential system will be more likely to be recognized as high potential than
employees hired before the system was introduced.

2.3 Research setting and data
The research site for this study is a large, multinational company (“MULTI”). MULTI employs

approximately 50,000 people across 80 countries, and is a major player in the markets in which it competes.
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The company is organized into six primary business units and several functional areas reside within each
unit. This study focuses on the organization’s managerial employees, of which there are approximately
11,000. The organizational hierarchy comprises six management levels, and for the purposes of this study,
I refer to the most senior management level as management level 1, and the most junior level as
management level 6.

Following a recent change in leadership and with the global financial crisis posing a number of
challenges, in 2008 MULTI began a concentrated effort to transform the organization and create a more
performance-driven culture. Widespread organizational efforts to increase the company’s competitiveness
included a significant acquisition, aggressively directing resources to the most promising brands and
markets, adopting a new company vision statement and accompanying company values, and implementing

a performance and potential system for managerial employees.

2.3.1 Performance evaluation at MULTI

From the 2008 performance year onwards, the annual performance evaluation process at MULTI
culminated in each managerial employee receiving two ratings from their manager: one summarizing the
employee’s performance over the past year (PERFORMANCE), and the other reflecting the employee’s
future promotion prospects in the organization (POTENTIAL). There were four possible performance
ratings an employee could receive — Clearly Below, Moderate, Strong, or Top — and four possible potential
ratings — Well Placed, Horizontal Potential, Vertical Potential (1 level), or Vertical Potential (2 levels) (see
Appendix A for the definitions of the potential ratings).'> Figure 2.1 shows the organization’s performance-

potential grid.

12 As can be seen in Appendix A, some modifications were made to the potential ratings over time (note that 2011 was the earliest
year for which I was provided with the rating definitions). For instance, some of the rating names were changed (e.g. from Right
Level to Well Placed) and timing guidelines (e.g. promotable to the next level within two-five years for Vertical Potential (1 level),
and promotable to two management levels above the current level within 10 years for Vertical Potential (2 levels)) were removed.
Furthermore, a requirement for the employee to be “geographically mobile” was added for employees rated Vertical Potential (2
levels), as was a requirement for managers at higher hierarchical levels to have completed an assignment abroad for at least one
year to receive this rating. I do not account for these changes explicitly in my empirical analyses (I do include year fixed effects)
as these changes appear to have had little bearing on the potential ratings given to employees (for instance, as can be seen in Table
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Figure 2.1: Performance-potential grid
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A senior executive at the company explained the rationale for the performance and potential system as
follows:

“In 2008 we felt we should change... [the existing system]. We need a higher level of transparency
regarding performance and also potential; especially the potential part was even more secret than
the performance part... We had in parallel [in the existing system] a performance assessment which
was shared with the employee [and] what we saw... was that it did not always correlate to the
assessment that was done in secret... Therefore, we said, that needs to be aligned; we don’t need
two systems. We assess performance and share it, and also assess potential and share it.”

Overall ratings under the new system were based on three performance criteria (Quality and Quantity
of Performance, Customer Orientation, and Teamwork/Cooperation) and five potential competencies
(Initiative and Determination to Achieve, Decisiveness and Risk Taking, Driving Change and Innovation,
Perspective and Judgment, and Convincing and Influencing)." Criteria and competencies from the previous

evaluation system were the main inputs for the criteria and competencies chosen for the new system.

Managers were expected to rate employees on each of the individual criterion/competencies (which

2.9, I do not observe a sharp increase in the percentage of employees rated as high potential (i.e. those employees rated Vertical
Potential (2 levels) or Vertical Potential (1 level)) when the timing guidelines were removed).

13 There was an additional performance criterion (Leadership) and an additional potential competency (Coaching and Developing
People) for managerial employees with formal personnel management responsibilities.
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followed the same rating scale as the overall ratings), and then subjectively aggregate these individual
ratings to arrive at the overall ratings.

To ensure managers sufficiently differentiated amongst employees, the company applied a forced
distribution to the overall performance ratings, requiring 5% of employees to be rated as Clearly Below,
25% to be rated as Moderate, 60% to be rated as Strong, and 10% to be rated as Top.'* Employees rated
Clearly Below for performance were automatically rated Well Placed for potential. There was no specified
distribution for the potential ratings.

Towards the end of the performance year (which ended on December 31), managers would conduct a
preliminary assessment of each of their direct reports. The company then held numerous calibration
committee meetings'> over a two to three month period, whereby several managers would meet to discuss
the proposed ratings for their direct reports and make modifications as needed. In a typical calibration
committee meeting, each employee’s manager summarized the employee’s performance for the year and
explained the overall performance and potential ratings given. Other managers in attendance would then
weigh in, sharing their own experiences with the employee and/or asking questions to the employee’s
manager, in order to come to a consensus on the ratings. Following the calibration committee meetings, and
once all ratings were finalized, managers held individual meetings with each of their direct reports to

provide ratings, give feedback, and discuss development actions for the coming year.

2.3.2 Compensation at MULTI
Compensation for managerial employees at MULTI typically comprised a fixed salary and a

performance-based bonus.'® For the performance-based bonus, the majority of managerial employees

14 The company allowed a small degree of flexibility regarding the final ratings distribution, particularly when the system was first
implemented. Furthermore, in later years, the company relaxed the 5% requirement for Clearly Below ratings, allowing the
combined total percentage of Clearly Below and Moderate to be 30%.

15 See Demeré et al. [2015] for a study on calibration committees. These authors find evidence that calibration committees reduce
inter-rater differences in initial ratings and mitigate leniency biases, though they also tend to exacerbate centrality biases. Centrality
biases are not a major concern in this study (at least not for performance ratings) given the organization’s use of a forced distribution
for performance ratings.

16 The median annual salary during my sample period was approximately $86,000 (USD), while the median annual performance-
based bonus (from the STT) was approximately $14,000 (USD).
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participated in the company’s “short-term incentive plan” (“STI”)."” Managerial employees at higher
hierarchical levels also participated in a long-term incentive plan.

While the specifics of the STI plan did vary to some degree over time, the performance-based bonus
determined under the STI was always a function of: (1) company performance, (2) team performance, and
(3) individual performance. The bonus payout also depended on the employee’s target bonus (which was
typically a set % of the employee’s salary; the % varied by management level). From the 2011 year onwards,
the employee’s performance rating from the performance and potential system was an input into the
employee’s individual performance score for the STI, and hence affected an employee’s annual bonus.'®

Potential ratings were never linked to the STI in any way.

2.3.3 Data

The data for this study are retrieved from MULTI’s personnel and performance management systems.
Personnel data was extracted as of December 31 for each of the years 2008 through 2015 (inclusive), and
comprised a listing of all managerial employees present in the company as of year-end (including
employees who exited on the year-end date). The year-end listing included demographic, employment and
compensation data for each employee.”” A listing of employee exits was extracted for each of the years
2009 through 2015 (inclusive), and performance and potential ratings were extracted from the performance
management system for the years 2008 through 2014.

In total, my sample comprises 68,678 employee-year observations, representing 16,732 unique

managerial employees.”’ To be included in my sample, these observations met the following criteria: (1)

17 Some managerial employees however, typically those working in sales functions, did not participate in the STI and instead
received performance-based bonuses under a separate, localized, sales-based incentive plan (these employees still received
performance and potential ratings under the performance and potential system).

18 For the 2011-2013 years (inclusive), 50% of the individual performance score was determined by an employee’s performance
rating (the remaining 50% depended on performance with respect to two individual key performance indicators); for the 2014 year,
the entire individual performance score was determined by the performance rating.

19 Only a subset of this data was made available to me for the employees (approximately 30) at the most senior management level
in the company, management level 1 (the company wished to exclude these employees from the study). However, the available
data does enable me to trace promotions to the most senior management level during my sample period.

20 This number excludes the 2015 observations (the 2015 data did not include performance and potential ratings as the data was
received in January 2016, before the 2015 ratings were finalized), though these observations were used to trace promotions and
exits which occurred in 2015.

22



the employee was present in the company as of December 31 of the relevant year (or exited on December
31); (2) the employee was at management level 2, 3, 4, 5 or 6*'; and (3) one observation per year for each
employee. Of these observations, 63,959 (93%) included a valid year-end performance and potential rating
for the employee.”

Table 2.1, Panel A provides descriptive statistics for the full sample of 2008-2014 employee-year
observations (58,930 observations) with valid performance and potential ratings, and with complete data
for all variables used in my analyses (those variables reported plus variables capturing fixed effects).”®
Descriptive statistics for specific samples used in my empirical analyses are also provided. Table 2.1, Panel
B provides the distribution of performance-potential ratings for all managerial employees (appearing in the
2008 year-end listing) for the 2008 evaluation year. Table 2.2 is a correlation matrix of the independent

variables used in my analyses.

Table 2.1, Panel A: Descriptive statistics

Descriptive statistics are for the period 2008-2014, where an observation is an employee year. PERFORMANCE Top is an indicator
equal to 1 if the employee’s performance rating for the year is “Top”, 0 for any other performance rating. PERFORMANCE_Strong
is an indicator equal to 1 if the employee’s performance rating for the year is “Strong”, 0 for any other performance rating.
PERFORMANCE Moderate is an indicator equal to 1 if the employee’s performance rating for the year is “Moderate”, 0 for any
other performance rating. PERFORMANCE Clearly Below is an indicator equal to 1 if the employee’s performance rating for the
year is “Clearly Below”, 0 for any other performance rating. POTENTIAL Vertical (2 levels) is an indicator equal to 1 if the
employee’s potential rating for the year is “Vertical (2 levels)”, 0 for any other potential rating. POTENTIAL Vertical (1 level) is
an indicator equal to 1 if the employee’s potential rating for the year is “Vertical (1 level)”, 0 for any other potential rating.
POTENTIAL Horizontal is an indicator equal to 1 if the employee’s potential rating for the year is “Horizontal”, 0 for any other
potential rating. POTENTIAL Well Placed is an indicator equal to 1 if the employee’s potential rating for the year is “Well Placed”,
0 for any other potential rating. Male is an indicator equal to 1 if the employee is male, 0 otherwise. Age is the employee’s age, in
years. Tenure_with_Co is the employee’s total tenure with the company, in years. Tenure _in_Mgmt Level is the employee’s tenure
at their current management level, in years. Full Time is an indicator equal to 1 if the employee is employed on a full-time basis,
0 otherwise. Expat is an indicator equal to 1 if the employee is on an international assignment, 0 otherwise. Unemp_Rate is the
country-level unemployment rate for the year. Promotion is an indicator equal to 1 if the employee was promoted from one
management level to another management level during the year, 0 otherwise. Termination is an indicator equal to 1 if the employee
exited the company involuntarily during the year, 0 if the employee did not exit during the year or exited voluntarily.
Voluntary Departure is an indicator equal to 1 if the employee exited the company voluntarily during the year, 0 if the employee
did not exit during the year or exited involuntarily.

21 775 observations relate to employees at a management level that does not appear in the current management hierarchy. This
management level was utilized by a small number of countries prior to 2013 (though the vast majority of observations occur in
2008 and 2009). Where possible, I mapped these observations to one of the existing management levels, as this seemed preferable
to dropping these observations.

22 In general, the remaining observations were for employees who had only recently joined the company, who had started in a new
position, or who were on extended leave during or at the end of the year, and hence were not assessed under the performance and
potential system in that year.

231 usually excluded observations if there were less than 100 observations pertaining to the same functional area, or less than 100
observations pertaining to the same country of employment.
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Table 2.1, Panel A: Descriptive statistics (Continued)

Full sample

Variable n Mean  Median S.D. Min Max
PERFORMANCE Top 58,930 0.10 0 0.31 0 1
PERFORMANCE_Strong 58,930 0.62 1 0.49 0 1
PERFORMANCE_Moderate 58,930 0.26 0 0.44 0 1
PERFORMANCE _Clearly Below 58,930 0.02 0 0.13 0 1
POTENTIAL Vertical (2 levels) 58,930 0.03 0 0.18 0 1
POTENTIAL Vertical (1 level) 58,930 0.26 0 0.44 0 1
POTENTIAL Horizontal 58,930 0.44 0 0.50 0 1
POTENTIAL Well Placed 58,930 0.26 0 0.44 0 1
Male 58,930 0.71 1 0.45 0 1
Age (Years) 58,930  42.88 42 8.82 22 74
Tenure_with_Co (Years) 58,930 13.29 11.50 9.09 0.02 51.33
Tenure in Mgmt Level (Years) 58,930 6.07 3.75 6.48 0.00 51.33
Full Time 58,930 0.97 1 0.17 0 1
Expat 58,930 0.04 0 0.21 0 1
Unemp Rate 58,930 7.93 7.38 4.13 0.70 27.50

Promotion sample
No employees receiving “Clearly Below” for performance were promoted in the subsequent year, hence they are excluded from
the below table.

Variable n Mean Median S.D. Min Max
Promotion1) 52,619 0.07 0 0.25 0 1
PERFORMANCE Top 52,619 0.11 0 0.31 0 1
PERFORMANCE_Strong 52,619 0.65 1 0.48 0 1
PERFORMANCE_Moderate 52,619 0.24 0 0.43 0 1
POTENTIAL Vertical (2 levels) 52,619 0.03 0 0.18 0 1
POTENTIAL Vertical (1 level) 52,619 0.27 0 0.44 0 1
POTENTIAL Horizontal 52,619 0.46 0 0.50 0 1
POTENTIAL Well Placed 52,619 0.24 0 0.43 0 1
Male 52,619 0.71 1 0.45 0 1
Age (Years) 52,619  42.89 43 8.65 22 74
Tenure_with_Co (Years) 52,619 13.46 11.89 8.99 0.04 47.58
Tenure_in_Mgmt Level (Years) 52,619 6.06 3.84 6.43 0.00 44.37
Full Time 52,619 0.97 1 0.17 0 1
Expat 52,619 0.04 0 0.20 0 1
Unemp Rate 52,619 7.96 7.38 4.16 0.70 27.50
Termination sample
Variable n Mean  Median S.D. Min Max
Terminationg+i 56,773 0.03 0 0.18 0 1
PERFORMANCE Top 56,773 0.11 0 0.31 0 1
PERFORMANCE_Strong 56,773 0.63 1 0.48 0 1
PERFORMANCE_Moderate 56,773 0.25 0 0.43 0 1
PERFORMANCE Clearly Below 56,773 0.02 0 0.12 0 1
POTENTIAL Vertical (2 levels) 56,773 0.03 0 0.18 0 1
POTENTIAL Vertical (1 level) 56,773 0.26 0 0.44 0 1
POTENTIAL Horizontal 56,773 0.45 0 0.50 0 1
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Table 2.1, Panel A: Descriptive statistics (Continued)

Termination sample (Continued)

POTENTIAL Well Placed 56,773 0.25 0 0.44 0 1
Male 56,773 0.71 1 0.46 0 1
Age (Years) 56,773  42.75 42 8.69 22 74
Tenure with _Co (Years) 56,773 13.23 11.58 8.99 0.04 46.02
Tenure in Mgmt Level (Years) 56,773 6.02 3.75 6.42 0.00 44,95
Full Time 56,773 0.97 1 0.17 0 1
Expat 56,773 0.04 0 0.17 0 1
Unemp Rate 56,773 7.93 7.38 4.16 0.70 27.50
Voluntary departure sample, original managerial employees
Variable n Mean Median S.D. Min Max
Voluntary Departureq-1) 37,575 0.03 0 0.17 0 1
PERFORMANCE Top 37,575 0.11 0 0.32 0 1
PERFORMANCE_Strong 37,575 0.64 1 0.48 0 1
PERFORMANCE_Moderate 37,575 0.23 0 0.42 0 1
PERFORMANCE _Clearly Below 37,575 0.02 0 0.13 0 1
POTENTIAL Vertical (2 levels) 37,575 0.02 0 0.13 0 1
POTENTIAL Vertical (1 level) 37,575 0.22 0 0.41 0 1
POTENTIAL Horizontal 37,575 0.46 0 0.50 0 1
POTENTIAL Well Placed 37,575 0.30 0 0.46 0 1
Male 37,575 0.74 1 0.44 0 1
Age (Years) 37,575  45.13 45 8.00 24 74
Tenure with _Co (Years) 37,575 15.93 14.42 8.56 1.03 46.02
Tenure in Mgmt Level (Years) 37,575 7.98 6.00 6.96 0.02 44,95
Full Time 37,575 0.96 1 0.19 0 1
Expat 37,575 0.04 0 0.21 0 1
Unemp Rate 37,575 7.95 7.38 4.14 0.70 27.50
Voluntary departure sample, newly-hired managerial employees

Variable n Mean  Median S.D. Min Max
Voluntary Departureq-1) 6,320 0.09 0 0.28 0 1
PERFORMANCE Top 6,320 0.10 0 0.30 0 1
PERFORMANCE_Strong 6,320 0.57 1 0.50 0 1
PERFORMANCE_Moderate 6,320 0.32 0 0.47 0 1
PERFORMANCE _Clearly Below 6,320 0.02 0 0.12 0 1
POTENTIAL Vertical (2 levels) 6,320 0.10 0 0.30 0 1
POTENTIAL Vertical (1 level) 6,320 0.43 0 0.50 0 1
POTENTIAL Horizontal 6,320 0.36 0 0.48 0 1
POTENTIAL Well Placed 6,320 0.10 0 0.30 0 1
Male 6,320 0.61 1 0.49 0 1
Age (Years) 6,320 36.59 35 7.72 22 65
Tenure_with_Co (Years) 6,320 2.23 1.84 1.46 0.04 7.00
Tenure_in_Mgmt Level (Years) 6,320 1.84 1.50 1.26 0.04 7.00
Full Time 6,320 0.98 1 0.12 0 1
Expat 6,320 0.03 0 0.16 0 1
Unemp Rate 6,320 6.84 6.17 2.95 0.70 26.10
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Table 2.1, Panel B: 2008 distribution of performance-potential ratings

Vertical Potential 0.36% 1.63% 0.63%
(2 levels) (n=32) (n=144) (n=56)
Vertical Potential 4.27% 14.39% 4.94%
(1 level) (n=377) (n=1,270) (n=436)
. . 8.03% 25.33% 5.40%
Horizontal Potential (n=709) (n=2.236) (n=477)
1.86% 9.10% 20.94% 3.12%
Well Placed (n=164) (n=803) (n=1,848) (n=275)
Clearly
Below Moderate Strong Top

Table 2.2: Correlation matrix

Correlations are for the period 2008-2014, where an observation is an employee-year. *, **, *#* denote significance at the 0.10,
0.05, and 0.01 level, respectively. PERF _ORD =4 for a performance rating of “Top”, = 3 for a rating of “Strong”, = 2 for a rating
of “Moderate, and = 1 for a rating of “Clearly Below”. POT_ORD = 4 for a potential rating of “Vertical Potential (2 levels)”, =3
for a potential rating of “Vertical Potential (1 level)”, = 2 for a potential rating of “Horizontal Potential”, and = 1 for a potential
rating of “Well Placed”. Male is an indicator equal to 1 if the employee is male, 0 otherwise. 4Age is the employee’s age, in years.
Tenure_with_Co is the employee’s total tenure with the company, in years. Tenure in Mgmt Level is the employee’s tenure at
their current management level, in years. Full Time is an indicator equal to 1 if the employee is employed on a full-time basis, 0
otherwise. Expat is an indicator equal to 1 if the employee is on an international assignment, O otherwise. Unemp_Rate is the
country-level unemployment rate for the year.

Variable 1 2 3 4 5 6 7 8
I PERF_ORD
2 POT ORD 0.28"
3 Male -0.03™  -0.13™
4 Age -0.08™  -0.50™"  0.25™
5 Tenure with Co -0.02""  -0.40"™  0.177"  0.70™"
6 Tenure in Mgmt Level -0.05"" -029"" 0.12"" 051" 057"
7 Full Time 0.01™  0.02™"  0.24™ 0.01™  -0.02"" -0.04™
8 Expat 0.04™  0.15™ 0.00 -0.10™  -0.05™"  -0.07""  0.03™
9 Unemp Rate 0.01 -0.06™ -0.02™" 0.02™  0.06"™" 0.10"™ 0.01™ -0.06™

2.4 Empirical tests and results
2.4.1 Descriptive evidence — Attributes and use of potential (and performance) ratings
2.4.1.1 Observable employee characteristics and potential ratings

I begin by documenting how observable employee characteristics are associated with the likelihood of
an employee being assessed as “high potential”, i.e. receiving a rating of Vertical Potential (2 levels) or
Vertical Potential (1 level). Table 2.3 reports the results of a logit regression of High Potential on various

employee characteristics.
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Table 2.3: Observable employee characteristics and high potential status

Logit regression. Robust z-statistics based on standard errors adjusted for clustering at the employee level in parentheses. *, **,
*** denote significance at the 0.10, 0.05, and 0.01 level, respectively. High Potential is an indicator equal to 1 if the employee’s
potential rating is “Vertical (2 levels)” or “Vertical (1 level)”. PERFORMANCE Top is an indicator equal to 1 if the employee’s
performance rating for the year is “Top”, 0 for any other performance rating. PERFORMANCE_Strong is an indicator equal to
1 if the employee’s performance rating for the year is “Strong”, 0 for any other performance rating. PERFORMANCE Moderate
is an indicator equal to 1 if the employee’s performance rating for the year is “Moderate”, 0 for any other performance rating.
Male is an indicator equal to 1 if the employee is male, 0 otherwise. Age is the employee’s age, in years. Tenure_with_Co is the
employee’s total tenure with the company, in years. Tenure in Mgmt Level is the employee’s tenure at their current
management level, in years. Full Time is an indicator equal to 1 if the employee is employed on a full-time basis, 0 otherwise.
Expat is an indicator equal to 1 if the employee is on an international assignment, 0 otherwise. Unemp_Rate is the country-level
unemployment rate for the year. MANAGEMENT LEVEL Level Two is an indicator equal to 1 if the employee’s management
level is 2, 0 for any other management level. MANAGEMENT LEVEL Level Three is an indicator equal to 1 if the employee’s
management level is 3, 0 for any other management level. MANAGEMENT LEVEL Level Four is an indicator equal to 1 if the
employee’s management level is 4, 0 for any other management level. MANAGEMENT LEVEL Level Five is an indicator equal
to 1 if the employee’s management level is 5, 0 for any other management level. MANAGEMENT LEVEL Level Six is an
indicator equal to 1 if the employee’s management level is 6, 0 for any other management level.

High Potential

Intercept 2.322%%*
(7.275)
PERFORMANCE Top 1.998***
(41.268)
PERFORMANCE Strong 0.946%**
(30.396)
PERFORMANCE _Moderate Base Category
(Omitted)
Male (Indicator) 0.089**
(2.324)
Age L0.133%%+
(-38.145)
Tenure_with_Co -0.046%**
(-13.635)
Tenure_in_Mgmt Level 0.013%%**
(2.793)
Full Time (Indicator) 0.406%**
(4.044)
Expat (Indicator) 0.745%%*
(10.615)
Unemp_Rate 0.012
(1.153)
MANAGEMENT LEVEL Level Two 1.533%**
(10.532)
MANAGEMENT LEVEL Level Three 0.775%**
(9.709)
MANAGEMENT LEVEL Level Four 0.436%**
(8.740)
MANAGEMENT LEVEL Level Five 0.419%**
(10.853)
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Table 2.3: Observable employee characteristics and high potential status (Continued)

MANAGEMENT LEVEL Level Six Base Category
(Omitted)

Business Unit Fixed Effects? Yes
Function Fixed Effects? Yes
Country Fixed Effects? Yes
Year Fixed Effects? Yes

n 51,722

Pr > ChiSq <0.001
Pseudo R2 0.2622

As expected (since the skills and abilities needed at the next hierarchical level are likely to overlap to
some degree with those needed at the current level), I find that that the likelihood of a high potential
assessment is increasing in an employee’s current job performance (PERFORMANCE, using a set of
indicator variables to capture the set of possible ratings). With respect to demographic characteristics, the
likelihood of being recognized as high potential is decreasing in employee age (4ge), while males®* (Male=1
if the employee is male) are more likely to be considered high potential.

Turning to employment-related characteristics, the probability of a high potential assessment is
decreasing in company tenure (Tenure with Co), though increasing in management level tenure
(Tenure in_Mgmt Level), and both full-time employees (Full Time=1 if the employee works full-time)
and expat employees (Expat=1 if the employee is on an international assignment) are more likely to receive
a high potential rating.> Contrary to my expectations, I find that the probability of a high potential rating
is increasing in an employee’s hierarchical level (MANAGEMENT LEVEL, using a set of indicator variables
to capture the set of levels). It may be that organizations become increasingly selective at higher hierarchical
levels, such that a greater proportion of employees are likely to possess the skills and abilities needed for

even higher levels. Another possibility raised by human resource managers at my research site is that any

24 In untabulated analyses, I ran the regression separately for the years 2009-2011 and 2012-2014. While the coefficient on Male
was positive and significant in the 2009-2011 subsample, it was not significant in the 2012-2014 subsample.

25 While the positive coefficient on management level tenure may seem surprising (since it is generally thought to represent the
time period over which an employee has been passed over for promotion, e.g. Gibbs [1995]), holding all else constant — particularly,
age, company tenure, and management level — an employee with longer tenure at the current management level may have greater
skills and abilities than an employee with shorter tenure since the employee with longer tenure reached the current management
level faster.
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leniency biases may be more pronounced at higher levels since managers may be more hesitant to reveal
“bad news” to more senior employees (since retention of these employees is particularly important).

I find that the probability of a high potential rating varies across functional areas, countries and years,
but not across business units (based on unreported chi-square tests). Finally, I find no relation between the
unemployment rate in an employee’s country of employment (Unemp Rate) and the likelihood of a high

potential rating.

2.4.1.2 Promotions and terminations

In this section, I examine the use of performance and potential ratings (from the organization’s
performance and potential system) in promotion and termination decisions, and shed light on their economic
significance in terms of promotion and termination probabilities. Table 2.4 provides descriptive evidence
on the relation between performance and potential ratings and subsequent promotions by displaying, for
each year (2008-2014), the percentage of employees in each performance-potential rating combination that
are promoted in the subsequent year. The percentage of promoted employees is highest amongst employees

exhibiting both high performance and high potential.
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M = Moderate Performance, S = Strong Performance, T = Top Performance (no employees receiving Clearly Below for performance were promoted in the subsequent year)
4 = Well Placed Potential, 3 = Horizontal Potential, 2 = Vertical Potential (1 level), 1= Vertical Potential (2 levels)

Table 2.4: Performance/potential rating combinations and promotions in the subsequent year

* Note: There were 158 additional employees promoted in the subsequent year who did not have a valid rating for the year, and hence do not appear in the below table.

M4 M3 M2 M1 S4 S3 S2 S1 T4 T3 T2 T1 Total
2008 1.19% 1.87% 9.82%  21.43% 1.48% 3.46% 13.39%  19.85% 0.83% 3.711% 18.71%  34.62% 5.80%
7/590 11/587 33/336 6/28 24/1,626 72/2,080 158/1,180 26/131 2242 17/458 78/417 18/52 452/7,789
2009 1.40% 3.58% 11.43% 11.11% 1.68% 4.95% 19.45%  33.00% 2.54% 6.49%  21.75%  53.85% 7.51%
9/643 27/755 407350 218 28/1,667 118/2,384 226/1,162 33/100 5/197 27/416 67/308 28/52 610/8,125
2010 0.98% 1.70% 6.28% 6.67% 1.88% 4.84%  20.29%  33.67% 2.75% 5.96%  24.55%  48.44% 7.62%
7/714 15/881 13/207 1/15 25/1,332 122/2,519 256/1,262 33/98 3/109 22/369 81/330 31/64 609/7,995
2011 0.46% 1.65% 7.74% 11.11% 2.74% 5.18% 16.92%  31.21% 1.32% 530%  22.60% 40.26% 7.63%
3/652 18/1,092 23/297 218 33/1,206 124/2,304 231/1,365 49/157 1/76 16/302 87/385 3177 618/8,099
2012 0.77% 0.53% 7.83% 16.67% 0.94% 2.81% 16.23%  39.30% 0.00% 2.07% 18.01%  36.67% 7.26%
5/646 6/1,125 26/332 8/48 9/961 68/2,416 265/1,633 90/229 0/54 5242 76/422 44/120 602/8,290
2013 0.00% 0.69% 5.57% 7.69% 0.72% 2.02% 14.65%  28.57% 2.04% 1.20%  20.17%  39.83% 6.55%
0/602 8/1,154 26/396 2/26 7/971 50/2,478 261/1,781 621217 1/49 3/250 95/471 47/118 562/8,581
2014 0.36% 1.20% 3.03%  20.00% 0.83% 1.82% 14.32%  36.10% 0.00% 1.89% 18.71%  44.55% 6.70%
2/553 14/1,162 16/407 5/25 7/848 47/2,587 270/1,886 74/205 0/51 5/265 93/497 45/101 578/8,631
Total 0.75% 1.47% 7.61% 14.61% 1.54% 3.57% 16.23%  32.38% 1.54% 4.13%  20.39% 41.78% 7.01%
33/4,400 99/6,756 177/2,325 26/178 133/8,611 601/16,858  1,667/10,269 367/1,137 12/778 95/2,302 577/2,830 244/584 4,031/57,510
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To provide further evidence on the determinants of promotions, I regress (in a logit model) whether an
employee is promoted in the subsequent year on current year PERFORMANCE and current year
POTENTIAL (using indicator variables to capture the set of possible ratings®®). I set the promotion indicator
variable (Promotion) equal to one if the employee was promoted during the year, and equal to zero if the
employee was not promoted during the year.?” Prior research on promotion decisions includes as controls
various employee characteristics and employment conditions that may differentially affect the likelihood
of promotion (Grabner and Moers [2013]; Gibbs [1995]). While I demonstrated in Table 2.3 that such
variables are associated with the likelihood of an employee being assessed as high potential, these variables
may continue to play a role in actual promotion decisions above and beyond their influence in potential
assessments. Thus, I control for the employee’s age, gender, tenure with the company, tenure in current
management level, full-time status, expat status, and the yearly unemployment rate in the employee’s
country of employment. I also include fixed effects for management level, business unit, function, country
of employment, and year. I cluster standard errors at the employee level 2

Table 2.5, Column 1 shows that performance ratings and potential ratings are both positively and
statistically significantly related to the probability of promotion in the subsequent year. The performance
rating coefficients imply that holding all other variables at their mean values, when PERFORMANCE is
Top the probability of an employee being promoted in the subsequent year is 4.14%, when Strong the
probability is 2.23%, and when Moderate the probability is 0.60%. Similarly, when POTENTIAL is Vertical
Potential (2 levels) the probability of promotion is 15.02%, when Vertical Potential (1 level) the probability
is 7.20%, when Horizontal Potential the probability is 1.29%, and when Well Placed the probability is

0.44%.

26 With the exception of the Clearly Below performance category since no employees with this rating were promoted in the
subsequent year.

27 This variable takes a value only if the employee was present in the organization as of the relevant year-end (including employees
who exited on December 31).

28 Results are robust to clustering by manager and robust to using a linear probability model.
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Next, [ examine the relation between terminations and performance and potential ratings. I expect the
probability of termination to be particularly high for employees rated Clearly Below for performance,
relative to the other performance categories, given the organization used a forced distribution for
performance ratings and generally terminated employees in this category. Table 2.5, Column 2 contains the
results from a logistic regression of the probability of termination in the next year as a function of current
year PERFORMANCE and current year POTENTIAL (using indicator variables to capture the set of
possible ratings). I set the termination indicator variable (Termination) equal to zero if the employee did

not exit during the year or if the employee exited voluntarily.” I

set the variable equal to one if the
termination reason in my dataset is “employer reason” or “mutual agreement”, where the latter indicates
that the employee and employer together decided to end their relationship.*® I include the same control
variables and fixed effects as in Column 1. Again, I cluster standard errors at the employee level.*'
Consistent with expectations, I find that performance ratings and potential ratings are both negatively
and statistically significantly related to the probability of termination. The performance rating coefficients
imply that holding all other variables at their mean values, when PERFORMANCE is Top the probability
of termination is 0.85%, when Strong the probability is 1.17%, when Moderate the probability is 3.95%,
and when Clearly Below the probability is 22.26%. Similarly, when POTENTIAL is Vertical Potential (2

levels) the probability of termination is 0.80%, when Vertical Potential (1 level) the probability is 1.03%,

when Horizontal Potential the probability is 1.45%, and when Well Placed the probability is 3.37%.*

99, ¢ 99, ¢

291 classify the following termination reasons as voluntary: “development”; “employee’s reason”;
“job design”; “manager”; and “personal reason”.

30T exclude from my regressions observations where the employee retired in the subsequent year (“retirement” or “early
retirement”). I also exclude observations where the employee exited in the subsequent year if based on the termination reason I was
unable to classify the termination reason as “voluntary” or “involuntary” (the termination reasons I did not classify are: “death”;
“disinvestment”; “dormant work contract”; “end of probation period”; “leaving”; and “other exit reason”).

31 Results are robust to clustering by manager and robust to using a linear probability model.

32 The difference in coefficients between Vertical Potential (2 levels) and Vertical Potential (1 level) is not statistically significant.

LT3

external job offer”; “financial”;

32



Table 2.5: Performance and potential ratings and employee career outcomes

Logit regressions. Robust z-statistics based on standard errors adjusted for clustering at the employee level in parentheses. *, **,
**%* denote significance at the 0.10, 0.05, and 0.01 level, respectively. Column (1): All pairwise comparisons of the POTENTIAL
cocfficients, and all pairwise comparisons of the PERFORMANCE coefficients, are statistically significantly different. Column
(2): With the exception of the comparison between POTENTIAL Vertical (2 levels) and POTENTIAL Vertical (1 level), all
pairwise comparisons of the POTENTIAL coefficients are statistically significantly different. All pairwise comparisons of the
PERFORMANCE coefficients are statistically significantly different. Promotion is an indicator equal to 1 if the employee was
promoted from one management level to another management level during the year, O otherwise. Termination is an indicator
equal to 1 if the employee exited the company involuntarily during the year, 0 if the employee did not exit during the year or
exited voluntarily. POTENTIAL Vertical (2 levels) is an indicator equal to 1 if the employee’s potential rating for the year is
“Vertical (2 levels)”, 0 for any other potential rating. POTENTIAL Vertical (1 level) is an indicator equal to 1 if the employee’s
potential rating for the year is “Vertical (1 level)”, 0 for any other potential rating. POTENTIAL Horizontal is an indicator equal
to 1 if the employee’s potential rating for the year is “Horizontal”, 0 for any other potential rating. POTENTIAL Well Placed is
an indicator equal to 1 if the employee’s potential rating for the year is “Well Placed”, 0 for any other potential rating.
PERFORMANCE Top is an indicator equal to 1 if the employee’s performance rating for the year is “Top”, 0 for any other
performance rating. PERFORMANCE _Strong is an indicator equal to 1 if the employee’s performance rating for the year is
“Strong”, 0 for any other performance rating. PERFORMANCE Moderate is an indicator equal to 1 if the employee’s
performance rating for the year is “Moderate”, 0 for any other performance rating. PERFORMANCE Clearly Below is an
indicator equal to 1 if the employee’s performance rating for the year is “Clearly Below”, 0 for any other performance rating.
Tenure_with_Co is the employee’s total tenure with the company, in years. Tenure_in_Mgmt Level is the employee’s tenure at
their current management level, in years. Full Time is an indicator equal to 1 if the employee is employed on a full-time basis, 0
otherwise. Expat is an indicator equal to 1 if the employee is on an international assignment, 0 otherwise. Unemp_Rate is the
country-level unemployment rate for the year. Male is an indicator equal to 1 if the employee is male, 0 otherwise. Age is the
employee’s age, in years.

Promotion+1) Termination -+
)] 2
Intercept -13.178%*** 0.278
(-19.799) (0.497)
POTENTIAL Vertical (2 levels) 3.692%** -1.465%**
(29.951) (-5.719)
POTENTIAL Vertical (1 level) 2.869%** -1.215%**
(27.986) (-13.251)
POTENTIAL Horizontal 1.090%*** -0.863***
(11.062) (-13.872)
POTENTIAL Well Placed Base Category Base Category
(Omitted) (Omitted)
PERFORMANCE Top 1.963%*** -3.511%%*
(24.122) (-21.980)
PERFORMANCE Strong 1.324%** -3.190%**
(18.534) (-33.139)
PERFORMANCE _Moderate Base Category -1.94 1%**
(Omitted) (-21.073)
PERFORMANCE Clearly Below N/A Base Category
(Omitted)
Tenure with Co -0.008* -0.035%**
(-1.910) (-7.799)
Tenure_in_Mgmt Level 0.035%** 0.019%%**
(7.743) (3.775)
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Table 2.5: Performance and potential ratings and employee career outcomes (Continued)

Full Time (Indicator) 0.221 0.152
(1.534) (0.887)
Expat (Indicator) 0.596%** 0.041
(7.273) (0.285)
Unemp_Rate 0.000 -0.027**
(0.019) (-1.973)
Male (Indicator) and Age included? Yes Yes
Mgmt. Level Fixed Effects? Yes Yes
Business Unit Fixed Effects? Yes Yes
Function Fixed Effects? Yes Yes
Country Fixed Effects? Yes Yes
Year Fixed Effects? Yes Yes
n 52,619 56,773
Pr > ChiSq <0.001 <0.001
Pseudo R? 0.2834 0.2087
Implied probabilities
All variables at mean 1.74% 1.61%
POTENTIAL Vertical (2 levels) = 1 15.02% 0.80%
POTENTIAL Vertical (1 level) =1 7.20% 1.03%
POTENTIAL Horizontal =1 1.29% 1.45%
POTENTIAL Well Placed =1 0.44% 3.37%
PERFORMANCE Top=1 4.14% 0.85%
PERFORMANCE Strong =1 2.23% 1.17%
PERFORMANCE Moderate = 1 0.60% 3.95%
PERFORMANCE Clearly Below =1 N/A 22.26%

In Table 2.6, I document the relation between potential ratings and the subsequent performance of
newly promoted employees. My sample comprises observations for managerial employees promoted to
their current hierarchical level in the current year (from the management level one below their current level)
and I report the results of various specifications (adding additional control variables) of an ordered logistic
model of an ordinal performance rating variable (where the highest value corresponds to a rating of “Top™)
on indicators capturing the prior year performance rating and indicators capturing the prior year potential
rating. In these analyses, I find that potential ratings are in fact predictive of performance at the next

hierarchical level.

33 In untabulated analyses, I also find that, controlling for current-period performance, current-period potential ratings predict
subsequent-period employee performance at the same hierarchical level. This is not necessarily surprising since employees were
assessed on the same leadership competencies when arriving at the overall potential rating, irrespective of their current management
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Table 2.6: Performance and prior year performance and potential ratings

Ordinal logit regressions. Robust z-statistics based on standard errors adjusted for clustering within an individual employee in
parentheses. *, ** *** denote significance at the 0.10, 0.05, and 0.01 level, respectively. For all columns, the difference in
coefficients between each and every one of the performance ratings is statistically significant. For columns (1) and (3), the
difference in coefficients between each and every one of the potential ratings is statistically significant, with the exception of
Vertical Potential (1 level) and Horizontal Potential which are not statistically significantly different from each other. For
column (2) the difference in coefficients between each and every one of the potential ratings is statistically significant, with
two exceptions: (1) Vertical Potential (1 level) and Horizontal Potential are not statistically significantly different from each
other; (2) Horizontal Potential and Well Placed are not statistically significantly different from each other.
PERFORMANCE Top is an indicator equal to 1 if the employee’s performance rating for the year is “Top”, 0 for any other
performance rating. PERFORMANCE Strong is an indicator equal to 1 if the employee’s performance rating for the year is
“Strong”, 0 for any other performance rating. PERFORMANCE Moderate is an indicator equal to 1 if the employee’s
performance rating for the year is “Moderate”, 0 for any other performance rating. POTENTIAL Vertical (2 levels) is an
indicator equal to 1 if the employee’s potential rating for the year is “Vertical (2 levels)”, 0 for any other potential rating.
POTENTIAL Vertical (1 level) is an indicator equal to 1 if the employee’s potential rating for the year is “Vertical (1 level)”,
0 for any other potential rating. POTENTIAL Horizontal is an indicator equal to 1 if the employee’s potential rating for the
year is “Horizontal”, 0 for any other potential rating. POTENTIAL Well Placed is an indicator equal to 1 if the employee’s
potential rating for the year is “Well Placed”, 0 for any other potential rating. Changed Function is an indicator equal to 1 if
the employee’s functional area as of the year-end differed to the functional area for the year-end of the prior year.
Changed BusUnit is an indicator equal to 1 if the employee’s business unit as of the year-end differed to the business unit for
the year-end of the prior year. Changed Country is an indicator equal to 1 if the employee’s country of work as of the year-
end differed to the country of work for the year-end of the prior year. Male is an indicator equal to 1 if the employee is male,
0 otherwise. Age is the employee’s age, in years. Tenure with_Co is the employee’s total tenure with the company, in years.
Tenure_in_Mgmt Level is the employee’s tenure at their current management level, in years. Full Time is an indicator equal
to 1 if the employee is employed on a full-time basis, 0 otherwise. Expat is an indicator equal to 1 if the employee is on an
international assignment, 0 otherwise.

Dependent Variable: Ordinal Performance

@) 2) 3)
Constant/ cutl -4.941%** -6.121%** -5.780%**
(-11.105) (-10.975) (-6.291)
Constant/ cut2 -0.453** -1.640%** -1.237
(-2.275) (-4.016) (-1.454)
Constant/ cut3 3.236%** 2.127%** 2.677%**
(15.369) (5.212) (3.146)
PERFORMANCE Top [lagged] 2.085%** 2.271%** 2.395%**
(13.247) (13.775) (14.087)
PERFORMANCE _Strong [lagged] 0.720%** 0.818*** 0.861%**
(5.478) (5.993) (6.214)
PERFORMANCE Moderate [lagged] Base Base Base
Category Category Category
POTENTIAL Vertical (2 levels) [lagged] 1.067%+* 0.918%** 1.197%%*
(5.316) (4.021) (4.966)
POTENTIAL Vertical (1 level) [lagged] 0.405%* 0.335%* 0.587***
(2.304) (1.688) (2.879)

level. Hence, a high potential rating is also likely to indicate that an employee possesses skills and abilities relevant at their current
level. This finding could also be due to motivational effects of potential ratings, whereby high potential (low potential) employees
may be more (less) motivated in the future, which would likely impact their performance.
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Table 2.6: Performance and prior year performance and potential ratings (Continued)

POTENTIAL Horizontal [lagged] 0.397%* 0.309 0.430**
(2.132) (1.507) (2.123)
POTENTIAL Well Placed [lagged] Base Base Base
Category Category Category
Changed_Function -0.190** -0.248%*
(-2.115) (-2.490)
Changed_BusUnit -0.155 -0.042
(-1.027) (-0.235)
Changed Country -0.504%#** -0.419%%*
(-3.213) (-2.527)
Male -0.069 -0.107
(-0.848) (-1.185)
Age -0.019%* -0.014
(-2.396) (-1.595)
Tenure with Co -0.011 -0.004
(-1.394) (-0.481)
Tenure in_Mgmt Level -0.702%** -0.801%**
(-5.410) (-5.817)
Full Time 0.238 0.205
(1.017) (0.782)
Expat -0.150 0.008
(-0.985) (0.042)
Management level fixed effects? No No Yes
Business unit fixed effects? No No Yes
Function fixed effects? No No Yes
Country fixed effects? No No Yes
Year fixed effects? No No Yes
n 3,363 3,275 3,275
Pr > ChiSq <0.001 <0.001 Not reported

Overall, the results in Tables 2.4 and 2.5 provide compelling evidence that the ratings from the
organization’s performance and potential system are important determinants of employees’ career
outcomes, consistent with the premise of these systems (high-performance, high-potential employees are
the most likely to be promoted, whereas low performance, low-potential employees are the most likely to
leave involuntarily). The predicted probabilities show that potential is most important to promotion
decisions, whereas performance is more important in termination decisions. Table 2.6 provides evidence to

support the organization’s reli