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ABSTRACT

Performance management (PM) is a common HR practice that affects high-stakes decisions about individuals. Despite de-
cades of study it is seen as ineffective, providing little return for the significant investment by employees and supervisors,
and the company. The failures of PM are rooted in an unclear purpose, ineffective practices based on outdated paradigms
about how to motivate and control behavior, and an over-reliance on benchmarking to guide design versus rigorous scientific
research. Organizations wanting to make real improvements to their PM processes should focus PM on direction, alignment,
control and progress. Goals and progress should be at the center of PM instead of ratings, pay-for-performance and differ-

entiation.

It is no secret companies are unhappy
with performance management (PM).
The headlines from the business press
say it all: the Washington Post called it
“kabuki”; three of BusinessWeek’s “10
management practices to axe” involved
PM; and Vanity Fair blamed Microsoft’s
decade-long business decline in part on
their PM process. Supervisors and em-
ployees devote significant time to this
process and companies spend billions
of dollars annually on merit pay and
bonuses tied to PM evaluations. Despite
this investment, a report by Mercer
shows that only 8 percent of companies
report their performance management
process “drives high levels of value.”
After decades of study and constant
tinkering by companies, we seem to be
no closer to “cracking the code.” Fixing
PM will require more than tinkering
with our practices. Traditional PM fails
for four reasons: ineffective practices;
outdated paradigms; an unclear pur-
pose; and a reliance on propaganda
instead of science.

A FAILURE OF PRACTICE

Most companies approach PM in the
same way:

e Supervisors and employees set objec-
tives at the beginning of the year.

e They meet to review progress mid-year
and at year-end.

e Supervisors evaluate employee perfor-
mance at the end of the year, typically
assigning quantitative ratings.

e Supervisors make reward recommen-
dations based on the employee’s rating.

I call this “Last-Generation Performance
Management,”or PM 1.0, for short, and
benchmarking statistics give it a failing
grade. Only 35 percent of employees feel
their goals are aligned with the com-
pany’s objectives; only 35 percent say
they have been given useful feedback
from their manager; less than half (49
percent) of employees see their per-
formance reviews as accurate; only 47
percent say reviews motivate them to
work harder; and only 40 percent say
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Because PM 1.0 tries to
do everything, it fails
miserably.

that when they do a good job their per-
formance is rewarded.

A FAILURE OF PURPOSE

A recent book by expert Herman Agu-
inis lists 23 different purposes for

PM. Companies expect this process to
communicate expectations, to defend
against litigation, to distribute rewards
and make other HR decisions, and to
motivate and engage employees. Because
PM 1.0 tries to do everything, it fails
miserably.

A FAILURE OF PARADIGMS

The problems with PM 1.0 run deeper
than ineffective practices. It is based
on flawed paradigms—flawed assump-
tions, beliefs, and mental models about
how to motivate and control behavior
and performance in organizations.

The foundation of PM 1.0 comes from
a handful of theories from economics
and psychology: Classical economics;
agency theory; tournament theory, the
law of effect, expectancy theory; and
control theory. The principles derived
from these theories form the foundation
of PM 1.0 (see Table 1).

Despite the revolutions in cognitive
science in the 1950’s and behavioral eco-
nomics in the 1970’s which overthrew
many of these theories and ushered in
new paradigms, the business world has
held firmly to these outdated principles.
They shape how HR and compensation
professionals think about and design
PM and reward systems and how they
train business leaders to use them.
When business leaders and HR profes-
sionals change their PM processes, these
principles are taken as truths. We suffer
from what change experts Stewart Black
and Hal Gregersen call “a failure to see.”
The changes we make to PM fit our cur-

rent mental models which is why they
fail. Management scholar Chris Argyris
called this problem “single-loop learn-
ing”—we try something and if it doesn’t
work, we try something else. Fixing PM
will require “double-loop learning;”
when our fixes fail, we confront the
assumptions, beliefs and mental models
behind our practices.

PROPOGANDA

Companies stick with PM 1.0 because
everyone does it this way. They imitate
top companies just like teenagers buy
the jeans the popular kids are wearing.
Benchmarking by consulting firms and
HR think tanks make it easy to know
what other companies are doing. As HR
staffs shrink, companies are increasing-
ly dependent upon these firms for infor-
mation and insight. They have a virtual
monopoly on communication channels
to business leaders and HR professionals
and information that reaches them is
about “common” and “unique” prac-
tices, not necessarily “effective” prac-
tices. There is a difference. Effective
practices have been shown by rigorous
scientific research to be associated with
important outcomes organizations value
(performance, productivity, retention,
engagement). Benchmarking has led to

a homogenization of business practices
across companies and over time these
practices become institutionalized and
taken for granted. Other companies imi-
tate them to achieve legitimacy. We saw
this with GE and forced ranking in the
1990s. Finally, organizations also begin
to adopt a fatalistic attitude about PM
after many attempts to fix it and they
start to rationalize the noise they hear.
They assume noise is inevitable (“good
medicine tastes bad”) and since poor PM
processes are rarely fatal, they learn to
live with the noise. A poor PM system is
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TABLE 1. PM 1.0 PRINCIPLES

General

» The employee-company relationship
is adversarial, with inherent structural
problems, conflicts and risks

« The relationship between a company
and an employee is best viewed as
contractual

« Motivation is something that is exter-
nal to the person, controlled by reward
and punishment contingencies

Planning

« Alignment of employees with compa-
ny priorities is externally mediated by
contracts, contingencies, consequenc-
es, and threats

- Goals are contracts that specify out-
comes and other important terms and
conditions

« Goals have instrumental value. They
are important only insofar as rewards
and other outcomes are tied to them.
They specify what outcomes will be
rewarded and how

Feedback
« Monitoring and surveillance is neces-
sary to ensure employees are fulfilling

the terms of the contract

- “Keeping score” is important; em-
ployees need to know the score and
where they stand

« Feedback is primarily negative,
correcting employees when they get
off track

Evaluation

« Employees want to be evaluated and
compared with others

« Ratings, rankings and relative com-
parisons motivate employees

« Competition is essential for motiva-
tion

« Supervisors can accurately and con-
sistently measure employee perfor-
mance

Rewards

» Money motivates

« Behavior and performance are best
controlled by external reward contin-
gencies

« Rewards need to be contingent upon
individual performance

« More differentiation of performance
and rewards is better for motivation

like having a pebble in your shoe; while
it can be annoying, you can still func-
tion pretty well.

NEXT-GENERATION PERFORMANCE MAN-
AGEMENT, OR PM 2.0

Fixing PM will require us to adopt new
paradigms and practices that are based
on rigorous scientific research instead of
propaganda. The essence of PM 2.0 can
be summarized in a few key ideas:

e Design PM to be a key part of the orga-
nization’s management process.

e Focus on “direction” and “connec-
tion”—making goal setting, alignment,

and progress the backbone of PM.

e Stop the formal evaluation of perfor-
mance.

e Stop differentiating individual re-
wards (and making other HR decisions)
based on individual performance.

PURPOSE

Performance management 2.0 starts
with a clear purpose grounded in sound
organization design. At its core, PM

2.0 is a management and governance
processes. Its core purpose is to trans-
late business strategy and priorities into
individual priorities. It provides direc-

At its core, PM 2.0 is
a management and
governance process.
Its core purpose is
translate business
strategy and priorities
into individual
priorities.
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Transformational
leadership research
show that leaders
who foster and inspire
a sense of purpose
have more satisfied
and better performing
employees.

tion for employee efforts, aligning their
efforts with important workgroup, or-
ganizational and company goals. It acts
as a control system, ensuring employees
stay focused on the right activities, and
as a support system, helping employees
make progress against their goals. It is
not designed to support rewards, talent
identification, promotion or succession
decisions, nor is it designed to help with
communication, engagement, develop-
ment, legal defensibility or other objec-
tives. This doesn’t mean these objectives
aren’t important; it simply means we
find other more effective ways to ad-
dress them.

“DIRECTION”
The foundation of PM 2.0 is clear direc-
tion and alignment. Goals and objec-
tives are the source of motivation not
contracts tied to financial rewards and
incentives. The science is clear—goals
drive higher performance. They di-
rect and energize; they cause people to
persist and they require people to think,
plan, and strategize. People with spe-
cific, challenging goals perform better,
particularly when they are committed,
are confident they can achieve them,
and when they get feedback on progress.
Employees want their efforts to be part
of something bigger than themselves.
Over the last 10 years there has been a
growing movement to put purpose and
meaning at the center of people’s lives.
This movement and the research behind
it shows that people need meaning and
purpose in their personal and work lives
and experience a variety of positive out-
comes (motivation, engagement, perfor-
mance, well-being, and health) and fewer
negative outcomes (dissatisfaction, dis-
illusionment, stress, strain) when they
have it. Dan Pink highlighted the pow-
er of purpose as a motivator in his book

Drive: The Surprising Truth About What
Motivates Us, and research by Harvard
professor Teresa Amabile shows how im-
portant “making progress in meaningful
work” is to employee engagement and
productivity.

Good leaders know this as well.
Transformational leadership research
shows that leaders who foster and in-
spire a sense of purpose have more sat-
isfied and better performing employees.
A recent survey by Deloitte showed that
organizations get poor grades in this
area. Sixty-eight percent of employees
and 66 percent of executives believe that
businesses are not doing enough to cre-
ate a sense of purpose and to show they
are making a meaningful impact. People
who can fulfill these needs at work are
better off than those who can’t, and those
who aren’t getting these needs met at
work are searching for it outside of work.
Performance management 2.0 puts pur-
pose and meaning at the center of this
process instead of at the periphery.

“CONNECTION”

Employees need more than purpose and
direction. They need feedback to know
if their efforts are hitting the mark and
they need it all year not just at mid-year
and year end. While employees need
feedback, it’s clear they don’t always get
what they need. Research by psychol-
ogists Avi Kluger and Angelo DeNisi
shows feedback does not uniformly
improve performance. Feedback helps
only when it is tied to the work and
framed in the context of an employee’s
goals. When feedback gets personal it
can actually undermine performance.
The science is also clear that we should
put more focus on positive feedback.

A “positive offset” (more positive than
negative feedback) is consistently
associated with higher satisfaction and
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performance.

Performance management 2.0 goes be-
yond feedback; it views the supervisor’s
role as helping employees make progress
against their goals. We frequently hear
leaders and HR professionals say “peo-
ple want feedback...they want to know
where they stand.” This is a common fal-
lacy. Employees don’t want feedback...
they want to know if they are on track
to achieving their goals. Progress is the
“magic elixir” driving happiness, engage-
ment and performance. Progress against
goals is more important in driving hap-
piness than actually achieving goals.
Researchers who study affect (e.g. emo-
tions, mood) in organizations find that
people’s emotional responses to events
that happen to them are determined by
how they see these events affecting prog-
ress toward their desired goals. Progress
leads to positive affect and blockages
lead to negative affect. This is important
because people who display more fre-
quent positive affect are more success-
ful in work and in life—happier people
are more successful. This is the premise
behind Harvard professor Teresa Ama-
bile’s research, described in her book The
Progress Principle. Employees are most
engaged when they are making progress
in meaningful work. Performance man-
agement 2.0 takes a cue from her work
and sees PM as “progress management.”

STOP EVALUATING PERFORMANCE
Performance management 2.0 isn'’t just
about adopting new paradigms and
practices, it’s also about abandoning
paradigms and practices that aren’t
effective. In fact, what isn’t a part of this
process is almost as important as what
is. The first thing PM 2.0 abandons is a
formal quantitative evaluation of perfor-
mance. The science couldn’t be clearer;
supervisors cannot (and will not) accu-

rately and consistently evaluate the per-
formance of their employees. The latest
review of this research finds that only
between 8 percent and 32 percent of the
variation in performance ratings is due
to individuals and their achievements.
Performance ratings say more about the
supervisor doing the rating than the
employee doing the performing. While
there have been many efforts to improve
rating quality (e.g., scale improvements,
rater training, calibration processes,
360-degree feedback, and forced distri-
butions) these efforts have largely been
ineffective. Ratings fail because raters
are flawed. Their observations and judg-
ments can be very inaccurate and they
display many different biases that affect
their decisions. Even if supervisors
could make accurate ratings, research
suggests many wouldn’t. Supervisors
have many motives for the ratings they
assign.

Companies stick with ratings because
they assume employees want to be rat-
ed and that ratings motivate them. Once
again, the science suggests this isn’t nec-
essarily the case. It is not at all clear rat-
ings and rankings motivate employees
to work hard, especially in more collab-
orative work environments; they appear
to hurt often than they help. While it is
sobering for companies to consider get-
ting rid of ratings, many companies have
begun to move in this direction. These
companies face the daunting task of
figuring out how to make other down-
stream decisions without performance
ratings as input. Companies have several
choices:

e Stop using individual performance
information as input to these decisions
(e.g. rewards decisions).

e Use other information in place of PM
ratings (e.g. objective assessments).

Performance ratings
say more about the
supervisor doing
the rating than the
employee doing the
performing.
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Transformational
leadership research
show that leaders
who foster and inspire
a sense of purpose
have more satisfied
and better performing
employees.

® Develop special performance evalu-
ation procedures in cases where orga-
nizations feel they need performance
input into a decision.

END THE USE OF MONEY, PAY-FOR-PERFOR-
MANCE, AND DIFFERENTIATION TO MOTI-
VATE

Performance management 2.0 uses
purpose, goals and progress to moti-
vate. This is perhaps the most difficult
change for business leaders and HR
professionals to accept. More than 90
percent of companies have pay-for-per-
formance (P4P) philosophies and corpo-
rations spend billions of dollars annu-
ally on cash and non-cash incentives

to motivate, engage, and retain their

top talent. A key part the mental model
associated with PM 1.0 is an extrinsic
motivation bias; we overestimate how
much other people care about extrinsic
features of a job, such as pay, and under-
estimate how much people are motivat-
ed by intrinsic job features such as chal-
lenge and purpose. We assume everyone
is motivated by money. The science
shows it simply doesn’t work this way.
For example, people willingly work for
no money as volunteers or forgo high-
er-paying jobs for jobs in lower-paying
industries (e.g., teaching, not-for-profit).
Research also shows there is a weak re-
lationship between pay and happiness,
job satisfaction, and retention.

It isn’t that people don’t care about
money...obviously they do. The prob-
lem is individuals adapt very quickly to
changes in income (so a pay raise loses
it motivating power very quickly) and
relative income is far more important
than actual income. We care less about
how much money we make as long

as we make more than our neighbor.
Money also attracts people to a company

so compensation needs to be an import-
ant part of any company’s employment
value proposition. However, once em-
ployees are on board, the motivational
power of money and P4P programs is
weak. These programs simply haven’t
been broadly beneficial for employees

or organizations, nor have they been
widely effective in other contexts—
healthcare, education and public sector
management for example. In organiza-
tions these programs work in a narrow
range of circumstances: Simple jobs;
jobs where performance can be mea-
sured quantitatively; jobs that are boring
or noxious; and jobs where paying atten-
tion and working harder can improve
performance. These programs have not
been broadly successful in improving
performance, reducing turnover or im-
proving creativity and innovation. And
even when they do work, they can have
undesirable side effects and unintended
consequences like increased competi-
tion, reduced intrinsic motivation, and
other bad behavior.

I realize it is terrifying for organizations
to consider abandoning these programs
but there are good alternatives:

¢ Base salary increases on market
factors

e Base bonuses on team, organizational,
and company performance (e.g. gain
sharing and profit sharing programs).

These programs work and they are
immune to many of the toxic side-effects
of individually-based P4P programs.
These programs are much less popular
and PM 1.0 thinking is to blame. Eco-
nomic principles suggest individuals
are “self-maximizing”, that if individual
rewards are disconnected from individ-
ual efforts, they will “free-ride” on the
group. Once again, the science shows
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this simply doesn’t happen in typical
organizational circumstances or is eas-
ily mitigated.

® Develop more differentiated job struc-
tures that give employees more oppor-
tunities for promotion and to increase
their pay over time.

e Tap into other ways to motivate em-
ployees, focusing on needs like purpose,
mastery, autonomy and belonging using
jobs to motivate.

Strategies to meet these needs are not
as easy as throwing money at employees
but they are more effective in the long
run.

CONCLUSION
Performance management is an import-
ant management process for companies.
It does not need to be “blown up” or re-
placed as many have called for. It needs
to be focused and designed around
important management functions to
enable individual and organizational
performance. Implementing next-gener-
ation performance management will not
be easy and it will take time; PM 1.0 is
firmly entrenched in organizations.
Organizations moving in this direc-
tion will incur transition costs in the
short-term as they move away from es-
tablished practices but they will experi-
ence less pain and higher performance
in the long-term. Freeing ourgelves from
PM 1.0 thinking and paradigms might
also usher in an entirely new wave of
innovation in PM practices.

Alan L. Colquitt, Ph.D., is the director
for organization effectiveness, assess-
ments, and workforce research at Eli
Lilly and Company and an adjunct
professor at Indiana University/Purdue
University at Indianapolis. He is a fre-
quent writer, presenter, and speaker on

the topics of performance management
and performance-based pay. He can be
reached at colquitt_alan_l@lilly.com.
Editor’s Note: The views and opinions
expressed by the author do not necessar-
ily reflect the views, policies, or positions
of Eli Lilly and Company.
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