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SOCIAL SCIENCES FOR BUSINESS

Managers with a history of good results get more flexible
performance targets

Wim A. Van der Stede finds evidence that, contrary to common belief,
firms don't always ratchet up targets
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Here is one diehard maxim of business: don’t overshoot your

performance target this year, because before you know it the one for

next year will be tougher yet. This is target ratcheting at work: when you

do better than the established goal, your next objective will be even

higher; but the converse is not true. If you do worse, the company will not

reduce expected results next time around.

Clearly, such budgeting practices create counterproductive incentives

because they motivate managers to withhold effort in order to avoid

difficult performance metrics in the future. Why shoot yourself in the

foot? Add to this the common belief in budgeting that either you spend it

or lose it, and the motivation arises to not only ‘not overshoot’ your

earnings target, but to ‘spend more’ to boot. A double whammy: leave

money unearned and spend more than is necessary.

Target ratcheting may be a truism, but our research Earnings targets and

annual bonus incentives suggests it is only half true at best, literally,

because there is an implicit inter­temporal dimension at play in

budgeting, meaning these decisions are not made only on a year­over­

year basis. They involve longer cycles that take into consideration

credible manager performance and firm commitment.

We find that firms do not increase earnings targets lightly and, against
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what the maxim above would suggest, even commonly reduce them

when their managers fail to meet prior­year goals – but that is for their

well­performing executives only. Conversely, for the not­so­well­

performing managers, the standard ratcheting axiom appears to apply.

Firms increase earnings objectives when these executives meet or

exceed expectations, but rarely decrease targets if they miss the goal

mark.

In short: good managers are not punished for either their one­off misses

or overshoots. Managers with less credit, however, face less forgiveness:

target overshoots are seen as overdue whereas shortfalls suggest that

pressure needs to be kept on.

Well­performing managers appear to receive rents due to their past

results that persist through time.  Are these rents potentially problematic?

If firms can reasonably, credibly distinguish their managerial types, then

the incentives to both types are improved: the well­performing ones are

not prompted to leave money on the table while the others are kept

focused on meeting tough targets.

Target difficulty tends to stay at the same level over time, which suggests

that firms at least implicitly consider longer­term performance in

budgeting. Of course, I suspect this can’t go on for too long for either

type of manager (although our research could not explicitly answer this

question).

When targets are tough to achieve, avoiding missing them is essential,

not only for the firm to improve profitability, but also for the manager,

well, to keep the job. There is typically no bonus in years when results

are below expectations, and anecdotal evidence suggests that managers

only ‘enjoy’ a few chances to not meet target.

How about the managers who have been meeting or exceeding their

company’s objectives and enjoy some rents? This, too, will only last so

long, as their targets are merely comparatively easier, not necessarily

plain easy. Businesses change, and even if there is less internal pressure

for a while, there is no basis for any manager to rest on their laurels lest

they find themselves amongst the not­so­well­performing sort in no time.

The study in brief
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An important element of firms’ management control systems is the

practice of establishing targets for future performance. Such

procedures serve to organize and coordinate firms’ decisions and form

the basis for performance evaluation and compensation.

We provide novel empirical evidence about firms’ target­setting based

on a survey of compensation practices at 666 entities. We examine the

extent to which firms use past performance as a basis for setting

earnings metrics in their annual bonus plans and assess the

implications of such expectations for managerial incentives. 

Perhaps the key finding is about ‘target ratcheting’. Prior studies find

that firms revise performance targets upwards when their managers

exceed prior­year goals, yet do not revise their expected results

downwards (or reduce them less) when managers fail to meet

objectives. These practices are commonly interpreted as

counterproductive incentives because they presumably motivate

managers to withhold effort in order to avoid difficult targets in the

future. 

We argue that there are inconsistent assumptions about how

information about prior­year performance is used when setting future

targets.

♣♣♣

Note:  This article gives the views of the author, and not the position of

LSE Business Review or the London School of Economics.

Featured Image Credit: meridican CC­BY­2.0

Wim A Van der Stede, is the CIMA Professor of
Accounting and Financial Management, and Head of the

LSE’s Department of Accounting. His research interests

pertain broadly to the study of management control

systems, i.e., the study of performance targets and the

budgeting processes used to set them; performance measurement and

evaluation; and incentive systems that relate performance evaluations to

the provision of rewards. He tweets at @stede_w

2Share Share

Britain needs Europe
a lot more than
Europe needs Britain

Multinational firms
still have a lot to learn
about doing business
in Africa

Good corporate
social performance
may lead to higher
credit ratings

Archives

 November 2015

 October 2015

 September 2015

 August 2015

 July 2015

Categories

Categories

Select Category

https://twitter.com/intent/tweet?original_referer=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&ref_src=twsrc%5Etfw&text=Managers%20with%20a%20history%20of%20good%20results%20get%20more%20flexible%20performance%20targets%3A&tw_p=tweetbutton&url=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&via=LSEforBusiness
https://twitter.com/search?ref_src=twsrc%5Etfw&q=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F
https://www.flickr.com/photos/129941959@N06/
https://www.flickr.com/photos/129941959@N06/15664857154/in/photolist-pSfuh3-nTrNNG-nVubKk-tKiyjz-9Lf9xn-c5kfZQ-dyUVmy-9LRKCX-8DbWMg-71fUtK-5GJ4mV-c5hdHC-5prNj5-g5rZUE-uDWtou-rzbPzT-dpWCGS-pFdyBw-c5hcwm-rdhBWJ-rszdrh-9csWTz-8ekJEG-deirGF-deiqbw-deitVh-deisWs-deits3-deip8S-deiuQJ-deixad-deioJU-deiuAP-deinnz-deipCS-deimYV-deisDn-deimwV-deivLJ-deir65-deis2s-deintu-deiwGd-deiwpX-deinSN-deixPV-deiqDC-deiviu-deioij-8Dcrc7
http://www.lse.ac.uk/accounting/facultyAndStaff/profiles/VanderStede.aspx
https://twitter.com/stede_w
javascript:void(0);
http://blogs.lse.ac.uk/businessreview/2015/11/07/britain-needs-europe-a-lot-more-than-europe-needs-britain/
http://blogs.lse.ac.uk/businessreview/2015/11/06/multinational-firms-still-have-a-lot-to-learn-about-doing-business-in-africa/
http://blogs.lse.ac.uk/businessreview/2015/11/05/good-corporate-social-performance-may-lead-to-higher-credit-ratings/
http://blogs.lse.ac.uk/businessreview/2015/11/
http://blogs.lse.ac.uk/businessreview/2015/10/
http://blogs.lse.ac.uk/businessreview/2015/09/
http://blogs.lse.ac.uk/businessreview/2015/08/
http://blogs.lse.ac.uk/businessreview/2015/07/
http://blogs.lse.ac.uk/businessreview/2015/11/06/multinational-firms-still-have-a-lot-to-learn-about-doing-business-in-africa/
http://blogs.lse.ac.uk/businessreview/2015/11/05/good-corporate-social-performance-may-lead-to-higher-credit-ratings/


11/9/2015 LSE Business Review – Managers with a history of good results get more flexible performance targets

http://blogs.lse.ac.uk/businessreview/2015/10/14/managers­with­a­history­of­good­results­get­more­flexible­performance­targets/ 4/6

submit 1

October 14th, 2015 | Featured, Performance Measurement, Wim A

Van der Stede | 0 Comments

 Previous post

Leave A Comment

Name (required) Email (required) Website

Next post 

Comment...

POST COMMENT

 Notify me of follow­up comments by email.

 Notify me of new posts by email.

Email Print Meta

Log in

Entries RSS

Comments RSS

WordPress.org

See all of our blog

posts

 LSE USAPP

Book Review: Why Are
We Waiting?: The Logic,
Urgency and Promise of
Tackling Climate Change

 LSE IMPACT BLOG

Book Review: The
‘Postmodern Turn’ in the

Social Sciences by
Simon Susen

 LSE EUROPP BLOG

Book Review: The Eagle
in Splendour: Inside the
Court of Napoleon by

Philip Mansel

http://www.reddit.com/submit?url=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&title=Managers%20with%20a%20history%20of%20good%20results%20get%20more%20flexible%20performance%20targets
http://www.reddit.com/submit?url=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&title=Managers%20with%20a%20history%20of%20good%20results%20get%20more%20flexible%20performance%20targets
http://www.reddit.com/submit?url=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&title=Managers%20with%20a%20history%20of%20good%20results%20get%20more%20flexible%20performance%20targets
http://www.reddit.com/submit?url=http%3A%2F%2Fblogs.lse.ac.uk%2Fbusinessreview%2F2015%2F10%2F14%2Fmanagers-with-a-history-of-good-results-get-more-flexible-performance-targets%2F&title=Managers%20with%20a%20history%20of%20good%20results%20get%20more%20flexible%20performance%20targets
http://blogs.lse.ac.uk/businessreview/category/featured/
http://blogs.lse.ac.uk/businessreview/category/performancemeasurement/
http://blogs.lse.ac.uk/businessreview/category/authors/wim-a-van-der-stede/
http://blogs.lse.ac.uk/businessreview/2015/10/13/where-do-multinationals-fit-in-global-efforts-to-adapt-to-climate-change/
http://blogs.lse.ac.uk/businessreview/2015/10/15/something-is-missing-in-the-idea-of-entrepreneurs-as-young-and-empowered/
http://blogs.lse.ac.uk/businessreview/2015/10/14/managers-with-a-history-of-good-results-get-more-flexible-performance-targets/?share=email&nb=1
http://blogs.lse.ac.uk/businessreview/wp-login.php
http://blogs.lse.ac.uk/businessreview/feed/
http://blogs.lse.ac.uk/businessreview/feed/
https://wordpress.org/
http://blogs.lse.ac.uk/businessreview/recent-posts/
http://feeds.feedburner.com/USApp
http://blogs.lse.ac.uk/usappblog
http://feedproxy.google.com/~r/Usapp/~3/Mg6IVtyjF-4/
http://feeds.feedburner.com/feedburner/LSEImpactBlog
http://blogs.lse.ac.uk/impactofsocialsciences
http://feedproxy.google.com/~r/feedburner/LSEImpactBlog/~3/cUVHyQ4F61s/
http://feedproxy.google.com/~r/feedburner/LSEImpactBlog/~3/dwzQasihe1Q/
http://feeds.feedburner.com/Europp
http://blogs.lse.ac.uk/europpblog
http://feedproxy.google.com/~r/Europp/~3/v03NhVM9CYI/
http://feedproxy.google.com/~r/Europp/~3/KAohvUgdD0g/


11/9/2015 LSE Business Review – Managers with a history of good results get more flexible performance targets

http://blogs.lse.ac.uk/businessreview/2015/10/14/managers­with­a­history­of­good­results­get­more­flexible­performance­targets/ 5/6

by Nicholas Stern

Book Review: Mission
Accomplished?: The
Crisis of International
Intervention by Simon

Jenkins

Brutal election for Maine
liberals, North Carolina’s
aggrieved Governor, and
Houston’s equal rights
ordinance fails: US state
blog round up for 31
October – 6 November

 LSE BRITISH

POLITICS AND POLICY

BLOG

Book Review: Mission
Accomplished?: The
Crisis of International
Intervention by Simon

Jenkins

“As cold as charity”? Or a
cold, hard look at charity?
The next debate, after

Kids Company

There is real cause for
concern when the

persuasiveness of a story
depends more on public
attitudes than the facts

Reading List: Teaching
excellence and the

proposed changes to the
higher education

landscape
#HEgreenpaper

When are journal metrics
useful? A balanced call
for the contextualized and
transparent use of all
publication metrics

 LSE MEDIA POLICY

PROJECT

Ofcom’s Plurality
Framework: Protecting

the Status Quo?

Surveillance and civil
liberties: Interview with

David Davis MP

Free speech in the chiller
as police pounce on

journalists and
academics

 LSE PODCASTS

Social Media and Social
Change: analyzing

debates over valuation
[Audio]

Russian Foreign Policy
as an Exercise in

NationBuilding [Audio]

Social Class in the 21st
Century [Audio]

Croatian elections: a final
look at the parties and the

campaign

Having won back his
majority, Erdoğan must
now focus on reuniting

Turkish society

 LSE REVIEW OF

BOOKS

Book Review: The Eagle
in Splendour: Inside the
Court of Napoleon by

Philip Mansel

Book Review: The
Sociologist and the
Historian by Pierre
Bourdieu and Roger

Chartier

Book Review: The Reject:
Community, Politics and
Religion after the Subject

by Irving Goh

 LSE EVENTS

EVENT RESCHEDULED:
Pension Poor and
Housing Rich: a

generational perspective
of the Greek crisis, its
aftermath and possible

ways out

The Imperial Frontier:
state construction and
frontier governmentality

along the global
periphery

Sociology and the Digital
Revolution ­ the
Transformation of

Everything

ARCHIVES

Archives

http://feedproxy.google.com/~r/Usapp/~3/Mg6IVtyjF-4/
http://feedproxy.google.com/~r/Usapp/~3/U1_FSOFBOSM/
http://feedproxy.google.com/~r/Usapp/~3/YDVibCkg2dw/
http://blogs.lse.ac.uk/politicsandpolicy/feed/
http://blogs.lse.ac.uk/politicsandpolicy
http://blogs.lse.ac.uk/politicsandpolicy/51065-2/
http://blogs.lse.ac.uk/politicsandpolicy/the-debate-after-kids-company/
http://blogs.lse.ac.uk/politicsandpolicy/51071-2/
http://feedproxy.google.com/~r/feedburner/LSEImpactBlog/~3/dwzQasihe1Q/
http://feedproxy.google.com/~r/feedburner/LSEImpactBlog/~3/3NKhXbzv5X4/
http://blogs.lse.ac.uk/mediapolicyproject/feed/
http://blogs.lse.ac.uk/mediapolicyproject
http://blogs.lse.ac.uk/mediapolicyproject/2015/11/06/ofcoms-plurality-framework-protecting-the-status-quo/
http://blogs.lse.ac.uk/mediapolicyproject/2015/11/05/surveillance-and-civil-liberties-interview-with-david-davis-mp/
http://blogs.lse.ac.uk/mediapolicyproject/2015/11/03/free-speech-in-the-chiller-as-police-pounce-on-journalists-and-academics/
http://www.lse.ac.uk/assets/richmedia/webFeeds/publicLecturesAndEvents_iTunesRssAudioOnlyLatest100.xml
http://www.lse.ac.uk/newsAndMedia/videoAndAudio/channels/publicLecturesAndEvents/
http://www.lse.ac.uk/newsAndMedia/videoAndAudio/channels/publicLecturesAndEvents/player.aspx?id=3267
http://www.lse.ac.uk/newsAndMedia/videoAndAudio/channels/publicLecturesAndEvents/player.aspx?id=3264
http://www.lse.ac.uk/newsAndMedia/videoAndAudio/channels/publicLecturesAndEvents/player.aspx?id=3262
http://feedproxy.google.com/~r/Europp/~3/KAohvUgdD0g/
http://feedproxy.google.com/~r/Europp/~3/Mh_pCPKszsk/
http://feeds.feedburner.com/lsereviewofbooks
http://blogs.lse.ac.uk/lsereviewofbooks
http://feedproxy.google.com/~r/LseReviewOfBooks/~3/GC7SG5jXnkI/
http://feedproxy.google.com/~r/LseReviewOfBooks/~3/OK2orb2s14w/
http://feedproxy.google.com/~r/LseReviewOfBooks/~3/whusl1ku8nY/
http://search.lse.ac.uk/s/search.html?collection=lse_events&rssfeed
http://lsesearch3.lse.ac.uk/
http://www.lse.ac.uk/publicEvents/events/2015/11/20151110t1800vCOW111.aspx
http://www.lse.ac.uk/publicEvents/events/2015/11/20151110t1830vWT.aspx
http://www.lse.ac.uk/publicEvents/events/2015/11/20151110t1830vOT.aspx


11/9/2015 LSE Business Review – Managers with a history of good results get more flexible performance targets

http://blogs.lse.ac.uk/businessreview/2015/10/14/managers­with­a­history­of­good­results­get­more­flexible­performance­targets/ 6/6

Copyright © 2015 London School of Economics

Select Month

https://www.facebook.com/LSEBusinessReview
https://twitter.com/LSEforBusiness
http://blogs.lse.ac.uk/businessreview/feed/

