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LEADING DATA-DRIVEN CHANGE: COMPENSATION

Achieving Meritocracy

N the \Workplace

Merit-based reward practices can unintentionally lead to
pay disparities based on gender, race, and national origin.
Here’s how companies can use data, transparency, and

accountability to prevent that.
BY EMILIO J. CASTILLA

FOR THEIR COMPANIES to remain competitive and successful, many executives strongly believe
that they need to recruit and retain top talent. And to do so, they must foster meritocracies — hiring, re-
warding, and promoting the best people, based on their merit. As a result, the most progressive companies

have created formal systems for ensuring that job applicants and employ-
ees are judged solely by their efforts, skills, abilities, and performance,
regardless of gender, race, class, national origin, or sexual orientation.
Executives might, for example, take great efforts to show their commit-
ment to meritocracy by implementing performance reward systems that
separate performance reviews from pay and reward decisions. But have
such approaches helped workplaces become true meritocracies?

In research studying workplace inequality and merit-based pay,
I have found that such approaches are no protection against demo-
graphic bias. (See “About the Research,” p. 37.) When managers believe
their company is a meritocracy because formal evaluative and distribu-
tive mechanisms are in place, they are in fact more likely to exhibit the
very biases that those systems seek to prevent. Achieving meritocracy in
the workplace can be more difficult than it first appears, and there may
even be unrecognized risks behind certain efforts to discourage bias.
According to my findings, the very belief that an organization is meri-
tocratic may open the door to biased, nonmerit-based behavior when
managers make key individual-level career decisions. In other words,
certain gender, racial, and other demographic disparities might persist
in today’s organizations not only despite management’s attempts to
reduce them but also because of such efforts.

The good news is that establishing a more meritocratic workplace
doesn’t require an inordinate amount of time or resources. It is a matter of
establishing clear processes and criteria for the hiring and evaluation of
employees (or, in fact, any employee career decision). It is also a matter of
monitoring and evaluating the outcomes of such company processes, and
of bestowing an individual or group within the organization with the re-
sponsibility, ability, and authority to ensure that those formal processes
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THE LEADING
QUESTION

How can
companies
become more
meritocratic?

FINDINGS

»When managers be-
lieve their company
is a meritocracy,
they may be more
likely to exhibit
biases.

pEstablishing a
more meritocratic
workplace requires
introducing greater
accountability and
transparency into
career-related man-
agement systems.
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are fair. The collection and analysis of data on people-
related processes and outcomes — what is referred to
as “people analytics” — are key here, enabling com-
panies to identify and correct workplace biases.

The Paradox of Meritocracy

When managers believe their company is a meritoc-
racy because of its formal evaluation and reward
systems, chances are that it isn’t. I call this organiza-
tional phenomenon “the paradox of meritocracy.”
To assess it, sociologist Stephen Benard and I con-
ducted experiments involving more than 400
individuals with managerial experience, who were
asked to make bonus, promotion, and termination
recommendations for several hyphothetical em-
ployee profiles based on their annual performance.!

We manipulated the gender of the employees
being evaluated and altered whether the core values of
the company (a hypothetical “ServiceOne”) empha-
sized meritocracy in evaluations and compensation.
For the meritocratic version of ServiceOne, the core
values were described with statements such as “raises
and bonuses are based entirely on the performance of
the employee” and “ServiceOne’s goal is to reward all
employees equitably every year.” For the nonmerito-
cratic version, the core values of ServiceOne instead
emphasized managerial autonomy and the regularity
of evaluation, using statements such as “raises and
bonuses are to be given based on the discretion of the
manager” and “ServiceOne’s goal is to evaluate all
employees every year.” To ensure that the study par-
ticipants had read and considered each of the core
value statements carefully, we asked them to indicate
whether they agreed with each value by placing a
check mark on a line next to each statement.

Our findings were consistent across the experi-
ments. When ServiceOne was explicitly presented as
meritocratic to a randomly assigned group of man-
agers, they tended to favor a male employee over an
equally qualified female individual in the same job,
with the same supervisor and the same performance
evaluation scores. This bias resulted in larger mone-
tary rewards for men. In one set of experiments, we
found that managers who were told that their orga-
nization valued merit tended to award men with
bonuses that were about 12% higher, on average,
than they awarded to equally performing women.
Similar but much less significant effects were found
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for hiring, promotion, and termination decisions,
possibly because such decisions would be much more
visible — and thus subject to greater scrutiny
by others. When ServiceOne was not explicitly
presented as meritocratic, the managers awarded the
female employees with higher bonuses than they gave
to male employees. A plausible explanation for that
result is that the managers may have been self-
compensating for an assumed bias in the performance
evaluation scores, given the language about manager
discretion used in this nonmeritocratic condition that
they thought might favor male employees.?

The paradox of meritocracy may help explain the
persistence of gender- and race-associated wage
disparities at many organizations today. But what ac-
counts for this paradox? One plausible explanation is
that when managers believe their company as a whole
is meritocratic, they may become less vigilant about
their individual actions, leading them to unintention-
ally make biased decisions. It might be that, because
managers think it unlikely that their actions will be
interpreted as prejudiced, they are less prone to guard
against being influenced by stereotypes. Moreover,
they may have a false sense of confidence that their de-
cisions in such an environment will be fair, objective,
and impartial, leading to little self-examination to
uncover any hidden demographic biases.?

These findings are important for companies that
are employing progressive human resources practices
to recruit and hire the best talent. They are also rele-
vant for organizations that have increasingly been
implementing merit-based (or pay-for-performance)
routines as well as performance management systems.
Over the years, the trend has swung away from re-
warding employees based on seniority and has moved
toward rewarding people with job assignments, train-
ing opportunities, pay increases, and promotions
based on their past performance. My research
provides a cautionary lesson for employers with
merit-based approaches for attracting, selecting, and
retaining their best employees: If not implemented
carefully, such efforts can trigger demographic biases.

To study the implications for gender, race, and
national origin of such HR systems in practice, I con-
ducted a longitudinal investigation of the translation
of employee performance evaluations into compen-
sation decisions at a large service organization in
North America.* I analyzed personnel data for 8,900
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ABOUT THE
RESEARCH

This article is based on research
from three different studies. The
first was conducted at a business
school at a private university in
the United States. The study
included more than 400 partici-
pants with work and managerial
experience. Many of these indi-
viduals were MBA students, and
the average age was roughly 30,
with an average work experience
of about six years. The participants
were asked to play the role of a
senior manager in charge of a
small work group of consultants.

They had to make managerial
decisions about bonuses,
promotions, and terminations
for these employees at the end
of afiscal year.

For the second study, | inves-
tigated the merit-based system
at a large service organization
with more than 20,000 employ-
ees working in several offices in
a competitive urban labor mar-
ket in North America. According
to the company’s HR policy
manual, performance is the
primary basis for all employee
salary increases at this com-
pany, and a performance

appraisal must be completed in
order for any employee to obtain
a merit pay increase.

For the third study, | analyzed
two longitudinal databases con-
taining information on the career
history of all support staff for the
large service organization from
the second study. The first data-
base contained the pay and
performance evaluation history
for a total of almost 9,000 exempt
and nonexempt, nonexecutive
and nonmanagement employees
from 1996 to 2003, which was
before the adoption of the new
organizational procedures

support staff, which included information from per-
sonnel databases as well as from electronic and paper
files. I examined the relationship between the merit-
based salary growth and promotions of those
employees on the one hand, and their performance
evaluations on the other. I found that, over the long
run, women and minorities received lower salary in-
creases than white men with the same performance
evaluation scores, even after controlling for job, work
unit, and supervisor effects. In particular, the annual
salary growth for women was 0.4% lower than for
men, and African Americans and Hispanic Ameri-
cans received salary increases that were 0.5% lower
than equally performing white employees. In addi-
tion, workers born outside the United States had
annual salary increases that were 0.6% lower than
U.S.-born employees. These differences are small, but
over time they result in gaps. For example, if “Alice”
and “Robert” are equally performing white employ-
ees who both start at a wage of $10 an hour, but he
gets a 10% salary increase each year while she gets a
9.96% increase for the same performance, then after
10 years, her hourly salary will be $25.84, and his
hourly wage will be $25.94 — 10 cents more per hour.’

The company I studied had separated perfor-
mance appraisals from pay decisions partly to
facilitate supervisor feedback to employees to en-
courage their future career development. Employees
were typically recommended for a salary increase or
bonus not by their supervisors but by someone at
a higher managerial level. Many companies have
decoupled the processes of performance reviews and
salary compensation. Doing so may be well-
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intentioned as a way to perhaps increase employee
satisfaction and motivation. As I discovered in my
study of that large service organization, however, it
can introduce the conditions for biases and discrim-
inatory judgments to occur at different stages of the
performance reward system. Because subjectivity is
usually involved, the typical performance evaluation
process is vulnerable to biases with respect to gender,
race, nationality, and other personal factors not re-
lated to performance. Biases can also affect decisions
regarding an employee’s salary increase, promotion,
transfer, or termination.

Ensuring Meritocracy

in the Workplace

How, then, can companies guard against demo-
graphic biases and avoid the paradox of meritocracy
in people-related decisions? To answer that question, I
empirically tested a potential solution for minimizing
the gap in the distribution of performance-based
rewards at that large U.S. service organization.® The
company had two key areas that needed to be
improved. The first had to do with the lack of organi-
zational accountability.” Previously, the company had
no procedures to make unit heads (senior managers)
accountable for their annual decisions regarding
merit-based employee raises. A second, related issue
was limited transparency in both the process behind
the performance reward system as well as the system’s
outcomes.? I did not find gender, race, or foreign
nationality disparities in employee promotions or
terminations, which are highly visible decisions. I
did, however, find such disparities with respect to

aimed at increasing accountabil-
ity and transparency in the
company's performance reward
system. This dataset included

a total of more than 28,800
employee evaluations made

by 2,667 unique direct (or
evaluating) supervisors.

The second longitudinal data-
base covered the period from
2005 to 2009, which was after
the introduction of the new
organizational procedures.

This dataset contained more
than 23,000 employee evalua-
tions made by 2,557 different
supervisors.

SUMMER 2016 MIT SLOAN MANAGEMENT REVIEW 37



merit-based pay, which are typically unobservable to
managers and employees not directly involved. Thus,
the solution was to adopt a set of organizational pro-
cedures that incorporated both accountability and
transparency into the company’s performance re-
ward system.

The intervention consisted of introducing three
key changes to the existing system. First, a performance
reward committee was appointed to monitor reward
decisions. The committee, consisting of members of
the company who were recruited from different divi-
sions, including at least one HR professional, one
executive, and a new full-time staff member in charge
of compiling, coding, and analyzing data on em-
ployee compensation, would be responsible for
assessing the fairness of pay decisions. Second, all se-
nior managers had to follow a formalized process for
assigning rewards based on employee evaluations.
This process required the senior managers to briefly
justify how much was awarded to each employee in
their work unit. Third, the performance reward com-
mittee was granted the authority to modify pay
decisions made by senior managers.

The results were noteworthy. For merit-based pay
rewards, I found significant reductions in the gender,
race, and foreign nationality gaps. In fact, any re-
maining differences from such biases were negligible.
From my follow-up interviews with executives and
managers at the company, I found evidence that both
the accountability and the transparency mechanisms
had been effective in reducing those pay gaps. For
one thing, the performance reward committee
would send all senior managers comprehensive
reports containing descriptive statistics and data
analyses about the merit-based pay increases, and
that transparency of information helped hold those
individuals accountable for their own decisions.
As one senior manager remarked, “Annually, I am
able to review numbers that have to do with how
my pay decisions compare with the decisions made
in the aggregate by other work units within my
division.”

Implementing Organizational
Accountability and Transparency
Other organizations can achieve similar results by
using a relatively simple, straightforward process.
First, executives can assess the general degree of
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meritocracy at their company by collecting data on
the processes and the decisions concerning new hires,
starting salary, merit-based pay, promotions, and
other key career outcomes. Such data might already
be available at many businesses. At the company I
studied, the HR department had been collecting data
on variables that could be easily coded from an indi-
vidual’s resume at the time of application, such as
years of work experience and level of education. The
company was also collecting information on perfor-
mance for each employee in a given year, together
with longitudinal salary and benefits data for employ-
ees during their tenure at the company.

Once the data have been collected and properly
coded, the company can analyze that information to
uncover any demographic patterns, with other key
employment variables being equal. It could, for ex-
ample, investigate the way performance-based
bonuses have been distributed among employees with
a particular job title in a given year, comparing em-
ployees based on gender, race, and nationality, using
some bivariate statistics. In addition, more detailed
analyses — using, for example, multivariate regres-
sion models — could investigate pay bonuses and
other employee rewards as a function of employee,
job, and unit-level variables such as job title, manager,
work experience, education, work hours, and demo-
graphicinformation. Those variables could be analyzed
in addition to employee performance evaluation
scores, which should be the most important predictor
of bonus pay and other employee rewards in a meri-
tocratic workplace. This use of data to study
people-based processes, decisions, and outcomes
(often called people analytics) can help companies
identify and fix biases in the workplace.’

For the large U.S. service organization in my
study, I was able to analyze longitudinal databases
containing the career history of all of their support
staff. These databases contained the pay and per-
formance evaluation history for a total of almost
9,000 exempt and nonexempt, nonexecutive and
nonmanagement employees. To test whether gen-
der, race, or nationality (U.S.-born versus born
outside the U.S.) had an effect on merit-based bo-
nuses, I estimated a set of multivariate regression
models and found a significant gap in the distribu-
tion of performance-based rewards based on
employee demographics, other things being equal.
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As described earlier, correcting for such biases
required introducing greater organizational ac-
countability and transparency in the existing
performance reward system. Here, organizational
accountability is defined as a set of procedures that
make certain individuals responsible for ensuring
the fair distribution of rewards among employees.
Organizational accountability at different levels of
the organization can be accomplished in two com-
plementary ways. First, certain individuals can be
made responsible for the design and implementa-
tion of organizational procedures that managers
will use when they make pay decisions (process
accountability). Second, certain individuals can be
put in charge of monitoring and identifying situa-
tions in which managers are not making fair pay
decisions (outcome accountability).

Organizational transparency is defined as a set of
procedures that make relevant pay data available to
certain individuals. This information can be made ac-
cessible in different ways to different audiences inside
the organization, including HR professionals, manag-
ers, employees, and staff members. The information
should be managed so that it is up-to-date and avail-
able in a timely manner both during and after the
implementation of pay policies. Like organizational
accountability, transparency can be accomplished in
two complementary ways. First, steps can be insti-
tuted to ensure that pay distribution processes and
criteria are known to certain individuals (process
transparency). Second, specific measures can be im-
plemented to make certain pay comparisons possible
among individuals inside the company (outcome
transparency). Both types of transparency can make
disparities more noticeable and thus easier to correct.

Three Key Dimensions
With the above definitions in mind, I propose three
key dimensions for the design of systems that
promote accountability and transparency in key or-
ganizational people-based systems: (1) processes and
criteria, (2) outcomes, and (3) audiences. (See “Incor-
porating Accountability and Transparency Into a
Pay-For-Performance System: Three Key Dimen-
sions.”) The same dimensions also apply to
recruitment and selection, access to training and de-
velopmental opportunities, promotions, and other
key employee career outcomes. Moreover, this frame-
work is general enough that it can be adopted
regardless of a company’s existing personnel struc-
ture and culture. The goal is to help executives think
systematically about the ways in which they can
counterbalance the complacency that they might feel
when they believe they are working within a meritoc-
racy, while ensuring that the organization is indeed
operating as a true meritocracy. In the case of a
performance reward system, the different dimen-
sions can be implemented with the following steps:
STEP 1. Processes and Criteria: How will
performance-based pay be distributed among em-
ployees? Companies need to determine who is going
to be responsible for setting up the processes and cri-
teria used to evaluate employee performance, how
rewards will be distributed among employees based
on their performance and other merits, and how
transparent those processes and criteria will be
across the organization. Some businesses, for exam-
ple, may elect to tell employees how merit-based
bonuses are computed based on exact measures of
performance, while others may choose to disclose
that information only to senior managers.

INCORPORATING ACCOUNTABILITY AND TRANSPARENCY INTO A
PAY-FOR-PERFORNMANCE SYSTEM: THREE KEY DIMENSIONS

To create more meritocratic systems, companies should promote organizational accountability and transparency in three key areas:
(1) processes and criteria, (2) outcomes, and (3) audiences.

ORGANIZATIONAL ACCOUNTABILITY ORGANIZATIONAL TRANSPARENCY

Assign responsibility for the processes, routines, Determine which processes, routines, and criteria will
and criteria to be used (process accountability). be visible (how).

Decide which pay decisions and results/aspects will
be visible (what).

1. Processes
and Criteria

2. Outcomes Assign responsibility for which aspects/results
of pay decisions will be measured for fairness

(outcome accountability).

3. Audiences Identify whois accountable for pay processes and

outcomes and to whom.

Determine who makes pay processes and outcomes
visible and to whom.
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STEP 2. Outcomes: What rewards are being
given to employees? Companies must determine
who will collect and analyze the appropriate data,
who will be responsible for ensuring that decisions
are being driven by merit, and who will get to see
the analyses of those data. At the most basic level,
the organization should have one individual re-
sponsible for collecting, coding, computing, and
reporting those numbers and analyses to key deci-
sion makers in the organization.

STEP 3. Audiences: Who is responsible for and
who knows about the pay processes, criteria, and
outcomes? Companies need to determine who will be
allowed to design and implement changes in the HR
structures and processes to develop a meritocratic
workplace. Moreover, they should decide on the level
of transparency about those processes, criteria, and
outcomes both inside and outside the organization.

The decisions that companies make in the above
three steps will determine the degree of organizational
accountability and transparency in their performance
management systems. An organization might, for ex-
ample, assign just one director to be responsible for
ensuring that pay processes and outcomes are fair. Or
it could assign a group of individuals (with different
affiliations inside, or even outside, the company) to
serve as a committee or task force to monitor all pay-
based processes, criteria, and outcomes.

Regarding transparency, a company may elect to
simply publicize to employees and evaluating
supervisors certain routines regarding the process
and the criteria behind the distribution of bonuses.
Or it could choose to leave the translation of perfor-
mance into bonuses to senior managers so that
employees and evaluating supervisors may not
know the pay outcomes of such decisions — that is,
high process and criteria transparency but low out-
come transparency for employees and evaluating
supervisors. In an extreme case (although not that
unrealistic for companies that espouse pay for per-
formance), the majority of managers and employees
would know about the processes, criteria, and out-
comes of the merit-based system. An example of a
slightly less open approach would be to allow em-
ployees to see the average pay, including salary
distribution by quartiles, for particular jobs inside
the organization. Many companies already offer this
level of transparency by providing employees with
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information to compare their base salary with the
average salary (and range) by job/occupation and
perhaps also by level of education, experience, and
seniority within their organization.

Setting up a pay-for-performance system that is
both accountable and transparent does not require
a cumbersome bureaucracy. In fact, it can be quite
simply done. In the large service organization that I
studied, the accountability and transparency fea-
tures added to the system consisted of a simple and
inexpensive implementation of the framework pre-
sented in this article. The company convened and
empowered a committee with high accountability
and transparency responsibilities, with the mem-
bers recruited from different divisions within the
company. Furthermore, it hired one full-time per-
son to collect and analyze the data to ensure fairness
in the process of outcomes regarding the transla-
tion of performance into rewards. Employees and
evaluating supervisors knew about the processes
and criteria behind the evaluation of performance,
but they did not get to see how bonuses were dis-
tributed by the senior managers. Finally, the
committee, with the help of the additional full-
time staff member, was responsible for monitoring
results by systematically analyzing how bonuses
were distributed over time, helping to ensure the

meritocratic principles of the organization.

Toward the Rise of Meritocracy

In the past, long-term jobs with predictable career
advancement and stable pay were common in large
companies. Pay raises were often given on the basis of
seniority or granted automatically to all employees at
the same percentage levels.!® This traditional model
of employment has gradually been replaced by merit-
based reward systems and other performance
management practices, and the hope is that they will
lead to more meritocratic and fair workplaces where
people are hired and rewarded solely for what they do
and not for what they look like. The design and im-
plementation of such approaches, however, can also
unintentionally lead to biases based on gender, race,
and national origin. In this regard, the pursuit of
meritocracy in the workplace — that is, the organiza-
tional commitment to hire and reward the best
people based on skill, ability, and merit, regardless of
who they are, what they look like, or where they come
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from — is more difficult that it first appears. But it
doesn’t have to be that way. As my research has
shown, companies can develop into meritocracies by
implementing merit-based evaluation and reward
systems that have both accountability and transpar-
ency. What’s more, doing so doesn’t necessarily have
to be a cumbersome, expensive, or daunting effort.

Emilio J. Castilla is the NTU Professor of Management
atthe MIT Sloan School of Management. Comment on
this article at http:/sloanreview.mit.edu/x/57421, or
contact the author at smrfeedback@mit.edu.
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