
Cases for Topic 8: Individual Performance Evaluation1 
 
 
I. Structuring salesforce compensation 
 
Assume that a salesperson, Edwynn Phillips, has the following annual compensation package: 

C = $15,000 + 0.2(own sales) 

This compensation plan induces Ed to exert a given level of effort in selling. Given this effort level, 
expected sales are $30,000 per year.  

Below are 10 years' worth of data for Ed's sales and the average sales for other employees in 
the company (Ed's own sales are excluded in calculating this average). The expected value of 
average sales is also $30,000. However, in any given year, average sales might rise or fall, depending 
on general economic conditions, and so on. Some of these same conditions affect Ed's sales. Ed has 
no impact on the average 
sales for other employees. 
 

Year Ed's Sales Average Sales 
1 30,000 30,000 
2 24,000 27,000 
3 36,000 28,500 
4 27,000 27,000 
5 33,000 36,000 
6 30,000 33,000 
7 25,500 27,000 
8 24,000 24,000 
9 34,500 30,000 

10 36,000 36,000 
 
1. Based on the 10 years of data, calculate Ed's average annual pay and standard deviation under the 

existing compensation plan. 
2. Calculate Ed's average pay and standard deviation under the alternative plan: 

$21,000 + 0.2(own sales - average sales) 

Note: We adjust the intercept of the pay plan by $6,000 to reflect Ed,s average loss imposed on the 
employee by subtracting 0.2 (average sales) from the compensation. This adjustment keeps the 
expected pay the same as before. Also, the sample mean of average sales over a 10-year period need 
not equal the expected value of $30,000. 
3. Does including the average sales in the pay package alter Ed's incentives to work hard? Explain. 

(Assume that Ed cannot affect the average by collusion, sabotage, etc.) 
4. Is this pay plan superior to the original plan from a risk-sharing standpoint? 
5. Devise an even better plan using the more general form: 

C = α + 0.2(own sales – λ average sales) 

(Remember to adjust the intercept to keep expected compensation the same.) 
6. Calculate the average pay and standard deviation for this plan. 
  

                                                
1 Source and recommended book for the topic: Brickley, J.A., Smith Jr., C.W., Zimmerman, J.L., 2007. Organizational 
Architecture: A Managerial Economics Approach, 4th ed., Irwin Chicago. Chapter 16. 
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II. Xerox salesforce compensation 
Martina sells copiers for Xerox. Her sales are a function of her effort e and can be expressed in the 
following manner: 

Sales = 100e + µ 

where µ is a random error term with expected value of zero. Martina’s personal cost of exerting 
effort is: 

C(e) = e2 

She is paid a straight salary plus a commission: 

Compensation = $1,000 + 0.1 sales 

Her personal objective is to maximize: 

U = E(Compensation) - C(e) 

the difference between the expected value of her compensation and her cost of effort. 
1. Find Martina's optimal effort level. 
2. Now assume that Xerox compensates Martina based on her sales relative to the average sales for 

salespeople in the company. Assume that Martina's sales are not included in the calculation of this 
average and that she cannot affect the average sales through her effort. The expected value of 
average sales is 500. Her compensation is now 

Compensation= $1,000 + 0.10(sales - average sales) 

3. Including average sales in the contract affects expected compensation. What adjustment must be 
made in the salary to keep expected compensation the same as before? 

4. Does including average sales in the compensation contract affect the variance of Martina's 
compensation? Assume that her sales and average sales are positively correlated. Give a brief 
verbal explanation to support your answer. 

 
 
III. Bonus plan adjustment 
The Quantum Division of Nextel Corp., based in San Jose, California, manufactures semiconductors 
that convert analog signals to digital signals. Lynn Kraft is the division manager. Her compensation 
consists of a base wage of $50,000 plus a bonus of 2 percent of division profits above $10 million. 
Last year's division profits were $12 million, and so Kraft received a bonus of $40,000. 

This year two things happened that adversely affected division profits. First, the price of gold, 
a key ingredient in Quantum's chips, increased dramatically, causing the division's costs to be higher 
than expected. Second, an earthquake in the San Jose area caused Quantum's plant to be closed for 6 
weeks and to require $1 million in repairs. Division profits for this year were $9 million. 

Kraft believes her compensation plan should be adjusted for these events. She believes that, but 
for these events, division profits would have been $13 million for the year. 
1. What issues should the CEO of Nextel consider when deciding whether to adjust Kraft's bonus 

plan? 
2. Do you think the plan should be adjusted? Why? 
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IV. Once again, the Eastman Kodak Company has altered the determinants of pay raises for US 
employees.  Whereas in the past pay increases for managers, professionals, and hourly workers had 
been automatic, starting in 1996 the company began determining the size of an annual bonus pool 
and then allocated lump-sum bonuses to employees on the basis of performance.  Hourly workers 
were to be evaluated within their annual performance appraisals; professional-level employees would 
work with their supervisors to establish personal goals against which they would be measured. 
1. What problems do you foresee with the implementation of this arrangement? Be specific about 
who will be affected by the problems you've identified. 
2. What recommendations would you offer to top management at Kodak to preempt or minimize 
problems with the new reward system? 
 
V. Your company currently has a bonus plan for its sales managers.  If annual sales for a manager’s 
unit exceed $1 million, the manager receives a $10,000 bonus.  In a typical year, about 5 of the 10 
managers in the firm meet the target and receive the bonus.  However, the number receiving the 
bonus varies from year to year due to the state of the economy, which in turn has an effect on sales.  
The company is considering replacing the bonus plan with a plan that rewards the top-five selling 
managers each year with a $10,000 bonus.  Discuss the potential benefits and costs of the new plan 
relative to the old plan. 
 
VI. The United States Navy recently revamped its officer fitness report system.2 Under the old 
system, officers were ranked into one of four categories, where 4.0 was the highest grade.  This old 
system had been used for 20 years and grade inflation had become rampant.  Eighty percent of all 
sailors routinely were ranked a perfect 4.0.  One officer remarked, “Let’s face it, 85 percent of the 
people are 4.0 and 80 percent [of those] have every mark in 4.0.”  A retired admiral commented, 
“The old system wasn’t entirely broke, it was just deteriorating over time and became less and less 
useful.” 

The Navy decided to change the evaluation system because of the natural tendency for senior 
officers to promote their own subordinates over unknown sailors.  Not everyone deserved a 4.0, but 
to get their own people promoted, senior officers had to play along because that’s what everyone else 
was doing. 

The new system requires each officer to be rated on a 1 – 5 scale in seven areas:  professional 
expertise, leadership, support for equal opportunity programs, military bearing and appearance, 
teamwork, mission accomplishment, and interpersonal skills.  The total points out of 35 possible are 
then used to provide an overall promotion recommendation: 

•  Clearly promote. 
•  Must promote. 
•  Promotable. 
•  Progressing. 
•  Don’t promote 

The number of ratings in the top two categories — “clearly promote” and “must promote” — 
will be severely restricted to at most 20 percent of the evaluations.  If an officer is evaluating 10 
junior officers, at the most only two can receive the top two ratings. 

What are the expected consequences of this new system?  What are the likely outcomes?  What 
are the pros and cons of the new system? 

                                                
2 E. Blazar (1995), “The New Standard of Excellence,” Navy Times (March 20), 12-14. 


