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ABSTRACT

Managers often face the choice between promoting an internal employee
and hiring an external candidate. Using an interactive experiment, we exam-
ine the drivers of managers’ promote/hire decisions and internal employees’
behavior before and after those decisions. Consistent with gift exchange the-
ory, we find that employees exert costly effort to increase the chance of be-
ing promoted, and they raise their effort level as the promote/hire decision
becomes imminent. Managers respond by promoting those who exert high
effort, despite employees’ inferior ability compared to external candidates.
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494 e. w. chan, j. b. lill, and v. s. maas

Results suggest that managers view employees’ past effort as both a gift to re-
ciprocate and a signal of their future effort. Moreover, we find that managers
are more likely to promote internally rather than hire externally under a less
precise performance measurement system, and this result is driven by man-
agers who observe low employee output. Finally, we find that total effort is
significantly higher when managers promote internally versus hire externally.

JEL codes: D91, M10, M12, M40, M51, M54

Keywords: gift exchange; hiring; performance measurement; promotions;
reciprocity

1. Introduction

Staffing decisions are among the most critical decisions made in organi-
zations, as they directly influence who will be responsible for the organi-
zation’s future. Appointing the right personnel to the job can be the dif-
ference between failure and success (Cannella, Finkelstein, and Hambrick
[2008], Wang et al. [2016]). When making staffing decisions, organiza-
tions often face the choice of either promoting an internal employee or
hiring someone from the outside (Chan [1996], Bidwell [2011], DeVaro
and Morita [2013]). In this study, we shed light on this issue by examining
the drivers of managers’ promote/hire decisions and employees’ behav-
ior surrounding those decisions. Further, we examine how the precision of
the organization’s performance measurement system can influence man-
agers’ promote/hire decisions and employees’ responses to the decision
outcomes.

Both internal promotions and external hires are common in prac-
tice (e.g., Huson, Parrino, and Starks [2001], Tsoulouhas, Knoeber, and
Agrawal [2007], Bidwell [2011]). Prior theoretical and archival research
has largely focused on examining the economic factors that explain why
firms may prefer to promote or hire at the organizational level. On one
hand, promoting internally helps keep current employees motivated, stim-
ulates investment in human capital, and reduces various transaction costs,
such as screening and training costs (e.g., Chan [1996], Agrawal, Knoeber,
and Tsoulouhas [2006], Tsoulouhas, Knoeber and Agrawal [2007], Oyer
and Schaefer [2011], DeVaro and Morita [2013], Bertheau [2021]). On
the other hand, hiring externally allows firms to potentially attract superior
candidates. Because the external labor pool is almost always larger than the
internal labor pool, for any vacancy that does not require a highly firm-
specific skill set, there will typically be external candidates whose work ex-
perience and ability level are superior to that of the best internal candidate.

Our study complements the prior economics-based literature by ex-
amining behavioral factors that can influence promote/hire decisions at
the individual level. Understanding this is important because managers
in practice have substantial discretion when making promote/hire deci-
sions, and their decisions could deviate from the firm’s preferences and
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promote internally or hire externally 495

the predictions derived from neoclassical economic theory (e.g., Ferris,
Buckley, and Allen [1992], Hoffman, Kahn, and Li [2018], Gustafsson and
Swart [2020], Lill, Majerczyk, and Tafkov [2022]). Indeed, research shows
that managers often follow their own social preferences in their decision
making (Charness and Kuhn [2011], Maas, van Rinsum, and Towry [2012],
Chan [2018], Hecht, Maas, and van Rinsum [2022]). In this study, we lever-
age the advantages of a controlled experiment to abstract away many of
the previously documented economic factors, which allows us to isolate the
behavioral factors that drive decision making in a promote/hire decision
setting.

A fundamental insight from behavioral economics is that reciprocity
and gift exchange characterize many forms of human interaction (Berg,
Dickhaut, and McCabe [1995], Fehr and Gächter [2000]), including
employment relationships (Akerlof [1982], Kube, Maréchal, and Puppe
[2012]). Based on this insight, we theorize that gift exchange also plays an
important role in promote/hire decisions. First, we posit that employees
will put forth costly effort prior to the promote/hire decision, and that they
will further increase their effort closer to the promote/hire decision. There
is tension in this prediction as employees’ costly effort investment only pays
off if managers respond positively to it and promote the employee instead
of hiring an external candidate with superior ability. We next hypothesize
that managers will reciprocate and promote employees who exert high
effort despite the option to hire an external candidate with superior ability.
Finally, we examine promoted and non-promoted employees’ effort after
the promote/hire decision, and in particular, whether promoted employ-
ees will continue to put forth costly effort even when there is no pecuniary
incentive to do so.

Our study also focuses on the role of performance measurement systems
in promote/hire decisions. We predict that the precision of the perfor-
mance measurement system plays a critical role in promote/hire decisions.
Precision is a fundamental attribute of performance measurement that cap-
tures the extent to which “noise” obfuscates the agent’s actions (Feltham
and Xie [1994], Krishnan, Luft, and Shields [2005]).1 That is, managers
under a more precise system can observe relatively accurate indicators of
employee effort, whereas the indicators of employee effort under a less pre-
cise system are noisy and partly uncontrollable. In a promote/hire setting,
we hypothesize that managers under a less precise system are more likely to
promote internally rather than hire externally than managers under a more
precise system. Drawing from behavioral theory and prior research, we ar-
gue that managers will tend to give employees the “benefit of the doubt”

1 The term “precision” as defined in our paper is also sometimes referred to as “accuracy” in
other contexts, such as in the description of information systems (e.g., Hannan, Rankin, and
Towry [2006], Bol, Kramer, and Maas [2016]). We use “precision” because this term is more
commonly used in the context of performance measurement in prior research, particularly in
many seminal theoretical studies (Banker and Datar [1989], Feltham and Xie [1994]).
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496 e. w. chan, j. b. lill, and v. s. maas

and favor internal promotions when they observe low employee output in
a noisy environment (Ganzach and Krantz [1991], Kachelmeier and Van
Landuyt [2017]).

We test our theory using an incentivized interactive experiment. The par-
ticipants are 138 business school students from a large public U.S. univer-
sity. The experiment consists of two stages, each comprised of three peri-
ods. In stage 1, an employee and a manager are randomly matched to form
a firm. They are both informed at the beginning that the manager will
make a promote/hire decision at the end of stage 1. The employee selects
an effort level in each of the three initial periods. Higher effort levels are
more costly to the employee but produce higher expected output for the
manager. At the end of each period, the manager learns the employee’s
output, which is the sum of the employee’s chosen effort and a random
noise factor.

In stage 2, a new higher-level job becomes available, and the manager
must fill this new job by either promoting the current employee or hiring an
external candidate. Compared to the current employee’s original job, this
new job pays higher compensation, and employee effort in this job has a
larger effect on the manager’s payoff. The manager learns that the external
candidate’s cost of effort is always lower than that of the current employee,
which proxies for their differences in ability. If the manager chooses to
promote the current employee to the higher-level job, then the external
candidate will fill the employee’s original job. If the manager chooses to
hire the external candidate to fill the higher-level job, then the current
employee will remain in their original job. After the manager makes this
promote/hire decision, the current and newly hired employees select their
effort levels in each of three later periods.

We use a between-participant design to manipulate performance mea-
surement system precision by either supplementing or not supplementing
the manager’s noisy measure of output with a precise indicator of employee
effort. That is, at the end of each period, the manager either observes the
employee’s exact effort level and a random noise factor separately (precise
system), or only observes the sum of the two (imprecise system).

The results support our predictions. Employees provide costly effort
prior to the promote/hire decision, and they increase their effort closer
to the decision, even though managers can hire an external candidate
with lower cost of effort (i.e., higher ability). Managers are more likely to
promote internally rather than hire externally when their employees give
higher costly effort before the promote/hire decision. Additional analyses
suggest that managers view employees’ past effort as both a gift that should
be reciprocated and a signal that employees will continue to exert high ef-
fort in the future. Interestingly, managers base their promote/hire decision
on employees’ early effort level rather than on the sharp increase in ef-
fort immediately before the decision. Moreover, we find that managers are
more likely to promote internally under a less precise system, and this re-
sult is driven by differences in the promotion of employees who exerted low
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promote internally or hire externally 497

effort. After being promoted, many employees continue to put forth costly
effort while having no pecuniary incentive to do so, extending the gift ex-
change relationship. Finally, we conduct a supplemental experimental con-
dition in which we assign employees their prepromotion effort such that ef-
fort levels do not communicate gifting or signaling intentions to managers.
Consistent with our theory, managers in this setting do not condition their
promote/hire decisions on employee effort.

Our study makes several contributions to theory and practice. First,
our study contributes to the important, yet sparse research on internal
promotion versus external hiring.2 Because of data limitations, much of
this prior research is theoretical (e.g., Chan [1996], Jongjaroenkamol
and Laux [2017]), and the few empirical studies on this topic either rely
primarily on data from a single firm (e.g., Bidwell [2011], Bidwell and
Keller [2014]) or focus on executive-level jobs (e.g., Agrawal, Knoeber,
and Tsoulouhas [2006], Tsoulouhas, Knoeber, and Agrawal [2007]). We
extend this literature by adopting a behavioral perspective as opposed to
a neoclassical economic perspective, and we focus on decision making
at the individual level. Our results indicate that gift exchange theory
explains employees’ effort choices and managers’ decision to promote
internal employees over external candidates with superior ability. Specif-
ically, managers view employees’ past effort as both a gift that should be
reciprocated and a signal of their future effort. Further, we find that the
manager-employee gift exchange relationship often extends beyond the
promote/hire decision. Overall, our study offers new behavioral insights
and a potential alternate mechanism that explains why internal employees
are promoted over external candidates in practice.

Second, we contribute to research on performance measurement system
design. Prior research finds that performance measurement precision can
affect various outcomes, such as the allocation of decision-making author-
ity (Moers [2006]), outsourcing decisions (Bai, Coronado, and Krishnan
[2010]), and performance evaluations (Bol, Kramer, and Maas [2016]).
Our study shows that precision can also influence managers’ promote/hire
decisions. We find that more internal employees are promoted under a less
precise system, particularly low-effort employees who likely would not have
been promoted under a more precise system. This change in the compo-
sition of the workforce, with respect to employee type, can have important
implications for a firm’s long-term success.

Lastly, we extend research on the initiation and development of gift ex-
change within firms beyond the basic contracting setting. Prior research

2 Although we focus on internal promotion versus external hiring, we believe our results
could potentially generalize to settings in which managers decide whether to promote an
immediate subordinate (“internal” employee) versus an employee from a different business
unit (“external” employee). The key factor underlying our theory is that the managers know
the history of their “internal” employee’s past efforts and have previously benefited from such
efforts, which provides the opportunity for signaling and gift exchange.
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498 e. w. chan, j. b. lill, and v. s. maas

has largely focused on settings in which managers are the first movers by
offering favorable contracts to employees who then reciprocate with in-
creased effort (Akerlof [1982], Hannan [2005], Kuang and Moser [2009],
Kube, Maréchal and Puppe [2012]) and/or reduced dysfunctional behav-
ior (Zhang [2008], Chen and Sandino [2012]). Our study documents gift
exchange in a promote/hire setting in which employees move first by exert-
ing costly effort and managers reciprocate this effort by promoting them.
Moreover, whereas prior research has focused on one-shot games, our ev-
idence suggests that employees’ initial gifts often lead to continued gift-
giving in the future, thus extending the reciprocal relationship between
managers and employees beyond the initial gift exchange.

2. Background

2.1 internal promotion versus external hiring

Prior research, mainly in the fields of economics, finance, and manage-
ment, has documented various benefits and costs pertaining to the decision
to either promote internally or hire externally. Compared to hiring exter-
nally, the benefits of promoting internally include: (1) saving the transac-
tion costs associated with attracting, screening, and training external candi-
dates (Oyer and Schaefer [2011]); (2) saving the wage premiums typically
paid to hire external candidates (Bidwell [2011], Kampkötter and Sliwka
[2014]); (3) preserving current employees’ promotion-based incentives to
exert effort and acquire human capital (Lazear and Rosen [1981], Rosen
[1986], Chan [1996]); and (4) retaining employees who have accumulated
valuable, firm-specific knowledge (Naveen [2006], Chadwick and Dabu
[2009], Bertheau [2021]). Given these reasons, evidence suggests that firms
generally favor internal candidates and tend to “handicap” external candi-
dates, such that external candidates are only hired when they are markedly
superior to the best internal candidate (Chan [1996], Agrawal, Knoeber,
and Tsoulouhas [2006], Tsoulouhas, Knoeber, and Agrawal [2007]).

Although internal promotions are more common, we observe in prac-
tice that external candidates are frequently hired over internal candidates
(Bidwell [2011], Gregory-Smith and Wright [2019], Chan, Evans, and
Hong [2022]). One major reason is that the external labor pool is almost
always larger than the internal labor pool. Thus, as long as firm-specific
knowledge is not essential to productivity or can be readily learned, there
are likely external candidates available with superior abilities and work
experiences (Rao and Drazin [2002], Rosenkopf and Almeida [2003],
Bidwell and Keller [2014], Williams, Chen, and Agarwal [2017]). Consis-
tent with this notion, empirical evidence suggests that external hires tend
to rise through the ranks more quickly than their internally promoted
counterparts (Acosta [2010], Bidwell [2011]).

Unlike prior research, our study focuses on understanding the be-
havioral factors that arise from the interactions between employees and
managers at the individual level in a promote/hire setting. In addition,
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promote internally or hire externally 499

we introduce the precision of the performance measurement system as a
potential factor that can influence behaviors surrounding promote/hire
decisions.

2.2 performance measurement system precision

In the agency theoretical framework, precision is a key dimension of an
organization’s performance measurement system. It captures the extent to
which “noise” in the performance measures obfuscates the principal’s abil-
ity to infer the agent’s actions (Feltham and Xie [1994], Krishnan, Luft, and
Shields [2005]). That is, a more precise system better captures an agent’s
actions by separating out extraneous factors that are outside of the agent’s
control.

Numerous factors can influence the precision of a performance mea-
surement system, such as the investment in information technology, the
task environment, and performance outcome interdependencies. Under
agency theory, imprecision in performance measurement constrains the
principal to contract on the agent’s noisy output rather than effort. Because
this imposes risk on the agent, the principal must pay a premium to moti-
vate the agent’s effort. As such, economic theory prescribes that a more
precise measurement system is generally desirable because it incentivizes
the agent more efficiently (Hölmstrom and Milgrom [1991], Baker [1992,
2002]).3 Surprisingly though, recent experimental research has found that
agents can sometimes exert greater effort in a noisier environment because
of loss aversion and their desire to insure against large negative noise (Sloof
and van Praag [2010], Corgnet and Hernan-Gonzalez [2019]). Our study
examines the effects of performance measurement precision on managers’
promote/hire decisions and employees’ anticipation of and responses to
those decisions.

3. Hypotheses Development

3.1 basic setting

In our experiment, a manager and an employee form a single firm. They
interact over two stages, each comprising three work periods, and they earn
points that convert at the rate of 160 points per U.S. dollar. At the begin-
ning of the first period, the manager and employee are both informed that
the manager will make a promote/hire decision at the end of stage 1, and
that the person selected for the higher-level job will receive a higher fixed
wage.

In each work period, the employee selects a level of effort. As shown in
panel A of figure 1, possible effort levels range from 0% to 100% in 5%

3 Theoretical models also show that under certain conditions, such as in the absence of
agency considerations, some degree of imprecision in performance measurement can actu-
ally be preferable to noise-free measurement (Kanodia, Singh, and Spero [2005], Kanodia
[2006]).
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500 e. w. chan, j. b. lill, and v. s. maas

Panel (a) Employee effort-cost table

Effort Level 0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50% 55% 60% 65% 70% 75% 80% 85% 90% 95% 100%

Cost of Effort 0 0 0 0 0 5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80

Panel (b) External candidate effort-cost table
Effort Level 0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50% 55% 60% 65% 70% 75% 80% 85% 90% 95% 100%

Cost of Effort 0 0 0 0 0 0 0 5 10 15 20 25 30 35 40 45 50 55 60 65 70

Fig 1.—This figure provides the cost of effort tables for the employees and the external can-
didates. Panel A shows employees’ cost of effort table and panel B shows external candidates’
cost of effort table. Each effort level has an associated cost of effort that reduces the employee’s
compensation. External candidates have a higher costless effort level (i.e., 30%) compared to
employees (i.e., 20%).

increments. Effort levels from 0% to 20% are costless to the employee, but
for each effort level beyond 20%, the cost of effort increases by 5 points. At
the maximum effort of 100%, the employee’s cost of effort is 80 points.

Including a fixed wage, the employee’s payoff formula for each period in
stage 1 is:

Employee′s Payoff = Fixed Wage
[
200 points

] − Cost of Effort
[
0 to 80 points

]
.

The employee’s selected effort level is summed with a random noise
factor to determine the employee’s output, which is then multiplied by a
fixed multiplier to determine the manager’s payoff. The noise factor ranges
from −40% to 40% in 5% increments.4 The manager’s payoff is capped at
zero for any given period to avoid negative payoffs. The manager’s payoff
formula for each period in stage 1 is:

Manager′s Payoff = (
Employee′s Effort Level

[
0 to 100%

]

+ Random noise factor
[−40% to + 40%

])

∗ Fixed Multiplier
[
400 points

]
.

At the end of stage 1, a new higher-level job becomes available, and the
manager must fill the new job by either promoting the current employee
or hiring an external candidate.

As shown in panel B of figure 1, compared to the employee, the external
candidate’s cost of effort is 10 points lower at each effort level. Thus, ef-
fort levels from 0% to 30% are costless to the external candidate. At the

4 We used a random draw to determine the noise term for most work periods prior to run-
ning the experiment and use the same set of noise terms across all conditions and sessions.
This eliminates the possibility that differences in the noise term drive our results across con-
ditions. The probability of selection was equal and independent for all possible noise terms
except for period 3. In period 3, we selected a noise term that made the first three noise terms
sum to zero. Given that some managers knew the noise term and others did not by design, we
did not want higher or lower levels of promotions driven by a net positive or negative noise
term in the first three periods. The six selected noise terms are 30%, −40%, 10%, 15%, 0%,
and −10%, for work periods 1 through 6, respectively. Participants were not aware of how the
third period noise term was calculated. As this omission in participants’ understanding was
deemed inconsequential, we did not debrief participants about this design choice.
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promote internally or hire externally 501

maximum effort of 100%, the external candidate’s cost of effort is 70
points. This difference in the cost of effort proxies for the external can-
didate’s superior ability over the employee (i.e., ability to generate higher
output at the same cost of effort).5 This is a critical assumption that cap-
tures the real-world tensions inherent to promote/hire decisions (Chan
[1996], Agrawal, Knoeber, and Tsoulouhas [2006], Tsoulouhas, Knoeber,
and Agrawal [2007]). If the external candidate’s cost of effort were the
same as or higher than the employee, the manager would generally pre-
fer to promote internally over hire externally. To eliminate any ambiguity
about the external candidate’s advantage over the employee, both the man-
ager and the employee see the external candidate’s effort-cost table when
the manager makes the promote/hire decision.

Compared to the employee’s original job, the new higher-level job pays
a higher fixed wage (i.e., 400 vs. 200 points) and the employee’s out-
put has a larger effect on the manager’s payoffs (i.e., fixed multiplier of
800 vs. 400 points). This structure makes the promotion attractive to the
employee, and it incentivizes the manager to staff the higher-level job with
the individual who will exert relatively higher effort. To hold constant the
firm size after the promote/hire decision, if the manager decides to pro-
mote the current employee, then the external candidate fills the promoted
employee’s original lower-level job.6 If the manager hires the external can-
didate for the higher-level job, then the original employee remains in the
same job.

As such, in addition to the employee payoff formula shown above for the
employee in the lower-level job, the payoff formula for the promoted or
newly hired employee in the higher-level job for each stage 2 period is:

Higher-level Employee′s Payoff
= Fixed Wage[400 points]

− Cost of Effort[0 to 80 for promoted internal employee,

or 0 to 70 points for external hire].

5 Our operationalization is similar to how prior theoretical models represent the ability dif-
ferences between the employee and external candidate. For example, Chan [1996] uses the
assumption that “the marginal disutility of work is lower for higher ability workers at any given
level of effort” (p. 561). We note that an alternate design would be to keep the same cost of
effort structure for the employee and external candidate, but allow the external candidate’s
maximum effort level to increase beyond 100%. However, because we do not expect the ex-
ternal candidate to choose very high effort levels (as confirmed by our results), this design is
unlikely to affect our theory and results.

6 We make the design choice to keep the firm size constant regardless of the managers’
promote/hire decisions for operationalization purposes to balance the payoffs resulting from
the decision. As explained later, the external candidate never learns about the two different
jobs and the wage differentials, minimizing the effects of this role. Because our focus is not
on the external candidate, we do not theorize or attempt to generalize the behavior of the
external candidates in our experiment.
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502 e. w. chan, j. b. lill, and v. s. maas

Similarly, the manager’s payoff formula for each stage 2 period will
include the following additional payoff generated by the employee in the
higher-level job:

Manager′s Payoff = (
Higher−level Employee′s Effort Level

[
0 to 100%

]

+ Random Noise Factor
[−40% to + 40%

])

∗ Fixed Multiplier
[
800 points

]
.

Within this setting, we manipulate the precision of the performance mea-
surement system ( Precise vs. Imprecise). In the Precise condition, the man-
ager separately observes the employee’s selected effort level and the ran-
dom noise factor at the end of each work period. In the Imprecise condi-
tion, the manager only observes the sum of the employee’s selected effort
level and the random noise factor (i.e., employee’s output) and therefore
cannot directly infer whether changes in output are because of changes in
effort or noise.

3.2 neoclassical economic predictions

Under the neoclassical assumptions that individuals maximize their
wealth and anticipate other individuals do the same, the Nash equilibrium
in our setting is for employees to never provide any costly effort and for
managers to always hire the external candidate rather than promote the
internal employee to the higher-level job. To derive this, first consider that
our setting is such that after the promote/hire decision, employees have
no pecuniary incentive to provide any costly effort. Assuming both the em-
ployee and external candidate will give the highest costless effort as the util-
itarian outcome, the manager should expect higher effort, and therefore
higher output, from the external candidate for whom each level of effort is
less costly than for the employee. Thus, the manager will be better off hiring
the external candidate for the higher-level job and keeping the employee in
their original job. Anticipating this outcome of the promote/hire decision,
the employee will also only provide costless effort before the promote/hire
decision because giving costly effort will not influence the manager’s
decision.

3.3 employees’ effort before the promote/hire decision

Contrary to the above economic predictions, we posit that employees
will exert costly effort based on their belief that doing so will increase
their chance of promotion. In practical terms, this means employees will
engage in “influence activities” that are valued by their manager in an at-
tempt to alter the manager’s decision in their favor (e.g., Milgrom [1988],
Milgrom and Roberts [1988]). Although some influence activities, such
as bribes, can be detrimental to the firm, we focus on influence activities
that are productive and improve firm outcomes, such as when employees
choose to work overtime, take on additional projects, and voluntarily help
their colleagues (Fairburn and Malcomson [2001]). Based on gift exchange
theory, we propose that employees’ engagement in such costly and
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promote internally or hire externally 503

productive influence activities generates both a “gift” and a “signal,” which,
in turn, increase their promotion prospects.

Prior research has documented situations where a gift exchange rela-
tionship develops between managers and employees and affects their deci-
sion making and outcomes (e.g., Rabin [1993], Fehr and Gächter [2000],
Falk and Fischbacher [2006], Chan and Lill [2023]). For example, mul-
tiple studies show that when a manager offers the gift of a wage above the
market-clearing level, employees often reciprocate with a gift of costly effort
that benefits the manager (Fehr, Kirchsteiger, and Riedl [1993], Hannan
[2005], Kuang and Moser [2009]).

Although prior studies have focused on situations where managers offer
a gift for employees to reciprocate, in the context of a promote/hire deci-
sion, employees are the ones who can offer a gift by exerting costly effort to
induce their managers to reciprocate by promoting them instead of hiring
an external candidate. We predict that employees’ decisions to exert costly
effort before the promote/hire decision can have two potential effects: a
gifting effect and a signaling effect.

First, exerting costly effort establishes employees’ gifts to their managers
because employees bear the full cost of effort, whereas managers gain the
full benefit. These gifts are reinforced by the lack of an alternate way for
employees to recoup their incurred cost of effort, besides their managers’
decision to promote them to a higher paying job. Second, employees’ will-
ingness to exert costly effort can act as a signal that they will continue to
exert high effort in the future, which can help compensate for their higher
cost of effort compared to external candidates. In other words, the initial
gift establishes the expectations for future gifts.

Importantly, these two effects are not mutually exclusive as managers can
interpret employees’ past effort as both a gift and a signal. That is, managers
can believe that they should reciprocate and promote their employees for
their past effort, yet also expect their employees to sustain their effort af-
ter being promoted. In either case, we predict that employees will exert
costly effort before the promote/hire decision to increase their chance of
promotion.

H1: Employees will exert costly effort before the promote/hire decision.

There are at least two practical approaches for employees to make their
gifting and signaling intentions apparent to their managers. One approach
is for employees to sustain high costly effort throughout the period preced-
ing the promote/hire decision. Although this is likely the most effective
way for employees to signal to their manager their “high effort” type and
their commitment to sustain their effort level even after promotion, it is
also very costly because of the need for employees to continuously incur a
high cost of effort over a prolonged period of time.

Alternatively, a relatively less costly approach is for employees to give
moderate costly effort early on and then to increase that effort immediately
prior to the promote/hire decision. For example, employees could extend
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504 e. w. chan, j. b. lill, and v. s. maas

their work hours or take on extra tasks as the promote/hire decision
becomes imminent (DeNisi and Stevens [1981]). An intentionally timed
spike in effort will affirm the main purpose behind employees’ gifts of high
effort is to win the promotion, thus establishing a clear expectation for
reciprocation. Although research in psychology (e.g., DeNisi and Stevens
[1981], Steiner and Rain [1989]) suggests this approach can be successful,
it can also backfire if managers view employees as being overly strategic
and anticipate employees’ effort will drop to a low level after promotion.

Considering the relative cost of the two approaches and the inherent
uncertainty that underlies managers’ promote/hire decisions regardless of
employees’ effort, we predict that employees are more likely to use the lat-
ter approach and increase their costly effort closer to the promote/hire
decision. Thus, we formulate the following second hypothesis:

H2: Employees will exert more costly effort closer to the promote/hire
decision.

We make no formal prediction on the effect of performance measure-
ment system precision on employees’ effort before the promote/hire de-
cision because of at least two possible opposing forces. On one hand, em-
ployees under a less precise system could reduce their effort because they
believe the random noise will obfuscate their gift or signal of high effort
to their managers. On the other hand, such employees could decide to
further increase their effort to overcome any potential negative noise and
ensure that their managers recognize their gift or signal of effort (Sloof
and van Praag [2010], Corgnet and Hernan-Gonzalez [2019]). Under nor-
mal circumstances in which random noise does not completely dominate
and nullify the effect of employees’ effort on the observable performance
measures, we expect employees under both a more or less precise system to
believe that exerting more costly effort before the promote/hire decision
will increase their chances of promotion.

3.4 managers’ promote/hire decisions

After managers observe more or less noisy measures of employees’ effort
under different levels of performance measurement precision, they must
decide whether to promote their internal employee or hire an external can-
didate with a lower cost of effort. To the extent that employees exert costly
effort before the promote/hire decision as hypothesized, neoclassical eco-
nomic reasoning suggests that managers will ignore employees’ past efforts
and hire the superior external candidate. This is because managers have al-
ready benefitted from their employees’ past efforts, and because employees
are expected to not exert costly effort after being promoted, managers will
be better off hiring the superior external candidate rather than promot-
ing the internal employee (Waldman [2003]). However, as described ear-
lier, gift exchange theory predicts that managers will often choose to pro-
mote their employees despite their higher cost of effort because managers
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promote internally or hire externally 505

want to respond in kind to their employees’ gift of high effort (i.e., gifting
effect).

Moreover, we predict that managers will also have expectations that
employees who choose to exert high costly effort before the pro-
mote/hire decision will continue to exert high effort after being promoted
(i.e., signaling effect), despite having no pecuniary incentive to do so. Prior
research in other settings has documented that individuals often place trust
in the signals sent by others, even when they know that the senders have
incentives to deceive them. For example, experiments using cheap-talk
sender-receiver games (e.g., Cai and Wang [2006], Sánchez-Pagés and
Vorsatz [2007]) find that receivers are more likely to follow senders’ rec-
ommendations than they should if they expect these senders to maximize
their monetary self-interest.7 Consistent with this, we expect managers to
trust the effort signals sent by employees, even though they understand
that employees can renege on those past signals after promotion. Fur-
thermore, Gneezy et al. [2012] find that individuals who engage in costly
prosocial behaviors often adopt those behaviors into their self-identity such
that they subsequently continue to exhibit consistent prosocial behaviors.
Thus, even though neoclassical economic reasoning suggests effort in
advance of a promote/hire decision is not a credible signal of postpro-
motion effort, the behavioral literature indicates that managers who place
a nonzero weight on prepromotion effort when making promote/hire
decisions might ultimately be better off than managers who ignore effort
signals.

In sum, we expect managers’ decisions to promote internally rather
than hire externally will be contingent on their employees exerting high
effort before they make these decisions. This is because managers feel
a need to reciprocate high effort and because they expect employees to
also exert high effort after the promotion. Thus, our third hypothesis is as
follows:

H3: Managers are more likely to promote internally rather than hire
externally when employees exert higher effort before the pro-
mote/hire decision.

We next consider the effects of performance measurement system pre-
cision on managers’ promote/hire decisions. Although we expect H3 to

7 These experiments use versions of the strategic information transmission game developed
by Crawford and Sobel [1982]. In this game, one player (the sender) privately observes the
true state of the world and sends a message to another player (the receiver) who then chooses
an action that affects both players’ payoffs. When the preferences of the sender and the re-
ceiver vary, senders have incentives to deceive receivers. If the divergence in interests is large,
theory suggests the receiver should ignore the sender’s message because it does not convey
anything about the true state of the world. Our setting has similarities with a cheap-talk game
because employees know their willingness to provide post-promotion effort and can use their
current effort to signal their intentions. However, managers also know that employees have
incentives to distort the signal to earn the promotion.
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506 e. w. chan, j. b. lill, and v. s. maas

generally hold regardless of precision, we also predict that the effect of
employee effort on managers’ promote/hire decisions will be weaker when
the performance measurement system is less precise. The reason is that
when managers cannot observe employees’ effort with precision, they must
make subjective attributions regarding the underlying drivers of employees’
noisy output measures.

Under a precise system, managers can accurately observe their employ-
ees’ effort and decide whether or not it meets their minimum standard for
promotion. That is, as described earlier, we expect managers will promote
employees who exert high effort and not promote employees who exert low
effort.

However, under a less precise system, employee effort is obfuscated by
noise. This noise can affect promote/hire decisions in two fundamentally
different ways. On one hand, it creates some “moral wiggle room” (Dana,
Weber, and Kuang [2007]) for managers who desire to hire the external
candidate. Specifically, such managers can choose to attribute high em-
ployee output to positive noise and low output to employees’ low effort to
justify their decision to hire externally. On the other hand, although there
is evidence that individuals indeed sometimes engage in such egocentric in-
terpretations of ambiguous information (Wade-Benzoni, Tenbrunsel, and
Bazerman [1996], Arnold, Hannan, Tafkov [2018, 2020]), prior literature
has also found that managers prefer to “err on the safe side” when evalu-
ating employees’ performance based on noisy information (Bol, Kramer,
and Maas [2016], Du et al. [2018]), and more generally, that individu-
als often give acquaintances the “benefit of the doubt” when facing un-
certainty (Ganzach and Krantz [1991], Koonce, Williamson, and Winchel
[2010], Kachelmeier and Van Landuyt [2017]). For example, Bol, Kramer,
and Maas [2016] and Du et al. [2018] show that managers are more con-
cerned about underestimating employees’ performance than overestimat-
ing employees’ performance, and that managers’ performance assessments
are more lenient if they need to rely on relatively noisy measures. Similarly,
research in management shows that colleagues from the same organiza-
tion tend to trust each other and interpret ambiguous signals about each
other’s actions favorably, reinforcing mutual trust (McKnight, Cummings,
and Chervany [1998], Weber, Malhortra, and Murnighan [2004]).

Based on prior research, we predict that rather than act self-servingly,
managers will tend to give their employees the benefit of the doubt. This
means that under a less precise system, managers who observe high out-
put will likely promote their employee because they attribute this high out-
put to high effort, even though the high output may have been driven by
luck instead. Moreover, even when managers observe low output, we expect
many managers will still promote their employee because they attribute this
low output to bad luck rather than low effort.

Overall, the above arguments lead to the prediction that managers will be
more likely to promote their employees rather than hire a superior external
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promote internally or hire externally 507

candidate under a less versus more precise performance measurement
system. Thus, our fourth hypothesis is as follows:

H4: Managers are more likely to promote internally rather than hire ex-
ternally when the performance measurement system is less precise.

3.5 employees’ effort after promote/hire decisions

Finally, we explore promoted and non-promoted employees’ effort after
the promote/hire decision when there are no subsequent promotions on
the horizon. This situation arises frequently because organizations typically
have a finite number of available positions, and there is often uncertainty
about when future promotions will occur again given all vacant positions
have been filled (DeVaro [2006]).

There are several opposing factors that can affect the effort choices of
employees who receive promotion and those who do not. For promoted
employees, they may view their past high effort before the promote/hire
decision as a signal and implicit obligation to continue to exert high ef-
fort after promotion, as consistent with the social norm of promise-keeping
(Bicchieri [2006], Douthit, Kearney, and Stevens [2012]). Alternatively,
promoted employees can decide to reduce their effort after promotion be-
cause they view their promotion as a reward for their past gift of effort.
Thus, they can rationalize that they have fulfilled their social contract of
gift exchange and that further reciprocation is unnecessary. Because there
is no pecuniary incentive to exert costly effort after the promote/hire de-
cision, employees’ reduction in effort is also a response consistent with the
neoclassical economic predictions.

For non-promoted employees, they are also unlikely to exert high effort
in the absence of pecuniary incentives. Even so, within the range of pos-
sible low effort levels, employees can decide whether to exert some level
of costless effort, or none at all to punish their managers for passing them
over for promotion. Whether non-promoted employees decide to punish
their managers likely depends on the extent to which they feel they de-
served the promotion. Some non-promoted employees may accept that the
external candidate deserved the promotion because of their lower cost of
effort. This may occur more under a less precise system because employ-
ees understand that managers cannot directly infer their past costly effort.
Other non-promoted employees, especially those who exerted costly effort
before the promote/hire decision, may feel that they deserved to be pro-
moted, which can potentially lead them to react in a negative retaliatory
way (Harvey and Martinko [2009], Fisk [2010]).

Given the different factors that can affect promoted and non-promoted
employees’ effort after the promote/hire decision, we leave this as an open
empirical question:

RQ: What will be promoted and non-promoted employees’ effort after
the promote/hire decision?
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508 e. w. chan, j. b. lill, and v. s. maas

4. Method

4.1 participants and procedures

We recruit participants from a participant pool of business school stu-
dents at a large U.S. public university.8 We collect the data remotely using
the LIONESS software program (Giamattei et al. [2020]).9 In total, 138
individuals participated in one of six sessions that lasted approximately 60
minutes. On average, the participants are 21 years old, and 75% are female.
Participants receive a show-up fee of $5 in addition to the payoffs from the
experiment. In total, they earned an average of $18.61.

Participants begin by learning their role, reading the instructions, and
completing a series of short quizzes to ensure their comprehension. Next,
they answer five general knowledge trivia questions. This trivia task is de-
signed to establish a manager-employee relationship by allowing for a basic
level of interaction between managers and employees, as exists in typical
work environments (Kachelmeier and Van Landuyt [2017]). To prevent
the trivia task outcome from potentially influencing participants’ decision
making in the main task, participants learn neither the trivia answers nor
their payoffs from the task until the end of the session.10

After completing the trivia task, participants proceed to the six work
periods described earlier. Recall that during each period, the employee
chooses an effort level that is summed with a random noise factor to de-
termine the employee’s output and manager’s payoff. At the end of stage 1
(i.e., first three work periods), the manager decides whether to fill a new
higher-level job by promoting the original employee or hiring the external
candidate whose cost of effort is lower than that of the employee.11 After

8 The university’s Institutional Review Board reviewed and approved the experiment.
9 Each remote session takes place in a Zoom meeting room. At the start of each session,

a facilitator gives an overview of the experiment procedure and provides the link to the LI-
ONESS instrument. During the sessions, the participants’ video and private chat functions are
disabled and participants replace their name on Zoom with a randomly assigned participant
number to ensure anonymity during the experiment.

10 The trivia questions are multiple-choice, image-based questions. For example, partici-
pants see an image of the Machu Picchu ruins with the question “Where is this landmark?”
Using images prevents participants from copying and pasting a text-based trivia question into
a search engine. Participants have 30 seconds to answer each question. For each question, the
manager and employee first provide an initial answer and report their level of confidence in
that answer. They then see each other’s initial answer and confidence level before indepen-
dently selecting their final answers. If either the manager or employee correctly answers the
trivia question, they both receive 60 points. Thus, if they both answer the question correctly,
they each receive 120 points. The external candidate answers the same five trivia questions
and receives 120 points for each correct answer without any help from others. Although we
conjecture that the trivia task may have helped facilitate the gift exchange between the em-
ployee and manager, we cannot establish this empirically because all employees and managers
participated in the task.

11 We note that prior to revealing the external candidate’s cost schedule and managers mak-
ing their promote/hire decision, managers make a nonbinding response to a question that
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promote internally or hire externally 509

the promote/hire decision, the employee and external candidate perform
the same effort selection task in stage 2 (i.e., last three work periods).
At the end of the experiment, participants complete a postexperimental
questionnaire.

4.2 key design features

Several design features of the experimental setting are worth elaborating.
First, we have employees perform an effort selection task as opposed to a
real effort task to (1) better capture the personal cost of effort, (2) separate
the potential confounding effects of effort and ability, (3) maintain greater
experimental control over the parameters and payoff functions, and (4)
be better able to attribute effort decisions to their intentions. One conse-
quence is that because employees’ ability (i.e., cost of effort) is assigned
and not “earned,” they are less likely to feel “entitlement” over their ability
(Naumann, Minsky, and Sturman [2002]). However, because our hypothe-
ses rely on gift exchange theory that is based on employees’ effort decisions
rather than their internalization of ability, this design choice is unlikely to
affect our results.

Second, employees only learn the random noise factors of the previ-
ous three work periods at the end of stage 1 and stage 2. This eliminates
the possibility that the noise factor influences employees’ effort selection.
Further, we preselect and hold constant the random noise factors for all
firms and conditions. Third, before the first work period begins, employ-
ees learn that managers will make the promote/hire decision at the end
of stage 1, but employees and managers do not learn the external candi-
date’s effort-cost table until the end of stage 1. This reflects practice where
there is typically shared knowledge about the timing of staffing a vacant
position, but the details of specific external candidates’ profiles are un-
known until later. Fourth, external candidates do not perform any task
in each of the stage 1 work periods and earn a fixed wage of 150 points,
which is lower than the fixed wage in both the lower- and higher-level
jobs. External candidates never learn about the two different jobs, and thus
should be similarly pleased to be assigned to either job. This design mini-
mizes the role of external candidates in affecting managers’ promote/hire
decisions.

asks whether they would promote their employee based on different cost of effort spreads be-
tween their employee and the external candidate (e.g., “I will promote my current employee,
even if my employee’s cost of effort at every effort level is a lot/moderately/slightly higher/lower,
etc. than the External Worker’s cost of effort”). Although the intent of this question is to make
the external candidate’s lower cost of effort (i.e., higher ability) salient to the managers later,
there is a possibility that this may have some effect on managers’ decisions. Although we can-
not be sure, it seems more likely that this effect leads managers towards hiring externally over
promoting internally, that is, in the opposite direction of H3. In addition, there are no obvi-
ous reasons for why and how such an effect would interact with our precision manipulation to
affect our results.
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Fig 2.—This figure provides the average level of effort chosen by employees across work peri-
ods and across conditions. Employees chose a level of effort with a corresponding cost of effort
as shown in panel A of figure 1. At the end of period 3, the manager makes the promote/hire
decision. In the Precise (Imprecise) condition, managers view employees’ effort and a ran-
dom noise factor separately (jointly). Note that the figure only plots the effort levels of the
original employees, not of the external candidates hired after the promote/hire decision.

5. Results

We first discuss summary statistics, then test our hypotheses and our
research question, and finally provide several supplemental analyses.
For expositional ease, we refer to the original, internal employee as the
“employee” throughout the results section.

5.1 summary statistics

Panel A of table 1 and figure 2 present the trend of employee effort
across work periods for the Precise and Imprecise conditions. We observe
that employees in both conditions choose to exert costly effort both before
and after the promote/hire decision. Employees’ effort levels increase
as the promote/hire decision gets closer, peak in the period immedi-
ately prior to the decision (i.e., period 3), and then decrease afterwards.
The decrease in effort after the promote/hire decision is greater for
non-promoted employees than promoted employees.

Panel B of table 1 summarizes managers’ promote/hire decisions. In
total, the internal employee is promoted 54.3% of the time. However,
promotions occur more often under an imprecise versus precise perfor-
mance measurement system (66.7% vs. 40.9%). Panel C of table 1 provides
employees’ effort contingent upon whether or not they were promoted. Av-
erage effort levels for stage 1 (i.e., periods 1 to 3) are higher for employees
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promote internally or hire externally 513

T A B L E 2
Test of H1 and H2

Panel A: Wilcoxon signed-rank test of employees’ pre-decision effort levels and the costless
effort level

Period 1 Period 2 Period 3
Ave. of Periods

1–3

Precise 39.5% vs. 20% 40.9% vs. 20% 51.6% vs. 20% 44.0% vs. 20%
n = 22 n = 22 n = 22 n = 22

z = 3.90 z = 3.61 z = 3.94 z = 4.09
p < 0.01 p < 0.01 p < 0.01 p < 0.01

pBA < 0.01 pBA < 0.01 pBA < 0.01 pBA < 0.01
Imprecise 36.0% vs. 20% 39.2% vs. 20% 42.9% vs. 20% 39.4% vs. 20%

n = 24 n = 24 n = 24 n = 24
z = 3.32 z = 3.82 z = 4.10 z = 4.12
p < 0.01 p < 0.01 p < 0.01 p < 0.01

pBA < 0.01 pBA < 0.01 pBA < 0.01 pBA < 0.01

Panel B: Repeated measures ANOVA examining employee effort as a function of work
period and condition

df MS F-Stat p-value

Precision 1 29.7 0.87 0.36
Period 2 44.9 4.64 0.01
Precision × Period 2 6.0 0.62 0.54
Residual 88 9.7

This table provides the test of H1 and H2. Panel A provides the results of Wilcoxon signed-rank tests
comparing average employee effort across conditions compared to employees’ costless effort level. PBA
provides the Bonferroni adjusted p-values. Panel B provides the result of a repeated-measures ANOVA with
period 1–3 data. Precision is an indicator variable coded 1 (0) when an observation is from the Precise
(Imprecise) condition. Period is a factor variable that indicates whether the observation is from period 1,
period 2, or period 3.

who end up being promoted than for those who do not (47.9% vs. 34.0%).
Further, promoted employees choose higher effort levels in the three
periods after the promote/hire decision than non-promoted employees
(39.9% vs. 27.0%). Overall, these descriptive results are consistent with our
theoretical predictions.

5.2 test of h1 and h2—employees’ effort before the
promote/hire decision

Our first formal test is to examine whether, in contrast to neo-classical
economic predictions, employees give costly effort before the pro-
mote/hire decision (H1). Recall that the economic incentives in our
setting are such that employees should always only give costless effort.
In contrast to this prediction, panel A of table 2 reveals that for all work
periods prior to the promote/hire decision, employees choose significantly
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514 e. w. chan, j. b. lill, and v. s. maas

higher effort levels than the highest costless effort choice of 20% (all z ≥
3.32; all Bonferroni adjusted p < 0.01), supporting H1.12,13

To further support the notion that employees give costly effort before the
promote/hire decision, we compare employees’ average level of costly ef-
fort (i.e., effort level above the maximum level of costless effort) in periods
1–3 to external candidates’ average level of costly effort in periods 4–6.14

Recall that an external candidate joins the firm after the promote/hire de-
cision and can choose to exert costly effort that benefits the manager, even
though there are no pecuniary incentives to do so. Therefore, we use the
external candidates’ effort after joining the firm as a baseline to compare
employees’ pre-decision effort.15 An untabulated Wilcoxon signed-rank test
reveals that employees choose higher levels of costly effort prior to the
promotion decision compared to external candidates’ costly effort upon
joining the firm (21.6% vs. 12.9%; z = 2.37; p = 0.02). Overall, these results
further support our theory for H1.

We next test whether employees increase their effort closer to the pro-
mote/hire decision (H2). To formally test H2, we perform a repeated mea-
sures ANOVA using effort in periods 1–3 as the dependent variable, and
indicator variables for performance measurement precision (Precision) and
time periods (Period). Consistent with H2, panel B of table 2 shows a sig-
nificant effect for Period (F = 4.64; p = 0.01). Consistent with our theory
that employees believe their effort in the period immediately prior to the
promote/hire decision will have the greatest influence on the manager’s
decision, additional Wilcoxon sign-rank tests indicate that period 3 effort
is significantly higher than both period 1 and period 2 effort (47.1 vs. 37.7
and 40.0; z = 2.68 and z = 2.01; both p ≤ 0.04, untabulated), providing
further support for H2.16

12 All reported p-values are two-tailed. Whenever we use multiple simultaneous tests to eval-
uate the support for hypotheses or make multiple unplanned post hoc comparisons, we calcu-
late p-values using a Bonferroni correction.

13 A Wilk-Shapiro test reveals that effort in each of the work periods is not normally dis-
tributed, likely because of the nonlinearity of the cost schedule. Thus, we perform a nonpara-
metric test, the Wilcoxon signed-rank test, for these analyses. We find consistent results when
running a series of OLS regressions to test H1 and H2.

14 To calculate costly effort, we subtract the costless effort level (i.e., 20% for employees and
30% for external candidates) from the chosen effort level.

15 Given our focus on the employee and manager, we intentionally minimize the likelihood
of external candidates putting forth different effort levels across conditions by not informing
them of the higher and lower level position (and the corresponding pay difference) and by
not creating any pecuniary incentive to put forth costly effort. For completeness, we run a
factorial ANOVA with external candidate effort as the dependent variable and Precision and
Promote as the independent variables. We find no main effects and no interaction effect (all F
≤ 0.83; all p ≥ 0.37).

16 In the post-experimental questionnaire we ask employee participants the following ques-
tions about their effort in stage 1, i.e., before the promote/hire decision (Q1) I wanted to
increase my chances of being promoted by my supervisor, and (Q2) I wanted my supervisor
to know that I chose high effort levels (responses are on a 7-point Likert Scale with 1 = “Not
at all,” 4 = “Moderately,” and 7 = “Very much”). We compare the responses to Q1 and Q2 for
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promote internally or hire externally 515

We further observe that the results for H2 are stronger in the Precise con-
dition than in the Imprecise condition. Specifically, in untabulated tests, we
find that period 3 effort is significantly higher than both period 1 and 2 ef-
fort in the Precise condition (51.6 vs. 39.5 and 40.9; both z ≥ 1.69; both p ≤
0.09), but this is not the case in the Imprecise condition (42.9 vs. 36.0 and
39.2; both z ≤ 1.35; both p ≥ 0.18). We interpret these results as suggesting
that employees are more willing to exert high costly effort under a more
precise system because they recognize that their gift and signal of effort be-
fore the promote/hire decision will be more apparent to their managers,
and that their managers will only promote them if their effort is sufficiently
high.

5.3 test of h3 and h4—managers’ promote/hire decisions

We next examine managers’ promote/hire decisions. H3 predicts that
managers are more likely to promote internally rather than hire externally
when employees exert higher effort before the promote/hire decision. To
test this, we perform a logistic regression with a dichotomous dependent
variable (Promote) coded 1 (0) if the manager promotes the employee (hires
the external candidate) to the higher-level job, and Pre-Decision Effort and
the interaction term Pre-Decision Effort × Precision as the independent vari-
ables. We include the interaction term based on our theory that managers
are more likely to promote internally under a less precise system because
they give employees the benefit of the doubt even when they observe low
output.

Consistent with H3, we observe a significant positive coefficient for Pre-
Decision Effort in model 1 of table 3 (coef. = 0.08; z = 2.70; p < 0.01), in-
dicating that the manager’s likelihood of promoting internally increases as
the employee chooses higher effort. We also observe Precision is negatively
associated with employee promotion, indicating that managers are more
likely to promote under an imprecise versus precise system (coef. = −1.57;
z = −2.97; p = 0.05). Overall, these results support H3.

We next examine whether managers’ likelihood of promoting internally
rather than hiring externally is higher under an imprecise versus precise
system (H4). A Pearson’s chi-square test reported in panel B of table 1 con-
firms that the percentage of managers who choose to promote internally
is marginally significantly higher under the imprecise versus precise system
(66.7% vs. 40.9%; χ2 = 3.07; p = 0.08), providing support for H4.

employees whose effort spike puts them in the top 10% of all employees to the remaining em-
ployees. We measure the effort spike as the difference between period 3 effort and the average
of period 1 and period 2 effort (Mean = 8.2%, Std. Dev = 18.36%; Range = [−20% to 60%]).
We find significantly higher responses to Q1 and Q2 for the subsample of employees with the
effort spike (Q1: 6.2 vs. 4.9; z = 1.76; p = 0.08; Q2: 5.4 vs. 3.8; z = 2.00; p = 0.05). If we use
an alternative cutoff point of 15% instead of 10% the differences remain significant. (Q1: 6.1
vs. 4.8; z = 2.01; p = 0.04; Q2: 5.3 vs. 3.7; z = 2.25; p = 0.02). These results support our theory
that employees spike their effort to improve their promotion prospects.

 1475679x, 2023, 2, D
ow

nloaded from
 https://onlinelibrary.w

iley.com
/doi/10.1111/1475-679X

.12475 by U
va U

niversiteitsbibliotheek, W
iley O

nline L
ibrary on [20/12/2023]. See the T

erm
s and C

onditions (https://onlinelibrary.w
iley.com

/term
s-and-conditions) on W

iley O
nline L

ibrary for rules of use; O
A

 articles are governed by the applicable C
reative C

om
m

ons L
icense



516 e. w. chan, j. b. lill, and v. s. maas

T A B L E 3
Logistic Regression Examining Promotion Determinants (Test of H3 and H4)

Model 1 Model 2 Model 3 Model 4

Pre-Decision Effort 0.08*** 0.07** – –
(2.70) (2.26)

Precision −1.57** −1.45* – −7.65**
(−1.97) (−1.73) (−2.15)

Pre-Decision Effort × Precision 0.10 0.14** – –
(1.58) (1.94)

Gender – −1.62* – −1.91**
(−1.78) (−1.94)

Period 1 Effort – – 0.04* 0.06*
(1.64) (1.64)

Period 2 Effort – – 0.01 −0.00
(0.37) (−0.10)

Period 3 Effort – – 0.02 0.02
(0.97) (0.80)

Precision × Period 1 Effort 0.07
(0.98)

Precision × Period 2 Effort 0.01
(0.09)

Precision × Period 3 Effort 0.07
(1.26)

Observations 46 46 46 46
LR Chi2 17.48 20.96 9.77 22.89
Pseudo R2 0.28 0.33 0.15 0.36

Coefficients (Z-scores) provided. *, **, *** indicate two-tailed statistical significance at the 0.10, 0.05, and
0.01 levels, respectively. This table provides the test of H3 and the theory underlying H4. The dependent
variable is coded 1 (0) if the manager promotes the employee (hires the external candidate) to the higher-
level job. Pre-Decision Effort is the mean-centered average of an employee’s effort in periods 1–3. Precision is
the mean-centered average of an indicator variable that takes the value of 1 in the Precise condition and
0 in the imprecise condition. Gender is an indicator variable that takes the value of 1 (0) when the manager
is male (female).

Model 1 of table 3 also provides marginal support for our argument that
the effect of precision on managers’ promote/hire decisions depends on
employees’ past effort based on the Pre-Decision Effort × Precision term (coef.
= 0.10; z = 1.58; p = 0.11). However, an additional analysis reveals a main
effect for gender in the promote/hire decision. Specifically, independent
of other effects, females are more likely to promote internally than males
(31.3% vs. 66.7%; z = 2.23; p = 0.03, untabulated).17 Therefore, we include
an indicator variable coded 1 for males, 0 for females (Gender) and rerun
the regression. Model 2 reveals that, controlling for gender, Pre-Decision
Effort × Precision is significantly associated with Promote (coef. = 0.14; z
= 1.94; p = 0.05). We note that controlling for gender does not change

17 Experimental evidence on trusting and reciprocal behaviors across gender is mixed.
Buchan, Croson, and Solnick [2008] and Garbarino and Slonim [2009] find that females
are less trusting but more reciprocal and trustworthy than males, whereas Dittrich [2015] find
that females are both less trusting and less reciprocal than males. Further research is necessary
to examine and reconcile these mixed results.
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Fig 3.—This figure provides the likelihood of promotion as a function of average effort levels
prior to the promote/hire decision across conditions. The triangles (circles) represent the raw
data for the Precise (Imprecise) conditions. Those data at 0% (100%) likelihood of promo-
tion represent employees that did not (did) receive a promotion. Although not shown in the
figure, the 90% confidence intervals for the two lines do not overlap for average pre-decision
effort levels between 15% and 40%. Pre-decision effort is the average effort levels across the
first three work periods. In the Precise (Imprecise) condition, managers view employees’ ef-
fort and a random noise factor separately (jointly).

our inferences for H1, H2, H3, or for our research question, as described
below.18

Figure 3 provides a visual representation of the interaction using the ad-
justed predictions (i.e., predictive margins) from model 1. On the y-axis
is the probability of promotion, on the x-axis is average effort level across
the first three work periods. Examining average marginal effects, we ob-
serve that with relatively low costly effort (i.e., effort levels less than 45%),
employees are significantly more likely to receive a promotion under an
imprecise versus precise system (all p ≤ 0.04, untabulated). However, for
effort levels at or above 45%, there is no difference in promotion like-
lihood between a precise and imprecise performance measurement sys-
tem (all p > 0.25, untabulated). Overall, these results support our theory
underlying H4.

18 We also run a logistic regression with Pre-Decision Effort and the variance of effort across
the first three periods as independent variables to determine if managers focus on the absolute
levels of effort or the variation in effort when making their promote/hire decision. We find
that early effort variance is not a significant predictor of managers’ promote/hire decisions
(z = 0.50; p = 0.62). Further, we find that including early effort variance as an additional
independent variable in the regressions reported in table 4 does not change our inferences
for H4.
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To further understand what performance information managers anchor
on when making their promote/hire decision, we examine the effects of
employees’ effort in each work period and the change in effort from pe-
riod 1 to 3 on managers’ promote/hire decisions. We use the same logistic
regression, but decompose Pre-Decision Effort into Period 1 Effort, Period 2 Ef-
fort, and Period 3 Effort, and then in a separate analysis controlled for Gender,
Precision, and the interaction terms of each period of pre-decision effort
with Precision.

As shown in models 3 and 4 of table 3, managers appear to anchor on em-
ployees’ effort in the first period. In particular, we find that Period 1 Effort
is positively associated with the likelihood of promotion (coef. = 0.04 and
0.06, respectively; both p = 0.10), but there is no significant effect for Period
2 Effort and Period 3 Effort. As a robustness test, we run the same analysis
but replace Period 2 Effort and Period 3 Effort with the change in effort from
period 1 to period 2, and from period 2 to period 3, respectively. In untab-
ulated results, we again find that Period 1 Effort is positively associated with
the likelihood of promotion both without and with controls (both coef. =
0.33; z = 2.43 and 2.13; p = 0.02 and 0.03, respectively), but the changes in
effort for the subsequent two periods are both insignificant (all z ≤ 1.24; p
≥ 0.22). A caveat to these results is that because employees often provide
their lowest effort in the first period, we cannot cleanly distinguish between
managers anchoring on employees’ initial effort versus minimum effort.

5.4 research question—employees’ effort AFTER the
promote/hire decision

We next examine employee effort after the promote/hire decision. Re-
call that we abstracted away direct pecuniary incentives from our setting
such that neoclassical economic reasoning predicts that employees will
neither give any costly effort before the promote/hire decision, because it
should not affect their managers’ choice, nor after the promote/hire de-
cision, because there are no future economic benefits. That is, wealth-
maximizing promoted and non-promoted employees are expected to give
the same level of costless effort.

In contrast, as shown in panel A of table 4, we find that promoted em-
ployees choose significantly higher effort than non-promoted employees
both before (47.9% vs. 34.0%; z = 2.82; Bonferroni adjusted p = 0.01) and
after (39.9% vs. 27.0%; z = 2.25; Bonferroni adjusted p = 0.07) the pro-
mote/hire decision. Although there is a drop in promoted employees’ ef-
fort from pre- to post-decision of −8.0%, their post-decision effort remains
significantly higher than the highest costless effort level of 20% (z = 3.76; p
< 0.01, untabulated).19 This result is consistent with promoted employees

19 Interestingly, we find that non-promoted employees’ postpromotion effort is also
marginally higher than the highest costless effort level of 20% (z = 1.64; p = 0.10). We inter-
pret this result as reflecting a general sense of work obligation among at least some employees
to give some costly effort, despite not being promoted.
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promote internally or hire externally 519

T A B L E 4
Effort Levels After the Promote/Hire Decision

Panel A: Effort levels of promoted and non-promoted employees

Promoted
Employees

Non-promoted
Employees Significance

Pre-Decision Effort 47.9% 34.0% z = 2.82
(18.1) (11.7) p < 0.01

pBA = 0.01
Post-Decision Effort 39.9% 27.0% z = 2.25

(19.6) (17.9) p = 0.02
pBA = 0.07

Effort Change −8.0% −7.0% z = 0.56
(24.7) (17.9) p = 0.58

pBA = 1.00

Panel B: Effort levels of promoted employees across performance measurement precision

Precise Imprecise Significance

Pre-Decision Effort 59.1% 41.7% z = 2.30
(19.4) (14.4) p = 0.02

pBA = 0.06
Post-Decision Effort 42.4% 38.4% z = 0.45

(25.8) (16.0) p = 0.66
pBA = 1.00

Effort Change −16.7% −3.2% z = 0.71
(31.5) (19.3) p = 0.50

pBA = 1.00

Panel C: Effort levels of non-promoted employees across performance measurement precision

Precise Imprecise Significance

Pre-Decision Effort 33.6% 34.8% z = 0.18
(10.3) (14.3) p = 0.87

pBA = 1.00
Post-Decision Effort 24.9% 30.4% z = 0.44

(15.0) (22.5) p = 0.68
pBA = 1.00

Effort Change −8.7% −4.4% z = 0.54
(19.7) (15.6) p = 0.61

pBA = 1.00

This table provides the test of our research question. Panels A through C provide average effort
(standard deviation) and the results of Wilcoxon rank-sum (Mann-Whitney) tests. PBA provides the Bonfer-
roni adjusted p-values. Pre-Decision Effort is the average of an employee’s effort in periods 1–3. Post-Decision
Effort is the average of an employee’s effort in periods 4–6. Effort Change is the difference between Pre-Decision
Effort and Post-Decision Effort.

acting on their past signal of high effort before the promote/hire decision
by continuing to exert costly effort.

We next examine whether the precision of the performance measure-
ment system plays a role in how employees respond to receiving or not
receiving a promotion. To provide a more complete picture, we examine
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520 e. w. chan, j. b. lill, and v. s. maas

both pre- and post-decision effort levels for promoted and non-promoted
employees separately across the Precise and Imprecise conditions. As noted
in our results for H2, employees in the Precise condition on average select
higher effort before the promote/hire decision than employees in the Im-
precise condition. Additional analyses indicate that employees who are ul-
timately promoted drive this result. Specifically, as shown in panels B and C
of table 4, we find that pre-decision effort is significantly higher in the Pre-
cise versus Imprecise condition for promoted employees (59.1% vs. 41.7%;
z = 2.30; Bonferroni adjusted p = 0.06) but is not significantly different for
non-promoted employees (33.6% vs. 34.8%; z = 0.18; Bonferroni adjusted
p = 1.00). Further, we observe no significant differences in post-decision
effort across the Precise and Imprecise conditions for both promoted em-
ployees (42.4% vs. 38.4%; z = 0.45; Bonferroni adjusted p = 1.00) and non-
promoted employees (24.9% vs. 30.4%; z = 0.44; Bonferroni adjusted p =
1.00).

Together, these results suggest that promoted employees in the Precise
condition put forth high pre-decision effort to secure a promotion and
then drop their effort after the promotion to similar lower levels as those in
the Imprecise condition. Examining the change from pre- to post-decision
effort yields similar insights. The drop in effort for promoted employees in
the Precise condition is on average higher in magnitude than the drop in
effort for promoted employees in the Imprecise condition, albeit with lower
statistical significance likely because of our small sample size (−16.7% vs.
−3.2%; z = 0.71; Bonferroni adjusted p = 1.00). Despite this drop, as re-
ported earlier, promoted employees continue to put forth relatively high
costly effort, even in the absence of any pecuniary incentives and future
economic benefits.

We note that one additional possible explanation for employees’ re-
duced effort after the promote/hire decision is that employees prefer dis-
tributional equity (e.g., Fehr and Schmidt [1999], Bolton and Ockenfels
[2000]). Specifically, because in stage 2 the newly hired external candidate
also contributes to the manager’s payoff, employees might consider that
reducing their effort will result in a more equitable payoff split between
themselves and their manager. However, there are reasons to believe that
preferences for pay equity are unlikely to fully explain our results. First,
preferences for pay equity cannot explain the spike in effort in stage 1 as
reported earlier. Second, employees’ responses in the post-experimental
questionnaire suggest that their selected effort in stage 2 is affected by
their gifting and signaling intentions.20 Thus, although preferences for

20 In the postexperimental questionnaire we asked promoted employee participants the
following questions about their effort in stage 2, that is, after the promote/hire decision (all
responses are on a 7-point Likert Scale with 1 = “Not at all,” 4 = “Moderately,” and 7 =
“Very much”): (Q1) I wanted to avoid incurring high costs of effort, (Q2) I wanted to reward
my supervisor for promoting me, (Q3) I wanted my supervisor to know I chose high effort
levels, and (Q4) I wanted my supervisor to receive some compensation from my effort levels.
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promote internally or hire externally 521

distributional equity can potentially play a role, they cannot fully explain
the observed behaviors.21

5.5 additional analyses—external candidate effort and
payoffs by role

We next analyze the external candidates’ level of effort in the last three
periods. As described in section 4.2, external candidates are unaware of
the two different job levels and of their manager’s promote/hire decision.
Instead, they are aware only of the compensation they receive for their as-
signed job. By examining external candidates’ postpromotion effort and
comparing it with employees’ post-promotion effort, we can get a sense of
how the promote/hire decision affected total effort at the firm level and
managers’ payoff. An important caveat is that these findings are parameter-
specific and thus might not generalize to all other settings.

Panel A of table 5 presents external candidates’ average effort levels.
We observe that external candidates choose similar effort levels, regardless
of whether they are hired to the higher level or lower-level job (44.8% vs.
41.2%). This result is unsurprising because the external candidates are
not aware that there are two different jobs.22 Panel B of table 5 presents
the average payoffs by role across promote/hire decisions. As expected,
the employees’ payoff is significantly higher when the manager promotes
internally versus hire externally, and the opposite is true for the payoff
of the external candidates. Interestingly, managers’ payoff is directionally
higher when they promote internally versus hire externally (2,109 vs. 1,904
points). Total effort, calculated as the sum of the employee’s and external
candidate’s selected effort over all periods, is marginally higher when the
manager promotes internally versus hires externally (387 vs. 318; z = 2.38;
Bonferroni adjusted p = 0.07). The latter results suggest that, given our
parameters, the decision to promote internally can lead to better outcomes
for the manager, which we attribute to promoted employees choosing
effort levels that compensate for their higher cost of effort compared to
the external candidate.

Employees’ responses to these questions are consistent with their selected effort in stage 2.
Specifically, promoted employees whose postpromotion effort is relatively low score higher on
Q1 and lower on Q2 through Q4 than promoted employees who continue to provide relatively
high effort after being promoted.

21 In our postexperimental questionnaire, we measure participants’ prosocial, individual-
istic, and competitive orientations using the instrument of Van Lange et al. [1997]. We find
that all inferences remain unchanged when including a control for participants’ orientations
in our analyses, although the p-value for Period in the repeated-measure ANOVA (panel B of
table 2) drops from p = 0.01 to p = 0.08.

22 External candidates’ effort levels also did not differ across the Precise and Imprecise
conditions in any of the three rounds in stage 2 (all z ≤ 0.33; all p ≥ 0.74).
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522 e. w. chan, j. b. lill, and v. s. maas

T A B L E 5
External Candidates’ Effort Levels and Payoffs by Role Across Promote/Hire Decisions

Panel A: External candidates’ effort levels in periods 4 through 6

Period 4 Period 5 Period 6
Ave. of Periods

4–6

Hired to higher-level job 42.1% 46.7% 45.7% 44.8%
(14.8) (21.6) (20.1) (17.0)

Hired to lower-level job 42.8% 41.0% 39.8% 41.2%
(19.1) (15.1) (12.8) (12.7)

Panel B: Payoffs by role and total effort across promote/hire decisions

Promoted
Employee to

Higher-Level Job

Hired External
Candidate to

Higher-Level Job Significance

Employee Payoff 1,652 1,126 z = 5.79
(84) (66) p < 0.01

pBA < 0.01
External Candidate Payoff 565 1,153 z = 5.81

(36) (48) p < 0.01
pBA < 0.01

Manager Payoff 2,109 1,904 z = 1.30
(573) (479) p = 0.19

pBA = 0.77
Total Effort over All Periods 387 318 z = 2.38

(95) (87) p = 0.02
pBA = 0.07

This table provides detail on external candidates’ post-promotion effort and payoffs and total effort
across roles. Panel A provides the mean (standard deviation) of external candidates’ post-promotion effort
across rounds. Panel B provides the results of Wilcoxon signed-rank tests comparing payoffs for each role
and aggregated effort across promote/hire decisions. Payoffs are expressed in points that convert at the
rate of 160 points per U.S. dollar. PBA provides the Bonferroni adjusted p-values.

5.6 supplemental condition

Recall that our main results show that under a precise system, managers’
decision to promote internally rather than hire externally is contingent on
employees exerting high pre-decision effort, which we posit is because such
effort is informative about employees’ gifting and signaling intentions (see
test of H3). To further test our theory, we run a supplemental condition
that is identical to the Precise condition described earlier, except employ-
ees do not choose, but instead are assigned, their pre-decision effort such
that employees’ effort is no longer informative about their intentions. Al-
though it is unrealistic for employees to have no control over their effort in
practice, the purpose is to use a manipulated moderator approach to show
that employees’ effort (X) no longer influences managers’ promote/hire
decision (Y) when employees’ effort is disassociated from any gift exchange
and signaling effects (W) (Asay, Guggenmos, Kadous, Koonce, and Libby
[2022]). That is, based on our theory, managers in the supplemental
condition should not base their promote/hire decision on employees’
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promote internally or hire externally 523

effort per se because employees’ assigned effort is uninformative about
their gifting and signaling intentions.

In the new Precise - No Gift/Signal condition, we inform all partici-
pants that the computer program will assign employees their effort lev-
els in rounds 1 to 3.23 To maximize the comparability of this supplemen-
tal condition against the Precise condition in our original experiment, we
assign each employee in the supplemental condition the actual effort lev-
els selected by an employee in the original condition using a one-to-one
matching process (i.e., 22 firms). This way, we hold constant employees’
pre-decision effort levels between the two conditions, with the only differ-
ence being employees’ choice over their pre-decision effort. We hold all
other elements of the supplemental condition the same as the original ex-
periment, including the payoff functions, the participant pool, and the data
collection process.24

The findings are summarized in table 6. First, panel A of table 6
reveals that the internal promotion rate in the supplemental Precise -
No Gift/Signal condition is 54.5% (12 out of 22), which is directionally
higher than in the original Precise condition (41.9%), although this dif-
ference is not statistically significant (z = 0.90; p = 0.37, untabulated). We
interpret these results to suggest that, in the absence of gifting and signal-
ing effects, many managers exhibit “in-group bias” or loyalty by promot-
ing their current employee over the external candidate despite employees’
higher cost of effort (e.g., Tajfel et al. [1971], Brewer [1979]).25

Second, and more importantly, a logistic regression test (panel B) reveals
that, unlike in the Precise condition, Pre-Decision Effort is not a significant
determinant of managers’ decision to promote internally in the Precise -
No Gift/Signal condition (coef. = 0.03; z = 1.07; p = 0.29). A combined
logistic regression test (panel C) reinforces this result by showing that Pre-
Decision Effort drives managers’ promote/hire decisions when effort is cho-
sen, but not when it is assigned (i.e., significant interaction of Early Effort

23 We focus only on the Precise condition and not the Imprecise condition because our
earlier results show that gift exchange is stronger in the Precise condition where managers
can directly observe employees’ effort without noise. Thus, by comparing the results from our
new Precise – No Gift/Signal condition and the original Precise condition, we can isolate the
consequences of removing the gifting and signaling effects documented earlier.

24 T-tests reveal no significant differences in participants’ demographics (all t ≤ 1.15; p ≥
0.25) or in the number of trivia questions correctly answered (t = 0.99; p = 0.32) between the
supplemental and original conditions.

25 As described earlier, the supplemental condition is mainly designed for theory-testing
purposes and is not intended to reflect practice. Thus, although it is interesting to find that
managers appear to exhibit “in-group bias” in this condition, we caution against overinterpret-
ing this effect and generalizing it to more realistic settings in which employees should always
have some control over their own effort. We further note that the supplemental condition
could also be viewed as an extreme case of our Imprecise condition such that employees’ ef-
fort choices are completely obscured by random “noise.” From this perspective, the relatively
high frequency of internal promotions in the supplemental condition could also again reflect
managers giving employees the “benefit of the doubt.”
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T A B L E 6
Supplemental Condition Results

Panel A: Frequency (percentage) of promote/hire decisions

Promote Hire External

Precise - No Gift/Signal 12 (54.6%) 10 (45.4%)

Panel B: Logistic regression examining promotion determinants: Precise - No Gift/Signal
condition

Pre-Decision Effort 0.03
(1.07)

Observations 22
LR Chi-square 1.29
Pseudo R2 0.04

Panel C: Logistic regression examining promotion determinants: Both Precise conditions

Pre-Decision Effort 0.03
(1.07)

Early Effort Choice −5.44**
(−1.95)

Pre-Decision Effort × Early Effort Choice 0.11*
(1.80)

Observations 44
LR Chi-square 15.20
Pseudo R2 0.25

Coefficients (Z-scores) provided. *, **, *** indicates two-tailed statistical significance at the 0.10, 0.05,
and 0.01 levels, respectively. This table provides the test of the theory underlying H3. The dependent vari-
able is coded 1 (0) if the manager promotes the employee (hires the external candidate) to the higher-level
job. Pre-Decision Effort is the average of an employee’s effort in periods 1–3. Early Effort Choice is a dummy vari-
able that takes on the value 1(0) if the observation is from the original Precise condition (the supplemental
Precise – No Gift/Signal condition).

Choice and Pre-Decision Effort; coef. 0.11; z = 1.80; p = 0.07). Overall, these
results further support our theory that managers make promote/hire de-
cisions based on employees’ gifting and signaling intentions reflected in
their effort choices.

6. Conclusion

In this paper, we examine the drivers of managers’ promote/hire de-
cisions and the behavior of employees before and after those decisions.
Based on behavioral theory, we hypothesize that this behavior will be char-
acterized by a gift exchange relationship. Consistent with our predictions,
we find that employees provide costly effort in advance of a promote/hire
decision, and that they increase their effort as the decision becomes
imminent. We also find that managers are more likely to promote employ-
ees who provide higher effort levels, even if a higher ability external can-
didate is available. Additional analyses and the results of a supplemental
experimental condition suggest that managers’ desire to promote their in-
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promote internally or hire externally 525

ternal employee is based on their desire to reciprocate employees’ gift of
past high effort and their expectations that it is also a signal of their future
effort. Further, managers seem to anchor their promotion decision on em-
ployees’ initial effort rather than on the sharp increase in their effort in the
period immediately preceding the promote/hire decision.

In addition, we predict and find that the precision of the performance
measurement system can influence managers’ promote/hire decisions and
employees’ response to the decision outcome. Specifically, we find that
managers are more likely to promote employees under a less precise system
mainly because managers give them the benefit of the doubt when they
observe low employee output. Further, our results suggest that employees
exert greater pre-decision effort under a more precise system to secure
the promotion, but subsequently drop their effort level to a similar level as
those promoted under a less precise system. Nevertheless, many promoted
employees continue to exert high costly effort for their managers after
promotion, despite no future economic benefits from doing so.

Our study is subject to a number of limitations that suggest avenues for
future research. First, we test our hypotheses using a stylized economic ex-
periment with simple incentive schemes. Specific design features of our ex-
periment that are noteworthy in this respect are that employees are paid a
fixed wage, we assign (rather than observe) ability levels, and we use a cho-
sen effort task instead of a real effort task. We made these design choices
to create the controlled conditions that provide a clean test of our theory
and hypotheses. Future research could examine if the results are different
in settings in which incentive schemes are more complex, employees ex-
ert real effort, and ability differences reflect acquired skills or talent. For
example, if employees were under a performance-based pay scheme, this
could change whether managers view their employees’ effort before the
promote/hire decision as a gift. In this case, employees may have to go
above and beyond their job duties to reinforce their gift to their managers.
Second, we model a setting in which one manager chooses between one
internal candidate and one external candidate. In most real-world settings,
there will be multiple internal and external candidates competing for a
vacancy. Future research could examine how a larger competition could af-
fect employees’ promotion expectations and effort choices as well as man-
agers’ promote/hire decisions. Third, the promote/hire decision is some-
times made by a recruitment committee as opposed to a single manager.
Future research can examine how promote/hire decisions made by groups
may differ from those made by individuals. Finally, our experiment was not
designed to test how promote/hire decisions affect employee effort in the
long term. It seems likely that the positive effect of a promotion on an em-
ployee’s effort wears off over time, but future research is needed to establish
whether this is indeed the case. We also note that in most real-world set-
tings, a new promotion opportunity will typically emerge after some time,
possibly stimulating a new round of gift exchange between employees and
managers.
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data availability statement

The data and research instrument are available from the authors upon
request.
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