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Chapter 1 

Introduction 

This thesis comprises of three essays which examine how management controls are 

used by organizational leaders to influence the behaviors of employees. It is grounded in a 

combination of economic and psychological theories such as reciprocity (Blau, 1964; Akerlof, 

1982), relational contracting (Bull, 1987; Gibbons and Henderson, 2012) and theories on 

organizational culture and work norms (e.g., Ouchi, 1979; Van den Steen, 2010; Graham, 

Harvey, Popadak and Rajgopal, 2017).  

Outline of Essay 1: Leniency Bias and Organizational Performance 

The first essay investigates the impact of leniency bias on organizational 

performance. While the literature has typically focused on the negative impact of leniency 

bias, an empirical study by Bol (2011) shows that leniency bias in performance evaluation is 

positively associated with individual employee performance within a single organization. 

This study extends the limited empirical research on leniency bias in performance 

evaluation in three ways: (a) by investigating its association with organizational (as opposed 

to individual) performance; (b) by separating the effects of leniency bias in performance 

evaluation from the effects of leniency bias in the provision of rewards; and (c) by shedding 

light on one of the mechanism through which the relationship between leniency bias in 

performance evaluation and organizational performance occurs. These extensions are 

important for the following reasons. First, leniency bias can have organizational costs that 

cannot be observed when investigating its impact on the performance of individual 

employees which was studied in Bol (2011). Second, performance evaluation and rewards 
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do not always move in lockstep and leniency in either process can have different impacts on 

organizational performance.   

The results of this study indicate that leniency bias in performance evaluation is 

negatively associated with organizational performance while leniency bias in the provision 

of non-financial rewards is positively associated with organizational performance. This study 

also finds preliminary evidence that underperformance-related turnover (i.e., the 

replacement of underperforming staff) is a mechanism through which the negative 

relationship between leniency bias in performance evaluation and organizational 

performance occurs.  

Outline of Essay 2: Can Leaders Use Reward Systems to Build Relational Contracts? 

The second essay explores how leaders can use rewards to overcome the challenges 

of building effective relational contracts. Relational contracts are informal arrangements 

between parties that occur when the terms of the contract are not fully specified ex-ante. 

Such contracts are common in today’s workplaces. This essay focuses on two specific 

challenges facing new leaders: the ability to (1) establish their credibility; and (2) develop a 

new shared understanding among their employees on what are desirable behaviors. These 

are important challenges which must be overcome before relational contracts can be 

effective in ensuring that employees behave in the best interest of the organization 

(Gibbons and Henderson, 2012).   

The results of this study indicate that principals who are new to their current school 

but experienced in the role, use non-financial rewards (but not financial rewards) more 

leniently compared to other principals. This study also finds evidence that while low levels 

of leniency in the use of non-financial rewards is positively associated with employees’ 
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perceptions of: (1) their leader’s credibility; and (2), clarity on the behaviors that they 

should be exhibiting; these relationships turn negative at higher levels of leniency. 

Collectively, these results are consistent with relational contracting theory and provide 

empirical insights on how new relational contracts can be strengthened by the use of non-

financial rewards.  

Outline of Essay 3: Hiring temporary workers: Does the control environment matter? 

The third essay investigates whether an organization’s control environment 

influences its choice of employment mix (i.e., temporary vs permanent workers). This 

research question is particularly relevant as organizations are increasingly relying on 

temporary workers to do jobs which were previously done by permanent employees. This 

use of temporary instead of permanent workers poses additional challenges in motivating 

and incentivizing such workers particularly when tasks assigned to temporary workers are 

complex. For such tasks, the input-process-output relation is not easily specified, making it 

difficult to rely on formal controls.    

To help overcome the challenges of employing temporary workers, this study 

hypothesizes and finds that organizations with stronger informal controls (i.e., stronger 

organization culture and greater use of team-based controls) have a greater proportion of 

temporary workers. However, for organizations that use temporary employment contracts 

as a screening mechanism for future permanent positions, this study hypothesizes and finds 

that the presence of a strong informal control environment is less important in predicting 

the mix of employment.  
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Setting 

These studies are undertaken in government schools in a large Australian state 

(Victoria). The education sector represents a significant portion of the global economy with 

governments such as the US and Australia spending about 5% of GDP on public education 

(The World Bank, 2015) – equating to roughly USD 1 trillion and USD 70 billion respectively.  

While the role of governments in this sector has been paramount, there is also a substantial 

amount of private capital that is attracted to it. For example, the private education market 

in the US alone (by revenues) is estimated to be USD 120 billion (Silber and Chien, 2016).  

The large size of the overall education sector is perhaps not surprising given the importance 

attached to education outcomes by society and the links found between education and 

future macroeconomic growth (Hanushek and Kimko, 2000), individual earnings (Card, 

1999) and personal well-being (Keyes, Shmotkin and Ryff, 2002).   

Research in education has found that school principals play a significant role in 

student outcomes (Coelli and Green, 2012; Branch, Hanushek and Rivkin 2012).  However, 

our understanding of how management controls are used by principals in their role as 

leader of their school is rather limited. Public school principals in the state of Victoria have 

significant autonomy in many aspects of the management of their teachers. They are 

responsible for the recruitment and the performance evaluation of their teachers. Principals 

in this setting also have the ability to give out financial and non-financial rewards to 

motivate their teachers. The use of these management controls by principals are important 

to ensure that teachers behave in a way that will help the school achieve its desired student 

outcomes.  
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To address the research questions posed in this dissertation, a rich data set 

comprising of archival (e.g., standardized student test scores, school profile data) and survey 

data (i.e., survey of principals conducted by the researcher, and a survey of teachers 

conducted by the Victorian Department of Education and Training) is used. The remainder 

of this thesis is structured as follows. Chapters 2 to 4 cover each of the three essays in 

detail. Each chapter is self-contained and can be read separately in any order. Chapter 5 

concludes the thesis by summarizing the findings, contributions, and limitations. 
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Chapter 2 

Leniency bias and organizational performance 

 
Abstract 

This study investigates the impact of leniency bias on organizational performance. While the 
literature has typically focused on the negative impact of leniency bias, an empirical study 
by Bol (2011) shows that leniency bias in performance evaluation is positively associated 
with individual employee performance within a single organization. This study extends the 
limited empirical research on leniency bias in performance evaluation in three ways: (a) by 
investigating its association with organizational performance; (b) by separating the effects 
of leniency bias in performance evaluation from the effects of leniency bias in the provision 
of rewards; and (c) by shedding light on one of the mechanisms through which the 
relationship between leniency bias in performance evaluation and organizational 
performance occurs. These extensions are important for various reasons, primarily because 
leniency bias can have organizational costs that cannot be observed when investigating the 
performance of individual employees. The results of this study indicate that leniency bias in 
performance evaluation is negatively associated with organizational performance, while 
leniency bias in the provision of non-financial rewards is positively associated with 
organizational performance. However, leniency bias in the provision of financial rewards is 
not associated with organizational performance. This study also finds evidence that 
underperformance-related turnover (i.e., the replacement of underperforming staff) is a 
mechanism that mediates the relationship between leniency bias in performance evaluation 
and organizational performance.  
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Introduction 

Performance evaluation of employees is important in an organizational setting as it 

influences employee motivation and future performance while providing information to 

help companies decide on which employees to retain, reward and/or promote. Due to the 

incompleteness of objective measures when evaluating employee performance, many 

organizations incorporate subjective performance measures into the process (e.g., Gibbs, 

Merchant, Van der Stede, and Vargus 2004; Lillis, Malina, and Mundy 2017)1. However, 

subjective measures have their own disadvantages as they are prone to biases which may 

negate some of the benefits of incorporating such measures in the first place– one of which 

is leniency bias (Moers 2005; Bol 2011; Prendergast 1999)2. Leniency bias is typically 

assumed to have negative consequences as it disrupts optimal employee sorting and 

compensation. However, the organizational consequences of leniency are rarely estimated. 

This study extends prior research by examining the impact of leniency bias on organizational 

performance.   

Leniency bias in performance evaluation is defined as the tendency of supervisors 

to provide performance ratings that are higher than warranted by their employees’ actual 

                                                                 
1 The argument for incorporating subjective measures into the performance evaluation of employees is to 
improve the accuracy of such evaluations in at least two distinct ways. First, supervisors are able to 
incorporate subjective performance measures in areas that are important to the organization’s success but for 
which objective measures alone offer an incomplete picture of performance. In this scenario, relying on 
objective measures alone may result in misdirected effort that is detrimental to the organization (Prendergast 
1999; Baker, Jensen and Murphy 1988). Second, subjective measures are also useful in situations where 
objective measures can be influenced by factors that are outside the control of employees (Woods 2012). In 
this situation, supervisors would use subjective performance measures that allow them to take into account 
factors that were outside the employees’ control to evaluating the performance of employees (Woods 2012; 
Li l l is et. al. 2017).  
2 The use of subjective measures is also prone to centrality bias (Moers 2005; Bol 2011) as well  as other biases 
based on sex, race, ethnicity and other personal attributes (Feldman 1981). Subjective measures also tend to 
be influenced by other information e.g., objective measures (Bol and Smith 2011; Anderson, Dekker, Sedatole, 
and Wiersma 2015) and may promote rent-seeking behavior by employees to inappropriately influence their 
supervisors to evaluate them more favorably (Prendergast 1999; Li l l is et. al. 2017).    
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performance (Saal and Landy, 1977). Bretz, Milkovich and Read (1992) observed that 

typically 60-70% of an organization’s workforce is rated in the top two performance 

categories out of the possible five. Leniency bias in performance evaluations has also been 

found by others who conduct surveys of practitioners (Murphy and Cleveland 1995), 

laboratory experiments (Bernardin, Cooke, and Villanova 2000; Kane, Bernardin, Villanova, 

and Payrefitte 1995) and analysis of firm archival data (Moers 2005; Bol 2011). However, 

despite its prevalence, there has been little empirical investigation on the impact of leniency 

bias on performance (Prendergast 1999; Bol 2011). To the best of my knowledge, there has 

been only one empirical study in this area so far, possibly due to the difficulty in obtaining 

data on the level of leniency bias in performance evaluation. Using individual performance 

data in a single financial services company, thus controlling for firm-level effects, Bol (2011) 

finds that leniency bias in performance evaluation is positively associated with individual 

employee performance.  Bol (2011)’s finding is consistent with the explanation that leniency 

bias in performance evaluation can improve the employees’ perceived fairness of the 

financial incentive system which is very closely tied to performance evaluations in her 

setting. This greater perceived fairness in the distribution of financial incentives then leads 

to improved motivation amongst employees and therefore better individual performance.  

This study adds to the limited body of empirical research on leniency bias in 

performance evaluation and contributes to our knowledge in the following ways. First, it 

focuses on the impact of leniency bias in employee performance evaluation on 

organizational performance. Although Bol (2011) documents a positive association between 

leniency bias in performance evaluation and individual employee performance within a 

single organization, such an organization may not perform as well relative to other 
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organizations where there is less leniency bias. This is because the presence of leniency bias 

in performance evaluation is expected to result in additional costs to the organization, 

thereby negating the benefits of improved individual performance. These costs include poor 

personnel decisions [i.e., retaining poorly performing employees who should be replaced 

and/or promoting the wrong employees (Moers 2005)], and higher cost of rewards from 

lenient performance evaluation (Moers 2005). In other words, while individual employee 

performance affects organizational performance, organizational performance is not simply 

the sum of individual employee performance due to the presence of these organizational 

costs.   The impact (or cost) of leniency bias in performance evaluation on personnel 

decisions has been flagged by Bol (2011) as an area for future research. 

Second, this study investigates the impact of leniency bias in employee performance 

evaluation separately from the leniency bias in the provision of financial and non-financial 

rewards; which are both commonly used forms of employee controls 3.  Leniency bias in the 

provision of financial and non-financial rewards involves giving out more rewards to 

employees than what the supervisor thinks is actually warranted based on performance. Bol 

(2011)’s study takes place in a financial institution where the annual performance evaluation 

determined both the quantum of the employees’ fixed salary increase and bonus component. 

In Bol (2011), the effects of leniency in the provision of financial rewards are not investigated 

separately from the leniency bias in performance evaluation - perhaps due to the formulaic 

relationship between these two processes. For example, a performance evaluation rating of 

‘Excellent’ would result in a performance bonus of 13-15% while a rating of ‘Very Good’ would 

result in a performance bonus of between 9-12% etc.  While leniency in performance 

                                                                 
3 A global survey of more than 1,000 executives found that 68% and 63% of respondents were subject to 
financial and non-financial rewards respectively (Dewhurst, Guthridge, and Mohr 2009).  
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evaluation and the provision of rewards are expected to be positively correlated, recent 

empirical research has documented that performance evaluation and reward provision can 

be quite loosely connected processes that are not formulaically linked (Mizruchi, Stearns, and 

Fleischer 2011; Park and Sturman 2016). As an illustration, while formal performance 

evaluations occur periodically (e.g. once a year), supervisors often have the discretion to give 

out ‘on-the-spot’ non-financial rewards (e.g., verbal recognition) or financial rewards (e.g., 

IBM’s Bravo Award; Federal Express’s Bravo-Zulu voucher program) when they observe 

laudable performance (Sims 2002). Similarly, Lillis et. al. (2017) document the existence of 

financial and non-financial rewards that are given outside the formal performance evaluation 

process to ensure that deserving employees are rewarded and retained.  In other words, 

supervisors can be less lenient with regards to the formal performance evaluation of their 

staff but more lenient when giving out discretionary performance-based rewards or vice 

versa. By measuring and investigating leniency bias in performance evaluation and leniency 

bias in the provision of rewards separately, this study offers evidence on the potential distinct 

impact that biases on these two different processes would have on organizational 

performance. In addition, while non-financial rewards, are not a feature in Bol (2011), this 

study is able to investigate the use of such rewards which are arguably under-researched.   

Third, this study explores a potential mechanism by which leniency bias influences 

organizational performance, namely underperformance-related turnover (i.e., replacement 

of employees due to poor performance) which represents an organizational cost. While 

others (e.g., Moers 2005) have argued that leniency bias in performance evaluation and 

organizational performance is linked via personnel decisions (e.g. leniency bias in 

performance evaluation leads to poor promotion decisions and/or the retention of 
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underperforming employees), to the best of my knowledge, this mechanism has not been 

tested empirically. Therefore, exploring this mechanism allows us to ‘peer inside the black 

box’ to better understand how leniency bias affects organizational performance. However, I 

recognize that obtaining a clean measure of employee turnover due to underperformance is 

challenging. This is because poor employee performance triggers not only involuntary 

turnover but also some of the voluntary turnover, which is difficult to measure4. In this 

study, I use a setting-specific proxy of underperformance-related turnover.  

I investigate the impact of leniency bias on organizational performance in an 

educational setting in Australia, where principals have responsibility for performance 

management of teachers. At the time of this study, principals had the discretion to reward 

teachers with a non-financial or financial reward5. Public schools are a suitable setting to 

investigate the impact of biases in performance evaluation and reward practices on 

organizational performance for the following reasons. First, while research in education has 

found that principals play an important role in determining learning outcomes (Coelli and 

Green 2012; Branch, Hanushek, and Rivkin 2012), we have little understanding of how 

management control systems can support their role. Gaining an understanding of factors 

that can have an impact on learning outcomes is of significant interest to both governments 

and local communities alike6. Second, like many other work environments in the 21st 

                                                                 
4 Underperformance-related voluntary turnover occurs due to a perceived lack of future prospects at the 
current organization by the employee (Zimmerman and Darnold 2009). 
5 For example, principals have the discretion to pay out a special payment of up to AUD$8,000 to their 
teachers as retention / attraction incentive and to undertake additional duties (DET, 2015). In addition, 
principals can also reward their teachers with accelerated salary increments.  Examples of non-financial 
rewards used by principals include verbal and written recognition and tokens of appreciation.  
6 To i l lustrate the importance of school performance to the general public, on January 29, 2010, the Australian 
government launched its My School website which contained information that allowed the public to compare 
attendance rates, student test scores and other school variables of their local school with other schools with 
similar socioeconomic status. In the first 13 months of its launch, the website received 4.6 mill ion hits (of 
which 3.6 mill ion were unique visitors). This represents a significant proportion of the estimated 3.7 mill ion 



Chapter 2 – Leniency bias and organizational performance 
 
 

17 
 

century where the behaviors and outcomes are difficult to specify ex-ante, principals rely on 

what Gibbons and Kaplan (2015) call informal management - i.e., managerial behaviors not 

fully determined by rules or formulas. In turn, this exposes principals to behavioral biases 

such as leniency. In addition, given the use of discretion in both the performance evaluation 

and rewards (i.e., performance evaluation and rewards are not linked via a formula), I am 

able to separately measure and investigate the association between school performance 

(i.e., learning outcomes) and the principals’ leniency bias in their formal year-end 

performance evaluation and their leniency bias when rewarding their teachers. Finally, it is 

worth noting that a school setting is one that where the performance levels of individual 

teachers have a significant impact on the overall organizational (i.e., school) performance as 

measured by student outcomes (Hanushek, 2011; Rockoff, 2004; Barber and Mourshed, 

2007). Therefore, factors that affect the motivation and effort levels of individual teachers 

would likely translate directly to impact on overall school performance.     

This study has three main findings. First, leniency bias in performance evaluation is 

negatively associated with organizational performance. This contrasts with the finding from 

Bol (2011) that leniency bias in performance evaluation is positively associated with 

individual performance. Second, leniency bias in the provision of non-financial rewards is 

positively associated with organizational performance while leniency bias in the provision of 

financial rewards has no association with organizational performance. In other words, this 

study presents evidence that different types of leniency bias have different impacts on 

organizational performance. This in turn has practical implications for organizations and 

                                                                 
parents with school-going children and 260,000 teachers in Australia who were expected to be the main users 
of this site (Cook 2014). 
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researchers who continue to look for ways to improve performance evaluation and reward 

practices. Third, I find evidence supporting the arguments made by Moers (2005) and Bol 

(2011) that personnel decisions are a mechanism by which leniency bias in performance 

evaluation affects organizational performance. More specifically, supervisors who are more 

lenient when doing performance evaluations are less able to replace underperforming 

employees with new employees, leading to poorer organizational performance in 

subsequent periods. Therefore, the contrasting findings with respect to the association 

between leniency in performance evaluation and performance when compared with Bol 

(2011) can at least be partially explained by the presence of sub-optimal personnel decisions 

which adversely affects organizational performance7.  

Hypothesis development 

Leniency bias in performance evaluation 

While the use of subjective measures to evaluate the performance of employees 

provides the opportunity for supervisors to employ discretion in a lenient manner (Moers 

2005; Bol 2011), the extent to which performance evaluations are lenient is driven by 

several factors. Bernardin et. al. (2000) studied the relationship between personality traits 

and leniency in performance evaluations. They find that two of the Big Five personality traits 

(Goldberg 1993) - agreeableness and conscientiousness are positively and negatively 

correlated with leniency respectively8. These personality traits would affect the supervisor’s 

personal cost of confrontation with employees who disagree with their ratings. Using police 

                                                                 
7 Another possible reason for the contrasting findings with Bol (2011) is due to differences in how tightly 
employee performance evaluation is l inked to rewards in the respective settings.   
8 Individuals who are conscientious strive for excellence, have high-performance standards and set hard-to-
accomplish goals (Costa and McCrae 1992). On the other hand, individuals high in agreeableness tend to be 
trustful, sympathetic, cooperative, polite and have a desire to gain social approval (Bernadin, Cooke, and 
Vil lanova 2000). 
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officers, nurses and social workers as subjects, Kane et. al. (1995) find that the leniency 

tendencies of individual supervisors across all three job categories were stable across time. 

Kane et. al. (1995)’s results are consistent with research in personality psychology, which 

find that while personality traits do change over time, this change is gradual (e.g., Costa and 

McCrae 1992) with the slowest change happening during middle adulthood i.e., 40-60 years 

of age (Srivastava, John, Gosling, and Potter 2003; Roberts and Mroczek 2008). Besides 

personality traits, contextual factors have also been found to affect leniency bias. Bol (2011) 

finds that supervisors tend to be more lenient in evaluating performance when the cost of 

conducting a thorough performance evaluation is high and when evaluating employees with 

whom they have a good relationship. While these contextual factors would change over 

time, like personality traits, this change is expected to be gradual, resulting in a supervisor’s 

level of leniency bias in performance evaluation that is relatively stable in the near term.   

Leniency bias in performance evaluation can adversely affect organizational 

performance, due to its impact on personnel-related decisions at the organizational level. By 

evaluating underperforming employees more favorably than what their actual performance 

warrants, the supervisor would be less able to formally justify the termination of their 

employment on the basis of performance levels; thereby limiting the opportunity for better-

performing employees from the labor force to replace them. As a result, underperformance-

related turnover would be lower than what would be deemed healthy for an organization, 

all else equal.  Leniency bias could also result in inappropriate promotion decisions (Moers 

2005; Bol 2011). As supervisors have been found to be more lenient towards employees 

whose performance evaluation is more costly to complete and employees with whom they 
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have a good relationship (Bol 2011), this would increase the chances of such employees 

being, in some cases, inappropriately promoted.   

Second, leniency bias in performance evaluation could result in lower 

organizational performance due to its negative impact on the quality of evaluation feedback 

provided to employees 9. Feedback has a positive effect on performance due to its 

motivational and information effects (Payne and Hauty 1955; Locke, Cartledge, and Koeppel 

1968). The motivational effect stems from an individual’s desire to improve their abilities 

(Festinger 1954; Wood 1989) and to achieve results (Herzberg 1964; Maslow 1943). Thus, 

employees who receive feedback in the form of an overall performance rating (e.g., ‘below 

expectations’) from their supervisor would be motivated to improve their performance in 

order to avoid being classified as under-performers in the future (Carver and Scheier 1982).  

However, leniency bias in performance evaluations of employees reduces the motivational 

impact of feedback by reporting fewer under-performing employees than the actual 

number, resulting in lower overall motivation amongst under-performing employees. In 

addition, feedback can also have a positive impact on performance due to the information 

content it possesses. When informing employees about their overall performance ratings, 

the supervisor would typically also discuss the reasons behind the rating, describe areas that 

require the most attention and suggest steps that the employee can take to improve future 

performance.  This information can then be used by employees to determine the most 

appropriate course of action to improve performance. However, supervisors who are 

                                                                 
9 Research in HR (e.g., Dyer and Reeves, 1995; Becker and Huselid, 1998) make theoretical arguments that 
causally l ink organizational practices to individual employee outcomes (or behaviors), which then drive 
business unit and/or organizational outcomes. Empirical research in this area has found evidence consistent 
with these arguments (e.g., Aït Razouk, 2011; Harter, Schmidt, & Hayes, 2002). 
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lenient would likely be more reluctant to have these types of feedback discussion with their 

employees, reducing the information content and therefore the quality of feedback.  

On the other hand, leniency bias in performance evaluations could positively affect 

employee performance by its impact on employees’ perception of fairness (Bol 2011). 

Research in psychology finds that on average, individuals tend to over-estimate their 

abilities and believe that they are better than others. For example, Buehler, Griffin, and 

Ross, (1994) find that people over-estimate the speed in which they can get things done. 

Consistent with the psychology literature, research in management finds that employees’ 

self-rating of their performance is higher than that of their supervisors (Shore and Thornton 

1986; Thornton 1980). Therefore, it is likely that a supervisor’s leniency bias would result in 

ratings that are more in-line with what employees perceive as fair. Employee’s perception of 

fairness in outcomes (i.e., distributive justice) has been found to be correlated with job 

satisfaction (Colquitt, Conlon, Wesson, Porter, and Ng 2001), which in turn is associated 

with improved job performance (Judge, Thoresen, Bono, and Patton 2001). Consistent with 

the human resource literature (e.g., Dyer and Reeves, 1995; Becker and Huselid, 1998), 

improved individual employee performance would then lead to better organizational 

performance.  

On balance, in a complex setting such as schools, it is expected that the adverse 

impact of leniency bias in performance evaluation on organizational performance arising 

from suboptimal personnel decisions and poorer feedback quality would be greater than the 

positive impact of such bias on organizational performance via enhanced perception of 

fairness amongst employees due to the following reasons. Personnel controls which include 

decisions on employee selection/retention and promotion have been argued to be an 



Chapter 2 – Leniency bias and organizational performance 
 
 

22 
 

important form of management control when it is difficult to align preferences by 

contracting (e.g., Ouchi 1979; Merchant 1985; Cohen and Pfeffer 1986). Such controls can 

enable organizations to select and retain individuals with the right skills to perform on the 

job (Snell 1992; Swaney 2014); and who share similar values or preferences with that of the 

firm (Campbell 2012; Van den Steen 2010a, 2010b), thus leading to improved performance 

(Campbell 2012; Swaney 2014). Due to the lack of clarity in the inputs and processes that a 

teacher should employ (Goe 2007), aligning the preference of teachers with the 

organization via explicit contracting and monitoring of inputs and processes is particularly 

difficult. Explicitly contracting on output would also be problematic due to the complexity 

involved in determining the contribution of an individual teacher or group of teachers to the 

output (i.e., standardized test score) achieved (Evans 2001; Solomon and Podgursky 2001). 

As a result, personnel controls are likely to be very important for schools. In addition, the 

complex task setting would make the quality of feedback very important. On the other 

hand, while the perception of fairness in the performance evaluation outcomes is expected 

to positively influence performance, this effect is likely to be muted due to the evaluations 

being less salient to employees as they are not explicitly linked to rewards (Ferris, Munyon, 

Basik, and Buckley 2008). This is unlike the setting in Bol (2011), where there is a rather 

formulaic relationship between performance evaluation outcomes and financial bonuses 

received, thus leading employees to be more concerned about the fairness in the 

performance evaluations. Therefore, the following hypothesis is posited: 

H1: Leniency bias in performance evaluation is negatively associated with organizational 
performance 
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Leniency bias in the provision of rewards 

Leniency bias in the provision of rewards involves giving out more rewards to 

employees than what the supervisor thinks is warranted based on their performance. I 

consider the lenient provision of both non-financial rewards (e.g., verbal and written 

recognition and tokens of appreciation) and financial rewards (e.g., bonuses, accelerated 

increments). It is important to investigate leniency in rewards as distinct from the leniency 

in performance evaluation, as recent empirical research has documented how formal 

performance evaluations and rewards in some organizations can be quite loosely connected 

processes that are not formulaically linked. For example, Mizruchi et. al. (2011) find that 

differences in formal performance ratings explained a relatively small proportion of the 

difference in performance bonus paid to employees of a multi-national commercial bank 

compared to social network factors 10. Similarly, Park and Sturman (2016) study incentive 

plans in a large organization in the technology sector where supervisors are given discretion 

to determine the amount of salary increment and bonuses that should be paid to 

employees. As a result of this discretion, there was significant variation in the relationship 

between formal performance ratings and both salary increments and bonuses amongst the 

88 supervisors studied11. It is thus possible for supervisors who are less lenient when 

formally evaluating employee performance at the periodic performance reviews to be more 

                                                                 
10 Mizruchi et. al. (2011) find that the predicted difference in performance bonus between a banker who 
received the best and worst formal performance rating was $48,000. However, the predicted difference in 
performance bonus based on social network related factors were substantially larger. For example, the bonus 
differential between a banker with the best and worst (1) information network ties; and (2) information 
network density was $183,000 and $195,000 respectively.  
11 Park and Sturman (2016) found that the range of the relationship between the formal performance ratings 
and salary increment between the supervisors was 0 to 0.95. For bonuses, the range was -1.1 to 10.5. In other 
words, with respect to bonuses, there were some supervisors who granted larger bonuses to lower performers 
as evidenced by the negative minimum value (-1.1). At the other extreme, there was a supervisor who 
rewarded his/her staff with a 10.5 percentage point increase in bonus for each step increase in ratings.  There 
were 4 rating steps (or categories) in the organization they study: significantly exceed, exceed, met and below 
expectations.    
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lenient when rewarding employees and vice versa. It is worth noting that in many 

organizations, performance evaluations occur once a year while rewards can be given out at 

any point during the year at the discretion of the supervisor when exemplary employee 

behavior is observed or to ensure the retention of valued staff (Sims 2002; Lillis et. al 2017).  

A supervisor’s discretionary use of lenient rewards is expected to improve 

employee motivation and hence organizational performance for the following two reasons. 

First, lenient provision of both non-financial and financial rewards would be associated with 

greater perceptions of fairness in the rewards provided among employees. These 

perceptions are similar to what occurs when performance evaluations are lenient (see H1). 

They occur because individuals, on average, tend to overestimate their abilities (e.g., Shore 

and Thorton 1986; Svenson 1981) which would in turn create greater expectations of being 

given a reward. Therefore, it is likely that a supervisor’s leniency bias in the provision of 

rewards would be more in-line with what employees perceive as fair. The employees’ 

perception of the fairness in outcomes has been found to be highly correlated with job 

satisfaction (Colquitt et. al. 2001) which in turn is positively associated with job performance 

(Judge et. al. 2001) and hence organizational performance (Dyer and Reeves, 1995; Becker 

and Huselid, 1998).   

Second, based on the theory of reciprocity, lenient provision of rewards encourages 

employees to improve their future performance, thereby also improving organizational 

performance (Dyer and Reeves, 1995; Becker and Huselid, 1998). This applies to employees 

who do not over-estimate their ability and therefore have lower expectations of being 

rewarded. According to the theory of reciprocity, people prefer to stay out of debt in their 

social transactions and therefore would reciprocate when given gifts by others (Blau 1964). 
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Reciprocity is now a firmly established concept in economics following the Akerlof’s (1982) 

seminal paper discussing the observed phenomenon of a firm paying workers more than the 

market clearing fixed wage and its workers delivering more than the minimum amount of 

output prescribed by the firm. Recipients of non-financial rewards have also been found to 

have the tendency to reciprocate (Kirchler and Palan 2016; Kube, Maréchal, and Puppea 

2012). This theory would be more applicable to rewards that are provided leniently 

compared to scarcely provided rewards, as the former would create a stronger need to 

reciprocate amongst a greater number of employees. Therefore, employees who are 

provided with lenient rewards would reciprocate by putting in more effort after they have 

received the reward (i.e., ex-post), resulting in better organizational performance.  

However, leniency bias in the provision of both non-financial and financial rewards 

can also have a detrimental impact on organizational performance. This is because leniently 

provided rewards would be less effective as a motivator before the reward is given out (i.e., 

ex-ante effect) as employees realize that they would need to exert less effort in order to be 

rewarded (Bol 2011). This is equivalent to lowering the performance goal of employees 

which would adversely affect their level of effort and performance (Locke and Latham 

1990). In turn, this would result in lower organizational performance.   

In addition to lowering the performance threshold for which rewards are given out 

(which would apply to both lenient non-financial and financial rewards), there is an 

additional argument for a negative association between lenient rewards and organizational 

performance which apply only to financial rewards. More lenient financial rewards would 

lead to greater financial costs to the organization thus reducing its performance. In a school 

setting where performance is measured by student outcomes, the lenient use of financial 
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rewards would lead to schools having less financial resources to pay for other aspects of 

student learning (e.g., hiring additional teachers, purchasing teaching aids, fund extra-

curricular programs). There is evidence in the education literature that levels of per-student 

expenditure in schools can make a difference to student outcomes (Greenwald, Hedges, and 

Laine 1996; Machin, McNally, and Meghir 2010). Besides the level of per-student 

expenditure, Cobb-Clarke and Jha (2016) find that the way school resources are allocated 

can also affect student outcomes. In particular, they find that higher allocation of resources 

to hire ancillary teachers and experienced teachers are linked to better student outcomes – 

which may be harder to do if financial rewards are given out more leniently to existing staff.  

There are thus two reasons why I expect to find a positive relationship between 

leniency in the provision of non-financial and financial rewards and organizational 

performance. There is (1) the increase in the perception of fairness amongst employees, and 

(2) the innate need for individuals to reciprocate. On the other hand, the negative impact of 

lenient rewards on ex-ante motivation and hence performance would be tempered by the 

individual’s preference for even more rewards (Arrow 1980; Williamson 1985).  In other 

words, even though employees would need to exert less effort to receive the same amount 

of rewards in the presence of leniency bias, the opportunity to earn even more rewards 

would keep employees motivated.  This then leads to an expected positive association 

between lenient non-financial rewards and organizational performance. However, the 

association between lenient financial rewards and organizational performance is less clear 

due to the additional financial cost incurred by the organization as a result of leniency. 

Given the presence of fairly balanced counter-veiling forces for lenient financial rewards, its 

hypothesis is posited in the null form. Formally, these hypotheses are stated as follows: 
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H2: Leniency bias in the provision of non-financial rewards is positively associated with 
organizational performance 

H3: Leniency bias in the provision of financial rewards is not associated with organizational 
performance 

Leniency bias in performance evaluation vs provision of rewards: a recap 

 It is hypothesized that unlike leniency in the provision of both financial and non-

financial rewards, leniency bias in performance evaluation is negatively associated with 

organizational performance. To recap, there are four key reasons for this difference. First, 

leniency in the provision of rewards is expected to encourage reciprocity on the part of the 

employees, unlike leniency in performance evaluation (i.e., after controlling for leniency in 

rewards). This is due to the higher value and greater salience of rewards compared to 

performance ratings to employees. Second, while lenient rewards and lenient performance 

evaluations would both lead to a perception of fairness from the perspective of the 

employee (and hence better job satisfaction and performance), the importance of such a 

perception with respect to performance evaluation would be relatively low in a setting 

where formal performance evaluations are not tightly linked to rewards. In other words, 

employees would likely be more concerned with the fairness in which rewards are given out 

compared to formal performance ratings. Third, lenient performance evaluations reduce the 

quality of feedback received by all employees in the organization, particularly amongst poor 

performing employees who are the ones that would benefit the most from a robust 

performance dialogue. On the other hand, while lenient rewards are a form of (positive) 

feedback to the recipient that is somewhat distorted, its adverse impact on the overall 

quality of performance feedback to employees is less significant as it affects a smaller 

proportion of employees who have performed reasonably well.  Finally, given that 
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personnel decisions (e.g., promotions, replacing underperforming employees) typically 

require justification that is based on formal performance evaluations, lenient performance 

evaluations are expected to lead to poorer personnel decisions. On the other hand, lenient 

rewards are not expected to result in poorer personnel decisions such as whether to replace 

underperforming employees as such rewards (although lenient) are not expected, on 

average, to involve the poorest performing employees – i.e., the ones who should be 

replaced.  

Underperformance-related turnover as the mediating variable 

The preceding arguments developed to predict the relationship between leniency 

and organizational performance are based on the presence of mediating variables – see 

Figure 2.1a and 2.1b. I formally examine underperformance-related turnover as a variable 

that mediates the relationship between leniency in performance evaluation and 

organizational performance. The focus on underperformance-related turnover as a 

mediating variable is motivated by prior literature which has theorized (but not yet tested 

empirically) that sub-optimal personnel decisions are likely to represent a substantial cost of 

lenient performance evaluation that is ‘incurred’ by the organization (Moers 2005; Bol 

2011). Unlike the other mediating variables (i.e., increased employee perception of fairness 

and decreased quality of evaluation feedback to employees), the impact of poor personnel 

decisions is not captured when investigating the relationship between leniency bias in 

performance evaluation and individual performance.     

Leniency bias in performance evaluation is expected to lead to a level of 

underperformance-related turnover that is lower than what is deemed healthy as lenient 

supervisors will be less able to justify a decision to replace an underperforming employee, 
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given the employee’s better-than-deserved performance ratings. This would then lead to 

lower organizational performance in the subsequent period. Given this argument, the 

hypothesis on underperformance-related turnover as a mediating variable is formally 

presented below.   

H4:  There is a negative indirect association between leniency bias in performance evaluation 
and organizational performance which is mediated by underperformance-related turnover 

 

Insert Figure 2.1a and 2.1b here 

Research design 

Method and Sample  

 To test these hypotheses, standardized student test scores and school profile data 

collected by The Australian Curriculum and Reporting Authority (ACARA) are matched with 

data from a survey of public school principals in the state of Victoria (Australia) carried out 

by the researcher in June and July 2015.  As with most survey research, the survey captures 

the principals’ perception on how teachers are evaluated and rewarded in their school. This 

variety of data sources helps guard against common method bias (Podsakoff, MacKenzie, 

Lee, and Podsakoff 2003). The sample population of 749 principals 12 is drawn from the 

Department of Education and Training (DET)’s database and includes a diverse range of 

schools – primary and secondary; small and large, urban and rural.  A total of 319 responses 

were returned, which equates to a response rate of 43%13. 

                                                                 
12 The initial population of principals provided by the DET consisted of 1498 principals. These principals were 
randomly allocated into two groups of 749 principals each and subsequently sent two separate surveys – one 
survey which was used in this study and another survey which largely covered a principal’s management of 
financial resources. 
13 While 319 responses were returned, 44 of these responses were from school which did not have 
standardized student test data (e.g., special schools) and hence were excluded from the tests of H1-H4. 18 
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To test for non-response bias, the following school-level variables were compared 

between the respondents and non-respondents: the principal’s school size, the socio-

economic status of its students, the standardized student numeracy and reading test scores. 

The results (not tabulated, available upon request) indicate that the difference between 

respondents and non-respondents on socio-economic status, and the standardized 

numeracy and reading test scores are not significant at the 5% level. However, principals 

who responded to the survey were from schools that are significantly larger than those who 

did not respond at the 5% level. As a result of the difference in the size of schools between 

the respondents and the non-respondents, I control for size in all the models tested in this 

paper.  

 To help with the development of the survey, interviews were first conducted with 12 

principals to understand the issues they face around managing teachers and the solutions 

they adopt in an attempt to solve these issues. It was also important that the questions 

relating to performance management of teachers were relevant to the school principals. 

Following these interviews, the survey was constructed with particular attention paid to 

minimizing ambiguity of the questions asked. The survey was then pilot tested in two stages 

before administering on the sample of school principals: first with academics to test the face 

validity of the measures, and later with three principals to ensure the questions were easily 

understood and answered via the on-line survey tool. I followed the advice of Ittner and 

                                                                 
schools with teacher turnover of either less than 0% or greater than 100% were also excluded from the tests of 
H1 – H4 due to the l ikely error in survey responses on the number of new teachers hired in 2014 (which is used 
to calculate turnover). In addition, approximately 60 responses contained missing variables used in Equations 
2,3 and 4; and hence were also excluded from the tests of H1 – H4.         
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Larcker (2001) and used ‘hard’ measures where possible for the variables captured using 

survey data.        

Measurement of variables 

 I use purpose-built questions to estimate leniency bias in performance evaluation. 

These questions reflect the specific rating categories of teachers based on the Department 

of Education and Training (DET)’s Performance and Development Guidelines (DET 2014) and 

allowed me to measure leniency bias in performance evaluation (LEN_EVAL) at the 

organizational level14. LEN_EVAL is measured by comparing the principal’s response to two 

questions in the survey with respect to the 2014/2015 performance cycle. These questions 

were on separate screens where a principal’s response in a prior screen cannot be changed. 

The questions were (1) what percentage of teachers performed significantly above, above, 

met, below and significantly below expectations; and (2) what percentage of teachers were 

formally rated in the following two formal (official) ratings categories based on DET’s 

guidelines: met requirements (expectations); and did not meet requirements 

(expectations)15. Leniency bias in performance evaluation is then measured as the 

difference between the percentage of teachers who did not meet the principal’s 

performance expectations and the percentage of teachers who were formally rated as such 

in their formal (official) performance ratings. By measuring the leniency bias in performance 

evaluation indirectly (instead of asking principals about their leniency tendencies directly), I 

hope to reduce any social desirability influences on the principals’ responses. In addition, I 

expect that the principals’ response to the first question to be relatively free from leniency 

                                                                 
14 This is in contrast to Bol (2011) and Moers (2005) who measure the level of leniency bias in performance 
evaluation at the individual level as the difference between objective and subjective performance measures. 
15 These requirements are based on goals that are agreed upon by both the teacher and the principal at the 
start of the performance cycle. 
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bias for the following reasons. First, the context of answering confidential survey questions 

online is substantially different to conducting a one-on-one performance evaluation with a 

teacher, where some principals would feel uncomfortable giving a teacher a poor rating 

and/or difficult feedback, thus leading to leniency bias. Second, measures of student 

outcomes which are strongly related to teacher quality (Hanushek, 2011; Rockoff, 2004) are 

already publicly available via the MySchool website16 thus reducing any tendency principals 

may have to provide a biased response on aggregate teacher performance via the survey. 

With regards to the second question on the percentage of teachers who were formally rated 

in the two formal (official) performance ratings (which is expected to contain leniency bias), 

a subsequent discussion with the DET revealed that the principals’ aggregate response here 

is consistent with the DET’s own information.  

 Leniency bias in the provision of financial rewards (LEN_FR) and non-financial 

rewards (LEN_NFR) are measured separately by survey questions which ask the principals 

about the probability that they would reward a teacher who performed below or 

significantly below their expectations with a performance-based (1) financial; and (2) non-

financial reward. The possible answers ranged from 1 = highly unlikely to 5 = highly likely17. 

Examples of financial rewards (non-financial rewards) used by principals include special 

payments 18 and accelerated salary increments (verbal and written recognition; and tokens 

of appreciation).    

                                                                 
16 The My School website contains information that allows the public to compare attendance rates, student 
test scores and other school variables of their local school with other schools with similar socioeconomic 
status. 
17 Note that the leniency bias in the provision of these rewards can be measured for all  principals – even for 
those who do not use such rewards. For example, principals who do not use financial rewards to reward 
teachers would be non-lenient with respect to the provision of financial rewards. 
18 Principals have the discretion to pay out a special payment of up to AUD$8,000 to their teachers as 
retention/attraction incentive and to undertake additional duties (DET, 2015). 
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 Underperformance-related turnover (TOVER_UPR) is measured as the product of the 

school’s overall teacher turnover (TOVER_PCT) and the proportion of its teachers who are 

on a fixed-term contract (CONT_PCT). Overall, teacher turnover (TOVER_PCT) is not used on 

its own as a measure of underperformance-related turnover, as employee turnover could be 

caused by various reasons including personal preferences/circumstances which are not 

related to employee performance. This approach is used to measure TOVER_UPR because 

underperformance-related turnover in schools largely occurs amongst teachers on fixed-

term contracts and less so on teachers who have on-going contracts. This can be seen from 

quotes from an interview with a secondary school principal which relate to the process of 

formally removing an underperforming on-going teacher: “…we’ve often struggled with 

managing underperformance in the workplace, that it’s a convoluted process and you know 

you employ hard and manage easy, I suppose, is what most people try and do so ... ‘cause 

once people are in the system it’s hard to remove them from the system so you need to make 

sure your employment processes are as rigorous as can be.” The argument that 

performance-related turnover occurs mainly amongst teachers on fixed-term contract is 

further supported by analyzing the response of principals to the survey question on “How 

significant is the benefit of hiring a fixed-term contract teacher in terms of allowing the 

evaluation of the teacher for future on-going positions which may or may not arise?” The 

mean response to this question was between “very significant” and “somewhat significant”, 

indicating that short-term teaching contracts play an important role in allowing the principal 

to assess the performance levels of the contract teacher. It then follows that schools with 

high overall teacher turnover (which would include both performance and non-performance 

related turnover of on-going and fixed-term contract teachers) and a high proportion of 
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teachers on fixed-term contracts are likely to have high levels of underperformance-related 

teacher turnover.  

Since we are unable to measure TOVER_UPR directly, ensuring the construct validity 

of this measure becomes particularly important. To do this, I compare TOVER_UPR with the 

following variables that are expected to have an association with this measure: [1] the 

conversion rate of fixed-term teachers to an on-going position; and [2] the percentage of 

teachers who are personally evaluated by the principal19. With [1], schools with greater 

underperformance-related turnover would also be more willing to replace underperforming 

fixed-term teachers until they find the right one, leading to a lower conversion rate and 

thus, a negative correlation between the two variables.  With [2], while principals are 

responsible for signing off on the final formal performance ratings of all the teachers in their 

school, they can delegate the role of the reviewer to an assistant principal. I expect that 

principals who deem performance evaluations to be important, and hence perform more of 

these evaluations themselves, will also be more likely to replace underperforming teachers, 

thus leading to a positive correlation between the two variables. Consistent with these 

expectations, I find that the correlation between TOVER_UPR and [1] is negative at r=-0.16 

(2-tailed p-value of 0.02); and between TOVER_UPR and [2] is positive at r=+0.17 (2-tailed p-

value of 0.01), thereby offering some evidence of the construct validity of TOVER_UPR. 

Organizational performance is measured using data from the National Assessment 

Program (NAPLAN)’s standardized numeracy (PERF_NUM) and reading (PERF_READ) test 

scores for all government schools in 2015. Students are tested in Years 3, 5, 7 and 9. A 

percentile score is first computed for each school at each year level. Next, the percentile 

                                                                 
19 These two items are from the survey of principals conducted by the researcher.  
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scores are averaged (weighted by size of the cohort) to obtain a single percentile score for 

each school. While standardized test scores do not capture all the elements of student 

learning, they are a reasonably objective measure and continue to serve as an important 

indicator of student achievement for teachers, policymakers and the public (Rockoff 2004). 

In addition, the outcomes of international standardized student testing have been found to 

be strongly related to a country’s economic growth (Hanushek and Kimko 2000). As a result, 

standardized test scores are commonly used in education research as the main indicator of 

student outcomes. For example, in Robinson, Lloyd and Rowe (2008)’s review paper on the 

links between school leadership and student outcomes, 23 out of the 27 studies they review 

used student test scores (usually numeracy) as the dependent variable.  Definitions of the 

other variables used in this study are included in Table A1.  

Results 

Descriptive statistics, correlations and test for non-response bias 

 Table 2.1 provides descriptive statistics for the variables used in the empirical 

analyses. These statistics indicate that an average of 8.0% of teachers receive a lenient 

performance evaluation (LEN_EVAL); and that on average, principals are not lenient in the 

provision of rewards. More specifically, principals are unlikely (mean of 1.97) and highly 

unlikely (mean of 1.14) to reward teachers who performed below expectations with a non-

financial (LEN_NFR) and financial reward (LEN_FR) respectively20. It is worth noting that at 

the time this study was undertaken, the average annual turnover amongst teachers 

                                                                 
20 Values of 1 and 2 indicate that the principal is highly unlikely and unlikely to reward teachers who performed 
below expectations respectively. 
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(TOVER_PCT) was 20% and that 14% of teachers were on a fixed-term employment contract 

(CONT_PCT).  

Insert Table 2.1 here 

Correlation analyses presented in Table 2.2 reveal that numeracy (PERF_NUM) and 

reading (PERF_READ) test scores are positively correlated with each other. Both these 

organizational performance measures are also positively correlated with the size of the 

school (LSIZE) and socio-economic status of the students (SOCECO). It is interesting to note 

that LEN_EVAL is not correlated with LEN_NFR, and weakly positively correlated with 

LEN_FR, indicating that performance evaluation and the provision of rewards are not tightly 

linked at the univariate level in this setting. Finally, LEN_NFR is positively correlated with the 

percentage of teachers who receive a non-financial reward (NFR), while LEN_FR is positively 

correlated with the percentage of teachers who receive a financial reward (FR) over a single 

school year. These correlations provide support to the construct validity of LEN_NFR and 

LEN_FR.      

Insert Table 2.2 here 

Subjective performance measures and leniency bias in performance evaluation – replicating 

previous findings 

 In the first empirical model, the relationship between the use of subjectivity in 

performance evaluation and leniency bias in performance evaluation, while not explicitly 

hypothesized in this study, is investigated to confirm the findings of previous studies (Moers 

2005; Bol 2011). They find that a greater use of subjective performance measures is 

associated with greater levels of leniency bias in performance evaluation.  To do this, 
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leniency bias in performance evaluation (LEN_EVAL) is regressed on the extent to which 

subjective measures are used relative to objective measures in a principal’s performance 

evaluation of teachers (SUBJ_EVAL). The model controls for both the principal’s experience 

in the role (LEXP_PRIN) and experience in the current school (LEXP_CURSCH). This is 

because principals with greater experience in the role would be more familiar with the 

formal performance evaluation process, while principals with greater experience in their 

current school would be able to gather more information on the performance of individual 

teachers over time - both resulting in a lower cost of conducting a thorough annual 

performance evaluation. The cost of conducting a performance evaluation has been found 

to positively affect the level of leniency bias (Bol 2011). Other control variables include the 

size of the school (LSIZE), school type i.e., primary or secondary (PRI), the principal’s 

education level (EDU_PRIN), and the extent to which subjective measures are used relative 

to objective measures in a principal’s decision to reward teachers (SUBJ_REW).  

𝐿𝐿𝐿𝐿𝑁𝑁_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝑆𝑆𝑆𝑆𝑆𝑆𝑆𝑆_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽2𝐿𝐿𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽3𝑃𝑃𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽4𝑆𝑆𝑆𝑆𝑆𝑆𝑆𝑆_𝑃𝑃𝐿𝐿𝑊𝑊𝑖𝑖 +
𝛽𝛽5𝐿𝐿𝐿𝐿𝐿𝐿𝑃𝑃_𝐶𝐶𝑆𝑆𝑃𝑃𝑆𝑆𝐶𝐶𝐻𝐻𝑖𝑖 + 𝛽𝛽6𝐿𝐿𝐿𝐿𝐿𝐿𝑃𝑃_𝑃𝑃𝑃𝑃𝐿𝐿𝑁𝑁𝑖𝑖 + 𝛽𝛽7𝐿𝐿𝐸𝐸𝑆𝑆_𝑃𝑃𝑃𝑃𝐿𝐿𝑁𝑁𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀       (1)  

 
The results of the above regression analysis are presented in Table 2.3. Consistent 

with the findings of Moers (2005) and Bol (2011), the results indicate that a greater use of 

subjective measures when evaluating the performance of teachers (SUBJ_EVAL) is positively 

associated with greater levels of leniency bias in performance evaluation (LEN_EVAL). The 

results also indicate the principals who have more experience at their current school 

(LEXP_CURSCH) are less likely to be lenient, consistent with Bol (2011)’s finding that lower 

performance evaluation cost leads to less leniency bias. However, although the coefficient 

of LEXP_PRIN is negative, it is not statistically significant at conventional levels.   
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Insert Table 2.3 here 

Leniency bias and organizational performance 

To test H1 – H3, a school’s numeracy (PERF_NUM) and reading (PERF_READ) test 

scores are regressed separately on leniency bias in performance evaluation (LEN_EVAL), 

leniency bias in the provision of non-financial rewards (LEN_NFR), leniency bias in the 

provision of financial rewards (LEN_FR) and control variables as per Equation (2) below. The 

control variables used include those that are associated with student outcomes and those 

that have been used as control variables by prior research (e.g., Horng, Klasik and Lobe 

2010; Branch et. al. 2012; Bowers and White 2014) such as the school’s socio-economic 

status (SOCECO) and the school enrolment size (LSIZE), the principal experience 

(LEXP_CURSCH) and the education level (EDU_PRIN). Additional controls are included to 

take into account other variables which may also explain variation in average student test 

scores between schools such as the use of financial (FR) and non-financial (NFR) rewards 

more generally, overall teacher performance levels based on formal performance ratings 

(TEAC_PERF), school type (PRI), the school’s overall teacher turnover (TOVER_PCT), the 

proportion of its teachers who are on a fixed-term contracts (CONT_PCT), the extent to 

which subjective performance measures are used to evaluate the performance of teachers 

(SUBJ_EVAL), and growth in school enrolment size (GROW_SIZE). The inclusion of 

SUBJ_EVAL and LEXP_CURSCH which are determinants of LEN_EVAL as indicated in Table 

2.3, helps ensure that it is not these determinants that are driving the relationship between 

LEN_EVAL and organizational performance i.e., PERF_NUM / PERF_READ.  

𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃_𝑁𝑁𝑆𝑆𝑀𝑀𝑖𝑖/𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃_𝑃𝑃𝐿𝐿𝐸𝐸𝐸𝐸𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐿𝐿𝐿𝐿𝑁𝑁_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽2𝐿𝐿𝐿𝐿𝑁𝑁_𝑁𝑁𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐿𝐿𝑁𝑁_𝑃𝑃𝑃𝑃𝑖𝑖 +
𝛽𝛽4𝑁𝑁𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽5𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽6𝐿𝐿𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝑆𝑆𝐶𝐶𝐿𝐿𝐶𝐶𝑆𝑆𝑖𝑖 + 𝛽𝛽8𝑇𝑇𝑆𝑆𝐸𝐸𝐿𝐿𝑃𝑃_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 + 𝛽𝛽9𝐶𝐶𝑆𝑆𝑁𝑁𝑇𝑇_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 +
𝛽𝛽10𝑃𝑃𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽11𝑇𝑇𝐿𝐿𝐸𝐸𝐶𝐶_𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽12𝐺𝐺𝑃𝑃𝑆𝑆𝑊𝑊_𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽13𝐿𝐿𝐿𝐿𝐿𝐿𝑃𝑃_𝐶𝐶𝑆𝑆𝑃𝑃𝑆𝑆𝐶𝐶𝐻𝐻𝑖𝑖 +
𝛽𝛽14𝑆𝑆𝑆𝑆𝑆𝑆𝑆𝑆_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽15𝐿𝐿𝐸𝐸𝑆𝑆_𝑃𝑃𝑃𝑃𝐿𝐿𝑁𝑁𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀       (2) 
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The results of the regression analysis on the association between leniency bias and 

organizational performance are presented in Table 2.4. The coefficient of leniency bias in 

performance evaluation is significant and negative, indicating support for H1; while the 

coefficient of leniency bias in the provision of non-financial rewards is significant and 

positive, indicating support for H2. These results are slightly stronger in the PERF_NUM 

model compared to PERF_READ, consistent with research in the education literature that 

schools have greater influence on numeracy scores compared to reading scores (Rich 2013; 

Tuttle, Gill, Gleason, Knechtel, Nichols-Barrer, and Resch 2013; Nye, Konstantopoulos, and 

Hedges, 2004). However, the coefficient of the lenient provision of financial rewards is not 

significant, indicating a lack of support for H3.  

Insert Table 2.4 here 

Underperformance-related turnover as mediating variable 

Structural equation modeling (SEM) is used to test H4. SEM is appropriate as these 

hypotheses involve mediation effects, thus resulting in underperformance-related turnover 

(TOVER_UPR) being both the independent and dependent variable. TOVER_UPR is an 

independent variable predicting school performance in the subsequent year and a 

dependent variable associated with the extent to which principals are lenient when 

evaluating the performance of their teachers (LEN_EVAL). I test two structural equation 

models – one each for the school’s numeracy (PERF_NUM) and reading (PERF_READ) 

performance.  

In the equation with PERF_NUM and PERF_READ as the dependent variable (i.e., 

Equation 3 below), the independent and control variables consist of the same ones included 

in Equation 2 which were used to test H1 – H3 with the following exception. Unlike Equation 
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2, Equation 3 now includes the prior year’s underperformance-related turnover 

(TOVER_UPR) i.e., the hypothesized mediating variable. In the equation with 

underperformance-related turnover (TOVER_UPR) as a dependent variable (i.e., Equation 4), 

the independent variable of interest is leniency bias in performance evaluation (LEN_EVAL). 

The control variables include the school’s overall turnover (TOVER_PCT), the proportion of 

teachers who are on a fixed-term contract (CONT_PCT), overall teacher performance 

(TEAC_PERF), a variable relating to the performance evaluation process [i.e., perceived 

benefits of using fixed-term contracts as a way to evaluate teachers for a future permanent 

position (CONT_EVAL)], the principal’s experience in the current school (LEXP_CURSCH) and 

education level (EDU_PRIN), the extent to which subjective performance measures are used 

to evaluate the performance of teachers (SUBJ_EVAL), school size (LSIZE), growth in school 

size (GROW_SIZE) and school type (PRI).  

To summarize, the control variable that is expected to affect TOVER_UPR but not 

affect school performance directly (and hence included in Equation 4, but not in Equation 3) 

is one which relates to the performance evaluation process at the school i.e., the perceived 

benefits of using fixed-term contracts as a way to evaluate the teachers for a future 

permanent position (CONT_EVAL).  On the other hand, the control variables that are 

expected to affect a school’s performance but not its underperformance-related turnover 

(and hence included in Equation 3, but not Equation 4) are the socio-economic status of the 

school (SOCECO), the leniency bias in the provision of rewards (LEN_FR and LEN_NFR) and 

the principals’ use of financial and non-financial rewards more generally (FR, NFR). In the 

robustness analysis in the next section, I include a full and hence common set of controls in 

both Equation 3 and 4. 
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𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃_𝑁𝑁𝑆𝑆𝑀𝑀𝑖𝑖/𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃_𝑃𝑃𝐿𝐿𝐸𝐸𝐸𝐸𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐿𝐿𝐿𝐿𝑁𝑁_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽2𝐿𝐿𝐿𝐿𝑁𝑁_𝑁𝑁𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐿𝐿𝑁𝑁_𝑃𝑃𝑃𝑃𝑖𝑖 +
𝛽𝛽4𝑁𝑁𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽5𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽6𝐿𝐿𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝑆𝑆𝐶𝐶𝐿𝐿𝐶𝐶𝑆𝑆𝑖𝑖 + 𝛽𝛽8𝑇𝑇𝑆𝑆𝐸𝐸𝐿𝐿𝑃𝑃_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 + 𝛽𝛽9𝐶𝐶𝑆𝑆𝑁𝑁𝑇𝑇_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 +
𝛽𝛽10𝑃𝑃𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽11𝑇𝑇𝐿𝐿𝐸𝐸𝐶𝐶_𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽12𝐺𝐺𝑃𝑃𝑆𝑆𝑊𝑊_𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽13𝐿𝐿𝐿𝐿𝐿𝐿𝑃𝑃_𝐶𝐶𝑆𝑆𝑃𝑃𝑆𝑆𝐶𝐶𝐻𝐻𝑖𝑖 +
𝛽𝛽14𝑆𝑆𝑆𝑆𝑆𝑆𝑆𝑆_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽15𝐿𝐿𝐸𝐸𝑆𝑆_𝑃𝑃𝑃𝑃𝐿𝐿𝑁𝑁𝑖𝑖 + 𝛽𝛽16𝑇𝑇𝑆𝑆𝐸𝐸𝐿𝐿𝑃𝑃_𝑆𝑆𝑃𝑃𝑃𝑃𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀    (3) 

𝑇𝑇𝑆𝑆𝐸𝐸𝐿𝐿𝑃𝑃_𝑆𝑆𝑃𝑃𝑃𝑃𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐿𝐿𝐿𝐿𝑁𝑁_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽2𝑇𝑇𝑆𝑆𝐸𝐸𝐿𝐿𝑃𝑃_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 + 𝛽𝛽3𝐶𝐶𝑆𝑆𝑁𝑁𝑇𝑇_𝑃𝑃𝐶𝐶𝑇𝑇𝑖𝑖 +
𝛽𝛽4𝑇𝑇𝐿𝐿𝐸𝐸𝐶𝐶_𝑃𝑃𝐿𝐿𝑃𝑃𝑃𝑃𝑖𝑖 + 𝛽𝛽5𝐶𝐶𝑆𝑆𝑁𝑁𝑇𝑇_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽6𝑆𝑆𝑆𝑆𝑆𝑆𝑆𝑆_𝐿𝐿𝐸𝐸𝐸𝐸𝐿𝐿𝑖𝑖 + 𝛽𝛽7𝐿𝐿𝐿𝐿𝐿𝐿𝑃𝑃_𝐶𝐶𝑆𝑆𝑃𝑃𝑆𝑆𝐶𝐶𝐻𝐻𝑖𝑖 + 𝛽𝛽8𝐿𝐿𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 +
𝛽𝛽9𝐺𝐺𝑃𝑃𝑆𝑆𝑊𝑊_𝑆𝑆𝐿𝐿𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽10𝑃𝑃𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽11𝐿𝐿𝐸𝐸𝑆𝑆_𝑃𝑃𝑃𝑃𝐿𝐿𝑁𝑁𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀     (4) 

 
The estimates for Equation 3 and 4 using SEM are presented in Table 2.5, panels 1-

4. The goodness of fit statistics indicate that the overall model which consists of Equations 

3 and 4 above fit the data well. The root mean square error of approximation (RMSEA) is 

0.086 and 0.097 for the models using numeracy and reading test scores as the dependent 

variable respectively. This is within the recommended range of below 0.10 (Kline 2005). 

The Comparative Fit Index for the numeracy and reading model are both 0.98, where 

values above 0.95 are considered good (Tabachnik and Fidell 2007). The standardized root 

mean squared residual for both the reading and numeracy models is 0.01, where values 

less than 0.08 is considered a good fit (Tabachnik and Fidell 2007). The results for Equation 

3 are detailed in Panel 1 and 3 in Table 2.5. After controlling for underperformance-based 

employee turnover (i.e., the hypothesized mediating variable), leniency bias in 

performance evaluation remains negatively associated with both numeracy and reading 

performance with generally less negative coefficients and weaker significance levels 

compared to Equation 2 (i.e., without controlling for underperformance-related turnover). 

In addition, underperformance-related turnover is positively associated with numeracy 

(p<0.05) performance; but is not significantly associated with reading scores. The results 

for Equation 4 are detailed in Table 2.5 (Panel 2 and 4). They indicate that leniency bias in 

performance evaluation has a weak negative association with underperformance-related 

turnover in both the numeracy (p<0.10) and reading (p<0.10) models. Collectively, these 
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results provide preliminary evidence that underperformance-related turnover partially 

mediates the relationship between leniency bias in performance evaluation and 

organizational performance. This is tested formally in H4 below.   

 H4 predicts a negative indirect association between leniency bias in performance 

evaluation and organizational performance through underperformance-related turnover. 

To test for this indirect (i.e., mediation) effect, I analyze a new coefficient which is the 

product of the coefficient for leniency bias in performance evaluation in Equation 4 (i.e., 

LEN_EVAL), and the coefficient for underperformance-related turnover (TOVER_UPR) in 

Equation 3. This method is preferred over the traditional Barron and Kenney (1986)’s 

causal step approach as the latter does not explicitly test the significance of the indirect 

effect and has been found to have low power (Hayes 2013; Zhao, Lynch and, Chen 2010). I 

use the recommended bootstrap method to derive the standard deviations of this 

coefficient (Hayes and Scharkow 2013; Preacher and Selig 2012; MacKinnon, Fairchild, and 

Fritz 2007). The results are detailed in Table 2.6. Similar to the results for H1 and H2, they 

show stronger support for H4 in the numeracy performance model compared to the 

reading performance model. This is consistent with research in the education literature 

which shows that schools have greater influence on numeracy scores compared to reading 

scores (Rich 2013; Tuttle et. al.  2013; Nye et. al. 2004).  More specifically, the indirect 

effect coefficient of LEN_EVAL x TOVER_UPR is negative and significant (p<0.05) in the 

numeracy performance model and negative and weakly significant (p<0.10) in the reading 

performance model. This indicates that the leniency bias in performance evaluation has a 

negative association on organizational performance via lower levels of underperformance-

related turnover.    
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Insert Table 2.5 and 2.6 here 

Robustness test  

I re-run the structural equation model for both numeracy and reading test scores 

with a common set of control variables in both equations 21. In other words, Equation 3 now 

includes the control that relate to the performance evaluation process at the school i.e., the 

perceived benefits of using fixed-term contracts as a way to evaluate the teachers for a 

future permanent position (CONT_EVAL); while Equation 4 now includes controls for the 

socioeconomic status of the school (SOCECO), the principals use of lenient rewards 

(LEN_NFR and LEN_FR), and the principals use of rewards more generally (NFR and FR). I 

then retest H4 (see Table 2.7) and continue to find support for H4 when using numeracy test 

scores as a measure of performance (p<0.05). However, H4 is no longer supported when 

using reading test scores as a measure of performance. 

Insert Table 2.7 here 

Discussion and Conclusion 

 Leniency bias in performance evaluations has been shown to be one of the issues 

that arise when subjective performance measures are used (Moers 2005; Bol 2011). 

However, the impact of such a bias on organizational performance has not been empirically 

investigated. While Bol (2011) studies the association between leniency bias and individual 

performance within a single organization, her results do not necessarily predict a similar 

impact on organizational performance. While better individual performance should lead to 

better organizational performance, greater leniency bias in performance evaluation may 

                                                                 
21 The fit statistics for this structural equation model is uninformative as the model is saturated.   
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bring about additional costs to the organization due to suboptimal personnel decisions (e.g., 

failure to replace underperforming employees) and increased financial costs of rewards as a 

result of lenient performance evaluation. Both these costs are not captured by individual 

performance.  In addition, this study investigates the impact of leniency bias in employee 

performance evaluations separately from the leniency bias in the provision of non-financial 

and financial rewards. This distinction is important because the level of leniency bias in 

performance evaluation and rewards can be different within an organization due to the 

discretion accorded to supervisors to determine the formal performance evaluation ratings 

and rewards given to employees. As the level of leniency bias in performance evaluation 

and leniency bias in rewards do not move in lockstep in the setting of this study, it becomes 

possible to measure them separately and investigate their distinct impact on performance.  

 The results indicate that, in line with expectations, leniency bias in performance 

evaluation is negatively associated with organizational performance while leniency bias in 

the provision of non-financial rewards is positively associated with organizational 

performance. It is worth noting that even after controlling for underperformance related 

employee turnover, the relationship between leniency bias in performance evaluation and 

organizational performance remains negative. In other words, poor personnel decisions 

with respect to the replacement of underperforming employees only partially explain the 

difference between the findings of this study and Bol (2011). Another possible reason for 

the difference in findings is due to the nature of the link between performance evaluation 

and rewards. Lenient performance evaluations are more likely to be positively associated 

with performance in settings where evaluations are tightly linked to rewards (i.e., Bol, 2011) 
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due to the greater importance of the perception of fairness in evaluations amongst 

employees in such settings.  

 This study also finds that unlike lenient non-financial rewards which are 

positively associated with organizational performance, lenient financial rewards are not 

associated with organizational performance. This could be due to the greater financial cost 

to the organization if its supervisors are lenient with financial rewards, offsetting the 

positive effects from greater perceptions of fairness and reciprocity. Alternatively, the lack 

of significant results for H3 (lenient financial rewards), could be due to the lack of variation 

in the use of lenient financial rewards and the relatively low use of financial rewards 

overall22. Consistent with the education sector in many other western economies, there is 

considerable resistance both within schools as well as in the external political and social 

environment to the payment of financial rewards for performance (Goldhaber, 2006; The 

National Union of Teachers, n.d.). Finally, using structural equation modeling to conduct 

mediation analysis, I find evidence that underperformance-related turnover is indeed a 

mechanism that links lenient performance evaluation and organizational performance.  

 These findings have practical implications for organizations. Organizations should 

try to reduce leniency bias amongst supervisors when evaluating the performance of their 

staff.  While reducing leniency bias in performance evaluation directly may be challenging as 

it arises due partly to fairly stable personality characteristics of supervisors, the mediation 

analysis conducted suggests that having mechanisms in place to ensure that the necessary 

underperformance-related turnover still occurs is one way of reducing some of the negative 

                                                                 
22 Recall  that the mean level of LFR was 1.1, indicating that it was highly unlikely for principals to give out a 
financial reward to teachers who performed below or significantly below expectations. This was close to the 
lowest point of the scale (1.0).  
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effects of this bias. On the other hand, supervisors should be encouraged to be lenient with 

non-financial rewards as the benefits it brings (e.g., willingness to reciprocate and greater 

perception of fairness amongst employees) appear to outweigh the low costs of such 

rewards. This study contributes to the performance evaluation and rewards literature in the 

following ways. First, it finds a negative association between lenient performance 

evaluations and organizational performance in a setting where evaluations and rewards are 

not tightly linked. This contrasts with prior research (Bol, 2011) who finds that leniency bias 

in performance evaluation is positively associated with individual performance in a setting 

where performance evaluation and rewards are formulaically linked. Second, it investigates 

the distinct impact of the different types of leniency bias on organizational performance, 

namely leniency bias in employee performance evaluations, leniency bias in the provision of 

non-financial rewards, and leniency bias in the provision of financial rewards. Third, it sheds 

light on a potential mechanism by which leniency bias in performance evaluation influences 

organizational performance (i.e., underperformance-related turnover).        

 The study has several potential limitations. First, while there are no ex-ante 

reasons to expect a lack of generalizability of this study to other settings, there may be a risk 

of doing so due to its focus on a single industry - schools. However, the results here may be 

generalizable to similar settings i.e., where subjectivity and discretion are involved in 

determining performance ratings and rewards which are not formulaically linked to 

performance ratings. Second, it does not use a direct measure of underperformance-related 

turnover due to the unavailability of data and therefore relies on a proxy measure. Although 

this does not affect the main results of the paper (H1 – H3), it may have implications for the 

mediation analysis conducted (H4).  
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 A potential area for future research would be to develop a deeper understanding 

of the organizational context in which the positive association between leniency in the 

provision of non-financial rewards and organizational performance would be 

stronger/weaker. For example, using lenient non-financial rewards to increase the 

perception of fairness and hence perhaps the employees’ trust in the supervisor could be 

particularly important when formal contracting (on output, processes and/or inputs) 

between employees and supervisors is costly, resulting in the reliance on informal (or 

relational) contracts.  Another potential area for future research is to study the impact of 

leniency bias at both the individual employee and organizational performance levels. 

Although the data requirements for such a study is onerous, it would allow us to develop 

clearer causal links from leniency bias to individual performance and finally to organizational 

performance.   
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Figure 2.1a: Summary of Expectations between Leniency Bias in Performance Evaluation and Organizational 
Performance 

Independent Variable                  Mediating Variables23                      Dependent Variable 

 

 

 

 

 

 

 

 

 

 

Figure 2.1b: Summary of Expectations between Leniency Bias in the Provision of Rewards and Organizational 
Performance 

Independent Variable                  Mediating Variables24                       Dependent Variable 

 

 

 

 

 

 

 

 

 

 

 

                                                                 
 
23 Mediating variables which are not explicitly modeled in this study (i.e., other than Path A) will  be included in 
the direct effects of the independent variable on the dependent variable.  
24 Ibid.  
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Table 2.1 
Descriptive Statistics 

 

 

 

 

 

 

 

 

 

 

 

 

 

Variable N Mean Std. Dev. Min Max 

PERF_NUM 275 49.25 27.53 0.00 98.96 

PERF_READ 274 50.61 26.92 1.24 98.67 

LEN_EVAL 319 7.99 10.80 -50.00 50.00 

LEN_NFR 298 1.97 1.21 1.00 5.00 

LEN_FR 267 1.14 0.51 1.00 5.00 

NFR 308 45.82 41.12 0.00 100.00 

FR 305 6.58 16.46 0.00 100.00 

LSIZE 314 5.58 1.12 1.61 7.64 

SOCECO 291 1006.85 67.09 835.00 1170.00 

LEXP_PRIN 304 4.54 0.91 1.79 6.12 

LEXP_CURSCH 314 4.41 0.96 1.10 6.14 

TEAC_PERF 319 97.07 6.90 50.00 100.00 

PRI 296 0.77 0.42 0.00 1.00 

GROW_SIZE 312 2.50 13.05 -66.67 100.25 

SUBJ_EVAL 317 4.48 0.90 2.00 7.00 

SUBJ_REW 306 4.56 1.03 1.00 7.00 

CONT_PCT 308 13.94 12.98 0.00 100.00 

TOVER_PCT 284 20.04 14.83 0.00 94.12 

TOVER_UPR 283 300.72 421.98 0.00 3321.80 

CONT_EVAL 315 3.44 0.76 1.00 4.00 

EDU_PRIN 317 0.64 0.48 0.00 1.00 
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Table 2.2: Correlation Matrix 25 

 

    1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 

1 PERF_NUM 1.00                                         
2 PERF_READ 0.87*** 1.00                                       
3 LEN_EVAL -0.04 -0.04 1.00                                     
4 LEN_NFR 0.09 0.07 0.07 1.00                                   
5 LEN_FR 0.10 0.05 0.11* 0.16*** 1.00                                 
6 NFR 0.00 0.03 -0.08 0.23*** 0.02 1.00                               
7 FR 0.00 0.02 0.02 0.00 0.33*** 0.18*** 1.00                             
8 LSIZE 0.28*** 0.24*** 0.05 0.06 -0.03 -0.16*** -0.15*** 1.00                           
9 SOCECO 0.74*** 0.83*** 0.00 0.05 0.05 0.05 0.04 0.27*** 1.00                         

10 LEXP_PRIN 0.12* 0.11* -0.06 0.02 0.07 0.00 0.02 0.18*** 0.14** 1.00                       
11 LEXP_CURSCH 0.06 0.05 -0.15*** -0.07 -0.03 -0.03 -0.03 0.24*** 0.06 0.41*** 1.00                     
12 TEAC_PERF 0.05 0.08 0.04 0.08 -0.01 -0.02 -0.03 0.10* 0.05 0.07 0.02 1.00                   
13 PRI 0.00 -0.04 -0.12** 0.11* 0.04 0.16*** 0.00 -0.42*** 0.09 0.04 -0.08 -0.01 1.00                 
14 GROW_SIZE 0.04 0.04 -0.02 0.02 0.01 0.05 -0.07 0.22*** 0.11* 0.09 -0.02 0.09* 0.05 1.00               
15 SUBJ_EVAL -0.03 -0.02 0.06 -0.10* 0.01 -0.01 0.01 -0.02 0.02 0.14** 0.05 -0.05 0.06 0.04 1.00             
16 SUBJ_REW -0.05 -0.01 0.01 -0.07 0.05 0.03 0.02 0.03 0.04 0.09 0.07 -0.04 0.01 -0.01 0.42*** 1.00           
17 CONT_PCT 0.08 0.03 -0.15*** -0.01 0.04 0.18*** 0.07 -0.25*** 0.03 -0.10* -0.03 0.01 0.33*** 0.03 -0.05 -0.02 1.00         
18 TOVER_PCT -0.07 -0.11* 0.00 0.02 0.21*** 0.06 -0.01 -0.26*** -0.13** -0.05 -0.08 -0.04 0.12** 0.00 0.10 0.15*** 0.13** 1.00       
19 TOVER_UPR 0.07 0.02 -0.06 0.02 0.11* 0.18*** 0.02 -0.28*** -0.01 -0.06 -0.06 -0.07 0.26*** 0.03 0.03 0.05 0.66*** 0.63*** 1.00     
20 CONT_EVAL 0.14** 0.02 0.20*** 0.02 0.03 -0.01 -0.07 0.11* 0.10* -0.01 -0.01 -0.01 -0.01 -0.03 -0.02 -0.05 0.03 0.10* 0.07 1.00   
21 EDU_PRIN 0.04 0.02 0.02 -0.02 0.15** -0.07 -0.03 0.04 0.06 -0.03 -0.03 -0.03 -0.10* -0.02 0.02 0.06 -0.04 0.05 0.05 -0.03 1.00 

 

                                                                 
25 “*, **, *** indicate statistical significance at the 10%, 5% and 1% levels (two-tailed) respectively. 
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Table 2.3 
Model on the determinants of Leniency Bias in Performance Evaluation 

 Coefficient t-stat 

SUBJ_EVAL 1.18** 1.62 

LSIZE 0.46 0.48 

PRI -2.26 -1.36 

SUBJ_REW -0.25 -0.43 

LEXP_CURSCH -1.95** -2.00 

LEXP_PRIN -0.22 -0.28 

EDU_PRIN 1.01 0.73 

n  271 

Adj r-squared 0.03 
 

** indicates statistical significance at the 5% levels (one-tailed). Intercept included but not reported. 
OLS regression with robust standard errors was used as the model failed the Breusch-Pagan / Cook-
Weisberg test for heteroskedasticity. 

Variable Definitions: 
SUBJ_EVAL = Use of subjectivity in the performance evaluation of teachers  
LSIZE = Total student enrolment (logged) 
PRI = Indicator if school is a primary school  
SUBJ_REW = Use of subjectivity when rewarding teachers  
LEXP_CURSCH = Principal’s experience in current school (logged) 
LEXP_PRIN = Principal’s experience as a principal (logged) 
EDU_PRIN = Indicator variable if principal has post-graduate qualifications 
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Table 2.4 
Formal test of H1 – H3 

 PERF_NUM PERF_READ 
 Coef. t-stat Coef. t-stat 

LEN_EVAL -0.26** -1.75 -0.23** -1.72 

LEN_NFR 2.21** 1.93 1.17* 1.30 

LEN_FR 2.05 0.60 2.12 0.79 

NFR -0.03 -0.85 0.01 0.18 

FR 0.06 0.43 -0.03 -0.30 

LSIZE 4.08** 2.10 -0.02 -0.01 

SOCECO 0.28*** 13.32 0.33*** 22.69 

TOVER_PCT 0.05 0.43 0.10 1.12 

CONT_PCT 0.02 0.14 -0.17 -1.78 

PRI -1.10 -0.28 -6.70** -2.03 

TEAC_PERF -0.12 -0.38 0.34 1.47 

GROW_SIZE -0.16 -1.20 -0.15 -1.27 

LEXP_CURSCH -1.50 -1.02 -0.50 -0.39 

SUBJ_EVAL -0.71 -0.46 -0.45 -0.38 

EDU_PRIN -0.22 -0.08 -1.96 -0.80 

N 200 199 

Adjusted R-sq 0.54 0.69 
 

*, **, *** indicate statistical significance at the 10%, 5% and 1% levels (one-tailed for hypothesised 
relationship, two-tailed otherwise). Intercept included but not reported. OLS regression with robust standard 
errors was used for the reading model as it failed the Breusch-Pagan / Cook-Weisberg test for 
homoskedasticity. 

Variable Definitions: 
PERF_NUM = Standardized student numeracy test score in 2015 at the school level 
PERF_READ = Standardized student reading test score in 2015 at the school level 
LEN_EVAL = Leniency bias in the performance evaluation of teachers 
LEN_NFR = Leniency bias in the provision of non-financial rewards 
LEN_FR = Leniency bias in the provision of financial rewards 
NFR = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FR = Overall  use of financial rewards (% of teachers who received a financial reward over a school year) 
LSIZE = Total student enrolment (logged) 
SOCECO = Social economic status of students in the school 
TOVER_PCT = Teacher turnover in 2014 
CONT_PCT = Percentage of teachers on fixed term contracts in 2014 
PRI = Indicator if school is a primary school  
TEAC_PERF = Teacher performance based on formal (official) ratings 
GROW_SIZE = Growth in student enrolment  
LEXP_CURSCH = Principal’s experience in current school (logged) 
SUBJ_EVAL = Use of subjectivity in the performance evaluation of teachers  
EDU_PRIN = Indicator variable if principal has post-graduate qualifications 
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Table 2.5 
Structural Equation Modelling results – direct effects 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

*, **, *** indicate statistical significance at the 10%, 5% and 1% levels (one-tailed for hypothesised 
relationship, two-tailed otherwise). Constant included but not reported. Panel 2 and 4 represents Equation 4 
when estimated using the structural equation model with PERF_NUM and PERF_READ as the main dependent 
variable respectively. 

Variable Definitions: 

PERF_NUM = Standardized student numeracy test score in 2015 at the school level 
PERF_READ = Standardized student reading test score in 2015 at the school level 
TOVER_UPR = Underperformance related employee turnover in 2014 
LEN_EVAL = Leniency bias in the performance evaluation of teachers 
LEN_NFR = Leniency bias in the provision of non-financial rewards 
LEN_FR = Leniency bias in the provision of financial rewards 
NFR = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FR = Overall  use of financial rewards (% of teachers who received a financial reward over a school year) 
LSIZE = Total student enrolment (logged) 
SOCECO = Social economic status of students in the school 
LEXP_CURSCH = Principal’s experience in current school (logged) 
PRI = Indicator if school is a primary school  
TEAC_PERF = Teacher performance based on formal ratings 
GROW_SIZE = Growth in student enrolment  
SUBJ_EVAL = Use of subjectivity in the performance evaluation of teachers  
TOVER_PCT = Teacher turnover in 2014 
CONT_PCT = Percentage of teachers on fixed term contracts in 2014 
EDU_PRIN = Indicator variable if principal has post-graduate qualifications 
CONT_EVAL = The use of fixed term employment contracts to evaluate the performance of teachers for a 
future permanent position which may or may not arise 

  
PERF_NUM TOVER_UPR PERF_ READ TOVER_UPR 

(1) (2) (3) (4) 

Coef. z-stat Coef. z-stat Coef. z-stat Coef. z-stat 

TOVER_UPR 0.02** 2.22     0.01 0.69     

LEN_EVAL -0.21* -1.52 -1.65* -1.5 -0.22** -1.89 -1.45* -1.32 

LEN_NFR 2.13** 1.94     1.16 1.3     

LEN_FR 0.47 0.14     1.64 0.6     

NFR -0.03 -0.95     0 0.07     

FR 0.08 0.64     -0.01 -0.11     

LSIZE 4.62** 2.4 -29.66** -2.1 0.58 0.36 -25.21* -1.76 

SOCECO 0.28*** 13.64     0.32*** 19.34     

LEXP_CURSH -1.68 -1.2 12.09 1.06 -0.59 -0.51 14.14 1.24 

TEAC_PERF -0.12 -0.41 -0.11 -0.05 0.33 1.41 -0.22 -0.09 

PRI 0.04 0.01 -34.92 -1.2 -6.37** -2.07 -34.28 -1.19 

GROW_SIZE -0.17 -1.36 1.45 1.45 -0.17 -1.63 1.57 1.58 

SUBJ_EVAL -1.32 -0.89 17.31 1.46 -0.48 -0.39 17.46 1.48 

CONT_PCT -0.35* -1.73 17.87*** 18.18 -0.25 -1.51 18.05*** 18.36 

TOVER_PCT -0.27 -1.53 15.26*** 16.53 0.04 0.27 15.48*** 16.71 

EDU_PRIN -0.69 -0.25 30.39 1.38 -2.01 -0.89 33.91 1.54 

CONT_EVAL     9.07 0.63     6.52 0.45 

N 197 197 196 196 
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Table 2.6 
Structural Equation Model – indirect effect (H4) 

 
PERF_NUM PERF_READ 

Coeff Std error 
95% C.I. (1-tailed) 

Coeff Std error 
90% C.I. (1-tailed) 

Lower Upper Lower Upper 
LEN_EVAL x TOVER_UPR -0.03** 0.03  -0.003 -0.01* 0.01  -0.00001 

 

*, ** indicates statistical significance at the 10% and 5% level respectively (one-tail). Bias-corrected 
confidence intervals are used.  Bootstrap method (1000 repetitions) with bias-correction used.   

Variable Definitions: 
PERF_NUM = Standardized student numeracy test score in 2015 at the school level 
PERF_READ = Standardized student reading test score in 2015 at the school level 
LEN_EVAL = Leniency bias in the performance evaluation of teachers 
TOVER_UPR = Underperformance related employee turnover 
 

Table 2.7 
Robustness Check Structural Equation Model – indirect effect (H4) 

 

PERF_NUM PERF_READ 

Coeff Std error 
95% C.I. (1-tailed) 

Coeff Std error 
90% C.I. (1-tailed) 

Lower Upper Lower Upper 
LEN_EVAL x TOVER_UPR -0.04** 0.03  -0.001 -0.01 0.02  0.001 

         
*, ** indicates statistical significance at the 10% and 5% level respectively (one-tail). Bias-corrected 
confidence intervals are used. Bootstrap method (1,000 repetitions) with bias-correction used.   

Variable Definitions: 
PERF_NUM = Standardized student numeracy test score in 2015 at the school level 
PERF_READ = Standardized student reading test score in 2015 at the school level 
LEN_EVAL = Leniency bias in the performance evaluation of teachers 
TOVER_UPR = Underperformance related employee turnover in 2014 
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Table A1: Variable definitions 

Variable  Definition Measurement 
LEN_EVAL Leniency bias in the 

performance 
evaluation of teachers 

Difference between % of teachers in a school who did not 
meet the principal’s performance expectations and % of 
teachers who were formally rated as such based on the 
Department of Education’s Performance and Development 
Guidelines in the 2014/2015 performance cycle. This 
information was extracted from the principal’s response to 
two separate questions in the survey. The on-line survey 
mechanism employed prevented principals from changing 
their responses to any of these questions once they 
proceed to the next screen.   

SUBJ_EVAL Use of subjectivity in 
the performance 
evaluation of teachers 

Survey question that asks principals what combination of 
quantitative (objective) and qualitative (subjective) data is 
used when evaluating the performance of their teachers 
on a Likert Scale. 1 represents only quantitative and 7 
represents only qualitative data.   

LSIZE Log total student 
enrolment  

From the school profile database maintained by the 
Australian Curriculum, Assessment and Reporting 
Authority (ACARA) in 2015. 

PRI Primary school = 1; 
Secondary school = 0 
 

From the school profile database maintained by ACARA. 
Primary schools include those which offer classes across 
both primary and secondary school levels.  

SUBJ_REW Use of subjectivity in 
providing 
performance-based 
incentives to teachers 

Survey question that asks principals what combination of 
quantitative (objective) and qualitative (subjective) data is 
used when deciding to reward their teachers on a Likert 
Scale. 1 represents only quantitative and 7 represents only 
qualitative data.  

LEXP_PRIN Log months of 
experience as school 
principal 

Survey question that asks principals about the amount of 
time he/she has been a school principal 
 

LEXP_CURSCH Log months of 
experience being 
employed in current 
school 

Survey question that asks principals about the amount of 
time he/she has been employed at the current school 
 

PERF_NUM  Standardized student 
numeracy test score in 
2015 
 
 

 

Data from the National Assessment Program (NAPLAN)’s 
standardized numeracy scores for all  schools (public and 
private) in 2015. Students are tested in Years 3, 5, 7 and 9. 
A percentile score is first computed for each school at each 
year level. Next, the percentile scores are averaged 
(weighted by the size of the cohort) to obtain a single 
percentile score for each school. 

PERF_READ  Standardized student 
reading test score in 
2015 
 
 

 

Data from the National Assessment Program (NAPLAN)’s 
standardized reading scores for all  schools (public and 
private) in 2015. Students are tested in Years 3, 5, 7 and 9. 
A percentile score is first computed for each school at each 
year level. Next, the percentile scores are averaged 
(weighted by the size of the cohort) to obtain a single 
percentile score for each school. 

LEN_NFR Leniency bias in the 
provision of non- 
financial incentives  

The average score of two survey questions which ask 
principals about the probability of them providing non-
financial rewards to teachers who performed (a) below; 
and (b) significantly below expectations on a Likert Scale. 1 
= highly unlikely; 5 = highly l ikely. 
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Variable  Definition Measurement 
LEN_FR Leniency bias in the 

provision of financial 
incentives 

The average score of two survey questions which ask 
principals about the probability of them providing financial 
incentives to teachers who performed (a) below; and (b) 
significantly below expectations on a Likert Scale. 1 = 
highly unlikely; 5 = highly l ikely. 

NFR Overall  use of non-
financial rewards by 
the principal 

Survey question that asks principals the percentage of 
teachers in their school who were given  a non- financial 
rewards due to their performance over a single school year 

FR Overall  use of financial 
rewards by the 
principal 

Survey question that asks principals the percentage of 
teachers in their school who were given  financial rewards 
due to their performance over a single school year 

SOCECO Socio-economic status 
of the students in the 
school 

Based on the Index of Community Socio-Educational 
Advantage (ICSEA) which was created by the Australian 
Curriculum Assessment and Reporting Authority (ACARA) 
to enable comparisons of the NAPLAN tests. Takes into 
consideration parent education and occupation, the 
percentage of indigenous students and a school’s 
geographical location. 

TEAC_PERF Teacher performance Survey question that asks principals the percentage of 
teachers who were formally rated as meeting their 
performance expectations based on the Department of 
Education performance evaluation guidelines in the 
2014/2015 cycle.  

TOVER_PCT Teacher turnover in 
2014 

Number of teachers who left the school in 2014 divided by 
the total number of teachers. The number of teachers who 
left the school is estimated as the number of teachers in 
2015 less the sum of the number of teachers in 2014 and 
the teachers hired in 2014. The number of teachers hired 
is based on the principal’s response to a survey question. 
The number of teachers as at 2014 and 2015 are from the 
school profile database maintained by ACARA.     

CONT_PCT Percentage of teachers 
on a fixed-term 
contract in 2014 

Number of teachers on fixed-term employment contracts 
in 2014 divided by the total number of teachers. 

TOVER_UPR Performance related 
employee turnover in 
2014 

The product of TOVER_PCT and CONT_PCT. The rationale 
for the measure is that most of the performance related 
employee turnover occurs amongst teachers on fixed-term 
employment contracts.  

GROW_SIZE Growth in student 
enrolment 

Percentage change in student enrolment from 2014 to 
2015 from the school profile database maintained by 
ACARA. 
 

CONT_EVAL Use of fixed-term 
employment contracts 
to evaluate 
performance 

Survey question that asks principals how significant is the 
benefit of hiring a teacher on fixed-term employment 
contracts as a way to evaluate the teacher for future on-
going positions that may/may not arise on a Likert Scale. 1 
= Not a benefit; 4 = Very significant benefit.  

EDU_PRIN Post-graduate 
education = 1; 0 
otherwise 

The principal’s education level from the survey of 
principals 
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Chapter 3 

Can leaders use reward systems to build relational contracts? 

Abstract 

In organizations, new leaders face the challenge of building their credibility and developing 
a new shared understanding among their employees on what are desirable behaviors. This 
study explores how non-financial and financial rewards can be used by new leaders to deal 
with these challenges, which must first be overcome before employees can be motivated to 
behave in the best interests of the organization. We find that leaders who are new to the 
organization but experienced in the role, use non-financial rewards (but not financial 
rewards) more leniently compared to other leaders. We also find evidence that while low 
levels of leniency in the use of non-financial rewards is positively associated with 
employees’ perceptions of: (1) clarity on the behaviors that they should be exhibiting; and 
(2) their leader’s credibility, these relationships turn negative at higher levels of leniency. 
Collectively, our results are consistent with relational contracting theory and provide 
empirical insights on how new relational contracts can be strengthened through the use of 
non-financial rewards.  
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Introduction 

The importance of leadership in creating a well-functioning organization has long 

been recognized. Leaders need to determine and then credibly communicate to employees 

the direction of the organization and the behaviors that are consistent with the chosen 

direction. They also need to motivate employees to exhibit those behaviors (Kotter 2001; 

Hermalin 1998; Bolton, Brunnermeier, and Veldkamp 2012). Relational contracting theory 

provides a useful frame for thinking about these roles of leaders.  Relational contracts are 

informal arrangements between parties that occur when the terms of the contract are not 

fully specified ex-ante (Baker, Gibbons, and Murphy 2002).  Gibbons and Henderson (2012) 

argue that successful intra-firm relational contracts require leaders 1 to (1) build clarity 

among their employees on the terms of the relational contract – e.g., what are desirable 

and undesirable behaviors and the accompanying rewards and punishments; and (2) 

establish their credibility – i.e., convince employees that they will keep their promises. 

These requirements are challenging for new leaders in an organization because the process 

of building clarity and credibility can take time.    

We are interested in how leaders, particularly new leaders, use control mechanisms 

to accelerate the clarity and credibility building process in relational contracts. We focus on 

the use of performance-contingent rewards in building relational contracts with employees 

for several reasons. First, it is one of the most common forms of control. A global survey of 

more than 1,000 executives finds that 68% and 63% of respondents were subject to financial 

and non-financial rewards respectively (Dewhurst, Guthridge, and Mohr 2009). Second, we 

                                                                 
1 To build and sustain intra-firm relational contracts, the converse is also true: employees would need to 
ensure that their leader understands the behaviors that are expected of the leader and the associated 
rewards/punishments; and that the leader is convinced that they (employees) would do as promised. 
However, in this paper, we focus on the role of leaders in relational contracts. 
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believe that both financial and the under-researched non-financial rewards (Stajkovic and 

Luthans 2003) offer the potential to not only to motivate employees but also build leader 

credibility as well as employee clarity in situations where desirable behaviors and other 

terms of the employment contract cannot be fully specified ex-ante.    

This paper seeks to understand how non-financial and financial rewards are used by 

leaders with different experience levels.  We distinguish between three group of leaders – 

new leaders in an organization who are also new to the role (Group NN); new leaders in an 

organization who are experienced in the role (Group NE); and leaders who are experienced 

in the organization and experienced in the role (Group EE). These groups of leaders are 

likely to exhibit different behaviors in the context of relational contracts. Group EE would 

have had time to build their credibility and clearly communicate to their staff what is 

expected of them; while Group NN may themselves lack clarity on the specific types of 

employee behaviors that they want to reward due to their lack of experience in the role. 

Group NE leaders are interesting from a relational contracting perspective because they 

know what their employees should do from prior leadership experience but lack credibility 

because they are new to their current organization. We argue that Group NE will use 

financial and non-financial rewards differently to the other groups (i.e., Group EE and Group 

NN), and that the differences are consistent with building relational contracts. In particular, 

we expect NE leaders to use rewards to help them establish clarity and credibility.  

We investigate a particular aspect of the use of rewards – how lenient the different 

groups of leaders are in giving these rewards out. We focus on leniency because while prior 

research has long found the existence of lenient tendencies amongst leaders (e.g., Kingsbury 
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1922)2, there is less evidence on the possible reasons for such a bias to arise (Bol 2011). As a 

result, leniency has generally been treated as a problem that needs to be fixed (e.g., Landy 

and Farr 1980; Prendergast 1999; Rynes, Gerhart, and Park 2005). We are drawn to leniency 

in a relational contracting context as prior research by Bol (2011) finds evidence consistent 

with the argument that leniency can increase employees’ perception of fairness which is 

associated with employees’ trust in their leader (Butler 1991). Trust or leader credibility, in 

turn, is an important ingredient in successful relational contracts (Gibbons and Henderson 

2012).               

We hypothesize and find that Group NE gives out non-financial rewards more 

leniently compared to Group NN and Group EE. This result is consistent with relational 

contracting theory which argues that such contracts, particularly new ones that are being 

built by Group NE, need to overcome the challenge of clarity and credibility (Gibbons and 

Henderson 2012; Chassang 2010). However, as the lenient use of rewards is costly and 

offers lower benefits to the other groups, they choose to be less lenient than Group NE. 

While we hypothesize a similar pattern of use with respect to lenient financial rewards (LFR) 

between the three leadership groups, we do not find evidence to support this.   

Finally, to offer more direct evidence on some of the cost/benefit trade-offs of being 

lenient, we investigate the relationship between proxies for employee clarity and leader 

credibility and the lenient use of non-financial and financial rewards - henceforth LNFR and 

LFR respectively. We find that at low (very low) levels of LNFR, it is positively associated with 

employees’ perception of clarity (leader credibility). However, at higher levels of LNFR, we 

find evidence indicating that its relationship with both clarity and credibility turns negative. 

                                                                 
2 Kingsbury (1922) focuses on leniency in performance evaluations. 
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These inverted U-shaped relationships are consistent with our hypotheses and provide 

evidence that being overly lenient when using non-financial rewards does indeed entail a 

cost to leaders. Again, while we hypothesize similar inverted U-shaped relationships 

between LFR and both clarity and credibility, we do not find evidence to support this. 

Collectively, our findings offer evidence that non-financial rewards (but not financial 

rewards) are used to overcome the challenges of clarity and credibility in relational 

contracts.   

This study is undertaken in the education sector in the state of Victoria, Australia 

where we examine how school principals reward their teachers with financial and non-

financial rewards. As leaders, school principals have a significant effect on learning 

outcomes (Coelli and Green 2012; Branch, Hanushek, and Rivki 2012) but we have little 

understanding of how management control systems can support their role.  It is also a 

particularly useful setting in which to explore how rewards are used for several reasons. 

First, like many other work environments in the 21st century, the school setting is one where 

it is challenging to apply formula-based rewards due to the difficulties in specifying ex-ante 

desired behavior and outcomes for teachers (Goe 2007; Evans 2001; Solomon and 

Podgursky 2001).  Therefore, principals are largely limited to using what Gibbons and Kaplan 

(2015) refer to as informal management (i.e., managerial behavior not fully determined by 

rules or formulas) where leniency can arise (Moers 2005; Bol 2011).  

Second, despite the importance of this sector from both a social and economic 

standpoint, there has been limited research on the role informal/relational contracting plays 

in the school sector. While the school sector is often used as an example where formulaic 

pay-for-performance incentive contracts are unlikely to work (e.g., Roberts 2010), few have 
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explored alternative ways of contracting with teachers. Third, we have a unique cross-

sectional dataset of a relatively large sample of principals and schools from a survey of 

principals (n≈250) conducted by the researchers, a survey of teachers conducted by the 

Department of Education and Training in the state of Victoria (Australia), and archival school 

profile data to facilitate this research. These datasets allow us to separate leaders by their 

experience in their role and organization, examine any variation in their reward practices 

and then investigate the impact of reward practices on clarity and principal credibility from 

the teachers’ perspective.    

This study makes three primary contributions. First, it contributes to the literature 

on the use of rewards as a control mechanism. Prior research has investigated how 

formulaic rewards based on performance measures are used to align the interests of 

employees and the organization (Banker, Lee, and Potter 1996; Sprinkle 2000; Bradler, Dur, 

Neckermann, and Non 2016). We focus on a setting where such rewards are used more 

informally based on the leader’s discretion and judgment (Gibbons and Kaplan 2015) and 

assess their efficacy in achieving two specific objectives, namely employee clarity, regarding 

what is valued in the organization, and leader credibility, regarding promises made. We also 

contribute to this stream of research by investigating whether the use of control 

mechanisms would be different for leaders with varying levels of experience. While we 

cannot demonstrate that the use of control mechanisms evolves over time, our findings 

suggest that the use of discretionary rewards is likely to change as leaders become more 

experienced.  

Second, this study contributes to the literature on relational contracting. The existing 

empirical research on intra-firm relational contracts largely consists of case studies on how 
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established contracts are used and refined in individual organizations (for examples, see 

Gibbons and Henderson 2012). Our findings add to this body of knowledge by providing 

more general evidence on how the challenge of developing a shared understanding of 

desirable behaviors and building a leader’s credibility amongst employees can be overcome 

in new relational contracts (i.e., between Group NE leaders and their employees). When 

discussing how relational contracts can be built, Gibbons and Henderson (2012) argue that 

“extensive and credible communication is almost certainly important, and that we suspect 

that in many circumstances the ability to communicate convincingly that one is a ‘high trust’ 

type would be very useful.”  We believe our findings show that non-financial rewards can be 

used as a mechanism to help new leaders communicate extensively and send a signal that 

they are a “high-trust” type; thus helping them build relational contracts.     

Third, we contribute to the literature on cognitive biases which arise from the use of 

discretion and judgment. While prior literature has generally treated leniency as a problem 

(e.g., Landy and Farr 1980; Prendergast 1999; Rynes, Gerhart, and Park 2005), our results 

are consistent with Bol (2011) and Abernethy, Hung and Van Lent (2017) which suggest that 

the generous provision of rewards may be a deliberate and economically-rational strategy 

undertaken by managers.  

Literature review and hypothesis development 

Challenges facing new leaders – leadership literature 

Leaders in organizations play many roles. These roles include the ability to determine 

and then credibly communicate to employees the organization’s direction, and the 

behaviors that are consistent with the chosen direction. They also need to motivate 

employees to exhibit those behaviors (Kotter 2001; Hermalin 1998; Bolton, Brunnermeier 
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and Veldkamp 2012). These roles are particularly challenging for new leaders in an 

organization for the following two reasons. First, new leaders in an organization need to 

quickly determine and then communicate to their employees what would potentially be the 

organization’s new direction and new set of desirable behaviors. On the other hand, those 

who have been leading their current organization over a substantial period of time would 

typically only need to reinforce the prevailing organization direction and desirable employee 

behaviors. Second, as Hermalin (1998, p. 1189) argues, a leader needs to not only transmit 

information to followers but also “convince followers that she is transmitting the correct 

information...”. Similarly, Kotter (2001) discusses the importance of credibility in getting 

people to believe the leader’s message. New leaders in an organization are more likely to 

face a credibility deficit compared to leaders who have been the organization for a 

substantial amount of time as the former does not have a track record as a leader in their 

current organization (Anderson and Shirako 2008; Zinko, Ferris, Humphrey, Meyer, and 

Aime 2012)3.  

Challenges facing new leaders- relational contracting theory 

We draw on the intuition provided by relational contracting theory as a means of 

addressing some of the challenges facing new leaders in an organization.  Relational 

contracts are informal and unwritten agreements between parties where the terms of the 

contract are not explicitly documented. These contracts allow the contracting parties to 

save on the transaction costs of setting a fully-specified formal contract, and perhaps more 

importantly, still work together when actions that are required to be taken by the different 

                                                                 
3 The lack of a track record may also help low credibil ity leaders to hide their true nature from their employee. 
However, assuming that the leader selection process has mostly screened out these low credibil ity leaders, 
then the lack of track record would mainly affect the abil ity of credible leaders to convince their employees 
that they are indeed credible.  
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parties cannot be fully specified ex-ante (e.g. Bull 1987; MacLeod and Malcomson 1989). 

The parties involved in a relational contract can come from different entities (e.g., alliances 

studied by Grafton and Mundy 2016) or from within the firm (e.g., between leader and 

employee) – the latter of which is the focus of this study.  

Gibbons and Henderson (2012) argue that building and sustaining a relational 

contract require that both parties (1) understand the terms of the relational contract (i.e., 

the issue of clarity) and (2) believe that the other party would do as they say they would do 

(i.e., the issue of credibility). As this paper focuses on the role of the leader in intra-firm 

relational contracting, we study these challenges from the perspective of the leader. To 

overcome the problem of clarity, leaders need to communicate to employees the terms of 

the relational contract which include details such as the desirable and undesirable behaviors 

and the associated rewards and punishments that would accompany such behaviors. To 

overcome the problem of credibility, leaders need to convince employees that they would 

keep their promises – for example, the unwritten promise to give out a reward 

(punishment) in return for exhibiting desirable (undesirable) behaviors.    

Empirical research on relational contracts within an organization largely consists of 

case studies on how established relational contracts are used and refined as opposed to 

how the issue of credibility and clarity are overcome in new relational contracts. A well-

known example of such research involves the Toyota Production System (TPS). Given that 

the TPS relies on employees solving problems at source and encourages employees to raise 

and solve problems as they see them (Ohno 1988; Womack, Jones, and Roos 1991), the 

desired behaviors in the TPS are unable to be specified precisely enough to be measured 

and rewarded in a formal contract (Gibbons and Henderson 2012). Gibbons and Henderson 
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(2012) use the example of an employee’s decision to pull the ‘andon cord’ (a rope on the 

assembly line that the employee is asked to pull on to alert their supervisor of a problem 

which may then result in a decision to halt the assembly line) as something that would 

require a functioning relational contract to be in place. In order for workers in the TPS to 

decide to pull the andon cord, they would need to have clarity on the types of problem that 

would necessitate such action to be taken, as well as the associated rewards that would 

accompany such action (if any). The workers would also need clarity on how the supervisor 

would respond if the decision to pull the cord was inappropriate – for example, whether a 

few mistakes would be allowed before a particular punishment (non-financial or financial) is 

meted out. In addition to having clarity, the worker also needs to have confidence that their 

supervisor would not unexpectedly ‘change the goalposts’. In other words, the supervisor 

also needs to be credible in the eyes of the worker.   

The issue of clarity and credibility is particularly significant for new relational 

contracts. This is because given the informal and unwritten nature of these contracts and 

the lack of prior interaction between the contracting parties, information on what 

constitutes desirable and undesirable behaviors and their associated consequences have 

not been communicated clearly in such contracts. In addition, both parties would not have 

had the opportunity to demonstrate that they would do as they say they would4. However, 

these issues would diminish over time as both parties interact with one another, allowing 

learning to take place (Chassang 2010). Given that a new leader in an organization needs to 

develop a new relational contract with existing employees, it is unsurprising that the issues 
                                                                 
4 Relational contracting relies on calculative trust between parties (i .e., it is in the economic best interest of all  
parties to behave appropriately). For argument’s sake, assume there are two parties to a contract - party A and 
party B. Therefore, party A would want to communicate to party B that it is actually in party A’s best interest 
to cooperate. This would in turn encourage party B to cooperate as well. One way to convince party B that it is 
in party A’s best interest to cooperate is for party A to exhibit cooperative behavior i .e., do as they say they 
would.     
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faced when building new relational contracts are similar to some of the challenges faced by 

(new) leaders described in the leadership literature.    

The use of non-financial and financial rewards 

To overcome the challenges faced by new leaders in an organization, we investigate 

their use of non-financial rewards (e.g., tokens of appreciation, verbal recognition and 

written recognition) and financial rewards. We focus on the leader’s degree of leniency 

when rewarding employees. We define this as the practice of giving out more rewards than 

what the leader believes is warranted based on performance alone. An example of the 

lenient use of rewards would be to recognize an individual or team via the organization’s 

newsletter even though the performance level was slightly below expectations of the 

leader.   

One rationale for the lenient provision of rewards is based on the theory of 

reciprocity which is an established concept in economics following the seminal paper by 

Akerlof (1982). According to this theory, people prefer to stay out of debt in their social 

transactions and therefore would reciprocate when given gifts by others (Blau 1964). Based 

on the theory of reciprocity, it is expected that a leader who gives out more rewards than is 

warranted based on performance would result in an increase in employee performance to 

repay the gift. However, we believe that there are at least two other reasons for providing 

rewards leniently.  

First, some leniency in the provision of both non-financial and financial rewards can 

improve clarity as such rewards will be given out on a more frequent basis compared to 

rewards that are administered less leniently. For example, the lenient provision of verbal 

recognition of employees’ performance in public would result in a more regular signal to all 
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employees on the types of behaviors that are deemed desirable and the rewards that would 

accompany such behaviors (i.e., being recognized in public) compared to recognition that is 

given out less leniently. See Figure 3.1 for examples of how non-financial rewards can help 

improve clarity. Similarly, the lenient provision of a financial reward would result in a more 

regular signal to the rewarded employee and also to other employees if this reward is 

known to co-workers. These arguments are consistent with previous findings in the 

management literature that performance-contingent rewards generally promote role clarity 

amongst employees (Podsakoff, Podsakoff, and Kuskova 2010). However, we do not expect 

the relationship between leniency and clarity to be linear as excessively lenient rewards 

would have a negative impact on clarity. This is because while higher levels of leniency 

would result in more regular signals on desirable behaviors and their associated rewards, it 

would also likely result in a broader range of behaviors getting rewarded5. As the types of 

behaviors that get rewarded increases, this would eventually result in employees having less 

clarity on behaviors they should focus on to improve organizational performance.   

Insert Figure 3.1 here 

Besides strengthening clarity, some leniency in the provision of rewards is also 

important for leaders to build their credibility as people tend to overestimate their own 

performance (e.g., Svenson 1981, Shore and Thornton 1986; Thornton 1980; Holzbach 

1978). For example, in the Shore and Thornton (1986) study, they compared the self-ratings 

and supervisor ratings of 70 workers in a manufacturing firm across six performance 

dimensions: work quantity, work quality, initiative, judgment, teamwork and dependability. 

                                                                 
5 Although we do not formally hypothesize the positive relationship between the lenient use of rewards and 
the range of behaviors that get rewarded, we do investigate this relationship in the additional analysis section 
of the paper.  
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They found that the self-ratings were significantly higher than the supervisors’ ratings in all 

six performance dimensions. Given this over-estimation tendency on the part of employees, 

non-financial and financial rewards that are given out based on what the leader believes is 

truly deserved may actually have a negative impact on a leader’s credibility. Therefore, the 

leaders’ decision to exhibit some leniency when rewarding employees ensures that more 

employees who feel they were promised a reward for exhibiting desirable behaviors are 

indeed promptly rewarded. It is also important to note that the actual behavior that 

triggered the provision of a reward is, in many cases, at least partially private information to 

the leader and to the rewarded employee. Therefore, other employees observing the 

granting of rewards are informed of what constitutes desirable behavior and its associated 

reward (i.e., gain clarity) but may not necessarily know that the reward was in fact given out 

leniently. This helps maintain the leader’s credibility amongst other employees.  However, 

similar to clarity, we do not expect the relationship between leniency and credibility to be 

linear. This is because excessively lenient rewards (e.g., rewards that are given out for 

performance which falls very short of expectations), would eventually damage the 

credibility of leaders as they would be seen as someone who is unable to differentiate 

between high and low performing employees. In addition, the leaders’ perceived ability to 

carry out the promised punishments for undesirable employee behavior would be adversely 

impacted.    

Besides the potential for excessively lenient rewards to undermine employee clarity 

and leader credibility in relational contracts, such rewards would have two other adverse 

consequences on employee motivation. First, excessively lenient rewards may result in a 

reduction in the need to reciprocate (i.e., ex-post motivation) from an employee’s 
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perspective as the value of the reward is reduced. Second, such rewards would also be less 

effective as an extrinsic motivator before the reward is given out (i.e., ex-ante motivation) 

as employees realize that they would need to exert less effort in order to be rewarded (Bol 

2011). This is equivalent to lowering the performance goal of employees which would 

adversely affect their level of effort and performance (Locke and Latham 1990).  

Guided by relational contracting theory and the benefits vs costs of lenient rewards, 

we expect the use of such rewards to vary depending on a leader’s tenure in the role and 

tenure in the organization. We expect that leaders who are new to the organization but 

experienced in the role (Group NE) to be more lenient in their use of both non-financial and 

financial rewards as they stand to gain the largest net benefit from their use. These leaders 

need to build their credibility which is relatively low in their new organization. In addition, 

they would have a perspective on what are the desirable and undesirable employee 

behaviors from prior experience in the role and want to quickly communicate this (along 

with the associated rewards/punishments) to their present employees. On the other hand, 

leaders who are experienced in the organization and in the role (Group EE) and leaders who 

are new to the organization and the role (Group NN) are both likely to use rewards less 

leniently. For both these groups, the additional gains from being lenient would be smaller 

compared to Group NE and therefore be less able to compensate them for the bearing the 

risks (i.e., potential costs) of being too lenient. For Group EE, the additional gains are limited 

because these leaders would have established their credibility with their employees who 

would also have a high degree of clarity on appropriate behaviors given previous 

interactions with their leader. For Group NN, the additional gains are limited because they 

themselves lack clarity on the types of employee behaviors that they would like to over-
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reward given their lack of experience as a principal. Furthermore, if Group NN does decide 

to leniently reward a set of behaviors, it would be costly for them to reverse this decision 

and reward a different set of behaviors. This is because such a change would negatively 

impact employee clarity and could also be seen as a broken promise, thereby negatively 

impacting their credibility. While we do not distinguish theoretically the signalling benefits 

of lenient financial and non-financial rewards for NE leaders, we anticipate that the costs of 

leniency may be higher for financial rewards, thus leading to a different cost/benefit trade-

off. To explore this, we assess the use of lenient financial and non-financial rewards 

separately. We posit the following hypotheses regarding the reward practices of the 

different groups of leaders: 

H1a: Group NE would use non-financial rewards more leniently than Group NN and Group EE 

H1b: Group NE would use financial rewards more leniently than Group NN and Group EE 

To offer more direct evidence on some of the cost/benefit trade-offs of lenient rewards, we 

also test the following hypotheses. These hypotheses relate to the expected non-linear 

relationship between lenient rewards and both clarity and leader credibility from the 

perspective of employees.   

H2a: The lenient use of non-financial rewards has an inverted U-shaped relationship with 
employee perceptions of clarity   

H2b: The lenient use of financial rewards has an inverted U-shaped relationship with 
employee perceptions of clarity   

H3a: The lenient use of non-financial rewards has an inverted U-shaped relationship with 
employee perceptions of leader credibility 

H3b: The lenient use of financial rewards has an inverted U-shaped relationship with 
employee perceptions of leader credibility 
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Research Setting and Variable Construction 

Setting 

This study is conducted within the public education sector in the state of Victoria, 

Australia. One of the important features of our setting is that school principals have 

responsibility for performance management of teachers in their school. At the time this 

study was undertaken, principals also had the discretion to reward their teachers with 

financial rewards and non-financial rewards 6.  The data comes from three sources: public 

school profile data from the state of Victoria, Australia collected by The Australian 

Curriculum and Reporting Authority (ACARA); aggregated school-level data from a survey of 

school staff conducted by the Department of Education and Training (DET), Victoria; and 

data from a survey of public school principals on their teacher management practices 

conducted by the researchers. As with most survey research, we capture the principals’ 

perception on how teachers are rewarded in their school. This variety of data sources helps 

guard against common method bias (Podsakoff, MacKenzie, Lee, and Podsakoff 2003) and 

allows us to test the association between the actions of leaders (i.e., school principals) and 

their impact on employees (i.e., teachers), controlling for school characteristics.  The survey 

of school principals was conducted in June – July 2015 while the school staff survey is 

conducted in late August of 20157. For the survey of school principals, the sample 

population of 749 principals 8 is drawn from the DET’s database and includes a diverse range 

                                                                 
6 For example, principals have the discretion to pay out a special payment of up to AUD$8,000 to their 
teachers as retention/attraction incentive and to undertake additional duties (DET, 2015). In addition, 
principals can also reward their teachers with accelerated salary increments. Examples of non-financial 
rewards used by principals include verbal and written recognition and tokens of appreciation.  
7 The response rate for the staff survey in 2016 was 75% (DET 2017). 
8 The initial population of principals provided by the DET consisted of 1498 principals. These principals were 
randomly allocated between two groups of 749 principals each and subsequently sent two surveys – one 
survey which was used in this study and another survey which largely covered a principal’s management of 
financial resources.  
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of schools – primary and secondary; small and large, urban and rural. A total of 319 

responses were received, which equates to a response rate of 43%9.  

To test for non-response bias, the following school-level variables were compared 

between the respondents and non-respondents of the survey of school principals: the 

school size (enrolments), socio-economic status of students and standardized numeracy test 

scores. The results (not tabulated but available upon request) indicate that the difference 

between respondents and non-respondents on socio-economic status, and the standardized 

numeracy test scores are not significant at the 5% level. However, principals who responded 

to the survey are from schools that have significantly larger enrolments than those who did 

not respond at the 5% level. As a result of this difference, we control for school size in all the 

models tested in this paper.  

Key variable construction 

The principals’ use of lenient non-financial rewards (LNFR) and lenient financial 

rewards (LFR) are measured by survey questions which ask about the probability that they 

would provide a non-financial and financial reward to a teacher who performed below or 

significantly below their expectations. The possible answers range from 0 = highly unlikely; 

to 4 = highly likely. While the lenient provision of rewards can also apply to teachers who 

performed at or above expectations, it is harder to differentiate between what is a ‘fair’ 

reward and what is lenient for these teachers. Therefore, we focus on a principal’s tendency 

to reward teachers who performed below expectations to measure their use of LNFR and 

LFR. This variable is then demeaned where we subtract the sample mean from each 

                                                                 
9 While 319 responses were returned, about 45 of these responses were from school which did not have 
standardized student test data (e.g., special schools) and hence were excluded from the tests of H1-H3. In 
addition, between 45-75 responses contained missing variables used in Equations 1 - 4; and hence were also 
excluded from the tests of H1 – H3.         
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observation (LNFR_DM; LFR_DM). This is done to aid with the interpretation of the 

regression coefficients which include its squared term (LNFR_DMSQ; LFR_DMSQ).   

To test whether the principals’ use of lenient rewards is consistent with relational 

contracting theory (i.e., that it can be used to overcome the issue of clarity and credibility), 

we split the principals into three groups – principals who are new to their current school10 

but experienced in the role (GROUP_NE); principals who are new to both the role and their 

current school (GROUP_NN); and principals who are experienced in both the role and in the 

school (GROUP_EE)11. The dummy variables are created based on the typical employment 

contract term for a principal in the state of Victoria, Australia which is five years (Helal and 

Coelli 2016). We argue that for a principal to be deemed experienced in the role of principal, 

they must at least have completed a full five-year contract term as principal. Similarly, for a 

principal to be deemed experienced in their current school, they must have completed at 

least one full five-year contract as principal in their current school. Therefore, Group EE 

consists of principals who are on at least their second contract in their current school. Group 

NE consists of principals who are generally still on their first contract in their current school 

but have more than five years of total experience as principal12. Group NN consists of 

principals who are generally on their first contract as principal in their current school and 

have no (or very limited) previous experience in the role. Additional details on how these 

                                                                 
10 These principals are new to their current school as a principal. It is possible that these principals were 
previously classroom teachers in their current school.  
11 It would be difficult to build a continuous variable to test H1 and H2 as the expectations of principals who 
would use rewards more extensively / leniently are derived from a combination of two separate variables – 
overall  experience as principal, and experience as principal in the current school. The relationship between 
these two variables and the principal’s use of rewards cannot be captured by an interaction due to the 
expectations that it is principals who are relatively new to their current school but experienced as a principal 
who would use lenient non-financial rewards most extensively.     
12 We use the term “generally” because while contracts for principals are typically for five years (Helal and 
Coell i  2016), there may be some contracts which are for less than five years.  
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groups are created are contained in the Appendix.  We test the robustness of our results to 

the method by which these groups are constructed in Section 5.    

Employee perception of leader credibility (CRED) and clarity (CLARITY) are proxied by 

measures from a survey of school staff conducted by the DET. CLARITY is proxied by a 

measure of collective efficacy. We argue that collective efficacy captures the clarity issue in 

relational contracting because employees who are clear with what is required of them 

would also believe that they will be effective in their role.  Our measure of collective efficacy 

represents a factor score of 12 individual items from a confirmatory factor analysis 

conducted by DET. These items include: staff in my school are able to educate the most 

challenging students; staff here are confident they will be able to motivate their students; 

and staff here have the skills needed to provide meaningful student learning. The full list of 

items is provided in the Appendix. Psychometric properties of this measure have been 

validated in Goddard, Goddard, Kim and Miller (2015) while the scale of this measure was 

developed from a theoretical synthesis by Tschannen-Moran, Hoy, and Hoy (1998). 

Employee perception of leader credibility (CRED) is proxied by a measure of the teachers’ 

opinion on their school’s leadership. This measure is based on the leadership measure used 

by Goddard et al. (2015) and is represented by the factor score from a confirmatory factor 

analysis conducted by DET on 37 individual items. The items include ‘leadership has 

developed a shared vision for the school’, ‘leadership encourages people to express 

opinions that may be contrary to their own’, ‘leadership supports and encourage teachers to 

take professional risks’, and ‘leadership are highly visible to both the teachers and the 

students in our school’. A full list of the items is provided in the Appendix.     
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Empirical model and main results 

Descriptive statistics and correlations 

 Table 3.1 provides summary statistics of the variables used in the analysis. These 

statistics indicate that on average, principals are not lenient in providing rewards. 

Specifically, principals are unlikely (mean of 0.95) and highly unlikely (0.14) to reward 

teachers who performed below expectations with a non-financial and financial reward 

respectively13. More generally, the average proportions of teachers who receive a non-

financial (NFR_%) and financial reward (FR_%) over a single school year is 46% and 7% 

respectively. The mean levels of the lenient use of non-financial rewards (financial rewards) 

for Group NE, NN and EE is 1.3, 0.9 and 0.8 (0.2, 0.1, and 0.2) respectively – see Figure 3.214. 

The low proportion of teachers receiving a financial reward is consistent with the resistance 

to use financial rewards in this sector both in our setting and in numerous western 

economies (Goldhaber, 2006; The National Union of Teachers, n.d.).  

Insert Figure 3.2 here. 

These means provide some preliminary support for H1a, but not H1b. Univariate correlation 

analysis between all variables is presented in Table 3.2.  We find that LNFR is positively 

correlated with NFR_% (p-value ≤ 0.01) while LFR is positively correlated with FR_% (p-value 

≤ 0.01). These correlations provide support to the construct validity of LNFR and LFR.  

Insert Table 3.1 and Table 3.2 here. 

 

                                                                 
13 Values of 0, 1 and 2 indicate that the principal is highly unlikely, unlikely and would maybe reward teachers 
who performed below expectations respectively. 
14 See previous footnote [13]  
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The lenient use of non-financial and financial rewards by different leader groups 

To test H1a and H1b i.e., whether the experienced principals who are new to their 

current school use non-financial rewards and financial rewards more leniently than other 

principals, the following models are estimated. 

𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐺𝐺𝐿𝐿𝐺𝐺𝐺𝐺𝐺𝐺_𝐸𝐸𝐸𝐸𝑖𝑖 + 𝛽𝛽2𝐺𝐺𝐿𝐿𝐺𝐺𝐺𝐺𝐺𝐺_𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐸𝐸𝐿𝐿𝐸𝐸𝑊𝑊𝑖𝑖 + 𝛽𝛽4𝑆𝑆𝑆𝑆𝑆𝑆𝐸𝐸𝑖𝑖 + 𝛽𝛽5𝐺𝐺𝐿𝐿𝑆𝑆𝑖𝑖 +
𝛽𝛽6𝑆𝑆𝐺𝐺𝑆𝑆𝐸𝐸𝑆𝑆𝐺𝐺𝑖𝑖 + 𝛽𝛽7𝐺𝐺𝐺𝐺𝐿𝐿𝑃𝑃𝐷𝐷_𝐸𝐸𝐷𝐷𝐺𝐺𝑖𝑖 + 𝛽𝛽8𝐿𝐿𝐸𝐸𝑊𝑊_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 + 𝛽𝛽9𝐿𝐿𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽10𝐿𝐿𝐺𝐺𝑀𝑀_2014𝑖𝑖 +
𝛽𝛽11𝑇𝑇𝐸𝐸𝑃𝑃𝑆𝑆_𝑄𝑄𝐺𝐺𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽12𝐿𝐿𝑆𝑆_𝐺𝐺𝐺𝐺𝑆𝑆𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀       (1) 

𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐺𝐺𝐿𝐿𝐺𝐺𝐺𝐺𝐺𝐺_𝐸𝐸𝐸𝐸𝑖𝑖 + 𝛽𝛽2𝐺𝐺𝐿𝐿𝐺𝐺𝐺𝐺𝐺𝐺_𝐿𝐿𝐿𝐿𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐸𝐸𝐿𝐿𝐸𝐸𝑊𝑊𝑖𝑖 + 𝛽𝛽4𝑆𝑆𝑆𝑆𝑆𝑆𝐸𝐸𝑖𝑖 + 𝛽𝛽5𝐺𝐺𝐿𝐿𝑆𝑆𝑖𝑖 +
𝛽𝛽6𝑆𝑆𝐺𝐺𝑆𝑆𝐸𝐸𝑆𝑆𝐺𝐺𝑖𝑖 + 𝛽𝛽7𝐺𝐺𝐺𝐺𝐿𝐿𝑃𝑃𝐷𝐷_𝐸𝐸𝐷𝐷𝐺𝐺𝑖𝑖 + 𝛽𝛽8𝐿𝐿𝐸𝐸𝑊𝑊_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 + 𝛽𝛽9𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽10𝐿𝐿𝐺𝐺𝑀𝑀_2014𝑖𝑖 +
𝛽𝛽11𝑇𝑇𝐸𝐸𝑃𝑃𝑆𝑆_𝑄𝑄𝐺𝐺𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽12𝐿𝐿𝑆𝑆_𝐺𝐺𝐺𝐺𝑆𝑆𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀       (2) 

 
The dummy variable that represents principals who are new to the school but experienced 

in the role (GROUP_NE) is excluded from Equation (1) and (2). Therefore, the coefficients of 

interest here are β 1 and β2 . Negative β1 and β2 in Equation (1) and (2) would offer evidence 

consistent with H1a and H1b respectively – i.e., Group NE leaders use non-financial and 

financial rewards more leniently compared to the other leaders (Group EE and Group NN). 

The control variables used in these equations are as follows. We control for principals who 

are either in their contract renegotiation phase or have recently been confirmed as principal 

for a second term (RENEW). The inclusion of this dummy variable ensures that the 

coefficients of interests do not capture the use of rewards that is related to the contract 

renewal of principals.  We include common control variables used in the education 

literature: school size, type (i.e., primary vs secondary), the socioeconomic status of its 

students and principal education level (e.g., Horng et. al. 2010; Branch et. al. 2012; Bowers 

and White 2014). We include the principal’s use of subjective measures when rewarding 

teachers given that prior research finds a positive association between the use of subjective 

measures and leniency (Moers 2005; Bol 2011). We include the school’s standardized 
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numeracy score15 and the principal’s broader assessment of overall teacher quality as 

strong performance levels may encourage principals to be lenient in their use of rewards in 

the current period based on the theory of reciprocity. We control for the percentage of 

teachers who receive a non-financial reward in Equation (1) and financial reward in 

Equation (2) over a single school year to capture the principal’s underlying preference of 

using non-financial and financial rewards respectively. Finally, we include the school’s 

financial position as a school with limited funds may increase (reduce) its reliance on non-

financial (financial) rewards.     

The regression results for Equation (1) in Table 3.3 (Panel 1) provide support for 

H1a.The coefficients for both GROUP_EE and GROUP_NN are negative and significant (p ≤ 

0.05). This indicates that principals who are experienced in the role but new to the school 

use non-financial rewards more leniently than other principals. This result is reasonably 

robust to the exclusion of the control variables (see Panel 2). However, the regression 

results for Equation (2) in Table 3.3 (Panel 3) do not support H1b. In other words, we find 

that there is no difference in the use of lenient financial rewards amongst the different 

groups of principals.  

Insert Table 3.3 here 

The lenient use of rewards and Clarity / Credibility 

To test H2 and H3 i.e., the impact of LNFR and LFR on the employees’ perception of 

clarity and leader credibility, the following models are estimated: 

                                                                 
15 We use the school’s standardized student numeracy test score in 2014 as this would be the latest measure 
available when our survey of principal was administered (June – July 2015). While standardized testing is 
carried out for both l iteracy and numeracy skil ls, the latter was chosen as a control to be consistent with the 
findings in the education l iterature that schools have greater influence on numeracy scores compared to 
l iteracy scores (Rich 2013; Tuttle, Gil l , Gleason, Knechtel, Nichols-Barrer, and Resch 2013). 
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𝑆𝑆𝐿𝐿𝑃𝑃𝐿𝐿𝑆𝑆𝑇𝑇𝑌𝑌𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 + 𝛽𝛽2𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑆𝑆𝑄𝑄𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 + 𝛽𝛽4𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑆𝑆𝑄𝑄𝑖𝑖 +
𝛽𝛽5𝑆𝑆𝑆𝑆𝑆𝑆𝐸𝐸𝑖𝑖 + 𝛽𝛽6𝐺𝐺𝐿𝐿𝑆𝑆𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝐺𝐺𝑆𝑆𝐸𝐸𝑆𝑆𝐺𝐺𝑖𝑖 + 𝛽𝛽8𝐺𝐺𝐺𝐺𝐿𝐿𝑃𝑃𝐷𝐷_𝐸𝐸𝐷𝐷𝐺𝐺𝑖𝑖 + 𝛽𝛽9𝐸𝐸𝐸𝐸𝑃𝑃𝐿𝐿_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 +
𝛽𝛽10𝐿𝐿𝐸𝐸𝑊𝑊_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 + 𝛽𝛽11𝐿𝐿𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽12𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽13𝐿𝐿𝐺𝐺𝑀𝑀_2015𝑖𝑖 + 𝛽𝛽14𝑇𝑇𝐸𝐸𝑃𝑃𝑆𝑆_𝑄𝑄𝐺𝐺𝑃𝑃𝐿𝐿𝑖𝑖 +
𝛽𝛽15𝑇𝑇𝐸𝐸𝑀𝑀𝐺𝐺_%𝑖𝑖 + 𝛽𝛽16𝐸𝐸𝐸𝐸𝐺𝐺_𝑆𝑆𝐺𝐺𝐿𝐿𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀        (3) 

𝑆𝑆𝐿𝐿𝐸𝐸𝐷𝐷𝑆𝑆𝑆𝑆𝑆𝑆𝐿𝐿𝑆𝑆𝑇𝑇𝑌𝑌𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 + 𝛽𝛽2𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑆𝑆𝑄𝑄𝑖𝑖 + 𝛽𝛽3𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑖𝑖 +
𝛽𝛽4𝐿𝐿𝐿𝐿𝐿𝐿_𝐷𝐷𝑀𝑀𝑆𝑆𝑄𝑄𝑖𝑖 + 𝛽𝛽5𝑆𝑆𝑆𝑆𝑆𝑆𝐸𝐸𝑖𝑖 + 𝛽𝛽6𝐺𝐺𝐿𝐿𝑆𝑆𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝐺𝐺𝑆𝑆𝐸𝐸𝑆𝑆𝐺𝐺𝑖𝑖 + 𝛽𝛽8𝐺𝐺𝐺𝐺𝐿𝐿𝑃𝑃𝐷𝐷_𝐸𝐸𝐷𝐷𝐺𝐺𝑖𝑖 +
𝛽𝛽9𝐸𝐸𝐸𝐸𝑃𝑃𝐿𝐿_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 + 𝛽𝛽10𝐿𝐿𝐸𝐸𝑊𝑊_𝑆𝑆𝐺𝐺𝑆𝑆𝐽𝐽𝑖𝑖 + 𝛽𝛽11𝐿𝐿𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽12𝐿𝐿𝐿𝐿_%𝑖𝑖 + 𝛽𝛽13𝐿𝐿𝐺𝐺𝑀𝑀_2015𝑖𝑖 +
𝛽𝛽14𝑇𝑇𝐸𝐸𝑃𝑃𝑆𝑆_𝑄𝑄𝐺𝐺𝑃𝑃𝐿𝐿𝑖𝑖 + 𝛽𝛽15𝑇𝑇𝐸𝐸𝑀𝑀𝐺𝐺_%𝑖𝑖 + 𝛽𝛽16𝐸𝐸𝐸𝐸𝐺𝐺_𝑆𝑆𝐺𝐺𝐿𝐿𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀    (4) 

 
The coefficients of interest in both equation (3) and (4) are β1, β2 , β3, and β4.  If low levels of 

LNFR (LFR) are positively associated with credibility and clarity while excessive use of such 

rewards results in a negative association, then β1 and β2  (β3 and β4) would have a positive 

and negative sign respectively. The control variables used are as follows. We include the 

common control variables used in the education literature: school size, type (i.e., primary vs 

secondary), the socioeconomic status of its students and principal education level (e.g., 

Horng et. al. 2010; Branch et. al. 2012; Bowers and White 2014). We control for the 

principals’ years of experience in their current school as more experienced principals would 

have had time to build clarity and establish their credibility amongst teachers in their school. 

We control for the principal’s use of subjective measures when evaluating and rewarding 

teachers as such measures can be a source of perceived favoritism and confusion for 

employees (Prendergast 1999), thereby reducing clarity and leader credibility. We control 

for the percentage of teachers who receive a non-financial reward and financial reward over 

a single school year as the principal’s general use of performance-based rewards may also 

positively affect the teachers’ perception of the principal’s credibility and clarity on what is 

expected of them (Podsakoff et al. 2010). We include the school’s standardized numeracy 

score16 and the principal’s broader assessment of overall teacher quality as stronger 

                                                                 
16 We use the school’s standardized student numeracy test scores in 2015 as these results would have been 
available when our survey of teachers was carried out in August 2015. While standardized testing is carried out 
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performance levels are expected to reinforce the teachers’ perception of clarity and leader 

credibility. Finally, we control for the proportion of the teachers who are on temporary 

employment contracts. 

The regression results for Equation (3) in Table 3.4 Panel 1 provide support for H2a. 

The coefficient β1 is positive and significant (p ≤ 0.01), indicating that at its mean level of 

use, LNFR is positively associated with teachers’ clarity. The coefficient β2  is negative and 

significant (p ≤ 0.01), indicating that the excessive use of LNFR is negatively associated with 

teachers’ clarity. However, β3 and β4  in Table 3.4, Panel 1 indicate that H2b is not 

supported.  

The regression results for Equation (4) in Table 3.4 Panel 2 provide mixed support for 

H3a. While the coefficient for β1 is positive, it is not significant at conventional levels. This 

indicates that at its mean level of use, LNFR is not associated with teachers’ perception of 

their principal’s credibility. However,  β2  is negative and significant (p ≤ 0.05), indicating that 

excessive use of LNFR is negatively associated with perceptions of principal credibility. When 

we use the original LNFR, LNFR_SQ, LFR and LFR_SQ values (i.e., values which are not de-

meaned) in Equation (4), β2  remains negative and significant (p ≤ 0.05), while β1  is now 

weakly significant (p ≤ 0.10). Refer to Table 3.4 Panel 3. This indicates that at very low levels 

of LNFR use, there is a weak positive association between LNFR and perceptions of 

principal’s credibility. H3b is not supported as the coefficients of β3 and β4 are not significant 

in Table 3.4 Panel 2 and 3.  

Insert Table 3.4 here 

                                                                                                                                                                                                          
for both l iteracy and numeracy skil ls, the latter was chosen as a control to be consistent with the findings in 
the education l iterature that schools have greater influence on numeracy scores compared to l iteracy scores 
(Rich 2013; Tuttle, Gil l , Gleason, Knechtel, Nichols-Barrer, and Resch 2013). 
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Discussion of the main results and additional analysis  

Our results provide support for H1a and H2a and qualified support for H3a. We find 

that Group NE uses non-financial rewards more leniently than other groups and that the 

lenient use of such rewards has an inverted U-shaped relationship with both employee 

clarity and leader credibility. At mean levels of LNFR, we find it to be positively associated 

with clarity, but not credibility. However, at lower levels of LNFR, it has a weak positive 

association with credibility. We do not find support for all hypotheses that relate to financial 

rewards i.e., H1b, H2b and H3b. The lack of support for H1b (i.e., we find that all three 

groups were similarly lenient in the use of financial rewards) could be due to at least two 

reasons. First, the greater (financial) costs involved with financial rewards compared to non-

financial rewards could have deterred Group NE from using financial rewards more leniently 

relative to the other groups. Second, it could be because the use of LFR does not help with 

clarity and credibility – as seen by the lack of support for H2b and H3b. In turn, this could be 

due to the more private nature of financial rewards compared to non-financial rewards 

resulting in LFR being a weaker signal of desirable behaviors (i.e., clarity) and leader 

credibility. The lack of support for H2b and H3b could also be due to the insufficient 

variation in LFR and the relatively low use of financial rewards overall. Recall that the mean 

level of LFR was 0.1, indicating that it was highly unlikely for principals to give out a financial 

reward to teachers who performed below or significantly below expectations. This was close 

to the lowest point on the scale (0.00). 

We conduct additional analyses to provide further support to our main results. First, 

we regress the number of performance areas (e.g., student test scores, engagement with 

colleagues, engagement with parents, and student well-being) that the principal is very 
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likely to reward against LNFR, LFR and control variables as per Table 3.5. We find that LNFR 

is positively associated (p ≤ 0.05) with the number of performance areas that are rewarded. 

This provides evidence consistent with our argument that as rewards are provided more 

leniently, the range of behaviors that get rewarded also increases – eventually leading to 

negative impact on employee clarity. However, surprisingly, LFR is not associated with the 

number of performance areas that are rewarded.  

Insert Table 3.5 here 

Next, we investigate the sensitivity of H1a’s results to the way our three leader 

groups are constructed. The first robustness test is based on research in education, which 

finds that while a principal’s prior experience is positively associated with student 

outcomes, its impact dissipates after about four years of experience (Clark, Martorell, and 

Rockoff 2009). Given these findings suggest that it takes about four years for new principals 

to almost fully learn on-the-job, it is plausible for principals to also take this amount of time 

to learn about the types of teacher behaviors that they would like to reward leniently. 

Therefore, we reclassify principals who have spent more than four years in the role as 

‘Experienced’ (compared to five years in our main analysis)17. The results which are 

presented in Table 3.6 – Panel 1 below indicate that both coefficients to GROUP_EE2 and 

GROUP_NN2 have the hypothesized signs and remain statistically significant (p ≤ 0.05).  

In our second robustness test of H1a, we change the way the control variable for 

principals who are either in their contract renegotiation phase or have been recently 

confirmed as principal for a second term (RENEW) is constructed. Instead of including 

                                                                 
17 While the typical employment contracts of school principals are for five years (Helal and Coell i  2016), there 
may be instances where principals leave their school before the end of the contract to fi l l  a vacant position in a 
different school.   
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principals who have between four and six years of experience in their current school in this 

group as per our main analysis, we tighten this window to between 4.5 and 5.5 years 

(RENEW2). The results which are presented in Table 3.6 – Panel 2 below indicate that both 

coefficients to GROUP_EE3 and GROUP_NN3 have the hypothesized signs and remain 

statistically significant (p ≤ 0.05) and weakly significant (p ≤ 0.10) respectively.  

In our final robustness test, we remove RENEW as a control. The results which are 

presented in Table 3.6 – Panel 3 below indicate that both coefficients for GROUP_EE4 and 

GROUP_NN4 have the hypothesized signs and remain statistically significant (p ≤ 0.05).  

Insert Table 3.6 here 

Conclusions 

New leaders in organizations who rely on relational contracts with their employees 

face the challenge of building their credibility and employee clarity regarding the terms of 

the contract. We find evidence consistent with the argument that non-financial rewards 

that are used ‘somewhat’ leniently can help alleviate these challenges – particularly the 

clarity challenge. However due to the inverted U-shaped relationship between LNFR and 

both clarity and credibility, excessively lenient use of such rewards may actually intensify 

these challenges. Contrary to our expectations, we fail to find evidence to support the use 

of LFR to overcome the clarity and credibility challenge; possibly due to the fact that they 

are mostly administered in private and/or the lack of variation of its use in our setting.   

This study contributes to three broad areas of research. First, it contributes to the 

literature on the use of rewards as a control mechanism. While prior research has 

investigated the use of formulaic rewards, we focus on rewards which are used more 
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informally based on the leader’s discretion (Gibbons and Kaplan 2015) to achieve clarity and 

credibility. We also contribute to this stream of research by investigating whether the use of 

rewards would be different for leaders with varying levels of experience. Second, this study 

contributes to the literature on relational contracting where the existing empirical research 

on intra-firm relational contracts largely consists of case studies on how established 

contracts are used and refined in individual organizations (for examples, see Gibbons and 

Henderson 2012). Our findings provide more general evidence on how the challenge of 

developing clarity and credibility can be overcome in new relational contracts. Finally, we 

contribute to the literature on cognitive biases by suggesting that the generous provision of 

rewards may actually be a deliberate and economically-rational strategy undertaken by 

managers.  

 There are a number of potential limitations of this study. While there are no ex-ante 

reasons to expect a lack of generalizability of the findings in this study to other settings, 

there may be a risk of doing so due to its focus on a single industry – schools. However, we 

believe that our findings do not critically depend on any unique organizational feature of 

schools and would therefore generalize to organizations which use relational contracts and 

non-financial rewards to motivate employees.  In addition, the lenient use of rewards is 

measured narrowly by focussing on the probability that individuals who performed below 

and significantly below expectations are rewarded. However, it is likely that the lenient use 

of rewards would also apply to individuals who performed above expectations. Future 

research could study (1) relational contracts in other settings (particularly in settings where 

there is more variation in the lenient use of financial rewards); (2) the implications of using a 

broader definition of leniency on our results; (3) mechanisms that are used by employees to 
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build stable and productive relational contracts with their leaders; and (4) whether a 

reduction of leniency in the provision of rewards over time (e.g., as Group NE become more 

experienced in their organization) has an adverse impact on clarity and credibility.   
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Figure 3.1: Written recognition from school principals via school newsletters 

These recognitions signal the principal values activities that build community links 

(Sandringham College LHS) and hands-on learning activities (Black Rock Primary School RHS) 
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Figure 3.2 
Probability of providing a lenient non-financial (LNFR) and lenient financial reward (LFR) (i.e., 

to a teacher who performed below or significantly below expectations) 

  

Group NN: new leaders in an organization who are also new to the role  
Group NE: new leaders in an organization who are experienced in the role  
Group EE: and leaders who are experienced in the organization and experienced in the role 
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Table 3.1 
Descriptive statistics 

Variable Obs Mean Std. Dev. Min Max 
LNFR 282 0.95 1.21 0.00 4.00 
LNFR_DM 282 0.00 1.21 -0.95 3.05 
LNFR_DMSQ 282 1.47 2.31 0.00 9.15 
LFR 251 0.14 0.53 0.00 4.00 
LFR_DM 251 0.00 0.53 -0.14 3.86 
LFR_DMSQ 251 0.28 1.52 0.02 14.91 
CLARITY 296 76.47 9.45 50.43 95.83 
CRED 296 75.55 9.89 45.93 96.74 
GROUP_EE 302 0.47 0.50 0.00 1.00 
GROUP_NE 302 0.10 0.30 0.00 1.00 
GROUP_NN 302 0.25 0.43 0.00 1.00 
GROUP_EE2 302 0.47 0.50 0.00 1.00 
GROUP_NE2 302 0.13 0.34 0.00 1.00 
GROUP_NN2 302 0.21 0.41 0.00 1.00 
GROUP_EE3 302 0.52 0.50 0.00 1.00 
GROUP_NE3 302 0.10 0.30 0.00 1.00 
GROUP_NN3 302 0.26 0.44 0.00 1.00 
GROUP_EE4 302 0.56 0.50 0.00 1.00 
GROUP_NE4 302 0.14 0.34 0.00 1.00 
GROUP_NN4 302 0.31 0.46 0.00 1.00 
RENEW 302 0.19 0.39 0.00 1.00 
RENEW2 302 0.12 0.32 0.00 1.00 
SIZE 297 424.93 378.02 5.00 2085.00 
PRI 302 0.72 0.45 0.00 1.00 
NUM_2014 257 0.48 0.28 0.00 0.99 
NUM_2015 261 0.49 0.27 0.00 0.99 
REW_SUBJ 289 4.54 1.03 1.00 7.00 
EVAL_SUBJ 300 4.48 0.91 2.00 7.00 
EDU_PGRAD 300 0.64 0.48 0.00 1.00 
SOCECO 277 1005.80 66.76 835.00 1170.00 
TEAC_QUAL 301 5.35 1.05 2.00 7.00 
NFR_% 292 45.69 41.19 0.00 100.00 
FR_% 288 6.54 16.45 0.00 100.00 
FI_POS 297 2269.98 4556.27 -1870.51 52194.20 
TEMP_% 291 13.96 12.98 0.00 100.00 
REW_ NUM 296 2.93 2.20 0.00 8.00 
EXP_CUR 302 7.16 5.64 0.00 32.25 
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Table 3.2 
Correlations between Main Variables 

  1 2 3 4 5 6 7 8 9 10 11 12 

1 LNFR_DM 1.00            
2 LNFR_DMSQ 0.80*** 1.00 

          
3 LFR_DM 0.17*** 0.06 1.00          
4 LFR_DMSQ 0.11* 0.05 0.91*** 1.00         
5 CLARITY 0.10* 0.04 -0.05 -0.08 1.00        
6 CREDIBILITY 0.04 -0.01 -0.01 0.00 0.63*** 1.00       
7 GROUP_EE -0.12** -0.08 0.08 0.03 0.09 -0.06 1.00      
8 GROUP_NE 0.10* 0.11* 0.01 0.00 -0.06 -0.01 -0.31*** 1.00     
9 GROUP_NN -0.05 -0.05 -0.07 -0.01 -0.07 0.08 -0.54*** -0.19*** 1.00    

10 RENEW 0.13** 0.07 -0.03 -0.03 0.01 0.00 -0.45*** -0.16*** -0.27*** 1.00   
11 SIZE -0.03 0.04 -0.08 -0.07 -0.28*** -0.43*** 0.11* 0.02 -0.16*** 0.03 1.00  
12 PRI 0.10 0.04 0.03 0.05 0.55*** 0.54*** 0.01 -0.05 -0.01 0.04 -0.43*** 1.00 
13 NUM_2014 0.07 0.04 0.05 0.00 0.50*** 0.00 0.20*** -0.01 -0.18*** -0.05 0.25*** 0.02 
14 NUM_2015 0.09 0.12* 0.10 0.03 0.47*** 0.02 0.12* 0.01 -0.17*** 0.03 0.23*** 0.00 
15 REW_SUBJ -0.08 -0.04 0.05 0.07 0.02 0.01 0.10 0.01 -0.09 -0.03 0.01 -0.06 
16 EVAL_SUBJ -0.09 -0.06 0.02 0.05 0.02 -0.04 0.09 0.02 -0.10* -0.02 0.01 -0.01 
17 EDU_PGRAD -0.02 -0.07 0.15*** 0.12* -0.04 -0.09 -0.05 -0.01 0.02 0.06 0.06 -0.17*** 
18 SOCECO 0.04 0.04 0.06 -0.02 0.53*** 0.00 0.12** 0.02 -0.19*** 0.03 0.19*** 0.09 
19 TEAC_QUAL 0.14** 0.17*** -0.05 -0.10 0.31*** 0.24*** 0.10* -0.06 -0.10* 0.03 0.10* 0.00 
20 NFR_% 0.24*** 0.10* 0.02 0.01 0.15*** 0.18*** 0.01 0.06 -0.06 0.01 0.00** 0.15*** 
21 FR_% -0.02 -0.07 0.33*** 0.29*** 0.08 -0.01 0.03 0.07 -0.03 -0.07 -0.11* 0.01 
22 FI_POS -0.06 -0.08 -0.02 0.00 -0.04 -0.06 0.10* 0.00 -0.07 -0.05 -0.18*** -0.25*** 
23 TEMP_PCT 0.00 -0.06 0.04 0.02 0.25*** 0.28*** -0.01 0.00 0.04 -0.02 -0.24*** 0.24*** 
24 REW_NUM 0.24*** 0.20*** -0.09 -0.07 0.04 0.11* -0.01 0.05 -0.06 0.05 -0.02 0.04 
25 EXP_CUR -0.03 -0.04 0.03 -0.01 0.11* -0.02 0.76*** -0.29*** -0.53*** -0.17*** 0.14** 0.05 
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*, **, *** Indicate significance at 10%, 5% and 1% respectively (two-tailed).  

 

  13 14 15 16 17 18 19 20 21 22 23 24 

1 LNFR_DM 
           

 
2 LNFR_DMSQ 

           
 

3 LFR_DM 
           

 
4 LFR_DMSQ 

           
 

5 CLARITY 
           

 
6 CREDIBILITY 

           
 

7 GROUP_EE 
           

 
8 GROUP_NE 

           
 

9 GROUP_NN 
           

 
10 RENEW 

           

 

11 SIZE            
 

12 PRI            
 

13 NUM_2014 1.00           
 

14 NUM_2015 0.83*** 1.00          
 

15 REW_SUBJ -0.07 -0.04 1.00         
 

16 EVAL_SUBJ -0.03 0.00 0.42*** 1.00        
 

17 EDU_PGRAD 0.05 0.06 0.05 0.01 1.00       
 

18 SOCECO 0.74*** 0.74*** 0.06 0.05 0.06 1.00      
 

19 TEAC_QUAL 0.32*** 0.31*** -0.01 -0.08 -0.01 0.21*** 1.00     
 

20 NFR_% 0.09 0.02 0.02 -0.02 -0.09 0.06 0.09 1.00    
 

21 FR_% -0.02 0.00 0.03 0.02 -0.02 0.04 0.01 0.16*** 1.00   
 

22 FI_POS -0.05 -0.06 0.13** 0.04 0.07 -0.15*** 0.07 -0.05 0.01 1.00  
 

23 TEMP_PCT 0.11* 0.07 -0.03 -0.04 -0.06 0.03 0.08 0.19*** 0.09 0.14** 1.00  
24 REW_NUM -0.02 -0.03 0.06 -0.02 0.05 0.02 0.05 0.08 -0.15*** 0.00 0.02 1.00 
25 EXP_CUR 0.20*** 0.14** 0.11* 0.09 -0.06 0.11** 0.13** -0.02 0.02 0.04 -0.08 0.00 
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Table 3.3 
Use of Lenient Rewards by the different group of Principals (H1a and H1b) 

 
*, **, *** Indicate significance at 10, 5 and 1% respectively (1-tailed for hypothesized relationships; 2 
tailed otherwise). Intercept included but not reported.  
 
Variable Definitions: 
GROUP_EE = Principals who are experienced in the school and in the role (i .e., more than 6 years of experience as principal in 
their current school) 
GROUP_NN = Principals who are new to the school and to the role (i .e., 4 years or less of experience in the current school 
and 5 years or less experience as principal overall) 
RENEW = Principals who are either in their contract renegotiation phase or have recently been confirmed as principal for a 
second term (i.e., between 4 and 6 years of experience in the current school)  
SIZE = Total student enrolment  
PRI = Indicator if school is a primary school 
SOCECO = Social economic status of students in the school 
PGRAD_EDU = Indicator variable if principal has post-graduate qualifications 
REW_SUBJ = Use of subjectivity when rewarding teachers  
NUM_2014 = Standardized student numeracy test score in 2014 at the school level 
TEAC_QUAL = Teacher quality  
NFR_% = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FR_% = Overall  use of financial rewards (% of teachers who received a financial reward over a school year) 
FIN_POS = The financial position of the school (net cash balance per student) 

                                                                 
18 Robust standard errors used if a model fails the Breusch-Pagan / Cook-Weisberg test for heteroskedasticity. 
 
 

 

Independent variable  LNFR LFR 

 1 2 3 4 
Dependent Variable Coef. t-stat Coef. t-stat Coef. t-stat Coef. t-stat 
GROUP_EE -0.58** -1.99 -0.49** -1.63 0.02 0.14 0.03 0.23 
GROUP_NN -0.53** -1.67 -0.50* -1.55 -0.08 -0.52 -0.06 -0.38 
RENEW -0.03 -0.09 0.07 -0.15 -0.01 -0.10 -0.02 -0.15 
SIZE 0.00 -0.34  -  - 0.00* -1.80  -  - 
PRI 0.19 0.80  -  - -0.01 -0.13  -  - 
SOCECO 0.00 -0.85  -  - 0.00 -0.09  -  - 
PGRAD_EDU -0.04 -0.23  -  - 0.21** 2.48  -  - 
REW_SUBJ -0.11 -1.33  -  - 0.06 1.32  -  - 
NUM_2014 0.38 0.83  -  - 0.29 1.29  -  - 
TEAC_QUAL 0.14* 1.72  -  - -0.06 -1.44  -  - 
NFR_%  0.01*** 3.59  -  -  -  -  -  - 
FR_%  -  -  -  - 0.00 0.23  -  - 
FI_POS 0.00 -0.80  -  - 0.00** 2.03  -  - 
N 228 228 204 204 
Adj R-squared 0.09 0.03 0.03 -0.01 
Robust SE18 N N N N 



Chapter 3 – Relational Contracts 

103 
 

 
Table 3.4  

The impact of Lenient Rewards on Employees’ Perception of Clarity and Leader Credibility  

(H2a, H2b, H3a, H3b) 

Dependent variable CLARITY CREDIBILITY 

 1 2 3 
  Coef t-stat Coef t-stat Coef t-stat 
LNFR_DM 1.50*** 2.59 0.54 0.67 - - 
LNFR_DMSQ -0.71*** -2.63 -0.72** -1.85  -  - 
LFR_DM -3.58* -1.74 -1.85 -0.70  -  - 
LFR_DMSQ 0.30 0.43 0.97 0.95  -  - 
LNFR  -  -  -  - 1.92* 1.30 
LFNR_SQ  -  -  -  - -0.72** -1.85 
LFR  -  -  -  - -2.14 -0.73 
LFR_SQ  -  -  -  - 0.97 0.95 
SIZE -0.00*** -3.18 -0.01*** -2.77 -0.01 -2.77 
PRI 9.49*** 7.92 10.61*** 6.51 10.61*** 6.51 
SOCECO 0.05*** 5.75 -0.01 -0.50 -0.01 -0.50 
PGRAD_EDU 0.93 1.07 0.47 0.41 0.47 0.41 
EVAL_SUBJ -0.37 -0.67 -0.74 -1.14 -0.74 -1.14 
REW_SUBJ 0.95** 2.01 0.97 1.59 0.97 1.59 
NFR_% 0.00 -0.31 0.01 0.47 0.01 0.47 
FR_% 0.09** 2.19 -0.06 -1.05 -0.06 -1.05 
NUM_2015 7.32*** 3.25 -1.44 -0.48 -1.44 -0.48 
TEAC_QUAL 1.71*** 3.68 3.29*** 5.91 3.29*** 5.91 
TEMP_% 0.00 0.07 0.05 0.93 0.05 0.93 
EXP_CUR 0.12* 1.68 -0.06 -0.61 -0.06 -0.61 
N 200 200 200 
Adj R-squared 0.66 0.44 0.44 
Robust SE19 Y N N 

 

 
*, **, *** Indicate significance at 10, 5 and 1% respectively (1-tailed for hypothesized relationships; 2 
tailed otherwise). Intercept included but not reported.  
 
Variable Definitions: 
CLARITY = Teachers’ perception of clarity 
CREDIBILITY = Teachers’ perception of their principal’s credibility 
LNFR = Principal’s leniency bias in the provision of non-financial rewards 
LNFR_SQ = (LNFR)2 

LFR = Principal’s leniency bias in the provision of financial rewards 

                                                                 
19 Robust standard errors used if a model fails the Breusch-Pagan / Cook-Weisberg test for heteroskedasticity. 
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LFR_SQ = (LFR)2 

LNFR_DM = Principal’s leniency bias in the provision of non-financial rewards; de-meaned 
LNFR_DMSQ = (LNFR_DM)2 

LFR_DM = Principal’s leniency bias in the provision of financial rewards; de-meaned 
LFR_DMSQ = (LFR_DM)2 

SIZE = Total student enrolment  
PRI = Indicator if school is a primary school 
SOCECO = Social economic status of students in the school 
PGRAD_EDU = Indicator variable if principal has post-graduate qualifications 
EVAL_SUBJ = Use of subjectivity when evaluating the performance teachers  
REW_SUBJ = Use of subjectivity when rewarding teachers  
NFR_% = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FR_% = Overall  use of financial rewards (% of teachers who received a financial reward over a school year) 
NUM_2015 = Standardized student numeracy test score in 2015 at the school level 
TEAC_QUAL = Teacher quality  
TEMP_% = The percentage of temporary (fixed-term) teachers 
EXP_CUR = Experience of principal in the current school (in years) 
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Table 3.5  
Lenient rewards and the number of rewarded performance areas 

 

 

 

 

 

 

 

 

 

*, **, *** Indicate significance at 10, 5 and 1% respectively (2-tailed). Intercept included but not 
reported.  

   

Variable definitions 
LNFR_DM = Principal’s leniency bias in the provision of non-financial rewards; de-meaned 
LFR_DM = Principal’s leniency bias in the provision of financial rewards; de-meaned 
SIZE = Total student enrolment  
PRI = Indicator if school is a primary school 
SOCECO = Social economic status of students in the school 
PGRAD_EDU = Indicator variable if principal has post-graduate qualifications 
NFR_% = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FR_% = Overall  use of financial rewards (% of teachers who received a financial reward over a school year) 
  

                                                                 
20 Robust standard errors used if a model fails the Breusch-Pagan / Cook-Weisberg test for heteroskedasticity. 
 

Variable Coef. t-stat 
LNFR_DM 0.33** 2.65 
LFR_DM  -0.42 -1.25 
SIZE 0.00 -0.31 
PRI 0.19 0.44 
SOCECO 0.00 0.49 
PGRAD_EDU -0.12 -0.40 
NFR_% 0.00 0.93 
FR_% -0.02* -1.66 
N 219 
Adjusted R-squared 0.04 
Robust SE20 N 
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Table 3.6 
Robustness of H1a to different methods to construct Group EE, NE and NN 

  

1 
(more than 4 
years deemed 
experience) 

2 
(tighter renew 

window) 
 

3 
(without 

controlling for 
renew) 

Variable Coef. t-stat Coef. t-stat Coef. t-stat 
GROUP_EE2 -0.56** -2.20 - - - - 
GROUP_NN2 -0.59** -2.05 - - - - 
RENEW 0.00 0.00  - -  - - 
GROUP_EE3  - -  -0.51** -1.77  - -  
GROUP_NN3  -  - -0.48* -1.55  -  - 
RENEW2  -  - 0.04 0.13  -  - 
GROUP_EE4  -  - - - -0.51** -2.08 
GROUP_NN4  - -  - - -0.45** -1.69 
SIZE 0.00 -0.21 0.00 -0.17 0.00 -0.28 
PRI 0.18 0.78 0.24 1.02 0.22 0.92 
SOCECO 0.00 -1.01 0.00 -0.76 0.00 -0.60 
PGRAD_EDU -0.06 -0.37 -0.02 -0.09 -0.02 -0.13 
REW_SUBJ -0.12 -1.41 -0.11 -1.35 -0.13 -1.52 
NUM_2014 0.39 0.87 0.31 0.68 0.26 0.57 
TEAC_QUAL 0.14* 1.73 0.14* 1.75 0.15* 1.82 
NFR_% 0.01*** 3.73 0.01*** 3.61 0.01*** 3.59 
FI_POS 0.00 -0.82 0.00 -0.66 0.00 -0.80 
N 228 228 228 
Adjusted R-squared 0.10 0.08 0.07 
Robust SE21 N N N 

 
*, **, *** Indicate significance at 10, 5 and 1% respectively (1-tailed for hypothesized relationships; 2-
tailed otherwise). Intercept included but not reported.  
 
Variable Definitions: 
GROUP_EE2 = Principals who are experienced in the school and in the role (i .e., more than 6 years of experience as principal 
in their current school) 
GROUP_NN2 = Principals who are new to the school and to the role (i .e., 4 years or less of experience in the current school 
and as principal overall) 
RENEW = Principals who are either in their contract renegotiation phase or have been recently confirmed as principal for a 
second term (i.e., between 4 and 6 years of experience in the current school)  
GROUP_EE3 = Principals who are experienced in the school and in the role (i .e., more than 5.5 years of experience as 
principal in their current school) 
GROUP_NN3 = Principals who are new to the school and to the role (i .e., 4.5 years or less of experience in the current school 
and 5 years or less experience as principal overall) 
RENEW2 = Principals who are either in their contract renegotiation phase or have recently been confirmed as principal for a 
second term (i.e., between 4.5 and 5.5 years of experience in the current school)  

                                                                 
21 Robust standard errors used if a model fails the Breusch-Pagan/Cook-Weisberg test for heteroskedasticity. 
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GROUP_EE4 = Principals who are experienced in the school and in the role (i .e., more than 5 years of experience as principal 
in their current school) 
GROUP_NN4 = Principals who are new to the school and to the role (i .e., 5 years or less of experience in the current school 
and as principal overall) 
SIZE = Total student enrolment  
PRI = Indicator if school is a primary school 
SOCECO = Social economic status of students in the school 
PGRAD_EDU = Indicator variable if principal has post-graduate qualifications 
REW_SUBJ = Use of subjectivity when rewarding teachers  
NUM_2014 = Standardized student numeracy test score in 2014 at the school level 
TEAC_QUAL = Teacher quality  
NFR_% = Overall  use of non-financial rewards (% of teachers who received a non-fin reward over a school year) 
FIN_POS = The financial position of the school (net cash balance per student) 
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Appendix 
Variable Definitions 

Variable  Definition Measurement 
LNFR / LFR Leniency bias in 

the provision of 
non-financial / 
financial 
incentives  

The average score of two survey questions 
which ask principals about the probability of 
them providing a reward to teachers who 
performed (a) below; and (b) significantly 
below expectations on a Likert Scale. 0 = 
highly unlikely; 4 = highly likely. 

LNFR_DM / LFR_DM De-meaned LNFR / 
LFR 

LNFR – Sample mean / LFR – Sample mean 
 

LNFR_DMSQ / LFR_DMSQ LNFR_DM / 
LFR_DM squared 

(LNFR_DM)2  / (LFR_DM)2 

EVAL_SUBJ Use of subjectivity 
in the 
performance 
evaluation of 
teachers 

Survey question that asks principals what 
combination of quantitative (objective) and 
qualitative (subjective) data is used when 
evaluating the performance of their teachers 
on a Likert Scale. 1 represents only 
quantitative and 7 represents only qualitative 
data.   
 

REW_SUBJ Use of subjectivity 
in providing 
performance-
based financial 
incentives 

Survey question that asks principals what 
combination of quantitative (objective) and 
qualitative (subjective) data is used when 
deciding to reward their teachers on a Likert 
Scale. 1 represents only quantitative and 7 
represents only qualitative data.  
 

SIZE Total student 
enrolment 

From the school profile database maintained 
by the Australian Curriculum, Assessment and 
Reporting Authority (ACARA) in 2015. 
 

PRI Primary school = 
1; Secondary 
school = 0 
 

From the school profile database maintained 
by ACARA. PRI includes schools that offer 
primary and secondary classes as these 
schools mostly offer primary and lower 
secondary classes only.  
 

NUM_2014 / NUM_2015 Standardized 
student numeracy 
test score in 2014 
/ 2015 
 
 
 

Data from the National Assessment Program 
(NAPLAN)’s standardized numeracy scores in 
2014 and 2015. Students are tested in Years 3, 
5, 7 and 9. A percentile score is first computed 
for each school at each year level. Next, the 
percentile scores are averaged (weighted by 
the size of the cohort) to obtain a single 
percentile score for each school. 
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Variable  Definition Measurement 
NFR_% Non-financial 

rewards used by 
the principal 

Survey question that asks principals the 
percentage of teachers in their school who 
were given a non-financial rewards due to 
their performance over a single school year 

FR_% Financial rewards 
used by the 
principal 

Survey question that asks principals the 
percentage of teachers in their school who 
were given financial rewards due to their 
performance over a single school year 

SOCECO Socio-economic 
status of the 
students in the 
school 

Based on the Index of Community Socio-
Educational Advantage (ICSEA) which was 
created by the Australian Curriculum 
Assessment and Reporting Authority (ACARA) 
to enable comparisons of the NAPLAN tests. 
Takes into consideration parents’ education 
and occupation, the percentage of indigenous 
students and a school’s geographical location. 

CLARITY 
 

Employees’ 
perception of 
clarity 

Obtained from the ‘collective efficacy’ 
measure from a survey of school staff 
conducted by the Department of Education 
and Training. This measure represents the 
factor score of the following items: 
• Staff in my school are able to educate the 

most challenging students;  
• Staff here are confident they will be able to 

motivate their students;  
• Staff in this school have the skills to deal 

with students with disciplinary problems;  
• Staff here have the skills needed to provide 

meaningful student learning 
• If a child doesn’t want to learn, staff here 

give up 
• Staff in this school believe that every child 

can learn 
• Our students come to school ready to learn 
• The home environments of students here 

provide enough advantages that they 
readily learn 

• Students here are motivated to learn 
• The opportunities in the local community 

help ensure that our students will learn 
• Learning is more difficult at my school 

because students are worried about their 
safety 

• Drug and alcohol abuse in the out-of-
school community make learning difficult 
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Variable  Definition Measurement 
for students here 

 
 
 
 
 
 
 
 
 
 

CRED Employees’ 
perception of their 
leader’s credibility  

Obtained from the ‘Leadership’ measure from 
a survey of school staff conducted by the 
Department of Education and Training. This 
measure represents the factor score of the 
following items: 

The school leadership team: 
• have developed a shared vision for the 

school 
• encourage people to express opinions that 

may be contrary to their own 
• understand that some changes can be 

frustrating and/or cause anxiety 
• regularly communicate with parents about 

how they can help their children learn 
• support staff during times of significant 

change 
• change their ideas in response to feedback 

from staff 
• change their approaches based on staff 

input 
• create the conditions necessary for change 

to happen 
• are willing to lead new changes 
• know how well the staff are handling new 

changes 
• promote a sense of well-being among staff 
• promote cohesion among teachers and 

staff 
• adapt their leadership styles to the specific 

needs of the situation 
• stay informed about the current research 
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Variable  Definition Measurement 
and theory regarding effective schooling 

• continually expose teachers to new ideas 
on how to be effective 

• regularly have discussions about current 
research and theory 

• continually learn with teachers about 
effective instructional practice 

• are directly involved in helping teachers 
design instructional activities in their 
classrooms 

• are directly involved in helping teachers 
make instructional decisions using 
assessment data 

• are directly involved in helping teachers 
address instructional issues in their 
classrooms 

• are very knowledgeable about effective 
instructional practices 

• are very knowledgeable about curricular 
issues  

• provide conceptual guidance for the 
teachers regarding effective classroom 
practice 

• are very knowledgeable about effective 
classroom assessment practices 

• continually monitor the effectiveness of our 
curriculum 

• continually monitor the effectiveness of the 
instructional practices used in our school 

• can accurately determine how effectively 
our school enhances student learning 

• continually monitor the effectiveness of the 
assessment practices used in our school 

• work closely with parents to meet students' 
needs 

• encourage feedback from parents and the 
community 

• are strong advocates for our school to the 
community 

• are strong advocates for our school to 
students’ parents 
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Variable  Definition Measurement 
• regularly report important data to parents 

and the community 
• support and encourage teachers to take 

professional risks 
• encourage teachers to try new methods of 

instruction 
• encourage all teachers to "stretch" and 

"grow" 
• make systematic and frequent visits to 

classrooms 
• are highly visible to both the teachers and 

the students in our school 
• have frequent contact with the students in 

our school 
 
 

TEAC_QUAL Teacher quality Survey question that asks principals ‘Relative 
to a comparable group of schools, how would 
you rate your teachers’ performance in 
delivering student outcomes’ on a Likert scale; 
1 = One of the worst; 7 = One of the best 
 

GROUP_EE; GROUP_NE; 
GROUP_NN; GROUP_EE2 
GROUP_NE2; GROUP_NN2; 
GROUP_EE3; GROUP_NE3; 
GROUP_NN3; GROUP_EE4; 
GROUP_NE4; GROUP_NN4; 
RENEW; RENEW2  

Experience as a 
principal in current 
school and overall 
experience as 
principal; N = New; 
E = Experienced 

Based on experience as a principal in the 
current school and overall experience as 
principal from the survey of principal 
 
Main analysis 
• EE: More than 6 years of experience in the 

current school (and as principal overall)  
• NE: 4 years or less of experience in the 

current school and more than 5 years of 
experience as principal overall   

• NN: 4 years or less experience as principal in 
the current school and 5 years or less  
experience as principal overall   

• RENEW (control): Between 4 years and 6 
years of experience in the current school as a 
principal 

 
Robustness analysis 1 (More than 4 years as 
principal deemed ‘experienced’) 
• EE2: More than 6 years of experience in the 

current school (and as principal overall; same 
as EE)  
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Variable  Definition Measurement 
• NE2: 4 years or less of experience in the 

current school and more than 4 years of 
experience as principal overall   

• NN2: 4 years or less experience as principal 
in the current school and as principal overall   

• RENEW (control): Between 4 years and 6 
years of experience in the current school as a 
principal 
 

Robustness analysis 2 (tighter RENEW window) 
• EE3: More than 5.5 years of experience in the 

current school (and as principal overall)  
• NE3: 4.5 years or less of experience in the 

current school and more than 5 years of 
experience as principal overall   

• NN3: 4.5 years or less experience as principal 
in the current school and 5 years or less of 
experience as principal overall   

• RENEW2 (control): Between 4.5 years and 
5.5 years of experience in the current school 
as a principal 
 

Robustness analysis 3 (without RENEW) 
• EE4: More than 5 years of experience in the 

current school (and as principal overall)  
• NE4: 5 years or less experience in the current 

school and more than 5 years of experience 
as principal overall   

• NN4: 5 years or less experience as principal 
in the current school and as principal overall   

PGRAD_EDU Post-graduate 
education = 1; 0 
otherwise 

The principal’s education level from the survey 
of principal 

FI_POS School financial 
position 

A net cash balances measure of the school per 
student obtained from the Department of 
Education and Training. It is a rolling 36 month 
average as at the end of 2014  

TEMP_% 
 

Percentage of 
temporary workers 

Number of temporary workers in 2014 from 
survey of school principal divided by the 
number of teachers at the school from the 
school profile database maintained by ACARA.  
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Variable  Definition Measurement 
REW_NUM Number of 

performance areas 
that are rewarded 
by the principal 

Based on survey questions which asks the 
principal about the likelihood that high 
performance in each of the following 9 areas 
would result in a reward for a teacher: student 
engagement, student well-being, professional 
knowledge and skills, engagement with 
colleagues, engagement with parents and the 
community, involvement in building the 
school culture, student test scores, student 
achievement (other than test scores), and 
other areas. Response range from 0 (very 
unlikely) to 4 (very likely) for each area.  
 
REW_NUM represents the number of 
performance areas that are very likely to be 
rewarded.  

EXP_CUR Number of years of 
experience as 
principal in the 
current school.  

Survey question that asks principals about the 
amount of time they have been a principal in 
the current school.  
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Chapter 4 

Hiring temporary workers: Does the control environment matter? 

Abstract 

Organizations are increasingly relying on temporary workers to do jobs which were 
previously done by permanent employees. We find that organizations with the ‘right’ 
control environment are more likely to hire temporary workers. More specifically, 
organizations with stronger informal controls (i.e., stronger organizational culture and team-
based controls) have a greater proportion of temporary workers. These findings are 
consistent with the idea that informal controls can help address some of the control 
challenges which arise when temporary workers are employed used to perform complex 
jobs. We also recognize that some organizations use temporary employment contracts as an 
implicit screening mechanism for future permanent positions. For these organizations, we 
find that the presence of an informal control environment is less important in predicting the 
mix of employment. This study is undertaken in the education sector and has implications 
for leaders in this sector as well as in other sectors who have discretion in their use of 
temporary and permanent workers. 
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Introduction 

Most research on management controls makes an implicit assumption that all 

employees are on similar employment contracts – even though there is a range of different 

types such as permanent, fixed-term (i.e., henceforth called temporary) and casual contracts.  

While we understand some of the reasons behind the choices organizations make with regards 

to these contract-types, we understand little of the relationship between such choices and the 

organization’s control environment – broadly defined as the set of controls used by 

management to ensure that organizational actors behave in a way that is aligned with the 

organization’s objectives. This paper addresses this gap by investigating whether an 

organization’s control environment influences its choice of employment mix (i.e., temporary vs 

permanent workers).  

Traditionally, researchers have argued that the choice between temporary and 

permanent workers depends on the nature of the job. It is assumed that temporary workers are 

hired for jobs which are low in strategic value (i.e., unlikely to impact the efficiency and 

effectiveness of the organization) and do not require unique skills. On the other hand, 

permanent workers are used for jobs that are high in strategic value (Lepak and Snell 1999, 

2002). In addition, temporary workers are preferred when the organization requires flexibility 

to adjust production capacity to match demand (Hewison and Kalleberg 2013; Kalleberg 2009; 

Kesavan, Staats, and Gilland 2014). However, relatively recent developments in the workforce 

discussed below have further increased the popularity of temporary employment over 

permanent employment among organizations. We argue that some of this change in the 

employment mix is facilitated by the organization’s control environment. More specifically, we 
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argue that attributes of an organization’s informal control environment can be influential as it 

decides on its employment mix.  

While non-permanent work (e.g., temporary and part-time workers, contractors, 

freelancers) has existed for centuries, such employment arrangements have experienced 

growth in relatively recent times and are expected to exceed 40% of the US workforce by 2020 

(Intuit 2010). In some areas, (e.g., US college faculty), it is already the case that most workers 

are on non-permanent employment contracts (Edmonds 2015)1.  This increasingly non-

permanent workforce, sometimes referred to as the gig economy2 (e.g., Sundarajan 2015; 

Torpey and Hogan 2016), has been brought about by various factors. While some of this 

increase can be attributed to technological developments (e.g., digital platforms such Uber and 

Freelancer), the growing desire of organizations to provide their permanent employees with 

more flexibility and work-life balance through extended leave from the workplace is also an 

important factor3. This flexibility and balance granted to permanent workers in turn create a 

demand for temporary workers. 

Apart from hiring workers to temporarily replace permanent ones, many organizations 

could also use temporary employment contracts explicitly or implicitly as an extended de-facto 

                                                                 
1 Based on data from the US Department of Education, 70% of faculty in US colleges are on a non-tenure track 
in 2011; up from 43% in 1973 (Edmonds 2015).  
2 “Gig workers could be in contingent or alternative employment arrangements, or both, as measured by 
Bureau of Labour Statistics. Contingent workers are those who do not have an implicit or explicit contract for 
long-term employment. Alternative employment arrangements include independent contractors (also called 
freelancers or independent consultants), on-call workers, and workers provided by temporary help agencies or 
contract firms” (Torpey and Hogan 2016). 
3 As an i l lustration of this shift towards more flexibil ity and a balanced l ifestyle, Facebook offers male 
employees 4 months paid paternity leave while Netfl ix offers all  (male and female) employees unlimited paid 
time off until  their child’s first birthday (Vasel 2015). This trend is not only l imited to high-tech firms and is also 
present in the wide range of sectors including the non-profit and public sector. A 2014 survey of 1,000 US non-
profit and for-profit organizations by the Families and Work Institute found that 52% of employers allowed 
their employees a career break for family or personal reasons (Matos and Galinsky 2014); while school 
principals in Australia can grant their teachers unpaid leave of up to twelve months to pursue personal 
interests, travel, run for public office, do voluntary work and care for family members (DET 2017a). 
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probationary period (Smith 2012; Boockmann and Hagen 2008; Booth, Francesconi and Frank 

2002; Casey, Dragendorf, Heering, and John 1989). These workers do jobs that are typically 

done by permanent workers, and are rewarded with a permanent contract if the organization is 

satisfied with the level of performance shown during the contract period. We refer to such 

practices as a ‘screening mechanism’ used to help organizations avoid the costs of terminating 

employment contracts of underperforming permanent employees 4. It allows the organization 

to be better informed when making a permanent appointment.   

As a result of these developments, many temporary workers – particularly those who 

are hired to temporarily replace permanent workers and those hired as part of a screening 

mechanism for a future permanent position will likely perform jobs with high strategic value – 

henceforth referred to as complex jobs. These jobs are more suited to permanent workers and 

represent a departure from the types of jobs that are suitable for the traditional temporary 

employee (Lepak and Snell 1999, 2002). Examples of such jobs include design engineers, 

research scientists, accountants and lawyers (Lepak and Snell 2002). In complex jobs, it is 

difficult to specify behaviors, procedures and standards which are critical to the 

implementation of formal controls such as compliance or output controls. Therefore, using 

temporary workers for complex jobs poses management control challenges which cannot be 

easily overcome using formal controls. There are two control challenges that an organization 

faces when hiring temporary workers.   

                                                                 
4 Many countries (e.g., the UK and Australia) have labor market laws to ensure that temporary workers are not 
treated less favorably than permanent workers (Jervis 2015; Biggs, Burchell, and Millmore 2006). However, 
while there are restrictions against using temporary employment contracts as a screen for permanent workers, 
these restrictions appear to be problematic to enforce as it is difficult to objectively ascertain the main reason 
why a particular organization decides to hire a temporary worker instead of a permanent worker.  
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First, temporary workers are more likely to behave in a self-interested manner 

compared to permanent workers, as the opportunity cost of the termination of employment 

due to self-interested behavior to a temporary worker is lower (Kreps 1990; Gibbons and 

Henderson 2012). Second, the types of performance-based incentives (e.g., promotions and 

bonuses) that can practically be offered to motivate temporary workers are limited. Given 

these challenges, we argue that an organization’s control environment could play an important 

role in aligning the interests of their temporary workers who perform complex jobs. We focus 

our attention on a particular aspect of the control environment – the strength of an 

organization’s informal controls, as such controls have been found to be theoretically and 

empirically important for workers who perform complex tasks (Gibbons and Kaplan 2015; 

Chenhall 2003; Abernethy and Stoelwinder 1995). The informal controls we consider are 

organizational culture and team-based controls. A strong organizational culture which consists 

of an often unwritten set of values, beliefs and social norms, encourages desired behaviors 

amongst employees and has been demonstrated to promote positive organizational outcomes 

(Graham, Harvey, Popadak, and Rajgopal 2016, 2017; Ouchi 1979; Van den Steen 2010). We 

define team-based controls as controls that arise informally from structuring work in teams. 

These include team norms (Kirsch, Ko, and Haney 2010; Barker 1993), mutual monitoring 

(Sedatole, Swaney, and Woods 2016; Hamilton, Nickerson, and Owan 2003; Kandel and Lazaer 

1992) and knowledge-sharing (Staples and Webster 2008; MacNeil 2003). 

This study focuses on workers performing complex jobs and explores three inter-related 

research questions: (1) Does the strength of an organization’s informal controls influence its 

choice of employment mix between temporary and permanent workers? (2) For organizations 

that use temporary employment contracts implicitly as a means of screening for desirable 
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permanent positions, does the strength of its informal controls still matter when choosing the 

employment mix?; and (3) Is an organization’s performance associated with its employment 

mix and its use of temporary employment contracts as a screening mechanism?   

This study is undertaken in public schools in the state of Victoria, Australia. This setting 

is particularly useful for investigating these research questions given its rather unique 

characteristic of having almost all its employees (i.e., teachers) performing similarly complex 

jobs. Prior education research has shown that teachers play a crucial role in student 

achievement (Hanushek 2011; Rockoff 2004) and that it is difficult to pre-specify the inputs and 

processes that a particular teacher should employ (Goe 2007). Therefore, this is a setting that 

naturally controls for the type of jobs (only complex jobs) and allows us to more cleanly 

investigate the association between the strength of informal controls at the organizational level 

and the employment mix. In addition, principals in this setting are responsible for appointing 

both temporary and permanent workers in their schools, creating the necessary heterogeneity 

in the employment mix (DET 2017b).  

The main findings of this study are as follows. First, schools with stronger informal 

controls (i.e., organizational culture and team-based controls) have a greater proportion of 

temporary workers. Our empirical model controls for a range of school characteristics (e.g., 

size, financial resources available, socioeconomic status of students) and principal 

characteristics (e.g., experience) that might affect this decision.  These findings are consistent 

with the argument that the presence of an informal control environment will be a significant 

predictor of the organization’s choice to hire temporary workers. Second, we find that the 

underlying purpose of using temporary contracts can influence the relation between informal 

controls and the proportion of temporary workers. In particular, when temporary employment 
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contracts are used as a screening mechanism for permanent positions, the relation between 

the informal controls and employment mix becomes less important. This is likely due to 

temporary workers desiring a permanent position having sufficient incentives to perform 

regardless of the control environment. Finally, when investigating organizational performance, 

we find evidence suggesting that neither the proportion of temporary workers nor its 

interaction with informal controls, is associated with student learning outcomes. However, we 

find mixed results when investigating the association between the use of temporary 

employment contracts as a screening mechanism for permanent positions and student learning 

outcomes.  

This study makes three contributions. First, we contribute to the management control 

literature by investigating the association between informal controls and employment mix. 

While literature in this area has shown that informal controls are more important for complex 

jobs compared to non-complex jobs (see Chenhall 2003 for a review), it is largely silent on the 

relationship between such controls and the way complex tasks are executed. We examine a 

specific task execution characteristic – the mix of temporary and permanent workers to execute 

complex tasks. This relationship is important given the increasing reliance on temporary 

workers to do complex jobs, thus creating potential goal alignment challenges which need to be 

overcome. In addition, to the best of our knowledge, this is the first study which investigates 

the use of temporary contracts as a screening mechanism and its implications on an 

organization’s control environment and performance. Second, we contribute to the labor 

economics and human resource management literature on the employment mix (between 

permanent and non-permanent workers), by improving our understanding of the factors that 

influence organizations when making this choice. The choice in favor of non-permanent 
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workers has broad and important consequences, which include the reduction of the level of job 

security (Kalleberg 2012), slower wage growth, and the potential breakdown of the welfare 

system (IMF 2017).  Finally, we contribute to the literature in education - a sector of significant 

economic and social importance5. While research in this area has found that school principals 

play a significant role in determining learning outcomes, (Coelli and Green 2012; Branch, 

Hanushek, and Rivkin 2012), we have little understanding of how they use management 

controls to support their role of managing schools.   

Literature review and hypothesis development 

An organization’s control environment consists of a set of management controls which 

are mechanisms used by organizations to ensure that its actors behave in a way that is 

consistent with its objectives (Chenhall and Moers 2015; Otley and Berry 1980). The common 

types of controls used by organizations include output/results controls (e.g., Merchant 1985; 

Macintosh 1994), monitoring of employee actions (e.g., Campbell, Epstein, and Martinez-Jerez 

2011; Nagin, Rebitzer, Sanders, and Taylor 2002), selection of employees (e.g., Campbell 2012), 

and organizational and team norms (e.g., Ouchi 1980; Fisher 1995; Barker 1993; Van den Steen 

2010; Kirsch, Ko, and Haney 2010). Much of the literature treats the control environment as a 

choice variable and examines its association with various organizational contextual variables 

such as strategy (e.g., Chenhall, Kallunki, and Silvola 2011; Abernethy and Lillis 1995), structure 

(e.g., Abernethy, Bouwens, and van Lent 2004; Bruns and Waterhouse 1975), task 

                                                                 
5 In countries such as Australia and United States, the government spends about 5% of GDP on public 
education alone. (World Bank 2015). The importance of education outcomes to the general public is evident 
from the interest received by the My School website which was launched by the Australian government on 
January 29, 2010. The website contained information that allowed the public to compare attendance rates, 
student test scores and other school variables of their local school with other schools with similar 
socioeconomic status. In the first 13 months of its launch, the website received 4.6 mill ion hits (of which 3.6 
mill ion were unique visitors). This represents a significant proportion of the estimated 3.7 mill ion parents with 
school-going children and 260,000 teachers in Australia who were expected to be the main users of this site 
(Cook 2014).        
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characteristics (e.g., Bailey and Fessler 2011; Arunachalam 2004;  Ylinen and Gullkvist 2012; 

Hirst 1983; Abernethy and Brownell 1997; Krishnan, Miller and Sedatole 2011), and the external 

environment (e.g., Pondeville, Swaen and De Ronge 2013; Govindarajan 1984; Bloom 1998).  

In this study, we treat the control environment as the context within which a principal 

works, and examine its association with the selection decision. This approach is appropriate for 

our research question(s) as the control environment is likely to be more stable than the 

particular employment mix decisions we study. We discuss this approach further when 

developing our hypotheses. The next section explores the literature on the relationship 

between task characteristics and management controls, as there is considerable empirical 

research documenting the relationship between task characteristics and management controls. 

Our study focuses on management controls in a complex task setting. 

Management Controls and Task Characteristics 

The management control literature has examined the impact of various inter-related 

dimensions of task characteristics on the design and use of management controls, including 

tasks associated with routine vs non-routine processes (e.g., Arunachalam 2004; Khandwalla 

1977), variability (e.g., Ylinen and Gullkvist 2012; Abernethy and Brownell 1997), difficulty 

(Bailey and Fessler 2011; Hirst 1983) and uncertainty (Krishnan, Miller, and Sedatole 2011). 

Chenhall (2003) synthesizes this stream of research as follows: “The more technologies are 

characterized by standardized and automated processes, the more formal the controls 

including a reliance on process controls, and traditional budgets with less budgetary slack. The 

more technologies are characterized by high levels of task uncertainty, the more informal the 

controls, including: less reliance on standard operating procedures, programmes and plans, 

accounting performance measures, behavior controls; high participation in budgeting; more 
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personal controls, clan controls, and usefulness of broad scope MCS” (p. 140 – 141).  In other 

words, a control environment that is made up of formal controls has been found to be more 

suited for simple tasks, while an environment with more informal controls works better with 

more complex tasks. However, while we know that an informal control environment will be 

better suited for complex jobs compared to non-complex jobs, the management control system 

literature is silent on whether the informal control environment of an organization per se 

would influence its choices in relation to the execution of complex tasks. One of those choices 

is the employment mix between temporary and permanent staff.  

 In this paper, we focus on two types of controls within an informal control environment 

– the prevalence of a strong organizational culture and team-based controls. Organizational 

culture is defined as “the set of values, beliefs and social norms which tend to be shared by its 

members and, in turn, influence their thoughts and actions” (Flamholz 1983, 158). Ouchi (1979) 

argues that these values, beliefs and norms can be used to ensure that the behavior of 

employees is consistent with furthering the organization’s interests, particularly when output 

targets and behaviors are difficult to pre-specify. More recent literature in economics and 

management has also investigated how organizational culture reduces the potential for agency 

problems to arise.  For example, Van den Steen (2010) demonstrates that agency problems 

essentially stem from differences in objectives and thus, shared beliefs can reduce or eliminate 

such differences.  Graham et al. (2016) find that corporate culture can be effective in improving 

business outcomes if the stated values of the organization are reinforced by social norms and 

formal institutions.  

Team-based controls are defined to include various forms of informal mechanisms that 

develop as a result of having a team-based work structure. They include team norms, mutual 
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monitoring and knowledge sharing. Work teams are known to develop their own norms in 

addition to those of the organization (Kirsch, Ko, and Haney 2010; Feldman 1984) which then 

influence the actions of team members. Barker (1993) studies how an organization replaced a 

hierarchical, rule-based workplace with one that is made up of teams which then developed 

their own norms that influenced the behaviors of their members. He finds that the norms 

formed by teams exert a greater degree of control on the workers’ actions compared to the 

previous hierarchical, rule-based systems. In addition to team norms, working in teams would 

encourage mutual monitoring amongst team-members and therefore, also serve to control 

behaviors of temporary workers (Sedatole, Swaney, and Woods 2016). Individual team 

members would have the ability and incentive to monitor others in their team when they do 

similar tasks where the performance evaluation of the individual depends partially on the 

output of the team (Hamilton, Nickerson, and Owan 2003; Kandel and Lazear 1992). Finally, a 

team structure can facilitate knowledge sharing amongst members, leading to increased team 

effectiveness (MacNeil 2003; Staples and Webster 2008). With the sharing of knowledge, 

temporary workers would be able to quickly learn about their job and work environment from 

others in their team, thus helping them to behave in the best interest of the organization.    

Choosing the employment mix – the existing literature 

An organization which requires a particular job to be completed has the choice of 

contracting with another entity to provide the service, an independent contractor, a permanent 

employee with an open-ended employment contract, a temporary employee with a fixed-term 

employment contract or a casual employee who will work irregular hours. Using a combination 

of economics and organizational theories, Lepak and Snell (1999, 2002) develop a human 

resource architecture arguing that the choice between the different employment mix depends 
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largely on two factors: the strategic value of the job and the uniqueness of the skills required. 

Similar to Barney (1991) and Quinn (1992), Lepak and Snell (1999, 2002) argue that jobs that 

are of strategic importance – i.e., jobs that can improve efficiency and effectiveness of the 

organization, should be staffed with permanent employees. Within these strategically 

important jobs, those that require unique skills should be staffed by permanent employees 

whom the organization develops through mentoring and training (e.g., design engineers, 

research scientists) – i.e., the knowledge-based employment mode.  Strategically important 

jobs that do not require unique skills should also be staffed by permanent employees. 

However, these permanent staff are largely hired from the labor market (e.g., accountants, 

lawyers) and not developed internally – i.e., the job-based employment mode. Jobs that require 

unique skills but are low on strategic value to the organization should be done by developing 

alliances and working closely with another entity such as a professional auditing, architectural, 

or management consulting firm – i.e., the alliance mode. Finally, jobs that are not strategic and 

do not require unique skills should be done by temporary workers, casual workers or 

independent contractors – i.e., the contractual mode. Consistent with the Lepak and Snell 

(1999, 2002) architecture, Kwon and van Jaarsveld (2013), find that call-center organizations 

requiring greater discretion and collaboration are more likely to use full-time as opposed to 

part-time employees.          

The desire for flexibility also leads organizations to hire more temporary workers over 

permanent workers (Hewison and Kalleberg 2013; Kalleberg 2009; Kesavan, Staats, and Gilland 

2014). Temporary employment contracts offer the organization volume flexibility – i.e., the 

ability to more easily increase and reduce production to better match demand from customers. 

Kesavan, Staats and Gilland (2014) argue that the ability to hire temporary workers to provide 
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volume flexibility is more important for service organizations compared to manufacturing 

organizations. This is because service firms are not able to use existing inventories to meet 

variation in temporal demand for their services. 

Employment mix and Management Controls 

Lepak and Snell (2002) provide empirical evidence that the strategic value and 

uniqueness of a certain job predicts the employment mode chosen by the organization for that 

job. Next, they find that the HR configuration used by the organization matches the type of 

employment mode. Organizations use commitment-based configuration with knowledge-based 

employment; productivity-based configuration with job-based employment; collaborative 

configuration with alliances; and compliance-based configuration with contractual-based 

employment. Lepak and Snell (2002)’s HR configuration includes elements of the management 

control system as detailed in Figure 4.1. In particular, their compliance-based configuration 

which is found to be present when temporary workers perform non-complex jobs includes 

predefined behaviors, procedures and standards.  

Insert Figure 4.1 here 

However, the increasing use of non-permanent workers in the economy has somewhat 

muddled the four employment modes of Lepak and Snell (1999, 2002). While some of this 

increase can be attributed to technological developments (e.g., digital platforms such Uber and 

Freelancer), the quest for more work-life balance has caused many organizations to provide 

more flexibility to their permanent employees through various means including extended 

career breaks (e.g., Vasel 2015; Matos and Galinsky 2004; DET 2017a). As a result of allowing 

permanent workers to take extended career breaks, organizations now hire temporary workers 

to do complex jobs in the knowledge-based and job-based quadrants described in Figure 4.1.  
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In addition to hiring temporary workers to replace permanent workers on career breaks, 

many organizations use temporary employment contracts as an extended probationary period 

before a worker is offered a permanent contract (Smith 2012; Boockmann and Hagen 2008; 

Booth, Francesconi, and Frank 2002; Casey, Dragendorf, Heering, and John 1989). This 

approach to hiring permanent workers enables the organization to be better informed when 

making the decision to offer a worker a permanent employment contract. It has the added 

benefit as it provides these workers with an incentive to act in the best interests of the 

organization in the short term. Therefore, many temporary workers who hope to secure a 

permanent role in the near future are hired to do complex jobs.   

Challenges when hiring temporary workers 

The use of temporary workers to do complex jobs creates a greater challenge in aligning 

the interests of the worker and the organization compared to the use of permanent workers for 

at least two reasons. First, temporary workers are more likely to behave in a self-interested 

manner compared to permanent workers, as temporary workers have less to lose if their 

employment contract is terminated for behaving selfishly (e.g., for shirking). Complex jobs are 

unlikely to have pre-determined output or behavioral standards that are easily contracted on 

and monitored. As a result, the employment relationship between the worker doing a complex 

job and the organization is likely to be based on a relational contract. Relational contracts are 

informal arrangements between parties where the terms of the contract are not fully specified 

ex-ante (Baker, Gibbons, and Murphy 2002; Bull 1987). A relational contract is more likely to 

deliver positive outcomes for the contracting parties if, inter alia, both parties believe that the 

relationship will persist into the future (Gibbons and Henderson 2012). Believing that the 

mutually beneficial relationship will persist in the long-term ensures that the termination of the 
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relational contract will result in a significant opportunity cost to the parties involved. Therefore, 

the threat of termination by the other party and its associated opportunity costs will incentivize 

each party against behaving selfishly (Kreps 1990; Gibbons and Henderson 2012). However, in 

the case of temporary workers, their relational contract with the organization is one that is 

short-term in nature (e.g. 6 months to 1 year), where the opportunity cost of termination to the 

worker as a result of behaving selfishly is low. As a result, the incentive for the temporary 

worker to behave in a way that is in the best interest of the organization is lower than that of a 

permanent worker.  

Second, the short-term nature of the temporary employment contract would also mean 

that many of the performance-based incentives used to align the interests of employees and 

the organization are not used with temporary workers. The types of incentives used for 

permanent employees but not with temporary workers include promotions, performance 

bonuses and employee stock options (Lepak and Snell 2002). While all three mechanisms offer 

a financial incentive for permanent employees who behave in the best interests of the 

organization, promotions also offer the recipient greater status (e.g., a more important job 

title) which is attractive to most employees (Besley and Ghatak 2008; Frank 1985). Therefore, 

the unavailability of such incentives for temporary workers would mean that organizations 

would need to find alternative mechanisms to align the interest of their temporary workers.  

In a school setting, the job of a teacher is a complex one (i.e., high strategic value) given 

findings in the education literature that teachers play a crucial role in determining student 

outcomes (Hanushek 2011; Rockoff 2004) and that it is difficult to pre-specify the inputs and 

processes that a particular teacher should employ (Goe 2007). Therefore, given these 
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characteristics, Lepak and Snell (1999, 2002) would argue that permanent employees would be 

the most suitable form of employment mode for teachers 6.    

Choosing the employment mix – influence of the control environment 

 Given the goal alignment challenges that arise when hiring a temporary worker instead 

of a permanent worker, the presence of strong informal controls should help the organization 

overcome some of these challenges 7. A strong and consistent set of values, beliefs and norms 

which form the organization’s culture can help ensure employees behave in the way that is 

directed towards organizational goal achievement (e.g., Ouchi 1979; Van den Steen 2010). In 

addition, the presence of team-based controls such as team norms (Kirsch, Ko, and Haney 2010; 

Barker 1993), mutual monitoring (Hamilton, Nickerson, and Owan 2003; Kandel and Lazear 

1992) and knowledge sharing (MacNeil 2003; Staples and Webster 2008) would also ensure 

that employees behave in the best interests of the team and by extension, the organization. 

Both organizational culture and team-based controls are suitable for a complex job setting as 

they do not require that inputs, processes and outcomes are explicitly pre-specified.     

                                                                 
6 While the job as a teacher has a high level of strategic value, the uniqueness of the skil ls required for a 
teacher in a particular school is unclear. The idiosyncrasies of the students in a particular school may result in a 
different set of appropriate teaching strategies (Hewson and Hewson 1981; Ausubel 1968). This may in turn 
require teachers with a unique skil l set suitable for students in that school. According to Lepak and Snell  
(2002), strategic jobs which require workers with a high level of unique (i.e., organization-specific) skills should 
be staffed by permanent employees who are then developed through internal training and mentoring. On the 
other hand, strategic jobs which do not require workers with a high level of unique skil ls should be staffed by 
experienced permanent workers from the job market. Therefore, irrespective of the uniqueness of skil ls 
required of teachers, schools are expected to predominantly use permanent employees.      
7 The challenge of aligning the interest of permanent workers can be heightened when the cost of formally 
terminating their employment is prohibitively high. However, this scenario is unlikely to be widespread as 
there are other steps that organizations can take to encourage underperforming permanent staff to voluntarily 
move on – e.g., reducing autonomy and responsibility of these staff (Perryer, Jordan, Firns, and Travaglione 
2010; Maertz, Griffeth, Campbell, and Allen 2007; Boyd, Grossman, Ing, Lankford, Loeb, and Wycoff 2011; 
Branch, Hanushek, and Rivkin 2012). In addition, the global trend over recent years has been to l iberalize the 
labor market, thus reducing the cost of dismissing permanent workers (Muravyev 2014; Cazes, Khatiwada, and 
Malo 2012).   
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  Since temporary workers are typically with the organization for a relatively short period 

(e.g., 6 months or 1 year), for informal controls to work, the socialization process of such 

controls needs to happen relatively quickly. Organizational socialization refers to the process by 

which employees learn the beliefs, values, orientations, behaviors and skills necessary for their 

roles (Ashforth and Saks 1996; Fisher 1986). Unfortunately, there is a lack of research on the 

time required for the socialization process to occur (Bauer, Erdogan, Bodner, Truxillo, and 

Tucker 2007). However, indirect evidence on the time required for this can be gleaned from the 

typical time frames between observations in longitudinal research which study the impact of 

the organization’s socialization process (e.g., on-boarding, mentoring, feedback sessions) on 

outcomes such as role clarity, job satisfaction and performance from the new employee’s 

perspective. In a review of the literature, Bauer et. al. (2007) find that the typical timeframe 

used by researchers (where they find significant differences in the outcomes of the socialization 

process) is every three months. Therefore, it is plausible that the socialization process 

associated with informal controls can start to have an impact on employee behaviors after just 

three months, thus making informal controls a feasible mechanism to align the interests of 

temporary workers.   

Direction of causality 

We recognize that it is challenging to demonstrate causality with cross-sectional data. 

However, we argue theoretically that the presence of an informal control environment (i.e., 

strong organizational culture, extensive use of team-based controls) will lead to a stronger 

willingness to hire temporary workers.  The informal control environment, particularly the 

organization’s culture, is relatively fixed and is difficult to change (Ogbonna and Harris 1998; 

Alvesson and Sveningsson 2015, 49). On the other hand, the choice of temporary vs permanent 
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workers is relatively flexible and more easily changed to adapt to the informal control 

environment that is in place. For example, the proportion of temporary workers can be 

increased in the short term by giving permanent workers more flexibility to work fewer hours 

or take career breaks and by hiring temporary workers to replace permanent workers who 

leave the organization from time to time. While we recognize that hiring decisions may lead to 

changes in the control environment, we do not expect them to be as important. For example, 

an organization may decide to strengthen its control environment after it has hired temporary 

workers. In addition, it is also possible that a substantial presence of temporary workers in a 

setting that was previously dominated by permanent workers may in turn affect the 

organizational culture and willingness of both types of employees to work collaboratively in 

teams, leading to a negative association between an organization’s proportion of temporary 

workers and the strength of its informal control environment. However, we do not expect this 

relationship to be strong due to the relatively fixed nature of the informal control environment.   

Our expectation is summarized below and as with typical studies which use cross-

sectional data, we simply state the relationships as associations.  

H1: There is a positive association between the strength of an organization’s culture and the 
proportion of temporary workers (relative to permanent workers) in that organization 

H2: There is a positive association between the use of team-based controls in an organization 
and the proportion of temporary workers (relative to permanent workers) in that organization 

Using temporary employment contracts as a screening mechanism 

An organization can use temporary employment contracts either explicitly or implicitly 

as a screening mechanism for permanent positions. If this is the case, the challenge of aligning 

the interests of the organization and these temporary workers will be alleviated during the 

contract period for two reasons. First, temporary workers who prefer a permanent job will be 



Chapter 4 – Hiring temporary workers 

133 
 

incentivized to behave in the best interest of the organization, as it would help them increase 

their chances of securing a permanent job. This desire for permanent employment over free-

lance or short-term contracts is evident in recent surveys of the workforce. For example, the 

2017 Deloitte Millennial Survey finds that 70% of the respondents prefer permanent over 

freelance, flexible and short-term work. Similarly, a 2016 survey by the Australian Education 

Union finds that teachers with temporary contracts are adversely affected by the job instability 

that such contracts bring (Doherty 2016).      

Second, using temporary employment contracts as a screening mechanism would result 

in self-selection amongst job applicants. Bull and Tedeschi (1989) argue that having a more 

stringent probationary process would discourage workers who are less productive and/or less 

intrinsically aligned with the organization to apply. This is because the longer probationary 

period would cause such workers to incur greater personal disutility (i.e., not being able to shirk 

for an extended period of time) in order to secure the permanent role. Therefore, the longer 

the probationary period, the stronger the self-selection effect which leads to more applications 

from workers who are more productive and/or intrinsically aligned with the goals of the 

organizations. As these effects should result in temporary workers and permanent workers 

facing similar incentives to behave in the best interest of their organization, we expect the 

importance of informal controls when hiring temporary workers to reduce. This then leads to 

the following hypotheses: 

H3: The positive association between the strength of an organization’s culture and the 
proportion of temporary workers (relative to permanent workers) is moderated by the use of 
temporary employment contracts as a screen for permanent workers 

H4: The positive association between the use of team-based controls in an organization and the 
proportion of temporary workers (relative to permanent workers) is moderated by the use of 
temporary employment contracts as a screen for permanent workers 



Chapter 4 – Hiring temporary workers 

134 
 

Outcomes of using temporary workers 

The impact of using temporary instead of permanent staff on organizational 

performance is unclear. Lu and Lu (2016) find that the use of contract over permanent 

nurses results in a decrease in the quality of care; measured by the number of deficiency 

citations made by an independent audit of nursing homes. One of the arguments in support 

of this negative association between the use of temporary workers and organization 

performance is based on social exchange theory (Van Dyne and Ang 1998). Based on this 

theory, temporary workers will be less attached and have less positive attitudes towards the 

organization (compared to permanent workers) as temporary workers receive fewer 

tangible and intangible benefits from the organization. A second argument for the negative 

performance impact of the use of temporary workers comes from its effect on permanent 

workers. George, Chattopadhyay and Ng (2016) find that as the proportion of temporary 

workers increases, the informal (unrecognized) workload for permanent employees in 

managing temporary workers increases while the relationship amongst workers 

deteriorates. These effects on the informal workload and workplace relationships then lead 

to the perception among permanent employees that the organization is less committed 

towards them.       

On the other hand, Kesavan, Staats and Gilland (2014) find that an increase in the 

proportion of flexible workers (part-time and temporary workers) over permanent workers 

in a retail chain setting initially leads to improved organizational financial performance. This 

is due to the benefits from being better able to match the demand for services with the 

supply of labor. However, as the number of flexible workers increases beyond a certain 
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point, issues of coordination and lower worker productivity become more important, 

eventually leading to poorer financial performance.   

Due to the absence of strong directional expectations, the following hypothesis 

(stated in null form) is posited: 

H5: The proportion of temporary workers is not associated with organizational performance  

A possible reason for the inconsistent findings in studies investigating the association 

between the use of temporary workers and organizational performance is due to the 

moderating influence of the control environment on this relationship. For example, based 

on our previous arguments, we would expect that researchers would (would not) find a 

negative association between the proportion of temporary workers and organizational 

performance if the organizations they studied have a weak (strong) informal control 

environment. In other words, it is the extent to which there is a fit between the proportion 

of temporary workers and the control environment that matters when it comes to 

organizational performance.  

To investigate this ‘fit’ hypothesis, numerous researchers have used Moderated 

Regression Analysis (Hartmann and Moers 1999) where they test the association between 

the interaction term, which is a product of the ‘fit’ variables, and organizational 

performance (e.g., Roberts and Grover 2012; Perera, Harrison, and Poole 1997; Brownell 

and Merchant 1990). In this study, we expect that organizations with a high proportion of 

temporary workers and a strong informal control environment would outperform 

organizations with a high proportion of temporary workers and a weak informal control 

environment. The following hypothesis summarizes our expectation:  
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H6: There is a positive interaction between the proportion of temporary workers and the 
informal control environment (i.e., organizational culture and team-based controls) affecting 
organizational performance 

The performance impact of using temporary employment contracts as a screen for 

permanent employment positions – which effectively extends a worker’s probationary 

period is expected to be positive for the organization8. As discussed previously, this 

extended probationary period will increase the costs to bad workers of behaving in a 

manner that is inconsistent with their preferences (e.g., shirking). This strengthens the self-

selection effect, resulting in applications that are largely from individuals who are aligned 

with the organization’s goals, which in turn, should increase the performance of the 

organization (Bull and Tedeschi 1989).  

In addition, a longer probationary period will provide the organization with more 

opportunities to observe the temporary teacher in action thereby providing it with 

additional information to decide whether to offer the worker a permanent position. While 

an extended probationary period may cause the organization to incur additional 

performance evaluation costs, this is not expected to be significantly greater than the costs 

of evaluating the performance of a permanent worker doing a similar job.  

Finally, while a longer probationary period may also discourage some good workers 

from applying for the job in tight labor markets, resulting in lower organizational 

performance, the current situation in our setting is one where there are excess teachers in 

                                                                 
8 Note that while the use of contracts as a screening mechanism for permanent position is expected to be 
positively associated with organizational performance, this may have a negative impact on the well-being of 
temporary teachers and their long-term commitment to the profession/organization due to the uncertainty of not 
holding a permanent position (Doherty 2016). 
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the market (Patty 2014; Bita 2015)9. Given these arguments, the following hypothesis is 

posited: 

H7: The use of temporary employment contracts as a screening mechanism for permanent 
workers is positively associated with organizational performance 

Insert Figure 4.2 here 

Research Setting and Variable Construction 

Setting 

This study investigates the relationship between the mix of employment modes, 

management control systems and organizational outcomes by matching data from three 

sources: The Australian Curriculum and Reporting Authority (ACARA)’s school profile and 

standardized test score data for public schools in the state of Victoria, Australia; a survey of 

school staff conducted by the Department of Education and Training (DET), Victoria; and a 

survey of public school principals conducted by the researchers. As with most survey 

research we capture the principals’ perception on how teachers are recruited and managed 

in their school. This variety of data sources helps to address common method bias 

(Podsakoff, MacKenzie, Lee, and Podsakoff 2003). The survey of school principals was 

conducted in June – July 2015 and asked principals to reflect on their practices during the 

prior period. The DET school staff survey is conducted in late August each year. For the 

survey of school principals, the sample population of 749 principals 10 is drawn from the 

DET’s database and includes a diverse range of schools – primary and secondary, small and 

                                                                 
9 For example, the state of Victoria hired only 2,500 out of the 7,251 graduates it produced in 2015 (Bita 2015) 
10 The initial population of principals provided by the DET consisted of 1498 principals. These principals were 
randomly allocated between two groups of 749 principals each and subsequently sent two surveys – one 
survey which was used in this study and another survey which largely covered a principal’s management of 
financial resources.  
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large, urban and rural. A total of 319 responses were returned, which equates to a response 

rate of 43%.  

To test for non-response bias, the following school-level variables were compared 

between the respondents and non-respondents: the principal’s school size, the socio-

economic status of its students, the standardized student math and reading test scores. The 

results (not tabulated, available upon request) indicate that the difference between 

respondents and non-respondents on socio-economic status, and the standardized math 

and reading test scores are not significant at the 5% level. However, principals who 

responded to the survey are from schools that were significantly larger than those who did 

not respond at the 5% level. As a result of the difference in the size of schools between the 

respondents and the non-respondents, we control for size in all the models tested in this 

paper.  

To help with the development of the survey, we had numerous discussions with DET 

to understand the issues from the perspective of the funding authority. We also conducted 

interviews with 12 principals to understand the management practices of principals, the 

issues they faced when managing teachers and the solutions they adopt in an attempt to 

solve these issues. Following these interviews, the survey was constructed with particular 

attention paid to minimizing ambiguity of the questions asked. The survey was then pilot 

tested in two stages before administering to a sample of school principals: first with 

academics to test the face validity of the measures, and later with three principals to ensure 

the questions were easily understood and answered via the on-line survey tool.       

From our interviews with principals, it was apparent that principals believed they 

have a significant degree of flexibility in determining the proportion of the workforce that is 
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on temporary employment contracts. They also have budget autonomy. While the nature of 

some types of absences would automatically result in the hiring of temporary teachers, 

others are subject to the discretion of the principals. Permanent teachers going on 

maternity leave and long-service-leave are examples where a temporary replacement will 

be hired with little discretion by the principal. However, principals have the discretion to 

approve unpaid leave applications made by permanent teachers for a wide range of reasons 

which would also then result in the hiring of temporary teachers. These reasons include 

traveling, other employment, pursuing the development of personal interests, voluntary 

work, running for public office and family reasons (DET, 2017a). Principals also have the 

discretion to use temporary employment contracts if hiring teachers for specific projects or 

when hiring individuals with industry experience. Finally, principals can choose to hire 

temporary teachers if they believe that hiring a permanent teacher may result in an excess 

in the number of teachers in the future (DET, 2017b).  

Both temporary and permanent teachers must be registered (or provisionally 

registered) with the Victorian Institute of Teaching (VIT) before they can teach in Victoria. 

The VIT stipulates the qualifications necessary to be registered (typically a 4-year teaching 

degree). In addition, registered teachers are required to be able to demonstrate their 

proficiency in the Australian Professional Standard for Teachers to the VIT. With regards to 

teaching experience, about 42% of the temporary teachers in our setting are estimated to 

have more than 5 years of experience11. In terms of employment costs, temporary teachers 

                                                                 
11 This estimate is based on the following: about 62% of early career public school teachers in Victoria (i .e., 5 
years or less) are on temporary contracts and 20% of all  public school teachers are on such contracts (Doherty 
2016).  Based on the national survey of teachers, 19% (81%) of teachers have 5 years or less (more than 5 
years) experience (McKenzie, Weldon, Rowley, Murphy, and McMillan 2014). Therefore, approximately 42% 
(58%) of temporary teachers have more than 5 years of (5 years or less) teaching experience. 
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are paid the same salary rates as permanent teachers (i.e., there is no casual loading for 

temporary teachers) and are also eligible for holiday pay and long-service leave.   

Key variable construction 

The school’s use of temporary teachers (TEMP_PCT) is measured by a survey 

question which asks principals about the number of temporary teachers employed at their 

school as at the end of 2014. This number is then divided by the total number of teachers at 

the school in 2014 from the school profile database maintained by ACARA. The 

organization’s use of temporary employment contracts as a screening mechanism for 

permanent positions (TEMP_SCREEN) is measured indirectly using a survey question which 

asks principals their perception of the benefits gained from using such contracts to evaluate 

teachers for future permanent positions which may or may not arise. Possible answers to 

this question range from ‘not a benefit’ to a ‘significant benefit’. We are not able to ask 

principals directly about the extent to which they use short-term employment contract as a 

screening mechanism for permanent positions due to the fact that this practice is not 

allowed by the DET recruitment guidelines. This is similar to the regulations in the general 

labor market in Australia (Jervis 2015) and the UK (Biggs, Burchell, and Millmore 2006).  

Since we are unable to measure TEMP_SCREEN directly, ensuring the construct 

validity of this measure becomes particularly important. To do this, we compare 

TEMP_SCREEN with the following variables that are expected to have a positive association 

with this measure: [1] the number of temporary teachers hired over the most recent school 

year; [2] the use of student input when making the hiring decision; and [3] the use of 

classroom observations when making the hiring decision12. We expect that organizations 

                                                                 
12 All  three items are from the survey of principals conducted by the researchers.  
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which use temporary employment contracts as a screening mechanism would employ a 

greater number of temporary teachers as there is an additional reason for these 

organizations to hire temporary teachers (i.e., to determine their suitability for a permanent 

position). We also expect organizations that use temporary employment contracts as a 

screen to place greater importance on the temporary workers’ teaching feedback (i.e., 

student input and classroom observations) to determine their suitability for a permanent 

position. Consistent with these expectations, we find that the correlation between 

TEMP_SCREEN and these three items to be significantly positive at r= 0.13 (2-tailed p-value 

of 0.03), r=0.14 (2-tailed p-value of 0.01) and r=0.09 (2-tailed p-value of 0.08) respectively, 

thereby offering evidence of the construct validity of TEMP_SCREEN.  

The strength of the organizational culture (CULTURE) is obtained from a measure 

called ‘Collective Focus on Student Learning’ which is obtained from a survey of school 

teaching staff conducted by the Department of Education and Training. This measure is 

chosen as an indication of culture in a school as the survey items represent the set of values, 

beliefs and norms shared by members that are important to the success of the organization. 

This Collective Focus on Student Learning represents a factor score that is made up of 4 

separate items.  These 4 items are: (1) when making important decisions, this school always 

focuses on what is best for the students; (2) our school-wide goals influence daily teaching 

practice; (3) this school has well-defined learning expectations for every student; and (4) in 

this school, we use assessment data to make decisions about teaching and learning. The 

psychometric characteristics of this measure have been established by prior research 

(Miller, Goddard, Kim, Jacob, Goddard, and Schroeder 2016). As a construct validity check of 

CULTURE, we compare this measure with two questions from the survey of principals which 
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relate to the level of commitment of teachers to their school and students. We expect that a 

stronger organizational culture relating to the focus on student learning would be consistent 

with higher levels of teacher commitment to their students and organization. We find 

CULTURE to be significantly positively correlated to the survey questions that ask principals 

to estimate the percentage of their teachers who “have high expectations of their students 

and teach to these expectations” (r= 0.36 and p-value of 0.000) and “regularly volunteer 

their personal time for the benefit of the school” (r= 0.20 and 2-tailed p-value of 0.000). 

The organization’s use of team-based controls (TEAM) is measured by a survey 

question which asks principals about the mix of individual work and team-based work that is 

required of their teachers in fulfilling their responsibilities (e.g., lesson planning and 

delivery). The possible answers ranged from ‘solely individual’ to ‘solely in teams’. A greater 

proportion of work done in teams is expected to facilitate the creation of stronger team-

based controls such team norms, mutual monitoring and knowledge sharing. To test the 

construct validity of TEAM, we investigate its association with a question from the survey of 

principals which asks principals to estimate [1] the extent to which they reward teams as 

opposed to individuals; and [2] the percentage of their teachers who “are highly 

collaborative with one another”. We find that the correlation between TEAM and these two 

items to be significantly positive at r= 0.18 (2-tailed p-value of 0.001) and r=0.12 (2-tailed p-

value of 0.04) respectively, thereby offering evidence of the construct validity of TEAM.  

Finally, organizational performance is measured using data from the National 

Assessment Program (NAPLAN)’s standardized numeracy (PERF_NUM) and reading 

(PERF_READ) scores for all government schools in 2014. Students are tested in Years 3, 5, 7 

and 9. A percentile score is first computed for each school at each year level. Next, the 
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percentile scores are averaged (weighted by size of the cohort) to obtain a single percentile 

score for each school. While standardized test scores do not capture all the important 

elements of student learning, they are a reasonably objective measure and continue to 

serve as an important indicator of student achievement for teachers, policymakers and the 

public (Rockoff 2004). In addition, the outcomes of international standardized student 

testing have been found to be strongly related to a country’s economic growth (Hanushek 

and Kimko 2000). Thus, standardized test scores are commonly used in education research 

as the main indicator of student outcomes. For example, in Robinson, Lloyd and Rowe 

(2008)’s widely cited review paper on the links between school leadership and student 

outcomes, 23 out of the 27 studies they review used student test scores (usually reading 

and/or math) as the dependent variable.  Definitions of the other variables used in this 

study are included in the appendix. 

Empirical model and results 

Descriptive statistics 

 Table 4.1 provides summary statistics for the variables used in the analysis. These 

statistics indicate that the mean proportion of temporary teachers (TEMP_PCT) in each 

school is 14%. On average, schools find that using temporary employment contracts as a 

screen for future permanent positions (TEMP_SCREEN) is more than a somewhat significant 

benefit to them - as indicated by the mean response of 2.44. The correlation analysis 

between variables is presented in Table 4.2. They indicate that the proportion of temporary 

teachers is positively correlated with both organizational culture and team-based controls. 

Both math and reading standardized test scores are positively correlated with the 
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socioeconomic status of its students, school size, and teacher performance ratings which is 

an indication of teacher quality.   

Insert Table 4.1 here 

Statistical tests 

To test H1 to H4 which relate to the use of informal controls (i.e., organizational 

culture and team-based controls), the following model is used: 

𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑇𝑇𝑃𝑃𝑇𝑇𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝑂𝑂𝑂𝑂𝑂𝑂_𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇𝑖𝑖 + 𝛽𝛽2𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑖𝑖 + 𝛽𝛽3𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑆𝑆𝑃𝑃𝑂𝑂𝑇𝑇𝑇𝑇𝑁𝑁𝑖𝑖 +
𝛽𝛽4𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇_𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑆𝑆𝑃𝑃𝑂𝑂𝑇𝑇𝑇𝑇𝑁𝑁𝑖𝑖 + 𝛽𝛽5𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑆𝑆𝑃𝑃𝑂𝑂𝑇𝑇𝑇𝑇𝑁𝑁𝑖𝑖 + 𝛽𝛽6𝑆𝑆𝑆𝑆𝑆𝑆𝑇𝑇𝑖𝑖 + 𝛽𝛽7𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 +
𝛽𝛽8𝑆𝑆𝑂𝑂𝑃𝑃𝑇𝑇𝑃𝑃𝑂𝑂𝑖𝑖 + 𝛽𝛽9𝐹𝐹𝑆𝑆𝑁𝑁_𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 + 𝛽𝛽10𝑇𝑇𝐸𝐸𝑇𝑇𝑇𝑇𝑂𝑂𝑆𝑆𝑇𝑇𝑁𝑁𝑃𝑃𝑇𝑇𝑖𝑖 + 𝛽𝛽11𝑇𝑇𝐸𝐸𝐶𝐶𝑖𝑖 + 𝛽𝛽12𝑄𝑄𝐶𝐶𝑇𝑇𝑁𝑁𝑇𝑇_𝑇𝑇𝐸𝐸𝑇𝑇𝐶𝐶𝑖𝑖 +
𝛽𝛽13𝑄𝑄𝐶𝐶𝑇𝑇𝑁𝑁𝑇𝑇_𝑂𝑂𝑇𝑇𝑊𝑊𝑖𝑖 + 𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀            (1) 

 
The coefficients of interest for H1 and H2 are β 1 and β2  respectively. A positive β1 

would offer evidence consistent with H1; that there is a positive association between the 

strength of the organizational culture (ORG_CULTURE) and the proportion of workers doing 

complex jobs that are on a temporary employment contract (TEMP_PCT). Similarly, a 

positive β2 would offer evidence consistent with H2; that there is a positive association 

between the use of team-based controls (TEAM) and the proportion of workers doing 

complex jobs who are on a temporary employment contract (TEMP_PCT). The coefficient of 

interest for H3 and H4 are β4 and β5 respectively. A negative β4 and β5  would provide 

evidence consistent with the argument that the use of temporary employment contracts as 

a screen for permanent workers (TEMP_SCREEN) would reduce the importance of 

organizational culture and team-based controls when temporary workers are employed. The 

control variables used in Model (1) include those that are commonly used in the education 

literature (e.g., Horng, Klasik, and Loeb 2010; Branch, Hanushek, and Rivkin 2012; 

Greenwald, Hedges, and Laine 1996; Bowers and White 2014): school size, type (i.e., 

primary vs secondary), its financial resources, the socioeconomic status of its students 
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(which also takes into account the geographical location of the school i.e., urban vs rural), 

and the principal’s characteristics (i.e. experience and education level). We also control for 

the use of quantitative performance measures (over qualitative ones) to evaluate and 

reward teachers which is consistent with Lepak and Snell (2002)’s finding that jobs which 

use objective measures more extensively are more likely to be staffed by temporary 

workers. This is because the availability of objective performance measures or standards 

would alleviate some of the control challenges of employing temporary workers.   

The regression results for Model 1 in Table 4.3 provide support for H1, H2 and H3; 

and weak support for H4. The coefficient for ORG_CULTURE is positive (p ≤0.01) indicating 

that schools with a higher proportion of temporary workers doing complex jobs tend to 

have a stronger organizational culture. The coefficient for TEAM is positive (p-value ≤0.05) 

providing evidence that schools with a higher proportion of temporary workers doing 

complex jobs tend to use team-based controls more extensively. The negative coefficient for 

CULTURE_TEMPSCREEN (p ≤ 0.01) indicates that schools which use temporary employment 

contracts more extensively as a screen for permanent positions have a weaker positive 

association between the proportion of temporary workers and organizational culture. 

Finally, while the coefficient for TEAM_TEMPSCREEN is negative, it is only weakly significant 

at conventional levels (p ≤ 0.10). Overall, these results are consistent with the argument 

that organizations with a stronger set of informal controls are more willing to hire 

temporary workers to do complex jobs. However, the presence of an informal control 

environment appears to be less important for organizations which use temporary 

employment contracts as a screening mechanism for permanent positions. 

Insert Table 4.3 here 
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To test the association between organizational performance with the use of 

temporary employment contracts and the use of these contracts as a screening mechanism 

(H5-H7), the following models are used13. We use the standardized math and reading test 

scores as separate indicators of school performance.  

𝑇𝑇𝑇𝑇𝑂𝑂𝐹𝐹_𝑁𝑁𝐶𝐶𝑇𝑇𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑇𝑇𝑃𝑃𝑇𝑇𝑖𝑖 + 𝛽𝛽2𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑆𝑆𝑃𝑃𝑂𝑂𝑇𝑇𝑇𝑇𝑁𝑁𝑖𝑖 + 𝛽𝛽3𝑂𝑂𝑂𝑂𝑂𝑂_𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇𝑖𝑖 +
𝛽𝛽4𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑖𝑖 + 𝛽𝛽5𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃𝑇𝑇_𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇𝑖𝑖 + 𝛽𝛽6𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃𝑇𝑇_𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝑆𝑆𝑆𝑆𝑇𝑇𝑖𝑖 + 𝛽𝛽8𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 +
𝛽𝛽9𝑆𝑆𝑂𝑂𝑃𝑃𝑇𝑇𝑃𝑃𝑂𝑂𝑖𝑖 + 𝛽𝛽10𝐹𝐹𝑆𝑆𝑁𝑁_𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 + 𝛽𝛽11𝑇𝑇𝐸𝐸𝑇𝑇𝑇𝑇𝑂𝑂𝑆𝑆𝑇𝑇𝑁𝑁𝑃𝑃𝑇𝑇𝑖𝑖 + 𝛽𝛽12𝑇𝑇𝐸𝐸𝐶𝐶𝑖𝑖 + 𝛽𝛽13𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃_𝑂𝑂𝑇𝑇𝑇𝑇𝑆𝑆𝑁𝑁𝑂𝑂𝑖𝑖 +
𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀               (2) 

𝑇𝑇𝑇𝑇𝑂𝑂𝐹𝐹_𝑂𝑂𝑇𝑇𝑇𝑇𝐸𝐸𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑇𝑇𝑃𝑃𝑇𝑇𝑖𝑖 + 𝛽𝛽2𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇_𝑆𝑆𝑃𝑃𝑂𝑂𝑇𝑇𝑇𝑇𝑁𝑁𝑖𝑖 + 𝛽𝛽3𝑂𝑂𝑂𝑂𝑂𝑂_𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇𝑖𝑖 +
𝛽𝛽4𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑖𝑖 + 𝛽𝛽5𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃𝑇𝑇_𝑃𝑃𝐶𝐶𝐶𝐶𝑇𝑇𝐶𝐶𝑂𝑂𝑇𝑇𝑖𝑖 + 𝛽𝛽6𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃𝑇𝑇_𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑖𝑖 + 𝛽𝛽7𝑆𝑆𝑆𝑆𝑆𝑆𝑇𝑇𝑖𝑖 + 𝛽𝛽8𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 +
𝛽𝛽9𝑆𝑆𝑂𝑂𝑃𝑃𝑇𝑇𝑃𝑃𝑂𝑂𝑖𝑖 + 𝛽𝛽10𝐹𝐹𝑆𝑆𝑁𝑁_𝑇𝑇𝑂𝑂𝑆𝑆𝑖𝑖 + 𝛽𝛽11𝑇𝑇𝐸𝐸𝑇𝑇𝑇𝑇𝑂𝑂𝑆𝑆𝑇𝑇𝑁𝑁𝑃𝑃𝑇𝑇𝑖𝑖 + 𝛽𝛽12𝑇𝑇𝐸𝐸𝐶𝐶𝑖𝑖 + 𝛽𝛽13𝑇𝑇𝑇𝑇𝑇𝑇𝑃𝑃_𝑂𝑂𝑇𝑇𝑇𝑇𝑆𝑆𝑁𝑁𝑂𝑂𝑖𝑖 +
𝜀𝜀𝜀𝜀 ; for each school 𝜀𝜀               (3) 

 
The coefficients of interest are β 1 for H5, β5 and β6 for H6, and β2 for H7. A significant 

β1 indicates that there is indeed an association between the proportion of workers doing 

complex jobs who are on temporary employment contracts (TEMP_PCT) and organizational 

performance. A positive β 5 and β6 would offer evidence consistent with H6; that there is an 

interaction effect between the use of temporary workers and the informal control 

environment (i.e., organizational culture and the use of team-based control), which in turn 

positively affects organizational performance. Finally, a positive β 2 indicates that consistent 

with H7, there is a positive association between the use of temporary employment 

contracts as a screen for permanent positions and organizational performance. The control 

variables used in both Model 2 and 3 are those that have been found to be associated with 

student outcomes and those that have been used as control variables by prior research. 

They are school size, type (i.e., primary vs secondary), socioeconomic status of the students, 

                                                                 
13 In untabulated results, the squared term of TEMP_PCT is included in Models (2) and (3) in recognition of the 
non-linear performance impact of TEMP_PCT reported in Kesavan et. al. (2014). However, the coefficient for 
this term is insignificant while the qualitative results from the regression remained unchanged.  
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the average performance rating of teachers (an indication of teacher quality), the principal’s 

experience and education level, and the school’s financial position (e.g., Horng, Klasik, and 

Lobe 2010; Branch, Hanushek, and Rivkin 2012; Bowers and White 2014; Greenwald, 

Hedges, and Laine 1996). We also control for the strength of organizational culture and 

team-based controls, as they are expected to be correlated with the school’s use of 

temporary workers (see H1 and H2) and at the same time may also affect school 

performance.   

The regression results of Model 2 and 3 in Table 4.4 do not support H5 and H6, as 

the coefficient for TEMP_PCT, TEMPPCT_CULTURE and TEMPPCT_TEAM are not statistically 

significant in both models. However, the results provide mixed support for H7 as the 

coefficient for TEMP_SCREEN is positive in the math model (p≤0.05) but insignificant in the 

reading model.  These results are consistent with findings in the education literature that 

schools generally have a greater influence on numeracy scores compared to reading scores 

(Rich 2013; Tuttle, Gill, Gleason, Knechtel, Nichols-Barrer, and Resch 2013; Nye, 

Konstantopoulus, and Hedges 2004). Taken together, these results provide evidence that 

while the proportion of workers doing complex jobs who are on temporary contracts is not 

associated with organizational performance (either as a main effect or as an interaction with 

informal controls), the use of temporary contracts as a screen for future permanent 

positions has a positive association with some dimensions of school performance (i.e., math 

test scores) but not others (i.e., reading test scores). The lack of support for H5 and H6 could 

be due to several reasons. First, it is possible that schools generally have the appropriate 

proportion of temporary workers for the control environment that is in place. As a result, 

there is insufficient sample variation in terms of schools with an inappropriate proportion of 



Chapter 4 – Hiring temporary workers 

148 
 

temporary workers for their control environment (i.e. absence of ‘misfits’)14.  Second, while 

prior literature stresses the importance of having objective measures of performance (Ittner 

and Larcker 2001), our use of school learning outcomes which are quite persistent, could 

also be a reason for the lack of support for H5 and H6. Due to this persistence of student 

learning outcomes, it is possible that any mismatch between the proportion of temporary 

workers and the informal control environment would take time to negatively affect such a 

measure of organizational performance.  

Insert Table 4.4 here 

Conclusion 

Recent developments in the workplace have resulted in an increase in the number of 

temporary workers – many of whom are employed to do complex jobs. Organizations which 

employ temporary workers instead of permanent workers to perform complex tasks are 

faced with a greater challenge, in ensuring that there is alignment between goals of these 

workers and that of the organization. This study provides evidence consistent with our 

expectations that organizations with a strong informal control environment that ensures 

workers behave consistently with organizational goals are likely to use more temporary 

workers. The second major finding is that the importance of informal control mechanisms 

when hiring temporary workers is lower for organizations which use temporary employment 

contracts as a screen for permanent positions.  

                                                                 
14 While it is also possible that a lack of support for H5 and H6 is due to schools generally having an 
inappropriate proportion of temporary workers for the control environment in place (i.e., insufficient variation 
in terms of schools with the appropriate proportion of temporary workers), this explanation is less l ikely given 
the results which support H1 and H2.  
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Finally, when investigating organizational outcomes, we find that the use of 

temporary workers is not associated with organizational outcomes and does not interact 

with the informal control environment to affect organizational outcome. However, we find a 

positive association between a school’s use of temporary employment contracts as a 

screening mechanism and its performance in math (but not reading) test scores. This result 

could be due to math being mostly affected by the school while significant progress in a 

student’s reading skills is made at home (Nye, Konstantopoulos, and Hedges 2004).      

This study has the potential to contribute to the literature on management controls 

by investigating the association between informal controls and the employment mix. While 

prior research documents how selection and recruitment of employees can be an effective 

ex ante control mechanism (Campbell 2012; Abernethy, Dekker, and Schulz 2015), we 

investigate a different dimension of selection decisions, that is, the choice to employ 

temporary or permanent workers; and whether the control environment facilitates or 

inhibits this choice. Examining the choice of the employment mix is particularly relevant 

given the continued global trend towards a more flexible workforce. In addition, to the best 

of our knowledge, this study is the first to investigate the implications of using temporary 

employment contracts as a screening mechanism on the organization’s informal control 

environment and performance. We also contribute to the broader labor economics and 

human resources literature by improving our understanding of the factors that influence an 

organization’s choice between temporary and permanent workers – a choice that has 

important consequences on the job security and wage growth of workers; and the future 

adequacy of current social security systems. Finally, we contribute to the education 

literature by shedding light on how principals use management controls to manage schools 
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and influence student learning outcomes – an area of interest to governments and society 

more widely.      

There are several limitations of the study. First, although there are no ex-ante 

reasons to expect a lack of generalizability to other settings, there may be a risk of doing so 

due to its focus on a single industry - schools. However, we believe that the findings of this 

study would broadly apply to organizations that use a mix of temporary and permanent 

workers and have discretion over this mix. Second, we are not able to directly measure the 

use of temporary employment contracts as a screen for permanent workers due to the 

restrictions of such practices. However, we demonstrate support for the validity of the 

proxy used. Third, while economic theory discussed in Bull and Tedeschi (1989) lead to the 

expectation that the use of temporary employment contracts as a screening mechanism will 

lead to improved organizational performance, we are unable to rule out an alternative 

explanation, namely that well-performing organizations are able to attract workers who are 

willing to subject themselves to a long probationary period before being offered a 

permanent employment contract. Resolving the direction of this causal relationship 

provides an area for future research. In addition, while this study finds a positive 

relationship between the use of temporary employment contracts as a screen for 

permanent positions and standardized math test scores, the impact of this extended 

probationary period on employee-related variables such as their well-being and 

commitment towards the organization and profession over the longer-term would also be a 

potential area for future research. 
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Figure 4.1: Human Capital Characteristics and Employment Mode                                               

(Lepak and Snell, 2002) 
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Figure 4.2: Hypothesized Relationships between key variables 
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Table 4.1 

Descriptive Statistics  

Variable Obs Mean Std. Dev. Min Max 

PERF_NUM 271 0.49 0.28 0.00 0.99 

PERF_READ 272 0.49 0.28 0.00 0.98 

TEMP_SCREEN 315 2.44 0.76 0.00 3.00 

TEMP_PCT 308 14.23 13.29 0.00 100.00 

ORG_CULTURE 311 494.52 91.29 222.55 674.62 

TEAM 317 4.52 0.98 2.00 7.00 

PRI 293 0.77 0.42 0.00 1.00 

SIZE 313 411.16 372.68 5.00 2059.00 

SOCECO 289 1004.81 69.75 708.00 1168.00 

EXPERIENCE 319 122.51 92.43 0.00 456.00 

EDU 317 0.64 0.48 0.00 1.00 

TEAC_RATING 319 97.07 6.90 50.00 100.00 

FIN_POS 312 2316.97 4686.09 -1452.63 53488.04 

QUANT_EVAL 317 3.52 0.90 1.00 6.00 

QUANT_REW 306 3.44 1.03 1.00 7.00 

CULTURE_TEMPSCREEN 307 1201.06 443.73 0.00 2023.87 

TEAM_TEMPSCREEN 314 11.10 4.40 0.00 21.00 

TEMPPCT_CULTURE 301 7439.26 7487.72 0.00 64696.37 

TEMPPCT_TEAM 307 65.17 64.08 0.00 418.60 
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Table 4.2 
Correlation matrix 

 
 

 

*,**,*** indicates significance at the 10%, 5% and 1% level (two-tailed) respectively.

    1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 
1 PERF_NUM 1.00                                     
2 PERF_READ 0.90*** 1.00                                   
3 TEMP_SCREEN 0.09 0.02 1.00                                 
4 TEMP_PCT 0.10* 0.07 0.03 1.00                               
5 ORG_CULTURE 0.08 0.04 -0.06 0.27*** 1.00                             
6 TEAM -0.03 -0.08 0.09* 0.10* 0.03 1.00                           
7 PRI 0.02 -0.02 -0.01 0.33*** 0.59*** 0.12** 1.00                         
8 SIZE 0.25*** 0.24*** 0.07 -0.23*** -0.37*** 0.02 -0.56*** 1.00                       
9 SOCECO 0.77*** 0.84*** 0.06 0.05 0.08 0.02 0.13** 0.19*** 1.00                     

10 EXPERIENCE 0.12** 0.08 -0.02 -0.16** -0.01 0.06 0.07 0.15** 0.06 1.00                   
11 EDU 0.03 0.00 -0.03 -0.05 -0.11* 0.03 -0.09 0.04 0.03 -0.05 1.00                 
12 TEAC_RATING 0.20*** 0.18*** -0.01 0.01 0.07 0.09* -0.01 0.02 0.09 0.06 -0.03 1.00               
13 FIN_POS -0.02 -0.06 -0.06 0.14** -0.06 -0.04 -0.07 -0.19*** -0.13** 0.00 0.07 0.04 1.00             
14 QUANT_EVAL 0.06 0.05 0.02 0.06 0.03 -0.13** -0.06 0.00 -0.02 -0.13** -0.02 0.05 -0.04 1.00           
15 QUANT_REW 0.08 0.05 0.05 0.03 0.04 -0.09 -0.02 0.00 -0.02 -0.08 -0.06 0.04 -0.12** 0.42*** 1.00         
16 CULTURE_TEMPSCREEN 0.13** 0.06 0.85*** 0.15*** 0.46*** 0.09 0.28*** -0.10* 0.11* -0.02 -0.07 0.02 -0.07 0.02 0.06 1.00       
17 TEAM_TEMPSCREEN 0.04 -0.03 0.82*** 0.08 -0.02 0.62*** 0.08 0.03 0.05 0.01 -0.02 0.06 -0.07 -0.05 0.00 0.71*** 1.00     
18 TEMPPCT_CULTURE 0.11* 0.06 0.00 0.97*** 0.40*** 0.08 0.35*** -0.27*** 0.04 -0.15** -0.05 0.01 0.12** 0.06 0.05 0.19*** 0.05 1.00   
19 TEMPPCT_TEAM 0.10* 0.06 0.06 0.96*** 0.23*** 0.31*** 0.34*** -0.20*** 0.08 -0.14** -0.03 0.04 0.12** 0.03 0.01 0.15** 0.22*** 0.91*** 1.00 
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Table 4.3 

The use of temporary employees (TEMP_PCT) and the strength of informal controls 

Variable Coef. 

 

t-stat 

ORG_CULTURE 0.09*** 3.33 

TEAM 4.33** 1.78 

TEMP_SCREEN 20.67*** 3.25 

CULTURE_TEMPSCREEN -0.03*** -2.74 

TEAM_TEMPSCREEN -1.22* -1.30 

SIZE 0.002 0.60 

PRI 8.77*** 2.74 

EXPERIENCE -0.02*** -3.27 

EDU -1.54 -0.94 

SOCECO 0.01 0.49 

FIN_POS 0.001** 2.29 

QUANT_EVAL 1.59* 1.78 

QUANT_REW 0.05 0.06 

N 262 

Adjusted R-squared 0.17 

 

*,**,*** indicates significance at the 10%, 5% and 1% level (one-tailed for hypothesized relationships; two-
tailed otherwise). Robust standard- errors used; constant included but not reported. 

Variable definitions 
TEMP_PCT = Percentage of employees on temporary (fixed-term) employment contracts 
ORG_CULTURE = Strength of organizational culture obtained from a survey of school teachers 
TEAM = Organization’s use of team-based controls  
TEMP_SCREEN = Use of temporary contract as a screening mechanism for permanent positions 
CULTURE_TEMPSCREEN = ORG_CULTURE * TEMP_SCREEN 
TEAM_TEMPSCREEN = TEAM * TEMP_SCREEN 
SIZE = Total student enrolment  
PRI = Indicator if school is a primary school  
EXPERIENCE = Experience as school principal in months 
EDU = Indicator variable if principal has postgraduate qualifications 
SOCECO = Social economic status of students in the school 
FIN_POS = The financial position of the school (net cash balance per student) 
QUANT_EVAL = Use of quantitative (vs qualitative) measures in the performance evaluation of teachers  
QUANT_REW = Use of quantitative (vs qualitative) measures when deciding on rewards for teachers 
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Table 4.4 

The use of temporary employment contracts and organizational outcomes 

 Independent variable PERF_NUM PERF_READ 

Variable Coef. t-stat Coef. t-stat 
TEMP_PCT 0.54 0.68 0.72 1.26 
TEMP_SCREEN 3.34** 2.02 0.17 0.12 
ORG_CULTURE 0.03 1.28 0.03** 1.98 
TEAM 0.11 0.06 -1.51 -0.91 
TEMPPCT_CULTURE 0.00 0.19 0.00 -1.50 
TEMPPCT_TEAM -0.11 -0.96 -0.04 -0.43 
PRI -7.34* -1.65 -14.15*** -3.59 
SIZE 0.01** 2.08 0.00 0.25 
SOCECO 0.29*** 18.96 0.33*** 22.38 
EXPERIENCE 0.02 1.54 0.02 1.34 
EDU 2.22 0.95 -0.36 -0.19 
TEAC_RATING 0.60*** 3.91 0.46*** 3.11 
FIN_POS 0.00 -0.02 0.00 -0.77 
N 252 253 
Adjusted R-squared 0.63 0.73 
   

*,**,*** indicates significance at the 10%, 5% and 1% level (one-tailed for hypothesized relationships; two 
tailed otherwise). Robust standard- errors used; constant included but not reported. 

Variable definitions 
PERF_NUM = Standardized student numeracy test score at the school level 
PERF_READ = Standardized student reading test score at the school level 
TEMP_PCT = Percentage of employees on temporary (fixed-term) employment contracts 
TEMP_SCREEN = Use of temporary contract as a screening mechanism for permanent positions 
ORG_CULTURE = Strength of organizational culture obtained from a survey of school teachers. 
TEAM = Organization’s use of team-based controls  
TEMPPCT_CULTURE = TEMP_PCT*ORG_CULTURE 
TEMPPCT_TEAM = TEMP_PCT*TEAM  
PRI = Indicator if school is a primary school  
SIZE = Total student enrolment  
SOCECO = Social economic status of students in the school 
EXPERIENCE = Experience as school principal in months 
EDU = Indicator variable if principal has postgraduate qualifications 
TEAC_RATING = Average teacher (official) performance ratings 
FIN_POS = The financial position of the school (net cash balance per student) 
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Appendix: Variable definitions 

Variable  Definition Measurement 
EXPERIENCE Months of 

experience as 
school principal 

Survey question that asks principals about  
the amount of time he/she has been a 
school principal 
 

EDU Principal’s post 
graduate 
qualification = 1; 0 
otherwise 

From survey question that asks principals 
whether they have postgraduate 
qualifications. 

FIN_POS School financial 
position 

Net cash balance per student of the school 
obtained from the Department of 
Education and Training. It is a rolling 36 
month average as at the end of 2013. 

ORG_CULTURE 
 

Organizational 
Culture 

Organizational Culture is measured by the 
Collective Focus on Student Learning 
component factor score from the survey of 
school staff conducted by the Department 
of Education and Training in 2014. This 
component consists of the following 4 
items: 
• When making important decisions, this 

school always focuses on what’s best for 
the students;  

• Our school wide goals influence daily 
teaching practice;  

• This school has well-defined learning 
expectations for every student; and  

• In this school, we use assessment data 
to make decisions about teaching and 
learning.  

PERF_NUM Standardized 
student numeracy 
test score 
 
 

 

Data from the National Assessment 
Program (NAPLAN)’s standardized 
numeracy scores for all schools (public and 
private) in 2014. Students are tested in 
Years 3, 5, 7 and 9. A percentile score is 
first computed for each school at each year 
level. Next, the percentile scores are 
averaged (weighted by the size of the 
cohort) to obtain a single percentile score 
for each school. 

PERF_READ Standardized 
student reading 
test score 
 
 

Data from the National Assessment 
Program (NAPLAN)’s standardized reading 
scores for all schools (public and private) in 
2014. Students are tested in Years 3, 5, 7 
and 9. A percentile score is first computed 
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Variable  Definition Measurement 
 for each school at each year level. Next, the 

percentile scores are averaged (weighted 
by the size of the cohort) to obtain a single 
percentile score for each school. 

PRI Primary school = 
1; Secondary 
school = 0 
 

From the school profile database 
maintained by ACARA. Primary schools 
include those which offer classes across 
both primary and secondary school levels.  

QUANT_EVAL Use of 
quantitative 
measures in the 
performance 
evaluation of 
teachers 

Survey question that asks principals what 
combination of quantitative (objective) and 
qualitative (subjective) data is used when 
evaluating the performance of their 
teachers on a Likert Scale. 1 represents only 
qualitative and 7 represents only 
quantitative data.   
 

QUANT_REW Use of 
quantitative 
measures when 
deciding on 
rewards for 
teachers 

Survey question that asks principals what 
combination of quantitative (objective) and 
qualitative (subjective) data is used when 
deciding whether to reward their teachers 
on a Likert Scale. 1 represents only 
qualitative and 7 represents only 
quantitative data.   
 

SIZE Total student 
enrolment  

From the school profile database 
maintained by the Australian Curriculum, 
Assessment and Reporting Authority 
(ACARA) in 2014. 
 

SOCECO Socio-economic 
status of the 
students in the 
school 

Based on the Index of Community Socio-
Educational Advantage (ICSEA) in 2014 
which was created by the Australian 
Curriculum Assessment and Reporting 
Authority (ACARA) to enable comparisons 
of the NAPLAN tests. Takes into 
consideration parents’ education and 
occupation, the percentage of indigenous 
students and a school’s geographical 
location. 

TEAC_RATING Teacher 
performance 
ratings 

From survey question that asks principals 
the percentage of teachers who were 
officially rated as meeting their 
performance expectations (i.e., the highest 
performance rating category) based on the 
Department of Education performance 



Chapter 4 – Hiring temporary workers 

168 
 

Variable  Definition Measurement 
evaluation guidelines in the 2014/2015 
cycle. It is an indication of teacher quality.  

TEAM 
 

Team-based 
controls 

From survey question that asked principals 
about the mix of individual work and team-
based work that is required of their 
teachers in fulfilling their responsibilities. 1 
represents only individual work; 7 
represents only team-based work  

TEMP_PCT 
 

Percentage of 
temporary 
workers 

Number of temporary workers in 2014 
from the survey of school principal divided 
by the number of teachers at the school in 
2014 from school profile database 
maintained by ACARA.  

TEMPPCT_CULTURE 
 

Interaction term  TEMP_PCT * ORG_CULTURE  

TEMPPCT_TEAM 
 

Interaction term TEMP_PCT * TEAM 

TEMP_SCREEN Use of short-term 
employment 
contracts to as a 
screen for 
permanent 
positions 

From survey question that asks principals 
how significant is the benefit of hiring a 
teacher on short-term employment 
contracts as a way to evaluate the teacher 
for future on-going positions which may or 
may not arise. 0 represents no benefit; 3 
represents a very significant benefit.  

CULTURE_TEMPSCREEN 
 

Interaction term  ORG_CULTURE* TEMP_SCREEN 

TEAM_TEMPSCREEN 
 

Interaction term TEAM * TEMP_SCREEN 
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Chapter 5  

Conclusion 

Summary 

The three essays in this thesis examine how management controls are used by 

organizational leaders to influence the behaviors of employees. The first essay investigates 

the impact of leniency bias on organizational performance. The results of this study indicate 

that leniency bias in performance evaluation is negatively associated with organizational 

performance while leniency bias in the provision of non-financial rewards is positively 

associated with organizational performance. However, leniency bias in the provision of 

financial rewards is not associated with organization performance. This study also finds 

preliminary evidence that performance-related employee turnover (i.e., the replacement of 

underperforming staff) is a mechanism that mediates the relationship between leniency bias 

in performance evaluation and organizational performance. The second essay explores 

whether new leaders can use the reward system to build relational contracts by overcoming 

the challenges of (1) enhancing their credibility; and (2) developing clarity amongst their 

employees on the implicit terms of the relational contract (e.g., desirable and undesirable 

behaviors). This study finds that leaders who are new to their current organization but 

experienced in the role, use non-financial rewards (but not financial rewards) more leniently 

compared to other leaders. It also finds evidence that low to moderately lenient non-

financial rewards is positively associated with employees’ perceptions of: (1) clarity on the 

behaviors that they should be exhibiting; and (2) their leader’s credibility. However, these 

relationships turn negative at higher levels of leniency. The third essay investigates whether 

an organization’s control environment influences its choice of employment mix (i.e., 
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temporary vs permanent workers). It finds that organizations with stronger informal 

controls (i.e., stronger organization culture and greater use of team-based controls) have a 

greater proportion of temporary workers doing complex jobs. However, for organizations 

that use temporary employment contracts as a screening mechanism for future permanent 

positions, the presence of an informal control environment is less important in predicting 

the mix of employment.  

Contribution  

All three essays contribute to the literature on management controls. The first essay 

contributes to the performance evaluation and rewards literature by highlighting the trade-

offs involved with lenient performance evaluation. More specifically, while leniency bias in 

performance evaluation may improve individual employee performance (Bol, 2011), 

organization performance may be adversely affected due to the organizational costs of 

lenient evaluations. It also investigates the distinct impact of the different types of leniency 

bias on organizational performance, namely leniency bias in employee performance 

evaluations, leniency bias in the provision of non-financial rewards, and leniency bias in the 

provision of financial rewards. Finally, it sheds light on a potential mechanism (i.e., 

underperformance-related turnover) by which leniency bias in performance evaluation 

influences organizational performance.     

 The second essay also contributes to the literature on the use of rewards as a 

control mechanism. While much of the prior research has investigated how formulaic 

rewards based on performance measures are used to align the interests of employees and 

the organization (Banker, Lee, and Potter 1996; Sprinkle 2000; Bradler, Dur, Neckermann, 

and Non 2016), this study focuses on a setting where such rewards are used more informally 
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based on discretion and judgment (Gibbons and Kaplan 2015) and assess their efficacy in 

achieving two specific objectives: employee clarity and leader credibility. In addition, it 

contributes to the literature on relational contracting. The existing empirical research on 

intra-firm relational contracts largely consists of case studies on how established contracts 

are used and refined in individual organizations (for examples, see Gibbons and Henderson 

2012). The study’s findings provide more general evidence on how the challenge of 

developing a shared understanding of desirable behaviors and building a leader’s credibility 

amongst employees can be overcome in new relational contracts. Finally, this study 

contributes to literature on cognitive biases which arise from the use of discretion and 

judgment.  

The third essay contributes to the literature on management controls by 

investigating the association between informal controls and the employment mix. While 

prior research documents how selection and recruitment of employees can be an effective 

ex- ante control mechanism (Campbell 2012; Abernethy, Dekker, and Schulz 2015), this 

study investigates a different dimension of selection decisions, that is, the choice to employ 

temporary or permanent workers; and whether the control environment facilitates or 

inhibits this choice. Examining the choice of the employment mix is particularly relevant 

given the continued global trend towards a more flexible workforce. In addition, to the best 

of my knowledge, this study is the first to investigate the implications of using temporary 

employment contracts as a screening mechanism on the organization’s informal control 

environment and performance.  It also contributes to the broader labor economics and 

human resources literature by improving our understanding of the factors that influence an 

organization’s choice between temporary and permanent workers – a choice that has 
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important consequences on the job security and wage growth of workers; and the future 

adequacy of current social security systems. Finally, it contributes to the education 

literature by shedding light on how principals use management controls to manage schools 

and influence student learning outcomes – an area of interest to governments and society 

more widely.      

Limitations and future research 

While there are no ex-ante reasons to expect a lack of generalizability of the results 

in this dissertation to other settings, there may be a risk of doing so due to its focus on a 

single industry – i.e., public schools. In addition, the cross-sectional nature of the survey 

data makes it challenging to demonstrate causality between the variables of interest.        

However, it is worth noting that the phenomena studied in the three studies i.e., leniency 

bias amongst supervisors, the use of relational contracts and use of non-permanent 

employees are present in a wide range of industries and settings.   

Future research could consider the following. First, replicating these studies in other 

settings or in the lab where it is easier to demonstrate causality. Second, more 

comprehensively investigate causal mechanisms between the variables of interest. For 

example, does the perception of fairness amongst employees play a mediating role between 

leniency bias and organizational performance. Third, find better approaches to measure key 

variables such as underperformance-related turnover (Essay 1), and the actual use of 

temporary contracts as a screen for future permanent positions (Essay 3) which would 

potentially be of interest to other researchers in these areas.   
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