Incentives

Chapter 24 – E200

· Solutions for problems of moral hazard include reliance on norms of appropriate behavior, a desire to elicit positive reciprocal actions or avoid punishment, contractually enforceable guarantees or direct monitoring of employees, and incentives.  For Kreps, the word incentives refers specifically to extrinsic (formal and explicit) incentives.  In particular, this means direct monetary compensation.

24.1.  Salesperson Compensation

· Employees with utility function √w – disutility of effort must choose a level of effort: kills self trying, tries but not too hard, or loafs.

· If you (employer) are risk-neutral and employee is risk-averse, optimal risk sharing means giving employee a wage that is not variable.

· If you can monitor and enforceably contract with the employee, you still bear all risk and thus bonus will always be zero.

· To figure out what kind of incentive will produce particular level of effort, pay wage such that √w – disutility of effort exceeds the reservation level (point at which employee is indifferent between working for you or not—see text for examples).

· If you cannot monitor or enforce a contract, you can adjust base wage & bonus to trade off between efficient risk sharing (which gives only base wage to employee and negative profits to you) and loading all risk on employee.  Kreps uses spreadsheets but the basic idea is: fine-tune incentive scheme to a) bring employee as close to reservation utility as possible – no extra surplus – and b) shield employee from risk to maximum extent possible while keeping them at effort level desired.  (Note: problem 24.1 is on this and he notes “it is a favorite exam question”.)

· The basic tradeoff in this problem is efficient risk sharing versus motivation.  To motivate higher levels of effort, you have to pay a higher bonus.  But as you pay a higher bonus, you load more and mor erisk on the employee.  You want a high enough bonus to motivate the level of effort desired, yet just enough so that the employee’s utility in working for you just beats the next best alternative.

24.2 Sundry comments, qualifications, extensions, and variations

· Continuous effort choice:  A more realistic model would allow for a continuous effort choice variable.  This would allow answering questions such as, Is it better to have a salesperson who is more risk-averse or less? How does the level of a salesperson’s disutility of effort enter into the compensation scheme?  Do problems of moral hazard mean, ultimately, that effort levels increase or decrease?  These questions, according to the chapter, don’t have simple answers and if you’re interested in this stuff, you can read his other book.

· Robustness: Real incentive schemes are relatively simple and robust to perturbations in the basic data in the situation because of obvious problems in having the data necessary to fine-tune things.  

· Screening:  Incentive systems can motivate individual employees but also act as a screen for the “right sort” of employee.  Example is RE/MAX.

· Irrelevant noise:  Tying an employee’s compensation to uncertain variables (like overall company profitability) that have nothing to do with the employee’s effort level loads unnecessary risk on employee.

· Tournaments & benchmarking:  Schemes that tie compensation to purely ordinal rankings are called tournament incentive schemes.  Problems: 1) incentive to collude against firm, 2) unhealthy competition w/in firm.  Standard controls for these problems: isolate employees in comparison set and put large number of employees in the set.  Benchmarking refers to comparing employee performance with that of some external group.  Disadvantage: whole point of incentive schemes is to control for exogenous factors that affect performance.  Problem with tournaments: prize must be increasingly large as number of people in the tournament grows.

· Group incentives and internal monitoring:  Obvious free-rider problem notwithstanding, these are frequently used.  Why: 1) little else works in a continuous-flow process, 2) firm can profit by rewarding efforts to help others, 3) self-monitoring occurs in small groups.

· Incentives in dynamic settings:  A problem may exist if an employee has either built up a big lead or is far behind, say, ¾ way through period (coasting).  This can be controlled if reward scheme is continuous (5% for sales over $5 million, 8% for sales over $20 million, etc.).  Another problem: ratchet effect (disincentive to beat last year’s figure b/c next year will be harder, tank to make next year easier if already know will miss this year’s mark, look for new job if this year is exceptional).  

· Other-than-effort incentives:  Issue is not to motivate people to work hard, but to direct efforts in manner best for company.  Example: golden parachutes (incentives not to entrench management, or block takeovers beneficial to shareholders)

· Multi-task jobs:  When some aspects of performance are easy to measure and others are harder, there is a tendency to base incentives on those that are easy to see.  This motivates misallocation of efforts, yet using hard-to-measure statistics loads a lot of risk (inefficiently) on employee. 

· Psychological & social effects:  In economic models, people do stuff because they are greedy.  But like OB says, motivation can be intrinsic.  They go further and say compensation scheme promotes sense of identity with firm (in Economese, changes employee utility function).

