P
O
=
O
p
o







((ddddddddddddddddddddddddaddddd

PERSONNEL ECONOMICS
IN PRACTICE

Third Edition

Edward P. Lazear
Stanford University

Michael Gibbs
University of Chicago

WILEY




In memory of Gary Becker

Vice President & Executive Publisher George Hoffman
Executive Editor Joel Hollenbeck
Sponsoring Editor Marian Provenzano
Project Editor Brian Baker
Associate Editor Christina Volpe
Marketing Manager Puja Katariwala
Editorial Assistant Jacqueline Hughes
Associate Production Manager Joyce Poh

Senior Production Editor Jolene Ling

Cover Designer Kenji Ngieng
Production Management Services Laserwords

Cover Image Credit Stephen Simpson/Taxi/Getty Images

This book was set in 10/12pt JansonTextL'T'Std by Laserwords.

Founded in 1807, John Wiley & Sons, Inc. has been a valued source of knowledge and understanding for
more than 200 years, helping people around the world meet their needs and fulfill their aspirations. Our
company is built on a foundation of principles that include responsibility to the communities we serve and
where we live and work. In 2008, we launched a Corporate Citizenship Initiative, a global effort to address
the environmental, social, economic, and ethical challenges we face in our business. Among the issues we are
addressing are carbon impact, paper specifications and procurement, ethical conduct within our business
and among our vendors, and community and charitable support. For more information, please visit our
website: www.wiley.com/go/citizenship.

Copyright © 2015, 2009, 1998, John Wiley & Sons, Inc. All rights reserved. No part of this publication
may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic,
mechanical, photocopying, recording, scanning or otherwise, except as permitted under Sections 107 or

108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher,
or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc.,
222 Rosewood Drive, Danvers, MA 01923 (Web site: www.copyright.com). Requests to the Publisher for
permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River Street,
Hoboken, NJ 07030-5774, (201) 748-6011, fax (201) 748-6008, or online at: www.wiley.com/go/permissions.

Evaluation copies are provided to qualified academics and professionals for review purposes only, for use in
their courses during the next academic year. These copies are licensed and may not be sold or transferred to
a third party. Upon completion of the review period, please return the evaluation copy to Wiley. Return
instructions and a free of charge return shipping label are available at: www.wiley.com/go/returnlabel. If you
have chosen to adopt this textbook for use in your course, please accept this book as your complimentary
desk copy. Outside of the United States, please contact your local sales representative.

Library of Congress Cataloging-in-Publication Data
Lazear, Edward P.

Personnel economics in practice / Edward P. Lazear, Michael Gibbs. — Third edition.

pages cm
Includes index.
ISBN 978-1-118-20672-0 (paperback)

1. Managerial economics. 2. Labor economics. 3. Personnel management. 4. Human capital.
1. Gibbs, Michael, 1962- II. Title.

HD30.22.1.39 2015

658.3-dc23

2014025843

Printed in the United States of America

10987654321


http://www.wiley.com/go/citizenship
http://www.copyright.com
http://www.wiley.com/go/permissions
http://www.wiley.com/go/returnlabel

ABOUT THE AUTHORS

Edward P. Lazear is the Jack Steele Parker Professor of Human Resources Manage-
ment and Economics at Stanford University’s Graduate School of Business, where he
has received several teaching awards. He is also the Morris Arnold and Nona Jean Cox
Senior Fellow at the Hoover Institution. Lazear is a Research Fellow of the National
Bureau of Economic Research, Center for Corporate Performance, Stanford Institute
for Economic Policy Research, and the Institute for the Study of Labor. He has BA and
MA degrees from UCLA, and a Ph.D. in Economics from Harvard. He also taught for
many years at the University of Chicago.

Professor Lazear is widely regarded as the founder of the field of personnel eco-
nomics. He has written over 100 articles and several books. Lazear has written semi-
nal research in many areas, including pensions, discrimination, compensation, careers,
incentive pay, human capital, and entrepreneurship. He was the founding editor of the
Fournal of Labor Economics and the founder of the Society of Labor Economists.

Professor Lazear has received many honors, including the IZA Prize in Labor Eco-
nomics, the Jacob Mincer Prize for Lifetime Achievement in Labor Economics, and
the Leo Melamed Biennial Prize for Outstanding Research. He also holds four hon-
orary doctorates. He is a fellow of the American Association for the Advancement of
Sciences, the American Academy of Arts and Sciences, the Econometric Society, and
the Society of Labor Economists.

Professor Lazear was Chairman of the President’s Council of Economic Advisers
and served at the White House from 2006-2009. He has also served as an economic pol-
icy advisor to the governments of the Republic of Georgia, Russia, Ukraine, Romania,
and Czechoslovakia.

Michael Gibbs is Clinical Professor of Economics at the University of Chicago
Booth School of Business. He also serves as Faculty Director of the Executive MBA
Program in Chicago, London, and Hong Kong. Gibbs teaches microeconomics,
organizational design, and governance and has won several teaching awards. He
is a Research Fellow at the Institute for the Study of Labor and the Institute for
Compensation Research. Professor Gibbs received a BA, MA, and Ph.D. in Economics
from the University of Chicago. He has taught at Harvard, the University of Michigan,
USC, Sciences Po (Paris), and Aarhus University (Denmark). He serves on the board
of Huy Vietnam.

iii



iv e About the Authors

Professor Gibbs is a leading empirical scholar in personnel economics. His research
concerns topics such as careers, performance measurement, incentive plan design, job
design, post-merger integration, and innovation. He received a Notable Contribution
to the Management Accounting Literature Award by the American Accounting Associ-
ation for his research on subjective performance evaluation.



PREFACE

WHAT Is THis Book ABoUT? ‘TXXX

The performance of organizations and economies is the sum result of the motivations,
decisions, and actions of many individuals. These individuals and their actions combine
to create innovation, higher economic growth, more job opportunities, and better prod-
ucts. The process by which this occurs is one of the miracles of modern economies and
modern firms. It is also the topic of this book.

One can hardly overestimate the importance of understanding better how firms
organize themselves and manage their employees. In large corporations, roughly three-
quarters of all costs are human resource related. Similarly, roughly 70 percent of world-
wide wealth is in the form of human capital—the skills and knowledge of individuals—
rather than in physical or financial capital. Economies grow and change through the
creativity and motivation of entrepreneurs and employees. The strategy of many firms
today is explicitly human resource driven, emphasizing customization, service, and inno-
vation.

Organization and managementare also of fundamental importance to you. The top-
ics discussed in this book take on increasing importance as your career progresses. Those
at an early stage tend to focus on specialized areas of knowledge. As careers evolve,
however, jobs tend to increasingly depend on supervision and management of others.
A broader, general manager perspective becomes essential to coordinate the work of
many. As the career evolves further, the ability to set up, structure, and manage the
entire organization becomes important. A strategic overview of the organization, and
how it relates to the firm’s goals and environment, is necessary.

In order for a manager to be effective at these various stages, it helps to have a struc-
tured, rigorous framework for analyzing the issues you will face. Gut instinct, common
sense, and wisdom from years of experience can be extremely valuable. However, com-
bined with a deeper understanding of the issues and tradeoffs behind them, you can
become even more effective. The purpose of this book is to give you a rigorous frame-
work for understanding organizational design and the management of your employees.

The study of organizations and human resources has not always been rigorous, but
that is changing. Economics has proven to be a powerful approach in this area, adding
rigor and structure and clarifying many important issues. This area of economics is often
called Personnel Economics.
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Preface

DOES MANAGEMENT MATTER?
660006000 OCSC

A recent study collected data on management practices and performance for a large set of
companies around the world to try to assess whether organizational design was important
for performance. Most of the policies analyzed were the kind discussed in this book, such
as the firm’s emphasis on continuous improvement, the extent to which it hires and retains
the best performers, and the use of targets and incentives.

Does management matter? Their evidence is that it does, significantly. The study found
that good management practices are strongly correlated with higher productivity, better
quality of products and services, and better odds that the firm will survive competition
and grow.

The researchers also found that management practices vary considerably within industries
and countries and across the world. Firms that face stronger competition, including by
competitors exporting from other countries, tend to have good practices. Multinational
firms also tend to have better practices. By contrast, government- and family- owned firms
tend to be less well managed. The fact that significant variation exists in management prac-
tices, even within the same industry in the same country, suggests that there is room for
improvement, especially in emerging markets.

Source: Bloom and van Reenen, 2010

seeee® Wuar Is PErRsONNEL EcoNoMICS?

It may seem odd to apply economics to human resource and general management top-
ics. In fact, it makes perfect sense. Economics is a methodology that has been applied to
many areas of human activity and has had enormous influence on the social sciences.
That methodology is quite flexible and can be applied to many problems involving
human behavior. The ability to apply a consistent methodology allows us to develop
a useful framework for studying organizational design.

Economists recognize two elements that drive human behavior. One is psychology
(preferences). Understanding preferences and their formation and evolution is the realm
of classical psychology. The second is the environment in which people act to attain
their goals. This is the realm of economics which focuses on budgets, prices, constraints,
information, and incentives. It also focuses on social interactions, because an employee’s
colleagues, manager, and customers play important roles in driving behavior.

This distinction between preferences and the environment is recognized in psychol-
ogy. The subfield of social psychology generally focuses on the impact of the environ-
ment on individual behavior—just like economics. The fields of social psychology and
personnel economics study many of the same issues, although from somewhat different
perspectives. This also means that what we often think of as psychology is not, in the
purest sense.



What Is Personnel Economics?

Because economics focuses on the effects of the environment on behavior, it gen-
erally starts with only crude assumptions about preferences of individual employees.
"This is more of a virtue than it might seem. The more abstract and general the model,
the wider its applicability. Thus, in economics we may assume that employees attempt
to maximize their pay. By pay, we mean not only compensation, but also benefits, job
amenities, work environment, and other things offered by the firm that they mightvalue.
A theory of pay for performance then has relevance for using any motivational tool, not
just cash.

The key part of the economic approach is to focus on how the environmental
variables—information, resources, constraints, decisions, and incentives—affect the
outcome. Those are the issues that are analyzed in this book. More often than not, the
analysis results in a statement of one or more important tradeoffs between benefits and
costs that must be balanced.

"Two results of this approach are worth noting here. First, the economic tools that
we employ are used to analyze a variety of problems. This allows us to provide a more
structured approach to the topics covered in this book. By the end of the book, we will
be able to develop a framework for thinking about organizational design as a whole.

Second, economics focuses on variables that managers have a great deal of control
over. The primary factors analyzed in this book are information, decisions, investment,
and incentives. These are exactly the levers that managers tend to have the most ability
to pull to better design their organizations. It is much easier to alter the incentives than
to change the psychology of your workforce.

Recently many firms have begun using “workforce analytics” techniques to analyze
the design and effects of personnel policies such as recruiting, training, feedback, and
performance evaluation. Personnel economists have been doing the same for decades—
practice is finally catching up with the research. Scholars have collected many novel
datasets, drawn from personnel records and intranet systems inside firms, surveys of
employees and employers, matched worker-firm datasets collected by governmental sta-
tistical agencies, and experiments run by companies. Some of the examples we describe
in this book come from just this kind of research, and they illustrate that the concepts,
frameworks, and way of thinking presented in the book are even more practical in the
days of workforce analytics.

It was mentioned earlier that economics and social psychology are different fields
analyzing similar topics (organizational sociology could be added to this group as well).
There is a great deal of healthy dialogue (competitive and cooperative, as it should be)
between economists, social psychologists, and sociologists studying the issues covered
in this textbook. Personnel economics has grown out of this dialogue. It started as a
small subfield of labor economics. It then incorporated new insights from informational
economics to start studying management of employees inside firms. Over time, person-
nel economics became more refined and more successful and started to incorporate
insights, evidence, and topics from social psychology and organizational sociology. (It
can be argued that personnel economics is causing those fields to evolve as well.) Thus,
while our approach and emphasis is economics, this book is more properly thought of
as the result of an active debate between, and mixing of, different social sciences that
study management issues.

vil
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Of course, a full understanding of human resource management also requires the
study of psychology and sociology. This text does not pretend to be the final word on
organizational design. Rather, it is a strong complement to more traditional approaches,
as well as a fresh approach for most students and managers.

One final note: economics facilitates a relatively rigorous analysis of organizational
design. Many of the chapters in this book have appendices with more mathematical
discussion of key concepts. The appendices are available online at our Companion site,
http://www.Wiley.com/College/Lazear. We strongly encourage you to study the appen-
dices for each chapter as you work through the book.

WHno Is THis Book For?

This book has several natural audiences. Undergraduates would benefit greatly from
studying the book. In fact, we believe that in most cases, they will benefit more by taking
a course using this book than they would by taking a traditional labor economics course.
Not only will they learn and apply ideas from microeconomics, such as incentive theory,
but they will learn principles that will be valuable in their careers.

We both teach MBA students and write this book from that perspective. It provides
a way to think about overall organizational design, as well as specific human resource
policies. Because MBAs tend to become consultants, general managers, or run organi-
zations themselves, the issues and approach used here are extremely relevant for such
students. Executive MBA students should also find the book useful. It will provide them
with rigorous frameworks to better understand and use their well-earned experience
and common sense to make it even more powerful and effective.

Although the focus of the book is on personnel policies and organizational design,
it is not written for a human resource specialist. Specialist texts focus on detailed exam-
ination of how to implement personnel policies, such as design of a pension plan or a
performance appraisal form. Nevertheless, the text should be extremely valuable to an
HR specialist, because it provides a strategic and analytical overview for human resource
policies. It provides the broader perspective that is necessary before focusing on the
details. For similar reasons, the sophisticated general manager who seeks a rigorous and
practical understanding of HR and organizational design may find this book to be a
more challenging read than most business books, but also of far more substance.

FURTHER READING
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Part One

SORTING AND INVESTING
IN EMPLOYEES

he textbook has three core sections, followed by a shorter section with appli-
cations and advanced summary discussions. In this first section, we take a simple view
of employees that is quite similar to that taken in much of biology: nature versus nur-
ture. In our context, employees bring to the workplace certain innate abilities, such as
to think quickly or creatively or to work with numbers. They also develop new or more
advanced skills through education, experience, and on-the-job training.

The topics of this section are how to sort employees by their innate or accumu-
lated skills, how to invest further in their skills, and how to manage their exit from the
organization, as a function of their talents and skills. One can think of a firm’s career
policies as a kind of pipeline, bringing employees in, developing and promoting them,
and eventually transitioning them out. That is the sequence of this section.

In the process of exploring these issues, several important economic concepts are
introduced: asymmetric information, investment, labor market constraints on firm poli-
cies, and different methods of contracting.

Asymmetric information refers to situations where two parties to an economic trans-
action (in our case, the firm and the employee) have different information that is relevant
to the transaction. Problems of asymmetric information are ubiquitous in economies
and organizations (e.g., the quality of a new hire or the effort that an employee expends
on the job). They also tend to lead to inefficiencies, because incorrect decisions are
made, because lack of information creates risk, or because one party exploits its infor-
mational advantage for personal gain at the expense of overall efficiency.

Asymmetric information arises in recruiting because the employee has more infor-
mation about suitability for a job than does the firm (the opposite case may also arise).
This presents a challenge for firms and employees during recruiting. We will see that
one way to deal with this is to use the economic principle of signaling, which encourages
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Sorting and Investing in Employees

the employee to use his or her information in a constructive rather than strategic way.
The idea of signaling has applications in many areas of business, and we shall mention a
few. This is an example of how the tools used in this book have broad application outside
of employment.

The second economic tool used is the idea of optimal investment. Employees and
their employers can invest in their skills. In studying this issue, we use ideas that also
play a role in finance courses. We will also consider the constraints that labor markets
impose on human resource policies in firms—for example, whether a firm should invest
in employee skills.

Finally, we will see three approaches to thinking about economic transactions or
contracts. We start with the simplest—a spot market whereby the firm simply pays an
employee’s market price at each point in time. This is the standard view in introduc-
tory microeconomics classes. But in trying to improve recruiting, we will see the need
for more complex, multiperiod conracts between the firm and the employee. These con-
tracts will also be contingent, in this case on employee performance. Finally, in some cases
we will see that the contract between the firm and the employee involves implicit or infor-
mal elements, because it is not always possible to write complete formal contracts. This
gives us a useful framework for thinking about the overall employment relationship and
even issues such as corporate culture.
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SETTING HIRING
STANDARDS

When you’re around someone good, your own standards are raised.
—Ritchie Blackmore, 1973

I n this chapter our goal is twofold: to introduce the topic of recruitment and to
introduce the economic approach used in the textbook. Let’s ease into both by
considering an example.

AN ExamprLE: HIRING RisSky WORKERS (AN NN

New Hires as Options

Imagine that you are a partner in an investment bank in the City (financial district) in
London and are deciding between two candidates to fill a position as an associate (junior)
investment banker. Gupta has the standard background of most of the applicants that
you see, including a degree in economics, a few years of experience as a financial analyst,
an MBA with a focus in finance, and a summer internship at an investment bank. You
feel that his productivity is highly predictable, and that he can produce £200,000 of
value per year. Svensen, however, has a very unusual background compared to other
applicants. She has a strong track record and appears quite talented, but does not have
much experience related to investment banking. Thus, you feel that her success is much
less predictable. She may turn out to be a star, in which case she will produce £500,000
per year, but she may also turn out to be a disaster, actually losing £100,000 per year.
Suppose that each of these outcomes for Svensen is equally likely (50 percent odds).
Then expected (average) output from Svensen in any given year is exactly the same as the
output from Gupta:

Expected output from Svensen = %2 - £500,000 — %2 - £100,000 = £200,000.



Setting Hiring Standards

Ficure 1.1

HIRING A RisSKY OR PREDICTABLE WORKER
Net=£1 M

Gupta
Retain
Net = £4 M %
%
Svensen Expected net =£1.9 M

s )
Vo Fire after 1st year Net = —£200 K 7 %

If the cost (wages and benefits) of both employees is the same, which is the better
hire? The answer might seem counterintuitive, but often the firm should hire the riskier
worker.

Suppose that both Svensen and Gupta can be expected to work at your firm for
10 years. Suppose further that it takes one full year to determine whether Svensen is a
star. The salary is £100,000 a year, and for the moment let us assume that this will be
the salary for the foreseeable future.! In that case, your firm earns a profit of £100,000
per year from Gupta, for a total value of £1 million over 10 years. The top branch of
Figure 1.1 shows this choice.

Alternatively, you can hire Svensen. With probability equal to %2 that Svensen is a
star, producing £500,000 per year, your firm earns profits of £400,000 from employing
her for 10 years, netting £4 million. With probability equal to % that Svensen loses
money for your firm, you can terminate her at the end of the year, so the total loss
is £200,000, including her salary. These two outcomes are the remaining branches in
Figure 1.1. Thus, the expected profit from hiring Svensen is:

Expected profit from Svensen = Y2 - £4,000,000 — 2 - £200,000 = £1,900,000.

Svensen is therefore almost twice as profitable to hire as Gupta! Even though the
two candidates have the same expected value, Svensen is worth much more. The firm
can keep her if she turns out to be a good employee and dismiss her if she turns out to
be a bad one. The firm has the option of firing poor workers and keeping the good ones.

This is the argument that is sometimes made for hiring workers with potential over
conservative, proven ones. With the more proven worker, the firm gets a solid per-
former. With the risky worker, the firm may find that it made a mistake, but this can be
remedied relatively quickly. It may also find that it has a diamond in the rough. In such
a situation, it may make sense for the firm to Jower (or broaden) recruiting standards and
consider some less conventional candidates.

!Tn this example, we ignore issues of present value by assuming that the interest rate is zero to keep things
simple. When we do this in examples in this book, it is always the case that the intuition thatis developed would
be identical if we used discounted present values. Similarly, all examples in this text use inflation-adjusted
figures, since inflation does not affect the conclusions.



An Example: Hiring Risky Workers

This simple example can be quite surprising to many students, since it seems to
contradict the intuition that, if expected values are equal, risk is always a bad thing.
However, risk is not a bad thing in the case of real options such as hiring employees.
It is a nice example because it illustrates how formal economic analysis can lead to better
decisions. Our intuition tends to be the opposite of the correct answer in this case.

Analysis

The structure developed here suggests several other factors that are important in decid-
ing whether to take a chance on a risky hire.

Downside Risk

The value of taking a chance on a risky candidate can be so large thatitis often the better
strategy even if the safe worker has a higher expected value per year. Even if Svensen
might have been a total disaster, destroying £1,000,000 of value with a probability of
V2, it would have paid to take a chance on her. However, the more the potential there is
for an employee to destroy value, the less likely is it to be optimal to take a chance on a
risky worker.

Upside Potential

Svensen was potentially valuable because she could generate high profits if she turned
out to be a star. The greater those profits, the greater the option value from a risky hire.
"Thus, in jobs where small increases in talent lead to large increases in value creation,
hiring risky candidates will be even more valuable (as long as there is no increased down-
side risk as well). Think of an entrepreneur assembling a new management team. There
is little to lose, but there may well be much to gain. In such a case, it will make more
sense to take a chance on a risky candidate.

Our analysis applies better to job applicants with more uncertainty about their
potential performance. Little is known about a recent graduate with a short resume,
but someone who has 20 years of experience may have more predictable performance.
Firms might take more chances on new labor market entrants. Similarly, a job applicant
who is changing occupations may be worth considering.

Finally, firms should consider the upside potential of the specific candidate. An
applicant with an unusual background, but with evidence of adaptability to different sit-
uations, creativity, and strong abilities, may be a good person to consider for a risky hire.

Termination Costs

The more costly it is to fire a worker, the more costly is a risky candidate. Nevertheless,
it may still pay to hire the risky worker and terminate in the case that the worker does not
turn out to be a good fit, even if there are high termination costs. In most countries, firms
are prevented from terminating workers at will. Legal or social restrictions can make the
option of firing a worker after one year costly. Consider the extreme case where hiring
is for life. If the firm is risk neutral (is willing to accept any risks, as long as expected
values are equal), as long as Svensen’s expected productivity is equal to or greater than
Gupta’s, it will be a profitable bet to hire Svensen. More generally, the benefits from the
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case where Svensen turns out to be a star are so high that it would often be worth hiring
Svensen even if firing costs were high.

Risk Aversion

If the firm is risk averse, it may still be optimal to hire Svensen. Svensen will now be
costly to the firm in a different way, because she is risky. However, the differences in
expected productivity are quite large and should more than compensate for typical levels
of risk aversion.

AN IMPLEMENTATION PROBLEM
66000600 OGCS

The issue of risk aversion raises an interesting point. When managers and recruiting spe-
cialists are taught this example, their typical response is to reject its conclusions, saying that
they would be more conservative in hiring. Why is this the case? Is the theory wrong or
are the managers wrong? Quite possibly, neither. Rather, the analysis assumes that the firm
is relatively risk neutral. However, decision makers are typically risk averse, and this will
affect their decisions. For example, they might expect that they will be criticized or receive
a poor evaluation if they hire a bad candidate for the job. The more risk averse they are,
the more they will make decisions to avoid such an outcome.

To the extent that a manager’ risk aversion is different from that of the employer, this
is an incentive problem or a conflict of interest. This is a topic that we will address in
Chapters 9-12. In the meantime, if those who make hiring decisions are too conservative,
a possible solution to the problem would be to try to avoid punishing them when they
make mistakes in hiring. Another would be to appoint less conservative managers to
handle recruitment.

Length of Evaluation

The time that it takes to evaluate whether Svensen is a star or a disaster affects the value
of hiring a risky candidate. If the evaluation takes 10 years, in our example there is no
value to hiring Svensen. If the evaluation takes only one year, the firm can limit its cost
of a disastrous hire to only one year of pay and poor productivity.

Length of Employment

The value of hiring Svensen would have been even greater if the firm could have
employed Svensen for more than 10 years. For example, if Svensen was 30 years
old when hired and stayed at your company (for the same salary) until retirement,
the profit from hiring Svensen would be £14 million if she turned out to be a star
(£400,000 per year x 35 years). This suggests that the value of a risky hire will usually
be larger the younger the new hire and the lower the turnover in the company (so that
employees tend to stay with the firm longer).



An Example: Hiring Risky Workers

A Counterargument

Our conclusions are only as good as the assumptions behind them. An important
element of the economic approach to personnel is careful consideration of when the
assumptions do or do not apply and of what the effect would be of changing key assump-
tions. In the model above, the conclusion rested primarily on one key assumption: that
we can profit when we find a star employee. Let us reconsider this assumption.

If Svensen turns out to be a star, is it safe to assume that we can continue to pay her
£100,000? Might she try to bargain for a better salary? Might other employers try to hire
her away from us? What would happen to our argument if these considerations applied?

These questions bring up a crucial consideration throughout this book: The firm
always has to match an employee’s outside market value. More precisely, the firm offers
a job package with many characteristics, including the type of work, extent of effort
required to do the work, degree of training, pay and other benefits, possibility for further
advancement, and job security. The employee will consider all elements of the package
in valuing the job and compare it to alternative jobs offered by competing employers.
Firms must make sure that their job offers match those of competing employers in terms
of pay and other characteristics.

For now, let us keep things simple and focus on pay and productivity. Suppose
that other employers can observe how productive Svensen is. Moreover, assume that
Svensen’s productivity as a star or a disaster would be the same at any other investment
bank. These are reasonable starting assumptions for investment banking; the work is
often quite public and is similar at most firms.

When this is the case, if Svensen is revealed to be a star, other investment banks will
be willing to pay her more than £100,000 per year. In fact, they should be willing to pay
as much as £500,000 per year, since that is her productivity. Labor market competition
will tend to drive competing employers toward zero profit from hiring Svensen.

If Svensen is a disaster, no investment bank should be willing to hire her. She is
likely to find better employment in a different industry where her productivity is not
negative.

What is the benefit to your firm of hiring Svensen in this case? There is none. In
order to retain her if she is a star, you have to compete with other firms and would end
up paying about £500,000 per year. In other words, our conclusion that it would pay to
hire a risky candidate rested on our ability to earn a profit from Svensen if she turned
out to be a star.

How can we benefit from Svensen? There are two possibilities.

Asymmetric Information

Competing firms may not figure out Svensen’s productivity, at least not immediately.
Even though investment banking is often quite public work, some of it is not, and the
work is also generally done in teams. Outside firms may find it difficult to estimate
Svensen’s individual contribution because of these factors. This implies that in indus-
tries where productivity is less individualistic and less public, hiring a risky candidate
is more likely to be worthwhile. Furthermore, to the extent that your firm can delay
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the ability of the labor market to figure out who your stars are, it can profit from the
informational advantage. Therefore, your firm may want to avoid public recognition of
Svensen’s contribution.

Firm-Specific Productivity

Svensen’s productivity may be higher at your firm than at other firms. To the extent that
this is true, Svensen may be a star at your firm, but less so or not at all at other firms.
Then they will not bid up Svensen’s market value as much, and there may be profit to
your firm from employing Svensen. In Chapter 3, we will discuss two important reasons
why Svensen’s productivity may be higher at your firm than elsewhere: firm-specific job
matches or human capital. The more important is either, the more likely is it to be
profitable to hire a risky candidate.

One lastissue here: Even if there is profit from hiring Svensen compared to what she
can earn from other employers, there is still a question of how that profit is split between
Svensen and the firm. That raises the question of bargaining. We will not focus on that
issue in this text. However, we do discuss it briefly in Chapter 3 when we analyze how
to share investments in firm-specific human capital.

GOOGLE’S UNUSUAL APPROACH TO RECRUITING
660000 OGCOGCOGS

Google, a leading Internet search engine, competes with many high-technology companies
for talent. It desires talented, creative employees that fit with its geeky and informal culture.
To distinguish itself from other recruiters, Google has been famous for its unusual methods.

In one case, it inserted an “aptitude” test in technology magazines. It included questions
such as, “How many different ways can you color an icosahedron with one of three colors
on each face?” In another case, it placed billboards that read only “(first 10-digit prime
found in consecutive digits of e).com.” The correct answer took you to a Web site seeking
resumes of job applicants.?

Such tactics serve three purposes. One is to provide information to recruits about the type
of candidate that fits at Google. Another is to set the tone for future employees, because
Google has a distinctive corporate culture. Recruiting is a crucial point at which to start
defining the implicit contract, a concept that is discussed in later chapters. Finally, the
tactics get Google valuable attention in the press—and in textbooks.

Although these tactics generated attention, Google analyzed data on its recruits and
employee performance and concluded that it focused too much on technical expertise

2 An icosahedron has 20 sides, so you can color it with three colors as many as 329 ways (allowing for some
that use only one or two colors). That equals 3,486,784,401. The first 10-digit prime number in consecutive
digits of e is 7,427,466,391.
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and graduating from an elite university. The company also decided to use different hiring
criteria for technical and nontechnical roles. Now they also try to assess applicants on
criteria such as the applicant’s ability to learn, humility, and emergent leadership (ability
to effectively lead a work team toward a successful achievement of goals).

Source: New York Times, February 22,2014

The example of risky hires is a good introduction to the economic approach to
studying personnel issues. We used a simple model to analyze a complex decision. The
model was useful in guiding us to important issues to consider in making this kind of hir-
ing decision. Once the structure was set up, we were able to study the problem formally,
even expressing some ideas in a few simple equations. The equations can be an effec-
tive way to rigorously express certain ideas. We will use these techniques throughout
the book.

Simplification of a complex problem makes it easier to solve the problem and get
concrete answers. Of course, too much or inappropriate simplification can lead to incor-
rect answers, so one must be careful. But when applied intelligently, simple economic
modeling can lead to powerful and practical analyses.

When we analyze organizational issues in this textbook, we will see the same set
of economic ideas appearing over and over again. By the end of the book, we will have
an economic toolbox that can be used to analyze all sorts of personnel problems. You
will see examples in Chapter 4, where we use the principles discussed in the first three
chapters to analyze some specific personnel policies. Economic concepts that we use in
analyzing risky hires include labor market competition (for employees), prices (salary),
asymmetric information, and incentives. For those who have studied economics, this
will be familiar territory: It is microeconomics applied to how firms are designed and
their employees are contracted with.

SETTING HIRING STANDARDS

Let us now step back and think about what hiring standards the firm would like to
establish, before it actually begins recruiting employees. In the following, keep in mind
that the firm’s objective is to maximize profit. We assume that there are no constraints on
the firm’s ability to hire as much labor as it desires. Finally, we also assume that the price
at which the firm sells its output and the price per hour it pays employees are constants.

Balancing Benefits Against Costs

Managers often say that their goal in hiring is to obtain the best quality workers. It
sounds like a good idea—but is it? The most productive workers are also likely to be the
most expensive. Should the goal instead be to hire the least expensive workers? A simple
analysis resolves this question.





