Chapter 3

Employment relation in the presence

of self-esteem motivations

People probably dizcer as a function of their background and personal situa-
tion in the degree to which they are likely to become involved in their job.
However, it is also probably true that other things being equal, more people
will become involved in a job that allow them control and a chance to use
their ability than will become involved in jobs lacking these characteristics.
Lawler and Hall (1970, p. 311)
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When questioned on their human resources management practices, managers tend to
spontaneously put the emphasis on the necessity to fairly recognize the quality and the
importance of their employees’ work.! This recognizing can be purely verbal, having no
infuence on material individual situation, and still having a part in the eCciency of the
employment relation. What does this part consist in? How can individual behavior be
infuenced by such symbolic dimensions of human resources management? This chapter
provides an answer to these question. This answer is further theoretical echo to the
empirical issues raised in chapter 1: the way pTWO obtain workers involvement.

Our analysis is based on the observation that people are in search of self-esteem:
some of their actions respond to the need to have an enhanced self-image. This widely
document result of social psychology has been taken up by Akerlof and Kranton (2000) to
motivate the introduction of identity into economic analysis.? They show that taking this
motivation into account allows a better understanding of some behaviors embedded into
the social context, without departing from the individualistic paradigm. Employment
relations are good example of the kind of social situation the understanding of which
can be improved by such an approach.® Indeed, it is quite sensible to deem that the
exchange of labor for wages should not be reduced to a purely economic transaction.
From a working person’s point of view, a job can embody much more than a simple
source of income: it can be a signi..cant channel for self-esteem.*

The present chapter relies on this observation to provide a new analysis of the em-

LFor example, Bewley reports the following statement by a manager of an enterprise of 80 employees:

"If people are paid well, that fact is lost on them after a while. People are paid well to
attract them. It is necessary to pay competitively, but they can be motivated in other ways.
The best way to motivate people is to give them important work to do and to recognize
them for that. Their morale is good if they feel they are contributing.”" Bewley (1999, p.
43)

21t is worth noting that reference to identity concerns is not such a recent trend in the economic
literature. McCrate (1988) recalls Sen’s and Hirschman’s observation that people have tastes not just
about external objects or other people, but also about themselves: in other words, about their identities.
Identity is what these authors have called a "metapreference” or "value." McCrate insists that we
do struggle regularly with ourselves over who we are and who we want to be: we have second order
preferences, for instance, concerning such fundamental issues as manhood or womanhood.

3For some accounts about the limits of standard analyses of employment relations, see Bewley (1999).

“For a review of the socio-psychologique experiments supporting this assertion, see Haslam (2001).
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ployment relation: the point is to put forward the endogenous nature of work motivation.
We thus invoke self-esteem motivations as a source of intrinsic motivation and discuss
the conditions for such a motivation to emerge.

In the following, we basically look at a Principal-Agent model in which we introduce
self-esteem motives through identity building. Let us display the main characteristics of
our approach in more detail. Our analysis of the employment relation comes within the
framework of a standard Principal-Agent model with limited liability. Following Akerlof
and Kranton (2000), we tackle issues of self-esteem through identity building. Let us
recall the broad outlines of their modelling. Self-esteem derives from the assertion of
an identity. Each agent declares himself as belonging to some abstract social category.
Possible categories are associated with dicerent ideal attributes and prescribed behaviors.
Exhibiting individual traits close to the ideal attributes associated with one’s category
facilitates a sense of belonging (and hence access to self-esteem); following corresponding
behavioral prescriptions a&¢rms one’s self-image i.e. increases self-esteem, while violating
them evokes anxiety and discomfort in oneself.

What are the trade-oms that feed our results? In our analysis, beyond their deci-
sion to expend exort, agents choose between achieving self-esteem through their job or
through other activities outside the workplace. In terms of identity, they choose between
a workplace identity and an out-of-the-workplace identity.> When holding the workplace
identity, agents have an intrinsic motivation to make an ecort at work to the extent
that it conditions their self-esteem (workplace identity involves an ecort prescription).
Employers have an obvious interest in this choice: an intrinsic motivation to make an
ecort may allow them to reduce the required extrinsic incentives. The identity decision
of an agent is assumed to depend on the characteristics of the job ozered by the principal
but also on pay. Hence, the principal can infuence the agent’s choice by ozering wage

5 Among the four facts documented by Akerlof and Kranton (2000), we then mostly focus on two: 1)
that people have identity-based payoss derived from their own actions; 2) that some people may choose
their identity. This latter point is carefully documented in their paper. Yet further a reference deserve
attention. Surveying the ..ndings of the Social Identity Theory, Ashforth and Mael (1989) mention
studies asserting that an individual (consciously or not) identi..es with a social category to enhance self-
esteem. In her analysis of the domestic sexual division of labor, McCrate (1988) focuses on individuals’
choice of identity. She states that: "women [...] choose to learn to prefer mothering over auto mechanics
[because] the expected payox is higher."
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amounts which meet the standards of the workplace identity (social status concern).

As we have seen above, Akerlof and Kranton (2005) already tackle the issue of work
incentives. They consider workers who think of themselves either as part of the ..rm
or as outsiders. When identifying with the ..rm, employees experience a loss in utility
when not following its interests. So their main focus is on organizations’ ability to
motivate their employees through identi..cation. Our approach dizers from theirs in
two respects. First, we assume the organization is not able to change agents’ identity
except through a change in its compensation schedule: aspects of corporate culture are
not considered. To this extent, we do not separate the aspects of work incentive from
those of identity management. Second, contrary to their rather radical approach to the
identities available to workers (insider identity or outsider identity) which departs from
strict individualism, we take up identities picked out by contemporary psychologists which
preserve the integrity of employees’ preferences.® Hence, our speci..cation of identities,
although stylised, is not arbitrary.

Our speci..cation also have the advantage to be consistent with numerous observa-
tions related to the issue of work satisfaction. In particular, it echoes a voluminous
socio-psychological literature assessing the variability of workers’ sensitivity to their em-
ployment conditions. Here, one can mentioned Gruendberg who writes:

Dispositional explanations for high levels of job satisfaction among work-
ers at the lower end of the occupational hierarchy are usually based on an
assertion that such workers are not concerned about the intrinsic rewards of
work. [...] Members of the working class are sometimes characterized as not
having developed a need for rewarding work - Blauner (1964). Sometimes,
they are said not to be interested in their work as a source of intrinsic rewards
either because they have central life interests that revolve around family in-
teraction or consumption - Dublin (1956) - or because they have dicerent
value vis-a-vis work, stressing activity instead of self-expression on the job -
Morse and Weiss (1955). Gruendberg (1980, p. 248)

®In our approach, employees do not identify with the ..rm.
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Our approach makes explicit the trade-o= at the basis of this heterogeneity as regards
how individuals see their job. This trade-oz, and the infuence of the employer on its
outcome, is the source of the answer we posit to the opening question. The symbolic
dimensions of human resources management contribute to maintain employees in the
holding of the workplace identity i.e. to sustain an intrinsic motivation to ecort. As far
the ec¢ciency of pTWO is considered, our model suggests that practices such as leaving
a large discretion to frontline employees give rise to an intrinsic motivation by moving
identity from an out-of-the-workplace to a workplace identity. By developing the chance
of grati..cation at work, empowerment practices may involve a reorientation of self-esteem
achievement strategies in favor of the employer.

This chapter is composed of three sections. First section is devoted to the presentation
of our model. Beyond the empirical justi..cations of its psychological bases, we introduces
the terms in which our results as regards employment relation pro...tability are expressed.
This occasions us to introduce a typology of jobs (strongly ful..lling, weakly ful..lling,
and unful..lling) based on their capacity to give rise to an intrinsic motivation. e then
successively consider cases with complete information about ecort (jobs whose monitoring
is costless), and with moral hazard (jobs whose monitoring is not cost-eaective). In the
third section, we study the implication of our assumptions as regards the e€ciency of
the employment relation. The point is about the impact of moral hazard according to
the job under consideration.

3.1 Identity building, and the employment relation

In this section, we display the framework of our analysis.

3.1.1 Ew=ort and production

Let us consider an agent (he) identifying with ¢ 2 C.” He can exert an eoort e 2 0, 1g.
Exerting ecort e implies a disutility® equal to 1 (¢) with normalisation ) (0) = 0 and

"The identity held by the agent is an endogenous of our model.
81n the sequel, we will always take it as characterizing the job rather than as a subjective parameter.
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1 (1) =+ > 0. The utility of the agent is assumed to be separable between: the utility
he derives from his wage, the disutility of his exort, and his neutral self-esteem, that
is the personal grati..cation he derives from his job for a neutral 0 transfer - which is
actually the reservation transfer. If he receives a transfer w from the principal (she) and
experiences the neutral self-esteem I, (e), his global utility is given by

Ue (w, €) = uc(w) i ¢ (e) + Lo (e)

where u.. (.) is an increasing function such that «. (0) = 0. We clarify in what follows
how self-esteem concerns may infuence the utility derived from a given wage.

Production is stochastic, and the ecort of the agent acects the @?roqyction level as
follows: the stochastic production level ¢ can only take two values ¢, withg i ¢ =
¢q > 0. We will denote g = 'g,q . The stochastic infuence of ecort on production is
characterized by the probabilities Pr (¢ = gje = 0) = mp and Pr (¢ =gje = 1) = m; such
that m; > mo. We will denote ¥ = (mg, m1), and €7 = 71 | 7o.

3.1.2 Self-esteem and identity in the workplace

Let us fully specify the agent’s preferences.

Two identities. The agent has the choice between two identities: C' = fA, Bg. Iden-
tity A corresponds to the workplace identity while identity B corresponds to the out-of-
the-workplace identity.® An agent considering himself as an A extracts his self-esteem
from:

2 the non-wage grati..cation opportunities ¢ 2 R™ provided by his job. Industrial psy-
chology brings information as regards the content of ¢. Non-wage grati..cation opportu-
nities'® notably depends on the discretion the agent enjoys on his job, on the more or

9 Although clear-cut, Gecas and Sex (1990) show that this distinction was relevant (they regard work
and home as two meaningful contexts of self-evaluation) and fruitful. They found that when work was
a central aspect of men’s self-concept, occupational variables (occupational prestige, control at work)
were more strongly related to self-esteem than when they were not; similarly, when home was important,
home variables (control and satisfaction at home) were strongly related to self-esteem.

10For some references about the "motivational' properties of the scope associated with a job, see Dodd
and Gangster (1996) who give the main conclusions of the Job Characteristics Approach. For the link
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less stimulating nature of this job, etc. - see chapter 1, section 2.

2 the fact of complying his ecort e to the prescription de..ning category A (that we also
WX to 1),1

2 the appropriateness of his wage to the exogenous standard w, prevailing among A
agents. As we said above, this latter assumption aims to capture the idea that social
status - which we suppose to be revealed (at least partially) through the amount of w -
fuels self-esteem. For individuals holding the workplace identity, w4 is what they proudly
consider as the worth of their productive contribution. They experience the case w < w4
as insulting (a negative signal). More generally, the part played by w, can be view as
conveying Lambert’s observation who note:

Certain levels of extrinsic rewards and comforts are necessary for a job
to achieve its motivating potential, but in and of themselves extrinsic job
characteristics are not su€cient to determine intrinsic motivation. Lambert
(1991, p. 343)

An agent whose identity is B extracts his self-esteem from activities outside the
organization. As a consequence, we will consider this level Iz > 0 as exogenous. The
point is that an agent holding the identity B is insensitive to the non-wage grati..cations
provided by his job. Since these opportunities only play in terms of self-esteem, they
do not matter for an individual relying on out-of-the-workplace ..elds to achieve self-

esteem.1?

between scope at work and self-esteem, see Gecas and Sex (1990). Falk and Kosfeld (2004) provide some
behavioral ..ndings.

111 obel and St. Clair (1992) show that individuals with salient career identities were willing to expend
extra ecort at work. Less speci..cally, they provide evidence on how identity salience motivates attitudes
and behavior in support of an identity.

12 As far this aspect is considered, let us quote Blauner who writes:

Self-estranged workers are dissatis..ed only when they have developed needs for con-
trol, initiative and meaning in work. The average manual worker and many white-collar
employees may be satis..ed with fairly steady jobs which are largely instrumental and non-
involving, because they have not the need for responsibility in work. They are, therefore,
relatively content with work which is simply a means to the larger end or providing the
paychecks for lives organized around leisure, family and consumption. Blauner (1964, p.
29)
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The form of the agent’s preferences according to his identity. Assuming the
agent is risk-neutral, the material utility derived from a transfer w will simply amount
to w. This material utility is obviously a component of . (w) whatever ¢ 2 A, Bg.
However, it may not encompass the whole utility derived from a transfer w. Indeed,
taking into account self-esteem concerns, we assume

8

uc(w)+lc(e)=f wro iy @aiw)iv@ie) ife=A4

- w+Ip ifc=0B

where v, and ~, are positive parameters. As a consequence, for all w > 0 : uy (w) =
1 +~,)w > ug(w) =w while

In(@=¢ivowain.lie)

which involves a perfect substitutability between the various ways to ..t into the workplace
identity.

What if the agent is an outsider? The reservation wage is .xed to 0 so that an
outsider’s only source of utility consists in his self-esteem. It amounts to Iz > 0 for
an identity B holder. The self-esteem of an outsider holding identity A amounts to
i7.wa i 7. <0. Indeed, the agent is then deprived of the main factor making identity
A: ajob.

We will denote © = (v, 7.) and refer to (I, w4, ) as an agent’s self-esteem concerns.
Although it enters agents’ utility, ¢ and {» must be understood as objective measures
characterizing a job rather than an agent. ¢ stands for the non-wage grati..cations
attached to the job while ¢y measures how demanding this job is. In the remaining
sections, we will refer to the pair (¢, v’) as some job characteristics.

3.1.3 The contracting game

Let us indicate the structure of the interaction.

Timing of decisions and information. The timing of the contracting game is the
following: 1) the principal ocers a contract; 2) the agent accepts or refuses the contract,
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chooses his identity, and exerts an ecort or not; 3) the outcome ¢ is realized; 4) the
contract is executed.

With moral hazard, the agent’s level of exort is not directly observable by the principal
(a fortiori non-veri..able). The principal can only ozer a contract based on veri..able
variables. We assume identities are non-veri..able. Hence, with moral hazard, contracts
are functions w (¢) linking an agent’s compensation to the random output ¢. With two
possible outcomes ¢ and g, the contract can be de..ned by a pair of transfers (w, w)."?

Principal’s set of actions, and payoas under limited liability. The risk-neutral
(with respect to transfers) principal’s expected utility is written as

Ve=7re(5'(§)i@)+(1i7re)i5ig¢i@¢ with e 2 10, 1g
where S (.) is assumed to be a strictly increasing function. We denote €S =S (q) i S ig¢.
In the sequel, when talking about job technology, we will refer to the triplet (Y4,q, .5 (.))
characterizing this job. If the principal does not induce the participation of the agent,
we assume that she gets 0.
The assumption that the agent’s liability is limited is written: w _ 0 and w _ 0.1
In the remaining, we will denote w = (w, ).

Agent’s set of actions. Let a denote the agent’s answer to the contract w ozered by
the principal: a 2 fin,outg, a = out meaning remaining an outsider, a = in meaning
taking the ozer and becoming an insider.’® An action of the agent is a vector (a,c,¢e) 2 A
where!®

A = f(OUt7 B’ O) Y (OUt7 A? O) Y (Zn7 B’ O) Y (/I/n’ A? O) Y (Zn7 B’ l) Y (/I/n’ A? 1)g

13Under complete information, since e is veri..able, it can be included into a contract enforced by a
benevolent court of law. We will denote w, and w., e 2 T0, 1g, the transfers under complete information.

14Under complete information, limited liability states that 8¢ 2 f0,1g,w. _ 0, and w, _ O.

15Do not confuse the "out-of-the-workplace" identity with the fact of being an outsider nor the "work-
place" identity with the situation of being an insider.

8 For example, (a, ¢, €) = (in, B, 0) stands for "accepting the contract, becoming a B without exerting

eaort".
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Given the agent’s payog, it is straightforward to observe that strategy (out, A,0)
is strictly dominated by (out, B,0) whatever w: an outsider will always hold identity
B obtaining a utility Iz > 0.

Principal’s problem with moral hazard. Assuming that it is a best choice for the
principal to induce exort e = 1, with obvious writings, her problem is written as

- - ¢
max 71 (S(9) i W)+ (L i m)'S'g i w

subject to s
S EUs(W,1) . EUs(W,0)  (ICa)
EU4s(w,1) . EUg(W,0) iICA/B
= EU4,(W,1) _ I (PCy)

OR 8
S EUs(W,1) . EUs(W,0) (ICp)
EUg(W,1) _ EU4(W,0) '] Cb/a
- EUg(W,1) _ Ip (PCp)

AND
w_0 (LL)

Among previous constraints, one will immediately recognize the standard moral in-
centive and participation constraints. The only supplement compared with the standard
case comes from the necessity for the contract to meet a crossed incentive constraint.
This latter constraint aims at preventing the agent from possibly changing his identity
(and thereby his preferences) with the intention of exerting e = 0. This requirement is
particularly stringent when the principal is to maintain the workplace identity (A), and
we will see that the corresponding constraint, denoted '1 Ca/p , plays a crucial part in
our results.
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3.2 Self-esteem motivations and the pro..tability of
employment relation

We successively consider the case of a job costlessly monitored (complete information on
ecort) and that of a job involving moral hazard.

3.2.1 The pro..tability of the employment relation under com-
plete information

This section is both the ..rst step of our analysis and the presentation of the benchmark
when we will consider the case of moral hazard. We raise the question of the consequences
of self-esteem concerns on the employment relation.

Notation Let us denote €7 (¢) = Ip i 14 (0) =I5 i ¢ +v,wa +~, 7 0.

€1 is the relative (neutral) self-esteem of an identity B holder compared with that
of an A exerting ecort e = 0. It is the relevant variable in all the results that follow.!’
Indeed, as regards self-esteem concerns, ¢/ will capture the relative reservation utilities
of the identities A and B facing the contract o=ered by the principal. The higher ¢/,
the stronger A holder’s (relative) reservation, and the weaker B’s (relative) reservation.

In the sequel, as far as € is concerned, we will focus successively on the roles of ¢
and 6.

3.2.2 Job characteristics, self-esteem concerns, and the prof-
itability of ecort

In the following claim we describe the equilibrium of the contracting game under complete
information. We denote F;w; the lowest expected transfer inducing e = 1 when ecort is
veri..able. It is useful to have in mind what prevails in the standard case: in the absence
of a workplace identity, the lowest expected transfer ensuring ecort e = 1 is 1.

"This echoes our dichotomic approach to identity as far as working life is considered.
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Proposition 1 Let (¢,1) characterize a job (whose monitoring is costless) which the
principal might like to be ..lled, and (I3, w4, ©) an agent’s self-esteem concerns. Under

complete information, with limited liability,

8 n o
§ max =0 if €7 (¢) - 0
w O
Eyw] = _ max W%W;O if0< CI(p) - 7,0+,
- Y>0 otherwise

and ecort e =1 is induced if and only if Fyw] - €7 ¢S. When eoort is not induced by
the principal (e = 0), participation requires a transfer of 0, and she keeps inducing it if
and only if £yS _ 0. Otherwise, the job is left un..lled.

Proof. See the appendix. m

Under complete information, the principal can punish the agent for exerting e = 0.
However, the limited liability constraint prevents her from reducing transfers below O.
This implies that incentive constraints can be active, although ewort is veri..able. To
give an intuitive commentary on the previous claim, let us distinguish three types of jobs
from the expression of the minimal transfers they require.

A typology of jobs. De..nitions Given (I, w4, ©), an agent’s self-esteem concerns,

a job will be said to be:
2 strongly ful..lling if its characteristics (¢, 1) are such that the crossed incentive

¢
constraint 'ICA/B Is relaxed in the optimum;
2 weakly ful..lling if its characteristics (¢, ) are such that the crossed incentive

|4
constraint 'ICA/B Is binding in the optimum;
2 unful..lling if its characteristics (¢, ) are such that the crossed incentive con-
straint '[OA/B is violated in the optimum.

The more ful..lling a job, the lower the workplace identity (A) relative reservation. \We
comment on the claim in terms of decreasing identity A relative reservation (decreasing
¢) starting from €7 > v, ¢ + ~..1® Jobs under consideration are then unful..lling and

18 Assuming v, < %, but also that it is pro..table for the principal to induce ecort e = 1.
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it would require a relatively high compensation from the principal to induce the agent
to develop an intrinsic motivation. Since these jobs are not that demanding, it is a best
choice for her not to seek stimulating such added motivation i.e. to let the agent hold the
out-of-the-workplace identity: the latter receives a full compensation for the "objective
disutility +) attached to the job.

Example By minimizing the discretion of frontline workers in their method, Tay-
lorism led to an increase in the number of unful..lling jobs.'® Although associated with
assembly lines, it underlies the design of many jobs throughout the economy. Examples
include McDonald’s hamburger Fippers, data entry clerks in banks where computers mon-
itor output, and textile workers paid piece rates for sewing high-fashion blue jeans. In
all of these cases, managers design the work, while employees with little opportunity for
being creative or improving their jobs perform the task.

Such is no longer the case once the job becomes weakly ful..lling. Indeed, it is then
demanding enough for it be pro..table for the principal to stimulate intrinsic motivation.
But this intrinsic motivation is paradoxically strongly dependent upon transfers: the
self-esteem provided by the job mostly responds to the social status concerns it meets.
When strongly ful..lling, beyond its compensation, the job is then appealing in itself,
for the self-esteem its characteristics feed. Social status concerns are now dominated by
"pure" intrinsic motivation responding to the (relatively) high scope the agent bene..ts

from in his work.

Example In France, teachers are often left a large discretion as regards their method...
but receive moderate pays relatively to their education.

Motivation-based gains in pro..tability. Here we would like to contrast the results
of our model involving a workplace identity, with those of the standard model (in which
agents can only hold identity B) in terms of pro..tability. It turns out that ezort prof-
itability is not necessarily improved by workplace self-esteem concerns. Recall that, in
the standard model, ecort e = 1 is induced if and only if ¢ - €7 ¢€S.

19See Levine (1995, p. 10).
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Al > v, ATAS+Hy, YWATASH+y, > Al (>v,)

w=y

w=y
w=(y —y+ A/ (1+y,)
(AI _Ye)/yw
W=(y e +AD/(1 +vy,)
ATAS ATAS
(AI _Ye)/y

v v
ATAS (Al =y ) /v, Al =y ) /v, (1+y,)ATAS- Al +y,

er=1 e*=0 e*=1 e*=1 e*=0

c*=B cr=B c*=B c*=A c*=B

Figure 3-1: Ewoort pro..tability and self-esteem concerns (for jobs whose monitoring is
costless).

Implication 1 Self-esteem concerns extend the pro..tability of ecort if and only if
CI(p) < 7,ETCS +7,.

Figure 3-1 illustrates this implication.

These graphs give the threshold in the level of demands over which it is no longer
pro..table for the principal to induce ecort 1 (self-esteem concerns may extend ecort
pro..tability in the sense that they may move this threshold to the right). Implication 1
says that employment relations pro..tability is constrained by the characteristics of the
job which needs to be carried out. When the condition in implication 1 holds, e = 1 is
induced for jobs whose "objective™ disutility exceeds the expected added surplus which
ecort provides: that is what we mean when talking of extended pro..tability. When it
does not, the principal renounces inducing e = 1 before it is pro..table for her to arouse
intrinsic motivation. The job under consideration is then de..nitely unful..lling.

The graph on the right of ..gure 3-1 deserves further attention, it shows another
particularity of the model. One should observe the link between the degree to which a
job is demanding, v, and the marginal cost of ecort: this marginal cost turns out to
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be locally decreasing in ¢). Indeed, when the degree of demands exceeds % the job
switches from unful..lling to ful..lling and hence a reduced marginal cost of ezort.

Beyond technologies, job characteristics and workers’ self-esteem concerns interplay
in the determining of the pro..tability of employment relations. This comes from the

potential stimulation of an intrinsic motivation.

3.2.3 The pro..tability of the employment relation for jobs with
moral hazard

Let us consider the same problem with moral hazard.

Optimal contracts with moral hazard

As a preamble, recall that, as holds under complete information, the contract w = 0
is necessary and succient to induce the participation of a non-zealous agent (agent
exerting e = 0) with moral hazard. In the next claim, we describe the equilibrium of the
contracting game with moral hazard. It will be seen that €I, the relative reservation
utility of identities A and B, keeps playing a crucial role. We denote wj the contract
minimizing the expected transfer while inducing ecort ¢ = 1 with moral hazard, and
Eyw* the corresponding expected transfer.

Proposition 2 Let (¢,v) characterize a job (whose monitoring is not cost-ecective)
which the principal might like to be carried out, and (I3, w4, ©) an agent’s self-esteem
concerns. With moral hazard and limited liability, the contract minimizing expected trans-

fer while inducing ecort is written

8 3 n o~
§ 0, max %;O _feI(@) - g Wi )
> n ¢I(6) ©
* — iVt . H ) T = iy
Wl - 07 max mfﬂliio’o If 1.7.—1,;1”¢_(7)r (¢ 1 7@) < ¢I(¢) - 'qu;_;ﬁ’ +rYe
= |
- 0% otherwise

o

and ecort e = 1 is induced if and only if Fyw* - €7 ¢S. When eoort is not induced by
the principal (e = 0), participation requires a transfer of 0, and she keeps inducing it if
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and only if EpS _ 0. Otherwise, the job is left un..lled.

Proof. See the appendix. =

With moral hazard, the principal can no longer punish a shirking agent: the contract
is only contingent upon the realization of ¢. Hence, inducing e=ort e = 1 requires making
the gap between the expected payoss for a zealous agent and a shirker as large as possible.

In the following, we will focus on the comparison with what we obtained for jobs
whose monitoring is costless as well as with the standard case (absence of a workplace
identity). To make clearer the connection to our previous results, let us make explicit
the expected transfers corresponding to the contracts of the latter claim:

8 n ) o
§ max %;;!3:,0 _ if ¢ (Qb) 1+1:; T (¢ /76)
(o)
* T (1+v,)Cm P+CI(P) i, . w
Byw* = % max gt o e 90 =32 (i 7)) < CL(0) - Vg e
- otherwise

In this form, the connection to the standard case may seem clear. As one considers
strongly ful..lling or unful..lling jobs, the impact of the unobservability of ecort is exactly
what one usually obtains: from what agents get under complete information, required

transfers rise by a factor g~ > 1 which corresponds to standard limited liability rent.

(I+y,)Em
(A+v, )71 im0

that curbs the impact of the unobservability of eaort. This dicerence echoes the fact that

This is not the case for weakly ful..lling jobs for which a factor < 1 emerges
only for weakly ful..lling jobs (by de..nition) is the crossed incentive constraint binding:
but (as we WI|| see in detail in the sequel) the unobservability of ecort induces a relative
relaxing of [ Ca/p compared to I Cp/a Which curbs the increase of required expected
transfer.

In fact, things are not that simple. Indeed, in the previous interpretation, we con-
sidered jobs that kept the same type under complete and incomplete information about
eoort: this may not be the case as we will see below.?°

20The analysis of the impact of the unobservability of ecort in terms of ecciency is available upon
request.
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As for the implications of the latter claim, the forces we described under complete
information still operate. As a result, many dicerences from the previous analysis are
only quantitative, leaving our generic results unchanged. One can check that this is true
regarding implication 1 in particular. This results from the fact that moral hazard does
not amect an agent’s self-esteem concerns. Hence, the wage threshold over which the
agent prefers to hold the workplace identity is the same whether ecort is observable or
not.

But moral hazard also leads to qualitative dicerences from the case of jobs whose

monitoring is costless.

Ful..lling and unful..lling jobs with moral hazard

Formally, the main dicerences come from the fact that, with moral hazard, the level of
demands ) enters the condition that de..nes a job as strongly ful..lling: for ¢» > ~_, a
job can be strongly ful..lling although €7 >0 , I > I4(0). The recognition of one’s
workplace identity through Fow > 0 leaves an A shirker relatively better o= with moral
hazard than under complete information about ecort.

Proposition 3 Moral hazard extends the class of ful..lling jobs.

Proof. Consider the technology (¥4, q, .S (.)) of a job whose characteristics are given
by (¢,1), and an agent’s self-esteem concerns (I, w4, ©) such that €7 = ~, ¢+, +¢
with 0 < & < v, ¢%¢. Since €1 > 7,1 + ., the job belongs to the class of unful..lling
jobs under complete information while since €1 < v,¢ + 7, + 7,20 = 7,60 + 7, it
belongs to the class of ful..lling jobs with moral hazard.

Furthermore, if a job is ful..lling under complete information then it is also ful..lling
with moral hazard. Suppose it does not hold. Then, there would exist a technology
(*,q, 5 (.)), job characteristics (¢, ), and an agent’s self-esteem concerns (Ig,wa, )
such that

L - 0+, and €1 > 5, o+,

which is impossible since 73 > 1 . 0. =
The next ..gure illustrates the latter proposition.
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Jobs whose monitoring is costless (complete information)

0 TV + %
] 5 Al
Strongly fulfllllng Weakly fulfilling Unfulfilling
jobs jobs s jobs

Yo — 1)/ T(A+y,)An] Ywu WA + v,

Jobs whose monitoring is not cost-effective (inconplete information)

£ o
Note that for €1 2 ~,¢ +v.;7,¢%¢ +7. , an unful.lling job under complete in-

formation becomes a ful..lling one with moral hazard. This is an important point for the
remaining section.

Proposition 3 suggests that moral hazard tends to make employers “enrich™ (in ful-
..Iment capacity) the jobs they oxzer, that is to extend recourse to intrinsic motivation.
What forces support this consequence of moral hazard? The idea is the following. Moral
hazard allows the agent to bene..t from a rent: whatever the identity that the princi-
pal ..nally arouses, she will have to concede this rent. Therefore, we are dealing with
better-paid jobs (for a given level of demands) as moral hazard holds. Principals are then
closer to the wage threshold making it pro..table to induce intrinsic motivation (arouse
the workplace identity).?! In fact, the extension of the class of ful..lling jobs is an echo
of the shrinking of the class of jobs for which ecort e = 1 is induced (through the limited
liability rent).

2170 put it in more detail, we saw that the caring of identity A holders about the meaning of their wage
(social status) leads to a possible extra-valuation of a given wage (through parameter ~,,). To clarify the
source of the latter result, this must be related to the fact that, with moral hazard, the expected transfer
of a shirker is strictly positive - whicfg was not the case under complete information. Hence, whereas the
crossed cEncentlve constraint ' 1C,4,p corresponding increase is curbed by the extra- vaIuatlonlof E1w¢

IC’B/A corresponding increase is ampllI ed by &hIS extra-valuation (which plays over Eqw): ICp/4
becomes relatively more restrictive than " 1Cy,p .
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We now have all the elements to address the impact of self-esteem concerns on the
eCciency of the employment relation. As Akerlof and Kranton (2005) we consider this
impact to the extent to which self-esteem motivations change the ine€ciency linked to
moral hazard.

3.3 EcCciency and self-esteem motivations

All the jobs involve moral hazard. It is a source of ine€ciency to the extent that moral
hazard can lead the employer to renounce inducing high performance. A job such that
Fiw] < €r¢S < Eyw* would be "actively™ hold (e=ort exerted would be e = 1) if ecort
was observable but moral hazard dissuades the principal from obtaining ecort. As a
matter of facts, the expected return to ecort e = 1, €7 ¢S is below the cost involved by
information asymmetry. Low return of ecort for this class of jobs is a direct consequence
of moral hazard.

Let @ denote the resulting loss in e@ciency. This loss corresponds to the gap between
the expected transfer inducing e = 1 whether exort is observable or not: & = Fjw* j
Fywi. The detailed analysis of the impact of self-esteem motivations on & is provided
in the appendix. In this section, we mainly study the role of €/ (= I i 14(0)). To .x
ideas, an increase in ¢/ can be due to: an increase in grati..cation opportunities outside
ones work - an increase in Iz; a decrease in non-wage grati..cation opportunities at work
- a decrease in ¢; a decrease in the grati..cation conveyed by wage - an increase in wy.

3.3.1 Ecciency gains due to the intrinsic motivation accompa-
nying the workplace identity

Relying on the principle that information incompleteness is the standard case of employ-
ment relation rather than the exception, we propose to isolate the role of self-esteem
motivations in the moderation of the negative exects of moral hazard. We will thus talk
of the gain in eCciency due to the intrinsic motivation generate by self-esteem concerns.
This gain is given by j (¢I) = g% j @(€I), that is the gap between the loss in ef-
..ciency whether a workplace identity exists or not. The graphs below represent this
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Figure 3-2: The gain in e¢ciency due to self-esteem motivations as a function of the
relative attraction of the out-of-the-workplace identity.

gain in e€ciency as a function of ¢/ for intermediate (left graph) or low (right graph)

intensity of the ecort prescription.??

We focus on these con..gurations to avoid overestimating the impact of an intrinsic

motivation in jobs which are objectively demanding.

3.3.2 Relative attraction of the out-of-the-workplace identity
and ec¢ciency

Here, we are reasoning with a given technology (¥4, q, S (.)) and a given degree of demands
. If the gain in e€®ciency us globally decreasing in €/, an interesting point is that the
relation is not monotonous when one considers the case v, < . As a matter of facts, this
gain is the higher the more moral hazard enrich given jobs in opportunities of grati..cation
through the social status conveyed by higher compensations. Previous graphs can be
viewed under digerent perspectives according to the parameters one chooses to ..x. For
given self-esteem motivations (g, w4, ©), one can examine the gains in e€¢ciency due to
the possibility of inducing the workplace identity as a function of non-wage grati...cation

225ee the analysis of the loss in edciency resulting from asymmetric information in appendix.
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opportunities ¢ attached to a job. It turns out that it is not among the jobs providing
the highest non-wage grati..cation opportunities that the gain in e®ciency is the highest:
this gain meets a ceiling for jobs deriving their entire ful..Iment properties from moral
hazard!

Let us reason now for given job characteristics (¢,1). To discuss the role of para-
meters (Ip, w4, <), it might be more enlightening to view them as retecting self-esteem
motivations common to a whole pool of working persons: the point is not, thus, to take
advantage of some heterogeneities of labor supply. It is obvious that an increase in Ip
still represents an increased labor cost (it is a reservation utility). To understand what
previous graph depict, let us put it as a question: in what kind of society, is the option to
stimulate self-esteem motivations of working persons the more precious? These graphs
show that it is not within the societies characterized by a "work ethic" (low Iz) that
this option brings the highest gain in e¢ciency. This is for intermediate levels of /5 (all
other things equal) that self-esteem motivations are expected to play the larger part.
As for "leisure societies" (I high all other things equal), this option can simply not
exist. A analogous comment can be made as regards the role of w,. Within a society
where self-esteem brought by work mostly relies on economic achievement (w4 high),
eCciency gains due to the workplace identity are low. Their highest value correspond to
intermediary cases.

Let us now turn to the link between the gain in e€¢ciency due to the option to induce
the workplace identity and the degree of demands of the jobs.

3.3.3 The gain in e€ciency as a function of the degree of de-
mands of jobs under consideration

The degree of demands of a job plays a critical part in the level to which is set its compen-
sation: all other things equal, the more demanding a job, the higher its compensation.
As a consequence, considering the link between e€®ciency and the degree of demands
(all other parameters remaining constant) amounts to examine the extent of the gain in
eCciency as a function of the wage class under consideration.

We reason for ..xed self-esteem concerns (I, w4, ®). We consider a class of jobs
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characterized by % as well as by a common degree of demands ¢, but which ocer variable
non-wage grati..cation opportunities ¢. We would like to quantify the gain in eCciency
according to the degree of demands of the jobs under consideration. This evaluation
obviously depends on the distribution of jobs on the support of ¢. The cumulated gain
in e¢ciency will be the higher the more concentrated jobs will be on those value of ¢ for
which moral hazard turns unful..lling or weakly ful..lling jobs into strongly ful..lling jobs
(UF,wF ¥ SF). N
However, as a reference, we posit a uniform distribution of jobs on the interval 0,8

with I+ 3+, wa < & where §) < 2 (I3 + v,,wA) characterizes the class of the most
demanding jobs. For a given degree of demands ¢, our measure of the gain in eCciency

G (v) is simply 7
1

G@) = i (CN)derl

er

where €1 = Ip $+ Yowa and €1 = Ip + v, w4, that is, the area between the curve
depicting j (.) and the abscissa axis on an segment EQ ,Wg comprising all the parts of
the function j (.). We will describe it as the potential gain in e®ciency to emphasize the
restrictive nature of these assumptions.

We favor the case of an intermediate relative intensity of the eoort prescription®
which allow us to illustrate the main implications in terms of e®ciency of self-esteem
motivations. The gain in e€¢ciency due to self-esteem motivations is then?*

G W) =a,°)+b(, . CN) )+ c(h,7,) v

+ iv2
where a (%, ©) and b (%, ©;& 1) are strictly positive and ¢ (%, v,,) . 0if Z _ W

One fcan see that the potential gain in e®ciency G is strictly increasing in ¢ for all
V2 7,0

Implication 2 Self-esteem motivations all the more improve potential e¢ciency of

23, 70i(l+v,)¢7 Je .1
Tw @) i To P : 3 -

2one .nds: a(%,°) = ;gg%vz b(h, €l = jge Xwius j2¢l  and

— 1mq A1) 12)En+@4y,) s,
6(1/4 ’Yw) 2ﬁ ¢7r(l+’y )2
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the employment relation that one considers more demanding jobs (which are, all other
things equal, the better paid).

One can also consider the joint role of parameters % and ,,. The term & represents
a measure of the additional cost due to moral hazard (see the standard case): the higher

< the more information incompleteness threats the employment relation. For v,, > 0,
1+7,)(2i72)
@C+v,)73
conditions the curvature of G (). For .xed v,, < 2, the increase of G with the degree

the term is strictly decreasing in v,,. The relative position of these terms
of demands is the faster, one considers employment relations to which moral hazard is
a more sensitive problem. When considering a class of jobs identically exposed to moral
hazard, the increase of G with the degree of demands is the faster, the more intense the
pay prescription is for employees holding the workplace identity. Generally, ¢ (%,.) is
strictly increasing in v,,: for v, .~ 2, the curve depicting G is strictly convex.

Implication 3 The strengthening of the pay prescription (a rise in ~,,) increases the
sensitivity of the potential gain in e€ciency to the degree of demands of jobs .

On the whole, self-esteem motivations appear as playing a important part in mod-
erating the loss in e®ciency due to information incompleteness. Non-wage grati..cation
opportunities provided by a job are likely to azect its pro..tability as well as its eCciency.
This constitutes a posterior justi..cation to a speci..c analysis of the interaction between
standard incentives and intrinsic motivation.

Summary and conclusion

In the spirit of what social psychology has taught us, we consider agents whose actions
are partially motivated by self-esteem concerns. Following Akerlof and Kranton (2000),
we address this issue in terms of identity building: agents choose between achieving self-
esteem through their job (workplace identity) or through outside-work activities (out-
of-the-workplace identity). Relying on studies in psychology, we specify the behavioral
prescriptions (notably in terms of ecort) de..ning the workplace identity as well as the
agent’s preferences according to his choice as regards his identity.

We then explore the consequences of our hypotheses within the framework of a moral
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hazard model where a principal, willing to induce an agent’s exort, seeks the optimal
contract. The principal is aware of the infuence of her wage ocer on her employee’s
choice of identity. The ozered contract depends on the type of job the principal wants
to ..Il. We actually de..ne three types of jobs: strongly ful..lling jobs, weakly ful..lling
jobs, and unful..lling jobs. Strongly ful..lling jobs description is such that it arouses the
workplace identity for modest wage amount (relatively to the degree of demands of these
jobs). Weakly ful..lling jobs description only arouses the workplace identity when wage
amounts are large enough. Finally, arousing the workplace identity from agents having
an unful...lling jobs would be too costly so that the principal ozers wage amounts arousing
the out-of-the-workplace identity. Thus, non-wage characteristics of jobs infuence both
the pro..tability and the e€ciency of employment relations.

In the beginning of this chapter, we raise the following question: Why are employers
so concerned about signalling recognition to their employees? How such a practice,
which is not necessarily accompanied by any monetary reward, can infuence employees’
behaviors? Our model provides an answer to these questions. The point would be for
the employers to make their employees keep holding a workplace identity i.e. to allow an
intrinsic motivation to develop. As regards pTWO ecciency, our model makes explicit a
mechanism that could explain how empowerment could be achieved without increase in
employees opportunism.

Beyond these answers, here are the main results of our analysis:

2 we provide a condition for which the possibility to arouse the workplace identity in-
creases the pro..tability of the employment relation: this condition mobilizes in particular
non-wage grati..cation opportunities associated to the job under consideration, the ref-
erence wage of working persons holding the workplace identity. This condition remains
the same whether there is moral hazard or not.

2 (weakly or strongly) ful..lling jobs should be more pro..table than unful..lling jobs; all
other things equal, ..rms whose technology and organization are intensive in ful..lling jobs
should make a higher pro..t than ..rms whose technology and organization are intensive
in unful..lling jobs.

2 For certain strongly ful..lling jobs, high exort is induced from agents paid the minimum
wage (reservation wage). The marginal cost of ecort is locally decreasing in the degree
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of demands associated to a job.

2 The unobservability of eaort extends the class of ful..lling jobs.

2 |n the presence of moral hazard, self-esteem motivations of working persons allow a
gain in e€ciency. The link between the extent of this gain and the relative attraction of
the out-of-the-workplace identity is usually non-monotonous.

2 Self-esteem motivations all the more improve the e¢ciency of the employment relation
that on considers more demanding jobs (which are also the better paid).

Let us stress on the possibility of empirical test of our model.

Our model assumptions refutation test. If a worker seek self-esteem through his job,
our model assumes that this self-esteem be conditioned by: (a) the non-wage grati..cation
opportunities his job ozers (his autonomy, the stimulating properties of the tasks he
carries out, the non-pecuniary rewards he enjoys, etc.); (b) the relative level of his pay; (c)
his degree of involvement in his work (overrunning the schedule, voluntary participation
to training sessions, etc.). If this self-esteem is achieved through extra-occupational
activities, it should be independent from previous variables. Our distinction as regards
alternative strategies to achieve self-esteem (workplace or out-of-the-workplace identity)
will be invalidated if the correlation coe€cients between measures or (a), (b), and (c)
on the one hand, and our measure of self-esteem are not signi..cantly dicerent when
calculated over the population of workers holding the workplace identity and workers
holding the out-of-the-workplace identity.

Our model predictions refutation test. In our model, a job is ful..lling depending on
the degree of discretion of its holder as regards method. This discretion implies a certain
control over output. The types of job represented in a ..rm should be related to the
distribution of the productive control between workers. If control is very segmented, one
could suspect an organization intensive in unful..lling jobs. A little segmented productive
control will rather suggest an organization intensive in ful..lling jobs. The model predicts
that, all other things equal, ..rms of the ..rst type should be more pro..table (in the aver-
age) than the ..rms of the second type. If one can characterize ..rms with organizations
intensive in ful..lling jobs and show that, all other things equal, such ..rms do not bene..t
higher pro..t than those intensive in unful..lling jobs then the main predictions of our
model would be refuted.
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Our model predictions as regards pro..tability and eCciency appear to be consistent
with the results of the literature on work organization - see chapter 1, Levine (1995),
Ichniowski et al. (1997): developing non-wage grati..cation opportunities (notably by
granting frontline workers with more discretion as regards their method) seem to actually
lead to gains in productivity. As a consequence, to raise prescriptive issues, our line would
be that of the literature on "job designing™ - see for instance, Taber and Alliger (1995).
If our model considers job characteristics as exogenous, the bene..ts from an adequate
designing of a job look clear. Besides, the stress psychologists put on autonomy in
stimulating an intrinsic motivation suggests that the principal faces a trade-oa which is
not considered above: the decision to delegate productive power. This should provide a
new angle perspective on the issue of empowerment.

In the next chapter, we start applying our model to the special issue of socio-
demographic disparities in the labor market.

Appendix

Whether the ecort is veri..able or not, the contract ocered by the principal can be written
as a©quagruplet (wg, Wo; wy,w1), w, referring to the ex post transfer when observing
q2 ¢,q ande 2 f0,1g. With moral hazard, possible contracts are restricted to the
class of the previous quadruplet such that w, = w; and wy, = w;. Let w denote a contract
oxered by the principal. Facing this ozer, the agent with characteristic h plays

(a®,e", c") 2 arg (argg;(A EUS (w,e)
Denote W™ (e) the set of contracts implementing (in, €) at least from an agent holding
the identity c.
Suppose ..rst that ¢7¢S < Fyw so that the principal decides not to induce ecort
e = 1. The question of participation remains raised. Let us bring to light conditions
such that the principal induces the agent participation. The agent at least participates
if w2 W™ (0) for c = A or ¢ = B. Since the level of ecort is not at stake, the contract

is simply contingent upon ¢ i.e. it is a couple (w,w), and W (0) % R?.
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w 2 W' (0; h) if and only if
EUZ (W,0) . EUZ'(0) . (1+7,)Eow+14(0) . In
w 2 W% (0) if and only if
EU(w,0) , EU(0) , Eow+1I5 . Ip
Proposition O Let (¢, ) describes a job the principal may like to be carried out, and
(Ig,wa, ©) an agent’s identity concerns. With limited liability, the contract transferring

0 to the agent whatever the realization of ¢, induces his participation for a zero-e=ort.

Furthermore 8
. T AifeI(g) - 0

C - -
- B otherwise

Proof. Since liability is limited, the principal chooses the contract w that solves

miny, Eyw

s.t. w 2 (Wir (0) [ Wiz (0)) \ R2

It is straightforward to see that for Fyw = 0 that is when limited liability constraints
are binding, an agent with identity B participates. When 7,(0) _ Iz(, ¢I - 0),
identity concerns lead the agent to hold the identity A that involves a higher self-esteem
thanthe B. m

Notice that the problem of inducing the agent participation arises in exactly similar
terms under complete or incomplete information. Hence, in both cases, assuming that
inducing the exort is too costly for the principal, participation will nonetheless be induced
if and only if EpS _ 0.

3.4 Optimal contracts under complete information

In this subsection, exort is supposed to be observable and veri..able.

Contrary to what previously holds, suppose that the principal tries to induce e = 1.
We successively de..ne the sets of incentive feasible contracts inducing ecort from agent
with the identity A and B.
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w 2 W% (1) %2 R* if and only if

BUY (W,1) . BUF(W,0) 5 (1+7,) B i ¥+ 1a(1) o (1+7,) Eowo + 14 (0)
EUR(W,1) . EUFW,0) . (L+7,)EBawr i ¢+ 14(1) . Eowo+ Ip
EUL W, 1) o BUE'W,0) 5 (1+7,) Brwn i v+ 14 (D) . I

i ¢
We denote (1C'), '1 Ca/p and (PCy), respectively, these three constraints.
w 2 W% (1) % R* if and only if

EUZBH (W, 1) - EUZBH (W, O) > E]_’wl i ”lb +IB - Eo’wo +IB
EUZBH (W7 1) - EUXL (W7 O) - Elwl i 77/) +IB - (1+’7w) E()wo +IA (O)
EU]%” (w,1) _ EU]"BM w,0) , Frun jov+1Ip _ Ip

i ¢
We denote (/C'p), '1 Cpa , and (PCp), respectively, these three constraints.

Since liability is limited, the principal chooses the contract w that solves

minw Eiun

s.tow 2 (Wi (1) [We (1) \ R4

Proposition 1 Under complete information, with limited liability,

8 n o
§ max f;;;;o if €1 (¢) - 0
n ) ()
Eywy = _ max SO0 00 < ©T(g) - v, + 7.
= 1) otherwise

and ezort e = 1 is induced if and only if Fjw; - €7¢S. When egort is not induced by
the principal (e = 0), participation requires a transfer of 0, and she keeps inducing it if
and only if EyS _ 0. Otherwise, the job is left closed.

Proof. Notice ..rst that, since both the agent and the principal are risk-neutral,
only expected transfers matter i.e. we are looking for a couple of expected transfers
(Eowo, Fhwy) solving the latter program. Since the contract can be contingent upon e,
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a ..rst step for the principal is to make the outside options (options that involve e = 0)
as unrewarding as possible. Limited liability constraints prevent her from pushing corre-
sponding transfers below 0. Hence, the strongest possible punishment entails Eowg = 0
so that

w2W7T (1) , 1+7,)Ew jy+14(1) . maxfl, (0),Ipg

and
W2 W (1) , Eww i ¥+ 15 . maxfly, 1, (0)g

The most demanding constraint is obviously binding in the optimum. Taking into
account limited liability constraints, the lowest expected transfer inducing ecort writes

& 1/Z¢+maxfl ©),Ip9 i 14(1) h
Eyw] = max min ’i+ 180 1“4 iy +maxflg, I,(0)gilz ;0
Yw

Hence, if 74(0) _ Iz (> 0) (that is ¢ - 0), since 14 (1) = 14 (0) + ~,,

Yoo Yo Yo Ya Yo Ya

o _ U e, ] 0 = V.
Eyw] =max min +/yw,77/)+IA(O)IIB ;0 =max 1_,_%’0

while for 74 (0) < I thatis €7 > 0, we get

8 n o
Yo Yo Yo ¥ < Y+CI iy, . :
. +Ipila(l max ———=,0 ify, v+~ >¢CI
Eyw? = max  min Y 1B+17A();¢ 0 = ) ;ww- Y+
w - otherwise

The remaining derives from claim 0. =

3.5 Optimal contracts with moral hazard

Eoort is now assumed not to be observable nor veri..able. We have already seen what
was the optimal strategy of the principal when inducing e = 1 was too costly. Hereafter,
we suppose that the principal wants to implement the positive ecort level, and determine
the optimal contracts under this assumptions.

With moral hazard, the principal can no longer make transfers depending on e: w, =
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w; = w and Wy = w; = w. This arects the set of incentive feasible contracts in the
following way:
w 2 Wi (1) % R? if and only if

(L+7,) Exw i+ 14 (1) L A +7,) Eow+14(0) (IC4)
(Q+7,)Biw i v+1a(Q) . Eow+Ip IICA/B
Q+vy,)Biw i v+14a(1) . Ip (PCa)

w 2 W% (1) % R? if and only if

Fuww j¢v+1Ip . Fow+Ip (ICp)

i ¢
Elwi@/)'FIBb(l'F’}/w)Eow"'IA(O) ICB/A
Fiw jv+Ip , Ip (PCBp)

and the problem writes

miny, Fiw

s.tow 2 (W (1) [Wi (1)) \R2

The solutions of this program can no more be reduced to a couple of expected trans-
fers. As a consequence, it is more convenient to work with variables w and Cw = j w.
A reformulation of incentives feasible sets is then required that we propose in the remain-
ing. We will solve this program in three steps: (1) assuming that the solution involves
the arousing of the identity A; (2) assuming that the solution involves the arousing of
the identity B; (3) on the ground of the previous steps, making explicit conditions such
that one identity is actually aroused in the optimum.

3.5.1 The lowest expected transfer inducing ¢ = 1 and identity
A

Here, we tackle the ..rst step of our resolution. As was just announced, we start by
reformulating the problem using w and Cw:
w 2 W% (1) \ RA if and only if
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Cw . mrgs (W)

1§ 7T i 1
w+ (1+7ww) 1iT0 @b o R Y+Cliny, ICA/B

w Yw

wHm G | i (PCY)

= 1y,

w_ Oandw+¢w _ 0 (LLC)
and the problem writes

i ¢
N w4 Gw st (IC,). 1045, (PCL),(LLC)

Lemma 1 The contract solving the previous problem is such that ¢w _ 0.

Proof. We prove it by contradiction.
Suppose there exists an optimum such that ¢w < 0 (and w > 0 since (LLC) is

satis..ed). In that case, (PC4) would be relaxed. Indeed, if ¥ + €¢I j v, . 0, Cw <0
implies

S

w+mCw > w+

A+7,)m i 0 & v+Cljy, Yv+CIjy,
wb =

Vaw Vaw 1+7,
i ¢ . N
i.e. ICap D) (PCy), whileifp + €I j v, <0, Cw < 0 implies

Y+ €I,

w+mCuw>w+eCw _ 0
147,

S

i.e. (LLC) D) (PC},). Hence, consider the variation d€w 2 ]0; j ¢w[ and dw such that

Yoo Y2 Ya Ya

) ] 1+ i
dw = j min min ( %’)Wl'wo;l dCw:; w

Vw

n o
If min %ﬂ;l d¢w - w, one obtains

w

H T M 2 Yal
1+ i 1+ i . 1+ i
d w+( %J)Wll?Toq:w — (1+7,)m i 7o i min ( 7w)771|7To;1 dCw _ 0
Tw Tw Tw
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and L 1y Y9

e+ i
dw+Gu)y= 1jmin GFMWTiTo e
Yo

i ¢
so that the couple of variations (d¢w, dw) does not involve any violation of '1 Ca/p O
(LLC) while it relaxes (1C'4). Nevertheless,

Y91
01 dCw <0

K

Y
: 1+ i
d(w+mCw) = =1 j Min (d+7,) T i To

Vw

that is, th%expected trangfer is reduced which contradicts our initial assumption.
If min Wﬂ;l d¢w > w, the couple of variations (w, jw) leaves all the

constraints non violated. However,
dw+mCw) = jw+mw <0

which contradicts our initial assumption. =
The previous lemma implies that the solution to our problem also solves

i ¢
Min w+mGw st (IC), '1C45 , (PC4),w . Oand Cw _ 0
Asa pgeamble to what follows, notice that for ¢w _ 0, since y,, > 0and m, > €m > 0,
if II Ca/p s satis..ed then (PCy) is satis..ed. Let wi' = ny,@f denotes the contract
implementing ecort e = 1 that arouses A, and minimizes the expected transfer.

Claim With moral hazard and limited liability, the contract minimizing the expected
transfer inducing identity A, and ecort ¢ =1 entails:

8 = n o~
i < 0 maxn(lfJ136¢N;O Oi,f ¢l - 22 (i)

= = .
= 0,max 2i2*¢L -0 otherwise

(1+'Yw)7r1 imo’

W

Proof. The case v, < .

. Viv. iV, +CT ;
First suppose that (1+W'w7)¢7r . (l’ﬁ;z); o We conjecture that (LLC) and (IC},) are

the only relevant constraints. Of course, since the principal is willing to minimize the
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payments made to the agent, both coqr;straints must be binding. Hence, wj = 0 and
wi = L% \We check that IICA/B is satis...ed since:

I+y,)CEm
A+y)mim ¢ A+y)mim ¢Yirt® _¢iy+e¢l
Vuw L+7v,)Cr = Yoo L+,)m i ™o Y

i i _ i ¢
For ;e < A=, we conjecture that (LLC) and [Cy4p are the only

relevant constraints. Both these constraints must be binding in the optimum so that

Vi +CI
(A+y,)m1imo

wi =0 and wy = . Constraint (PC) is then satis..ed since
v+ €Iy, - p+C€l gy,
e 1+,

1

T Cw =

~ Inthecase, . ¥, Cw _ 0 (IC4). We minimize the expected transfer subject to
'ICA/B , (LLC) and ¢w _ 0. It is then clear that, in the optimum, w = 0, which leads

to 1 Y,

+ ¢/ j
Wy = Cw = max Ld P .
(I +7,) T i 7o

We can now move on to the next step.

3.5.2 The lowest expected transfers inducing e = 1 and the iden-
tity B
The limited liability condition w _ 0 ) Epw _ 0 so that (/Cg) implies (PCp). Hence,

the set W (1, h) \R2 can be restricted to (and reformulated as) contracts (w, ¢w) that
satisfy
Cw . = (>0) (ICp)

w i m i) g, - ELiY iICB/A

Yw Yw

w0 (LLC)

=
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and the problem writes

i ¢
Min w+mCu st (I05). 1054 (LLC)

As a preamble, we must state conditions guarantying W% (1) \ RZ non-emptiness.

Lemma 2

n o
Win(1)\R2 & ? . either ng—ozp - ¢Tor m > (L+7,)mo
T

We denote C this condition.

Proof. Necessary and su€cient conditions so that W% (1) \ R2 & 2.
1) Suppose 7 > (1 +~,,) mo.

i ; i ¢ _ i ¢
If jriltwto . SLY then 0, obviously satis.es (LLC), ICp;x and
wi . w
(ICg). Hence 0, & 2Wi# (D \R2 & 2. . 5 .
- mi(+y,)7m0 Y Cliy Yitl K Vi Cl in
If 1 1 - Tr > ’71: - i (1I+’Yw)7r0 > Cr ther] 07 —71'1 i (1I+'Yw)7r0 2 WB (1) \

R2. Indeed, (LLC) and (IC3) are obviously satis..ed and

mi(l+y)m  Yiel  _Cliy ¢l
i - = -
Yw 1 1 (1 + PYw) o Yw Vw

i ¢
so that '[OB/A is satis...ed.
1) Suppose 71 - (1 +,) 7o.

Then, w 2 Wi (1) \R3 D w + £wming,, - £LL Fyrthermore, w ., 0 and

w

Cw , & imply
w+ A+9)mo i g i (I+7y,)mim ¢
Vaw Yaw G
hence
A+y)moim v €Ly LI
Yoo ¢r Cn

i
If v, 22¢ - &1 then '0,L 2 Wi (1)\RZ & 2. m
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i ¢
Let wy = ' w?P w8 denotes the contract inducing exort that arouses the identity B,

and minimizes the expected transfer.

Claim Assuming that C holds, with moral hazard and limited liability, the contract

minimizing the expected transfer inducing identity B, and ecort e = 1 entails:

83 -
Vi€l H s
s_ - Vmiamon T <Yugv
W= ¢ .
© 0,& otherwise
Proof. We easily prove that wy’ = 0. Indeed, if w? was strictly positive then, by

¢
reducing it we could rglax constraints ' Cpya , and still reduce the expected transfer.
For v, &y - ¢ , 4l . L ésince wl =0, (ICB) D (ICg/4). Since in

m1i(+y,)mo . Cn
the optimum (ICs) i binding, w? = '0, & .
Fory,grv > €1 #ﬁu)m > L W U\RL&? , m > (1+7,)m (see
the lemma 2). If this latter condition holds, since wf =0, (ICp,4) D (ICg). Of course,
Yi®l
P i (A+y,)mo

We can move on to our last step leading to optimal contract.

in the optimum, (/Cp/4) is binding so that wy = 0

3.5.3 The principal’s choice

The principal arouses the identity that minimizes expected transfer implementing ecort
e = 1. We denote wj = (wj,wr) the contract inducing ecort that minimizes the expected
transfer. Whatever the aroused identity, the wage in the bad state of nature (¢ = ¢) is
0 - the limited liability constraint is binding. In the good state of nature, the principal
arouses the identity that requires the least transfer

8 © a
.= min w{,w’ whenever W% (1) \ R% & ?

- w4 otherwise

Proposition 2 With moral hazard and limited liability, the contract minimizing ex-
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pected transfer while inducing e = 1 is

83 n o~
0, max (1_:%},;%, 0 [f ¢/ - ﬁ Cr (w f)/e)
3 n ¢l (0]
* — . + i . s
W; = 0; max Mﬁ, 0 if 1.7.1,‘; e @in) <€l -y,gv+7,

¢
I0; Y otherwise

and ecort e = 1 is induced if and only if Fyw* - €7 ¢S. When egort is not induced
by the principal (e = 0), participation requires a transfer of 0, and she keeps inducing it

if and only if EpS _ 0. Otherwise, the job is left closed.
o]

n
THA — Y+Cliy, Yive
Proof. We have already shown that wy’ = max =", e, 0

2 Suppose ..rst that (1 +v,) o < 71 so that Wi (1,h) \ R% & 2.

For v,4%¢ - @I, wf = g and -2 (¢ j ve) < €] so that Wy = il

1+, ¢7r T (A+y)mimo”
—k — ¢+¢II% i w+¢1|79 _ 1
Hence, w; = min T omiss &5 Gromiss > @ = S > Yugr? + e Then

< Tl i G -y, g0+,

— (A+7)m1imo
1 - - -
- Lotherwise
™

For v, ¢4 > €1, wf = 3t n o
If fe— 2 (¢ i 7.) . ¢ thenwf = (13% Hence, W} = min (1];”7‘:)6%, e Wit
(1f;w7;¢7r - mié’l;‘ii)m - Wi . &(¢I i 7.). Moreover, since my < m1,
G W) SEEID Wi . S (S ) so that T = e (
If Fe 22 (4 i ) < ¢l thenw; = é% Henge, w} = min (ﬁ::)lﬁ e, mi%ﬁi —

YHEliy, Vil o . ol m = L
(1+7w)7r'“7r0 . mi(l'ﬂw)m - 2¢3r +1 9 wa -51 CI+ 22 = Ve But,
st: U+, )mo<miandy, >0 F& j % v, <0

second: v, 42¢ > €1 D) 272 > 2%
third: %tf%;z;g Cland (L+g)mo <7z ) ¥ > CI.

Sothat ‘222 +1 ¢ > 22 +1 €I+ & i1 4, andwj= gl

Cr (A+vy, )mrimo”

2 Suppose now that (1 + v, )7 - 71 o that W% (1, h) \ RZ can be empty.
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For v,2¢ < &1, wf = ¢ apd g2 (¥ i 7.) < =2=C¢1 so that W' = g5t

T (A+y)miimo”

Hence, w; = min =50 £ a case we have already consider.

For v, 224 . &I, W% (1,h) \ R; = ?. Hence w; = wy..

2 The remaining derives from claim 0.

3.6 The analysis of the loss in e®ciency resulting
from moral hazard

In the standard model (where only the identity B is available), the loss in eGciency is
simply & = 22¢. This will constitute the benchmark of our analysis of the impact of
self-esteem motivations on the e€ciency of the employment relation. We will see that
self-esteem motivations often imply & < £2¢. Hence, for @ < €r¢S j Fiw] < g2,
eaort e = 1 is induced in a job which would not have been actively hold in the absence
of a workplace identity.

The variability of the loss in e€ciency due to moral hazard may refect two possibil-
ities. When leaving the type of a job unchanged, dicerences to the standard case can
result from the fact that, as we have seen, transfers are acected by agents’ self-esteem
motivations. The second possibility results from the capacity of moral hazard to change
the type of a job. The coming analysis stress on this second possibility - which represents
a qualitative dicerence to standard case.

The key variables of our analysis are: the degree of demands ¢ and the intensity of
the ecort prescription ~, de..ning the workplace identity. The ratio % represents the

relative intensity of the exort prescription.
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Standard loss in A(AD
efficiency
Al
Yoty TwVHYe V(M1 /AT) Wy,
Relative attraction of
the out-of-the-
workplace identity
SF —>SF wF —>wF UF -swF UF - UF

Figure 3-3: Ine¢ciency due to moral hazard as a function of the relative attraction of
outside-work - high intensity.

3.6.1 The case of a high relative intensity of the ecort prescrip-
tion

For 1 < Z/—) holding the identity A makes opportunism (e = 0) so costly (in terms of
self-esteem) that the ecort prescription overcompensates its disutility. The next ..gure?
depicts the form of the relation between the relative attraction of outside-work and the
loss in e¢ciency due to the unobservability of ecort.

For a low relative attraction of outside work activities €/ - v, j ¢, jobs are strongly
ful..lling whether or not information is complete (SEF° ¥ SF). These jobs are further
paid the reservation wage in both cases. Moral hazard does not entail any ine&ciency.
When v, i v < €I - ~,¢ +~, the job is weakly ful..lling both under complete and
incomplete information (wF ¥ wF). In this case, the expected transfers inducing ecort,
Fywi and Ejyw*, are both increasing in €/. It turns out that E;w* rises more quickly

25\Where we assumed 11: &< < 1. This assumption is limited to this case, we give it up in the
remaining.
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than Ejw} so that the ine€ciency associated to moral hazard is itself increasing in ¢/.
When v,0 + 7, < €I < v,¢~¢ + ., jobs under consideration are unful..lling under
complete information but weakly ful..lling with moral hazard (UF ¥ wF): this involves
an ine€ciency which, although increasing a higher pace, remains below what standard
analysis predicts. This is no longer the case when the relative attraction of outside work
becomes strong, v, gty + - €], to the extent that one is actually dealing with
unful..lling jobs whether ecort is observable or not (UF ¥ UF): we are back to the
standard case.

3.6.2 The case of an intermediate relative intensity of the ecort

prescription
3

-~

This case ~,, 2eid*1w)®T 2 _ 1 actually retects a condition on % as well as a con-

A+y,)mimo Y
dition on parameters % and v,,. It prevails in particular when 7o j (1 +~,) ¢7 - 0 ,
1+

eaort e = 1.

1+1M mo - w1 that is for technologies leading to a (relatively) strong impact of

The principal cannot rely solely on the intensity of the ecort prescription to obtain the
agent holding the identity A involvement. The relation between the relative attraction
of outside-work and the ine¢ciency resulting from moral hazard?® can have two pro..les
which we depict in broken lines in the next ..gure.

In the commentary of this ..gure, we focus on the con..guration which did not occur
in the previous case. For ¢» j v, < €I - 0, the job is strongly ful..lling under the
assumption of complete information as well as under incomplete information (SF ¥ SF).

20For ,, AP 2o . g

(A+v,)mimo b
8 Si €T -y, j O
%g;‘:—] si%i¢<¢1-o
a(el) = iﬁ(t?[r: o i ) . Si0<GT - 2o (¥ i 7.)
@i 3t T e omie T - S e Wi 7 <EL -t
% Tt S S s 10 Sy <@Ly, g+,
r'es Si Vg +7. < €I
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Loss in efficiency in = A(AD)
the standard case ey
- e /
- ’
/"~ /
/ /
/ /
’ ’
’ ’
/ /
4 ¢
4 ’
’
’ ,/
4 -
’ e
4 i
7 -
‘- g
Al
YV Gamo/ A+ AT (W = 7e)  TuWHYe YT AW+ polative attraction
of outside-work
SF —»SF wF —SF wF —>wF UF SwF UF - UF

Figure 3-4: Ine¢ciency due to moral hazard as a function of the relative attraction of
outside-work - intermediate intensity.

o
El’w:‘f

One notices that the relative loss in e¢ciency = &2 is exactly what prevail in the
standard case. Hence, dicerences in terms of e@ciency only echo dicerences in required
promised transfers: self-esteem motivations do not radically change the impact of moral

hazard on the employment relation. This is no longer true when 0 < €1 - v, &% j 7.

Let us consider the case 0 < ¢/ - l};w &= (¥ i 7.): corresponding jobs are then weakly
ful...lling under complete information but strongly ful..lling under incomplete information
(wF ¥ SF). As shown by the ..gure, self-esteem motivations play in absolute as well
as relative terms on the ineCciency associated to asymmetric information: although
this loss remains positive, it can decrease below what prevails in the standard case.
Furthermore, in a quite counter-intuitive way, this loss is decreasing in ¢/. Finally,

for 11%% Winv) <€l - v,0 i 7. We face jobs which are weakly ful..lling under

incomplete as well as complete information (wF ¥ wF’), the loss in e€ciency becomes
increasing in €. This trend persists as one considers unful..lling jobs under complete
information by weakly ful..lling jobs under incomplete information (UF ¥ wF) - i.e. for

Vb F7e < CL = 7, gm0 + e
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3.6.3 The case of a low relative intensity of the eaort prescrip-
tion
3

n
quptrary to previous case, a necessary condition to be in this case % - min 7,

is 1+ ﬁ mo > mq 1.e. that technologies involve a low (relative) impact of ecort e = 1.

moi(1+7,)¢7.
A+v)miimo’

The pro..le of the loss in e®ciency is then slightly dicerent from what we get in the pre-
vious case.?’

The new point results from the fact that, for v, +~, < €I - ﬁ e (¥ 1 7., an
unful..lling job under complete information may become strongly ful..lling under incom-
plete information (UF ¥ SF). It is the strongest impact moral hazard could have.

o

©
7o i (1+v,,)E7. 1
A+, )mimo’

A
27 De i
For = - min ~,

8 Si¢l -y, jv
%g;ﬁ% siy, i <@Cl-0
@ i O+ e ile SI0< @I - 7,0 +7,
S] = 1+ T T T
% (( ’YLU)(lo—i—lf;yw)ctl)rw 131% _ s ,wa + 7, < ¢ - 1+’Y ¢7r (w 'Ve)
by A+y,)¢T Yiv. - Y s
ol Gangminte, 10 S et @i 7) <L - g+
o Sl7w¢1¢+%<¢l
Remark:
Y% Y
Ve : mo i (1+7,)¢n, (A +7,) 7m0 i 7,m) Y i T17e
—= - min 7, - 1 >0
(0] (Q+7vy,)m 0 mo (1+n7,)e¢r
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Loss in efficiency in A(AD)
the standard case

Al
VeV WYl e/ (LA - 1) WA W
SF —SF WF —SF UF >SF UF >wF UF - UF

Figure 3-5: Ine€ciency due to moral hazard as a function of the relative attraction of
outside-work - low intensity.
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