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ABSTRACT

This dissertation uses game theoretic models in a principal-agent framework to study how firms
optimally manage long term career related incentives for their sales people. When sales people put
sales effort they face incentives not only from short term incentives like commissions and bonuses
but also from long term rewards associated with progression in their career. In particular, sales
people are often motivated to get promoted and avoid being laid off, to get selected to managerial
positions and to form stronger relationships with customers so that they can bargain for higher
wages in the future, respectively. Three different essays examine each of these three career related

incentives and how firms can optimally manage them.

Essay 1 (Chapter 2) studies why and how firms use a type of promotion and layoff policy, called
the Forced Ranking policy, to provide optimal long term career incentives to sales people. Findings
from the essay suggests that when sales people are ambiguity averse and there is economic uncer-
tainty regarding promotions and layoffs, firms are likely to commit to a promotion policy but may
or may not commit to a layoff policy as part of Forced Ranking. Interestingly, it is shown that firms
enjoying higher margins are more likely to commit to both promotion and layoffs, consistent with
observations from industry practice. Results also suggest that in absence of costs from promoting

and laying off employees, firms should use an up-or-out contract to motivate the sales force.

Essay 2 (Chapter 3) investigates how career incentives associated with promotion of sales employ-
ees to sales management roles may interfere with selection of the right sales managers. The essay
was motivated by the common observation that organizations often promote their best sales people
to sales managerial roles but after promotion find that the sales people are not as good as they were
expected to be in their new roles, a phenomenon called Peter Principle. An alternative explanation

for this phenomenon of adverse selection is provided and possible solutions are analyzed as part
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of the essay.

In essay 3 (Chapter 4) long term career incentives that sales reps face when they can form re-
lationships with their customers are considered. Loyalty generated from customer-salesperson
relationships is often “owned” by the sales person and it can be lost if the sales person moves to
another firm. Therefore, firms compete for both customers as well as sales reps with the objective
of poaching customers that are loyal to the sales reps. The essay analyzes how firms can deal
with such a competition. Findings suggest that contrary to general beliefs, the presence of anti-
employee poaching regulations like Non-Compete clauses, or tacit collusion to not poach each

other’s employees may hurt firm profits under some conditions.

Overall, the dissertation answers how firms can manage sales force career incentives to maximize

profits.
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CHAPTER 1: INTRODUCTION

This dissertation has been motivated by the observation that possibilities of career advancement
and long term rewards associated with immediate selling effort acts as one of the strongest forms
of incentive for most sales employees. For example, sales representatives routinely work hard to
achieve promotion and avoid layoffs. Many sales representatives also put higher effort in order to
get promoted to sales managerial positions to gain more responsibility and earn higher incentives
through override commissions. Similarly, many of them put effort in acquiring new customers
not just to earn direct commissions but in the hope that the acquired customer base will in future
help them bargain for higher wages with the firm. Firms recognize these long term incentives
and try to optimally manage them through levers like promotion and layoff policies or through
policies regarding selection of sales managers or through use of legal clauses like Non-Compete
laws, respectively. However, much of the current quantitative sales force literature is focused on
studying short term incentive measures like commission pay etc. This dissertation consists of three
essays on how firms can manage such long term career related incentives for sales employees and

maximize profits.

In the first essay of this dissertation (Chapter 2) we examine why and how sales firms use a type
of promotion and layoff policy called the Forced Ranking Policy to provide optimal long term
career incentives to sales employees. Forced Ranking policies are a type of rank based perfor-
mance appraisal policy in which employees are ranked and promoted or laid off on basis of their
sales performance. A classic example is General Electric’s 20-70-10 Forced Ranking policy which
involved ranking of employees on basis of performance and then promotion and rewards for the
top 20 percentile, inflation adjusted salaries and training for the middle 70 percentile and layoff
or probation for the bottom 10 percentile of the workforce. Although these schemes are popu-

lar in industry practice, they raise some puzzling issues: Why do some firms commit to specific



proportions ex-ante, e.g. 20-70-10, and some do not? What percentage of sales people are to be
promoted, laid off and left in the same position as part of such policies i.e. why use a 20-70-10
policy and not a 30-60-10 policy or something else? How do these policies interact with sales
compensation? In this paper we use an agency theoretic framework to address these questions. We
find that when sales people are ambiguity averse and there is economic uncertainty regarding pro-
motions and layoffs, firms are likely to commit to a promotion policy but may or may not commit
to a layoff policy. Interestingly, we show that firms enjoying higher margins are more likely to
commit to both promotion and layoffs, consistent with observations from industry practice. Our
results also suggest that in absence of costs from promoting and laying off employees, firms should
use an up-or-out contract to motivate the sales force. Furthermore, we find that while promotions
and performance pay can be complements, layoffs and performance pay are always substitutes.
We identify conditions under which, counterintuitively, an increase in uncertainty may lead a firm

to increase performance pay in the presence of Forced Ranking policies.

In the second essay (Chapter 3) we investigate career incentives associated with promotion of sales
employees to sales management roles. The essay was motivated by the common observation that
organizations often promote their best sales people to sales managerial roles but after promotion
find that the sales people are not as good as they were expected to be in their new roles. This prob-
lem is attributed to Peter Principle and it is generally believed that lack of managerial skills in the
promoted sales people is to be blamed for the problem. We show that the problem can arise even
without consideration of managerial skills. We find that the problem can arise because promotion
to managerial positions entails two different benefits associated with responsibilities of managing
multiple revenue streams viz. higher sales potential due to multiple revenue streams and a possibil-
ity to diversify one’s risk across multiple revenue streams. The two benefits generate asymmetric
incentives in a sales force consisting of sales reps of heterogeneous risk and productivity charac-

teristics such that the moderately risk averse reps put more effort than others to achieve promotion



in spite of the fact that they are not the ones who would be the most suitable for managerial roles.
Further, we find that there can even be conditions in which an employee with lower productivity
and higher risk aversion gets promoted more often. The Peter Principle problem becomes more
likely with an increase in productivity of the more risk averse employee. To deal with the prob-
lem that we identify we study and evaluate the different solutions being currently implemented by
companies and find that under certain conditions sales training can be used by organizations to
screen undesirable employees. Finally, we also study some sales force labor markets conditions

that moderate the adverse selection problem.

In the third essay (Chapter 4) we consider long term career incentives that sales reps face when
they can potentially form relationships with their customers. For example, firms often recruit
sales representatives to build relationships with customers and to sell them products over time.
In such a case of relationship marketing, customers build loyalty not only towards the firms but
also towards their sales representatives. However, since the loyalty generated from customer-
salesperson relationships are often “owned” by the sales person they can be lost if the sales person
moves to another firm. In this context, firms compete for both customers as well as sales reps
with the objective of poaching customers that are loyal to the sales reps. We use a two period
game theoretic model of duopolistic competition to study firms’ salesforce compensation strategy
and profits in this scenario. Our analysis interestingly reveals that under some conditions the
possibility of poaching of sales reps can actually increase firm profits. We find that although the
possibility of poaching of sales reps increases employee retention and wage costs, it also leads
to a strategic benefit in form of softening of competition for acquisition of new customers. Our
finding implies that contrary to general belief, the presence of anti-employee poaching regulations
like Non-Compete clauses may hurt firms under some conditions. Furthermore, we find that if the
intensity of competition in such a market is high then firm profits follow an inverted-u relationship

with respect to profit margins. We report some empirical evidence for this result.



CHAPTER 2: FORCED RANKING POLICIES - WHY AND HOW TO
IMPLEMENT THEM TO MOTIVATE THE SALES FORCE

2.1 Introduction

Policies related to promotions and layoffs are strategic levers that are often used by organizations
to manage sales employees. The two primary functions of such policies are to motivate employees
and to sort them according to their abilities. They are also often implemented through career
tournaments in which employees are promoted, laid-off or retained in the same position as before
on basis of their rank performance rather than absolute performance. Lately, many organizations
have structured their rank based promotion and layoff policies together and integrated them with
their yearly performance appraisal systems, collectively termed as the forced distribution ranking
systems or Forced Ranking (henceforth abbreviated as FR) policies (Grote 2005). For example, the
most well-known of such policies, the 20-70-10 Forced Ranking policy, popularized by Jack Welsh
that he implemented at GE involved promotion and rewards for the top 20 percentile, inflation
adjusted salaries and training for the middle 70 percentile and layoff or probation for the bottom

10 percentile of the workforce.

According to some estimates 60% of Fortune 500 companies, including Glaxo SmithKline, Hewlett-
Packard, 3M, AIG, EDS and Ford, may be currently using similar policies (WSJ 2012). In the aca-
demic literature, Berger, Harbring and Siwaka (2012) show utilizing experiments that FR policies
can lead to 12% higher productivity. Recent field experiments in sales organizations implementing
policies like FR too provide similar results (Ahearne et al. 2012). Not surprisingly many of the
organizations also use such policies to increase their sales force productivity (Zoltners, Sinha and

Lorimer 2011a) considering that as opposed to most other functions, the sales function involves a



large extent of unobservable field effort that can be extremely costly, if not impossible, to monitor.
For example, Sanofi-Aventis implemented a FR policy for approximately 1000 of its sales force
professionals (Training 2008). Similarly, a presentation by Heinz HR made at the International
Congress on Assessment Center Methods (Nye and Murphy 2002) suggests that the company’s
implementation of a FR policy helped increase its market share from 47% to 59% in the Ketchup
market and achieve many more milestones. The use of FR tools in managing sales forces has be-
come more prevalent than for other functions mainly because many of the criticisms about such
policies do not hold true in general in case of sales forces. First, bias and discrimination are gen-
erally less possible as sales employees are ranked according to objective sales data rather than
subjective assessment measures'. Second, lack of collaboration or excessive competition among
members of teams induced by such tools is unlikely to occur because many sales jobs do not require

any form of team collaboration.

While it is clear that the use of FR in sales force management continues to be popular, the academic
literature in Marketing has yet to analyze why and how firms should design FR policies to moti-
vate sales employees. Therefore, we investigate the following research questions. First, while past
research (DeVaro 2006, Baker, Jensen and Murphy 1988) suggests that most organizations make
promotion and layoff decisions based on rank order performance data it is not clear why only a
subset of these firms commit themselves to FR proportions ex ante, e.g. 20-70-10. Not committing
to specific proportions in a FR policy creates ambiguity regarding the FR policy. Can such ambigu-
ity be beneficial for firms? Past research in management and economics provide conflicting views
on ambiguity in performance management systems with some arguing for a smoke-and-mirrors
approach to performance management while others arguing for arbitrary but concrete rules (Gibbs

1991). Second, how do firms design FR policies, i.e. why does an organization like GE use a

"Prior legal cases like Ropper vs. Exxon suggest that forced ranking is acceptable under law as long as assessment
measures are objective (Grote 2005).



20-70-10 FR policy and not a 30-50-20 policy or any other policy for that matter? For example,
AIG uses a 10-80-10 policy, Hewlett-Packard uses a 1-5 scale with 15% receiving the best grade
of 5 and 15% receiving 1’s. Which of these policies should be implemented? Moreover, how does
such a policy change with salesforce characteristics and market conditions like total number of
employees in the firm, uncertainty, etc.? Third, how is FR to be used with other instruments to
motivate the sales force? More specifically, does FR complement or substitute performance pay?
How do exogenous factors like individual specific uncertainty and costs associated with FR affect

performance pay when performance pay is used in presence of FR?

To address the above questions we consider a tournament theory model similar to Kalra and Shi
(2001) (henceforth, referred to as KS (2001)) in which a firm with a homogeneous sales force
first decides whether to commit to a FR policy or to let it be ambiguous. We assume that the ex
post optimal promotion and layoff policy is uncertain ex ante because of economic uncertainty. If
the firm commits to a FR policy, it announces the proportions of promotions and probations (or
layoffs) as part of the FR policy keeping in mind that it may have to incur additional costs if its
ex ante commitment is different from the ex post optimal promotion and layoff policy. We assume
that the wages associated with promotion and probation are exogenous to the firm’s FR policy
because wages for specific job designations are often determined through various factors that are
not in control of the firm, e.g. competition in the labor market. Once the firm decides on its FR
policy, risk and ambiguity averse sales employees compete with each other to get promoted and
to avoid being put on probation. Promotion and probation decisions are made on basis of sales
output generated which in turn are a function of effort made by the employees, individual specific

uncertainty facing each employee and the common uncertainty that everyone faces.

We contribute to the existing sales force literature by extending it to include incentives from career
tournaments. To our knowledge we are the first paper to introduce the concept of ambiguity aver-

sion in the sales force literature. Our first contribution is, by incorporating ambiguity aversion of



sales employees faced with economic uncertainty regarding the ex post optimal rate of promotions
and layoffs, to show that firms are likely to ex ante commit to a promotion policy but may or may
not commit to their layoff policy. We find this because ambiguity averse sales reps, when faced
with uncertainty, put more weightage on a more pessimistic scenario. While a more pessimistic
scenario in case of promotions leads to a less motivating contest structure, such a pessimistic sce-
nario related to layoffs may lead to a more motivating contest structure. Furthermore, we show that
firms keep their layoff policies ambiguous if the severity of layoffs is expected to be intermediate
in case of an ex post adverse economic scenario. The rationale underlying this finding is that in
this case keeping the layoff policy ambiguous is close to the incentive optimal contract and avoids
having to pay any costs for deviation from the ex post optimal. In addition, we find that firms
with higher profit margins are more likely to commit to a FR policy potentially explaining why we
mostly hear about profitable firms like GE and Microsoft doing so. Finally, recognizing that a firm
could renege on its FR policy in a one period model, we study an infinite horizon repeated game

and identify conditions under which the firm is able to credibly commit to a FR policy.

Our second contribution is to identify the optimal design of a FR policy under commitment. We
find that in contrast to the related theory from sales contests (KS 2001), which suggests that rank
ordered tournaments are more efficient than multiple winner contests, in absence of costs of pro-
moting and laying off employees the most effective form of a FR system is an up-or-out contest,
a type of multiple winner contest. However, costs involved in promotion and layoff of employees
lead to a situation where some of the middle ranked employees are left in the same position as
before. The percentile range of these middle rank employees is determined by the impact of dif-
ferent exogenous factors like productivity of employees, uncertainty, profit margin, and number of
employees. For example, we find that an increase in risk aversion of employees decreases the pro-
portion of promotion and layoffs while an increase in number of employees leads to an increase in

proportion of promotions and layoffs as part of the optimal FR policy. We trace the divergence of



these results from those of KS (2001) to the difference in structures of FR contest and sales contest.
More specifically, our results diverge because in case of FR the firm only determines the proportion
of winners and losers given a flexible budget while in case of a sales contest it determines both the

size of prizes as well as proportion of winners and losers, given a fixed budget.

Our third contribution is an analysis of the interaction between FR and sales compensation. We
find that for small levels of risk aversion promotions and performance pay may be complements
or substitutes depending on whether the cost of promotion is lower or higher than the change in
reservation utility from promotions. On the contrary, we show that layoffs and performance pay
are always substitutes. The rationale for this finding is as follows. While a marginal increase in
rate of promotion increases the expected utility of participation for sales employees and thereby
loosens the participation contract, a profit maximizing firm extracts this surplus by providing less
risk premium i.e. by using higher performance pay. Fourthly, we contribute to the extant literature
by finding conditions under which performance pay increases with uncertainty. We find that when
risk aversion is small, an increase in employee specific uncertainty or unsystematic risk reduces
the effectiveness of both performance pay as well as FR, a result consistent with the literature.
However, the decrease in effectiveness of the two mechanisms need not necessarily be symmetric
and when risk aversion is small, the FR mechanism becomes ineffective at a much faster rate than
performance pay. If this happens, then the firm substitutes performance pay in place of FR along
with an overall decrease in use of both FR and performance pay. When risk aversion is small the
substitution effect is stronger than the effect of decrease in use of performance pay under some
conditions and therefore, the use of performance pay counter intuitively increases with an increase

in employee specific uncertainty in this case.

Our paper is organized as follows. In the next section we review the related literature streams in
Marketing and Economics. In section 2.3 we introduce the modeling framework for the tournament

that we employ in this paper. The analysis of the base model is presented in section 2.4. In section



2.5 we present a few extensions and robustness checks for the model, including our analysis of the
interaction of the FR policy with performance pay. We conclude the paper by summarizing the

results and by discussing limitations and avenues for future research in section 2.6.

2.2 Literature Review

Multiple streams of literature in Economics, viz. human-capital acquisition, job assignment, learn-
ing, efficiency wages and tournaments, provide a foundation for theories related to promotions and
layoffs in organizations (for a broad review of these topics see Gibbons (1997)). Our research is

primarily related to the literature on tournament theory.

Tournament theory studies why and how wage differences are determined on basis of an indi-
vidual’s relative performance compared to others rather than on basis of an individual’s absolute
performance. The seminal papers on tournaments (Lazear and Rosen 1981, Green and Stokey
1983, Nalebuff and Stiglitz 1983) identify conditions under which tournament based incentives
are better than performance pay. In doing so, these papers distinguish between individual spe-
cific uncertainty and common uncertainty. Tournaments have an advantage over performance pay
because they eliminate the common uncertainty, i.e. the uncertainty that is common to all the
employees, from performance measurement. If the common uncertainty is high as compared to
the individual specific uncertainty then tournaments are more appropriate than performance pay.
Subsequent empirical literature confirms that promotion and layoff decisions in firms are made

through tournaments (DeVaro 2006).

A number of papers in Marketing (KS 2001, Lim, Ahearne and Ham 2009, Lim 2010, Chen, Ham
and Lim 2011, Ridlon and Shin 2013) and Economics (Moldovanu and Sela 2001) study how

tournaments are designed optimally. KS (2001) study optimal design of a sales contest for a given



budget and find that rank ordered contests are superior to multiple winner contests if uncertainty
is distributed logistically. Our tournament model is similar to that of KS (2001) but we assume
the value of the prizes and costs associated with the promotions and layoffs to be exogenous to a
firm’s optimal tournament design decision. We do this because as opposed to sales contests, the
prizes, i.e. the wages at different designations, are determined through a number of factors, like
competition in the labor market and job design, which are not under the complete control of the
firm. This is also consistent with empirical evidence (Lazear and Oyer 2004). For example, Lazear
and Oyer (2004) conclude that “in the long run wages paid by the typical firm are determined by
prevailing wages in the market, not by the conditions in the firm”. Other Marketing papers study
different aspects of contest design. Lim (2010) introduces the notion of social loss aversion in
sales contests to show that under certain conditions the optimal contest may have a higher number
of winners than losers. In a recent paper, Ridlon and Shin (2013) study how contests need to
be handicapped when firms learn about asymmetric abilities of employees and when contests are
carried out over time. Lim et al. (2009) and Chen et al. (2011) conduct laboratory experiments to
test implications of sales contest theory. Our research models aspects of career tournaments that

have not been analyzed and contributes to the literature on optimal contest design in three ways.

First, we show that the design of career tournaments like FR need not follow the predictions of
the sales contest literature. For example, we find that the firm reduces the number of promotions
as risk aversion increases in sales force while the sales contest literature predicts an increase in

number of rewards (KS 2001).

Second, we study whether or not a firm would at all commit to a tournament design and show that
under some conditions the firm may keep the design ambiguous. The driving forces for such a
decision in our model are economic uncertainty regarding ex post optimal promotions and layoffs,
and ambiguity aversion among employees. To our best knowledge, this is the first paper in the sales

force literature to model ambiguity aversion (Ellsberg 1961, Gilboa and Schmeidler 1989). We
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conceptualize ambiguity as uncertainty about the probability distributions of promotion and layoff
decisions by the firm if it does not commit to a FR policy. In such a circumstance it has been shown
that the ambiguity averse decision maker (sales rep) violates the axiom of reduction of compound
lotteries by putting more weight on less desirable outcomes (Ellsberg 1961). Weinschenk (2010)
has studied moral hazard in presence of ambiguity aversion. However, he consider ambiguity in

the performance measure while we consider ambiguity in design of contract.

Third, we also consider how career tournaments, i.e. FR, interact with performance pay. Our
analysis of interaction between a FR policy and performance pay also extends the sales force com-
pensation literature. The seminal paper in this literature, Basu, Lal, Srinivasan and Staelin (1985),
finds that performance pays always decreases with uncertainty. While subsequent theoretical stud-
ies (Joseph and Thevarajan 1998, Lal and Srinivasan 1993) confirm this finding, empirical studies
(John and Weitz 1989, Coughlan and Narsimhan 1992, Krishnamoorthy et al. 2005) report an
ambiguous relationship between performance pay and uncertainty. Our research on interaction be-
tween performance pay and FR provides a potential explanation for this empirical observation by
showing conditions under which performance pay can increase with uncertainty. The only other
paper (Schottner and Thiele 2010) that studies the interaction between performance pay and tour-
nament considers risk neutrality of agents and selection aspects of tournaments and, therefore,
provides insights about the usage of performance pay complementary to ours. More specifically,
Schottner and Thiele (2010) find that the optimal interplay of promotion tournaments and linear
performance pay may involve low-powered individual incentives only when motivation and selec-
tion issues arise simultaneously because linear incentives may interfere with the selection of high

ability managers by means of a promotion tournament.

Next, we outline our modeling framework. The notation used throughout the paper, presented in

Figure 2.4, and all other Figures and Tables are given at the end of the Chapter.
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2.3 Model

Consider a risk and ambiguity neutral sales organization that has three hierarchical levels, viz.
senior sales executive (SSE), sales executive (SE) and sales executive on probation (SEp), for its
sales employees. The higher designations are associated with a higher reservation wage, i.e. we
assume the wage at SSE, SE and SEp levels to be Up, Ug and Uy, respectively, where Up > Ug >
Uy, > 0% The exogeniety of the wages to the firm’s FR decision can be due to multiple constraints
on the firm’s wage decisions. For example, the firm may set the wages for designations centrally,
but changes its FR policy at a local level to account for regional differences in market conditions.
Similarly, the firm may have longer term agreements on uniform wages for different designations
and cannot change the wages according to FR policies conducted every period. Alternatively, it

can be the case that a certain wage rate at a level is the market norm.

In the current model the firm is primarily concerned with motivating the employees at the SE
level through a Forced Ranking (FR) policy in a single period. The principal (employer) employs
N(i = 1,2,...N) identical and homogenous risk and ambiguity averse sales employees at the SE
position each of whom are assigned to one of N identical territories. Moreover, there is no team
activity and no collusion among SEs. As the territories are independent there is no possibility of

SEs sabotaging each other’s performances.

2We tie the wage levels to the job roles and not individuals. This is in line with empirical literature (Baker, Jensen
and Murphy 1988).
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2.3.1 Ambiguity Aversion and Ex Ante Uncertainty Regarding Ex Post Optimal Rates of

Promotion and Layoffs

We assume that the firm’s staffing requirements at different levels change from time to time. Let
%p and %L be the proportions of SE employees to be promoted and laid off, respectively, at the
end of the period according to the staffing requirement of the firm at the end of the period. These
proportions are determined by market forces and situations within the firm at the end of the period.
For example, if a number of employees from the SSE positions leave the firm creating vacancies
at the higher position then %p will be higher. Similarly, if market potential decreases then the firm
may find it optimal to lay off at a higher rate at the end of the period, i.e. k1, will be higher. Further,
we assume that the firm faces ex ante uncertainty about its staffing requirement at the end of the
period, i.e. it does not know for sure at the start of the appraisal period how many employees
it should promote or lay off at the end of the period, because that decision will depend on how
economic and market forces play out over the period and on what the market potential is at the end
of the period. Thus, we assume that there is uncertainty about ex post optimal rate of promotions,
%p, and layoffs, Eb and, for simplicity, that both the firm and the salespeople have the same
subjective beliefs about the probability distributions related to kp and k. This subjective nature
of uncertainty is crucial to our model as we discuss below and in subsection 2.3.3. We assume
that %p < % and by construction Ep + %L < 1. We assume %p < % because firms rarely have
needs to promote more than 50% of employees (Average proportion of promotion in organizations
tend to be less than 10% as per World at Work (2012, 2013) promotion surveys). We assume that

kp = {0,kp} and k, = {0, k.} . To explain our model further we refer to Figure 2.1.

Suppose there are two possible ex post scenarios related to staffing requirements for the SE and
SSE levels denoted as ”good” and bad” scenario, respectively. For the staffing requirement at the

SE level, the subjective beliefs about each of the scenarios are given by ¢ and 1 — ¢, respectively.
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Further, the favorable scenario is such that it involves less likelihood of ex post layoffs being
optimal and the adverse scenario is such that it involves a higher likelihood of there being layoffs.
The likelihoods for layoffs in ”good” and ”bad” scenarios are denoted as P and Pg, respectively,
where 0 < Pz < Pp < 1. For parsimony, we assume the distributions to be degenerate, i.e.
P; = 0 and P = 13. Similarly, we assume that there are two possible staffing requirements at the
SSE level, leading to different likelihoods of ex post promotions being optimal. The likelihoods
for promotions in ”“good” and ’bad” scenarios are given as P, and PyV/, respectively, where
0 < PyV < Py < 1. For parsimony, we assume P, = 1 and PyV = 0. Parameter m is
the subjective belief of there being a favorable scenario related to the staffing requirement for the
SSE level. To keep the analysis simple, we assume that ¢ and m are independent. Furthermore,
we assume ¢ and m to both be % in order to reduce the number of parameters in the model, and
because it implies that neither scenario is more likely to occur®. Facing this situation an ambiguity
neutral decision maker, e.g. the firm, considers a weighted average of all the scenarios. However,
an ambiguity averse individual, e.g. the sales representatives, puts more weight on the scenario
that give them less expected value, i.e. they are pessimistic. This nature of decision making
was first illustrated by the Ellsberg experiment (Ellsberg 1961). In modeling ambiguity aversion
amongst sales representatives we assume, for the sake of simplicity, that they only consider the
worst case scenario possible when faced with ambiguity, consistent with a MaxMin utility function
(Gilboa and Schmeidler 1989). This is equivalent to assuming that the decision maker is infinitely
ambiguity averse, a simpler formulation that helps us capture the phenomenon without the loss of
much generality. The mathematical formulation of the employee’s utility maximization problem is

given in subsection 2.3.4.

3Qualitative results are not expected to change as long as 0 < Pz < Pp < 1.

4 Analysis for the general case where ¢, m € [0, 1] is available from the author.
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2.3.2 Firm’s Forced Ranking Policy

A firm can pursue two types of Forced Ranking (FR) policies viz. a), a committed FR policy, or
b), an ambiguous FR policy. In a committed FR policy the firm declares at the beginning of the
tournament that the first 5, proportion of employees are to be promoted to the SSE position, the
last (3, proportion of employees are to be demoted to the SEp position and the middle 1 — 55 — 3,
proportion of employees are to be left in the SE position according to the sales performance ranks
that the employees achieve. Contrary, in an ambiguous FR policy the firm only declares that it
will make promotion and layoff decisions on basis of sales performance ranks that the employees
achieve, but it does not commit to any proportion of promotion or layoff, i.e. it does not specify
P2 and S;. This allows the firm to make promotion and layoff decisions based on ex post optimal
rates, i.e. [y = Ep and 3, = EL, respectively. In our analysis, we also explore the case when the

firm can commit to only one aspect of its FR policy, i.e. 85 or 81 and leave the other ambiguous.

Finally, we assume that the firm faces costs if it deviates from the ex post optimal rate of promo-
tions and layoffs. We denote this cost by f and assume that it is linear in deviation of the firm’s
promotion and layoff policy from the ex post optimal. For example, if the ex post optimal rate
of promotion is realized as kp = 0 and the firm had committed to a Forced Ranking policy with

(B2 > 0 then it will incur a cost of (

By — EPD f = P2f. We also assume that there are absolute
costs involved in promoting and laying off employees which increase linearly at the rate of ¢ with
the proportion of promotion and layoffs. For example, the firm incurs a cost of (5, + ;) ¢ in
case of a committed FR policy and a cost of (7;13 + EL> c in case of an ambiguous FR policy. An
example of cost ¢ could be the expenditure on severance pay for laid off employees and training
for promoted employees, while an example of cost f could be expenditure on recruiting additional

employees if the firm committed to laying off more than the ex post optimal.

We first analyze the case when salespeople earn a fixed salary. Subsequently, in section 2.5.3, we
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consider the case when a linear contract is used along with FR. The usage of linear contracts is
common in industry practice and consistent with the academic literature in Marketing and Eco-
nomics (Holmstrém and Milgrom 1991, Joseph and Thevaranjan 1998). Furthermore, we assume
that the firm cannot renege on its FR policy else such a policy will lose its credibility. We relax this
assumption in Section 2.5.1. Note that the model focuses on the motivation aspects and abstracts
away from the internal selection aspects of promotions and layoffs to keep parsimony. However,
our results are not expected to qualitatively change if there are selection aspects to the promotions

as we discuss in section 2.5.2.

2.3.3 Sales Response Function

Effort on part of a salesperson is observable only to himself and the employer is only able to
observe the sales output of each salesperson. The output of a salesperson is a function of his effort
and a stochastic component capturing the uncertainty that the sales person faces in the environment.

The sales response function is given as,

z(e;) =e; +e+7 2.1

where z(¢;) represents sales given selling effort ¢;. We denote ¢; as the risk® unique to each territory
such that Eg;] = 0, Var[e;] = o2 with cumulative distribution function F'(.) and density function
f(.). Furthermore, we assume that £; follows a logistic distribution. This assumption has been
primarily made for two reasons. Firstly, logistic distributions are symmetrical and very similar

to normal distributions therefore capturing the distribution of sales territory uncertainty well, in

>The objective probability distribution of this uncertainty is common knowledge. Hence, there is no ambiguity
about the sales task. This is reasonable because most sales reps spend enough time in a position to know the probability
distribution associated with their task.
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particular for firms with a large number of territories. Secondly, using the logistic distribution
to model sales territory uncertainty follows past literature (KS 2001) thereby allowing us to both
compare our results to theirs, and to simplify computations. In the model, -y is the risk common to
all the territories such that E[y] = 0 with cumulative distribution function G(.). We also assume
that v and ¢; are i.i.d. Note that there is a critical distinction between risk related to the sales
response function and the uncertainty related to ex post optimal promotion and layoff rates. In case
of the individual specific risk related to sales response function everyone objectively knows the
characteristics of the probability distribution while in case of the subjective uncertainty regarding
ex post optimal promotion/layoff policy no one knows the probability distribution objectively and
they only have subjective priors about what the distribution may look like. This distinction is
critical because in case of risk associated with the sales response function the employees are risk
averse while in case of the uncertainty associated with the ex post promotion and layoff rates
the employees are ambiguity averse. The rationale for assuming that the sales response function
is objectively known is that employees and firms have more experience with selling and risks
associated with it because they carry out the activity over again and again. In contrast, ex post
optimal promotion and layoff rates are difficult to estimate and there is subjective uncertainty

about them. The firm’s profit margin from a unit of sales is ¢.

2.3.4 Salesperson’s Utility Function

When faced with objective risks as described above the i*" salesperson has a utility function given
as U(I;,e;) = u(l;) — c(e;) where u(.) is the von Neumann-Morgenstern utility function with a
CARA coefficient of r and ¢(.) is the cost of effort or the disutility function such that ¢(e) = % To
model ambiguity aversion among employees we consider the MaxMin utility framework (Gilboa

and Schmeidler 1989), which means that faced with subjective uncertainty employees consider

the state of the world that gives them the minimum expected utility. According to empirical esti-
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mates most Americans are ambiguity averse (Dimmock et al. 2013). Thus, considering risk and

ambiguity aversion, the incentive compatibility and individual rationality constraints are given as,

e; = arg max (min E[U(I;, ¢;)]) (IC) (2.2)

min E[U(1;,e])] > Us (IR) (2.3)
Where, E[U([z, 61)] = PI‘(] < Nﬁg)U(Up) + PI‘(NBQ < j < Nﬂl)U(Us)]
+Pr(N(1 — 1) < j)u(Ur) — c(e;), j is the rank of the i'" sales rep and,

By = Ep and 5, = EL in case of an ambiguous FR policy

2.3.5 Game Sequence

Next, we describe the game sequence (See Figure 2.2). In stage 1, the firm decides on whether
to commit to a FR policy or leave it ambiguous and in case of commitment it needs to determine
the policy (f1, 52) . In stage 2 the employees accept the contract and put effort. In stage 3 nature
resolves uncertainty (both objective risk and subjective uncertainty), sales performance is observed
and the firm incurs costs associated with promotions and layoffs. Complete information regarding
model parameters is assumed throughout the paper. We solve for the symmetric equilibrium using

the notion of subgame perfect Nash Equilibrium. Next, we discuss our analysis of the model.
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2.4 Analysis

2.4.1 Optimal Committed Forced Ranking Policy

Given the above set up, if the firm decides to commit to a FR policy then it solves the following

constrained maximization problem:

6> (€ (b1, B2) +€i +7v) — Nwy — N(B1 + Ba)c
[l = max mee=F
ol IN (m(|Bs — kpl) + (1 —m) Ba) + ¢ (|81 — ku]) + (1 — q) B1)

(2.4)

subject to (2.2), (2.3) and B + 1 < 1

The firm benefits from the effort induced through FR, while it pays the current wage and the
costs associated with FR. Since we consider different combination of committed and ambigu-

ous Forced Ranking policy in our analysis we denote the firm’s profit as II,;, where i( j) =

C, if the firm commits to a promotion (layoff) policy
. Therefore, in case of a com-

A, if the firm leaves the promotion (layoff) policy ambiguous

mitted Forced Ranking policy profit is denoted as II-c. Next we present our first proposition.

Proposition 2.1 The optimal proportion of employees to be promoted, put on probation and kept

in same position is given as 35, 81,1 — 85 — 1, respectively. Where,

kp= % [1 _ (N+1Dd (c+ f — /\TUPS)} if kp <kp

ON(Ups)
B = kpif kp < kp < kp (2.5)
Tip =1 [1 — {RADL (e y £ (1 - 2m) — X{Upg)] ifkp < kp
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by =4 (1= S0 (e £+ NUse)| f ke <,
5; = kr, lf EL < kp < EL (26)

EL:%[1—%(C+f(1—2q)+)\TUSL)i| l.fEL<k'L

Where Ug, = w(Ug) —u(UpL),Ups = w(Up) — u(Us),d =

o3
v

In absence of any type of costs, i.e. c =0, f = 0, and constraints, \] = 0, the optimal proportions
of employees to be promoted and to be put on probation are 35 = % and f; = % respectively,

thereby leaving 1 — 37 — (5 = 0 employees in the same position as before.

Proof. See Appendix A m

In the optimal committed Forced Ranking (FR) system a firm promotes the top 50% of employees
and puts the other 50% of employees on probation if it faces no costs i.e. ¢ = 0, f = 0 and,
constraints, \] = 0. However, as these costs increase the firm’s optimal proportion of promotion
and probation decreases from 50% leaving a void in the middle that is filled with employees who
are allowed to stay in the same position as before. Further, in such a case when the ex post
optimal rate of promotion (or probation) in case of the good (or bad) scenario is intermediate,
kp < kp < kp (or k; < k;, < kp,) ,then the firm just commits to that rate as the FR policy. The

rationale for these findings are as follows.

A FR appraisal system has two effects on firm profitability. First, it increases profits by acting as an
incentive for employees and thus, inducing higher effort from them. Second, it can increase costs
due to promotions and probations as discussed above. If we only consider the incentive effects of
the FR then we find that 55 = % and 37 = % i.e. an up-or-out contract is optimal. Such incentive
structures are quite common in fields like consulting, law etc. where high powered incentives are

used. While firms often work under fixed budgets and constraints, some firms face little recruitment
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costs due to general economic conditions (and/or other factors like easy availability of skilled
salesmen etc.). In such cases, it is optimal for the firms to implement an up-or-out FR policy in
which the top half is promoted while the bottom half is put on probation, with no employee to be
left in same position as before. For example, we find that firms rarely keep interns for an extended
period of time and either promote them to permanent positions or let them go. Moreover, generally
firms have easy availability of interns. Any other FR policy apart from the 50-50 up-or-out policy
is a deviation from the incentive maximizing policy due to costs and constraints. The intuition
behind the use of an up-or-out policy is to create an incentive structure that maximizes rewards and
penalties at the same time so that the marginal benefit of putting up effort is maximized from the
employee’s perspective. Further, note that the result on proportion i.e. 50% promotion and 50%
layoff is contingent on the distribution of the stochastic error term, i.e. logistic distribution of ¢;,
which is symmetric. Our finding differs from KS (2001) who propose rank ordered tournaments
to be more efficient than multiple-winner contests, while we advocate a multiple winner contest
in which winners are promoted while non-winners are put on probation, with no employees left
in the same position. The rationale for the difference in findings can be traced to the assumptions
on structure of contests in both of the studies. While KS (2001) consider a fixed budget and
a reward structure which is endogenously chosen, total costs in case of career tournaments are
flexible and markets (or production technologies) rather than individual firms determine the value
of the prizes, i.e. the value of specific job designations. In case of a sales contest as in KS (2001),
the endogenous nature of the reward structure allows the organizer the flexibility to change the
value of prizes as well the number of prizes. With such a flexibility, the organizer places higher
rewards for top positions and progressively lower rewards for lower positions till % the ranks are
covered. This type of distribution of prizes is optimal because a marginal change in effort leads to
greater changes in probability of achieving higher ranks than lower ranks amongst the top half of
the ranks. Thus, a rank ordered tournament is optimal in this case. However, when the organizer

lacks the flexibility to change the value of prizes, as in case of a career tournament, then she starts
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rewarding from the top ranks and stops when her budget gets exhausted or % the ranks are covered
(whichever happens earlier). In absence of costs and constraints this leads to an up or out contract
as opposed to a rank ordered tournament, but in presence of costs the career tournament structure
converges to a rank ordered tournament. Our findings highlight the critical distinction between
sales contest and career contests (and its implications for structure of the two contest) that often
get overlooked i.e. while in case of sales contests the firm has control over the total structure of the
contest, in case of a career contest the firm only controls who gets the prizes and not how much
the value of the prizes should be since the value of the prizes are determined by market forces. In
this line of reasoning KS (2001) assumptions better capture the realities of a sales contest while

our assumptions reflect the realities of a career tournament.

Proposition 2.1 also shows that when the ex post optimal rate of promotion (probation) in case of
the good (bad) scenario is intermediate then the firm just commits to that rate as the FR policy.
The rationale for this finding is, for example in case of promotions, that when the expected level of
promotions in the favorable scenario is intermediate then this level of promotions anyway motivates
employees well and the firm does not have to incur cost related to deviation from the ex post
optimal policy whenever such a scenario occurs. Next, we discuss how the FR policy changes with
market conditions and how these comparative statics differ from the predictions of the sales contest

literature.

Proposition 2.2 [n the Optimal Committed Forced Ranking Policy,

a) Proportion of promotion, [y, and layoffs, (1, increase with the number of employees, N.
b) Proportion of promotion, 35, and layoffs, (1, decrease with risk aversion, r and individual
specific uncertainty, d. c) Proportion of promotion, (35, increases, and layoffs, [, decreases,

with an increase in marginal cost of participation, \.

Proof. See Appendix A m
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Promotion and layoff rates increase with the number of employees, thereby reducing the percentage
of employees who remain at the SE level. The firm increases its use of FR with increase in N
because with an increase in the number of employees the marginal probability of getting promoted
(and avoiding probation) due to effort increases. This is so because for fixed FR proportions (3,
and (31) the number of promoted and laid off employees also increase with an increase in N. This
effect dominates the effect of decrease in employees’ marginal probability of getting promoted or
laid off resulting from a higher number of participants. Thus, employee effort increases with N
and the firm finds it profitable to increase its use of FR in response, i.e. it increases [, and ;.
This result may in part explain why we see up-or-out contracts to be more routinely employed at
larger companies than at smaller firms. However, this effect of an increase in /V on employee effort
starts diminishing as N increases because at a higher NV the aforementioned positive effect starts
decreasing while the negative effect becomes more pronounced. In KS (2001) too the number of
rewards increase with an increase in number of employees. However, the reason why it does is
different from that in our model. For example, in a sales contest with risk averse salespeople, the
inter rank spread will be smaller with an increase in NV, and hence, larger number of ranks will be

awarded.

Promotion and layoff rates decrease with an increase in risk aversion, thereby increasing the per-
centage of employees who remain at the SE level. The rationale is that an increase in risk aversion
decreases the expected utility associated with a promotion or with staying in same position. The
decrease in utility decreases the incentive for the employees to put effort which in turn decreases
the effectiveness of the FR policy. As the FR policy becomes less effective the marginal benefit
of using it decreases and therefore, as discussed above, the FR policy now involves letting more
employees stay in the same position. This result is in contrast to KS (2001) who find that the op-
timal number of winners in a contest goes up with an increase in risk aversion. The divergence in

prediction is because in case of sales contests the firm can adjust the size of the prizes and reduce
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the inter rank spreads with an increase in risk aversion, and it will do so because risk aversion
leads to more weight on lower rewards. Such a reduction in inter rank spread leads to an increase

in number of prizes.

The use of FR decreases when individual specific uncertainty increases because an increase in
uncertainty increases the noise in the contest and decreases the marginal benefit of putting higher
effort for the employees. Due to reduced incentives employees put less effort and the FR policy
becomes less effective which in turn makes the firm leave a greater percentage of employees at the
SE level. This result suggests that firms are not well advised to apply Forced Ranking policies to
a less experienced segment of a sales force because it may demotivate salespeople who experience
much uncertainty about the selling task. This result stands in contrast to KS (2001) who find that
uncertainty does not affect the contest structure. The reason for latter result is that in case of KS
(2001) the contest budget is predetermined and therefore, a symmetric decrease in employee effort

resulting from greater uncertainty does not impact the contest structure.

A tightening of the participation constraint i.e. an increase in \; increases the firm’s use of promo-
tions and decreases layoffs. Note that when the constraint on promotion (or layoff) binds it also has
an effect on layoff (or promotion). For example, if the firm is constrained to limit its promotions
to a smaller proportion then the firm cannot layoff more because else the employees’ participation
constraint will not be met. Surveys on promotions (World at Work 2012) suggest that on an aver-
age firms only promote around 10 percent of their work force in a given year. This potentially may
explain why we find layoff proportion as part of FR policies to be in similar ranges. We limit our

analysis for rest of the paper to the case when the participation constraint is not binding.
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2.4.2 Ambiguous vs. Committed Forced Ranking Policy

The first two propositions discussed above dealt with the question of how a committed FR policy is
designed optimally. In this subsection we analyze why and when a firm commits to a FR policy vs.
leaving it ambiguous. We do so by comparing the profits [1o¢, [144,14¢, and I 4. Of course, it
appears that a firm could choose to use other instruments like quotas and commissions to motivate
its salesforce thereby staying away from any kind of FR. However, there are two reasons why a FR
may still be implemented even when the strategy space includes the aforementioned alternatives.
First, if common uncertainty i.e. 0., is high, then it has been shown in the past (Green and Stockey
1983) that a tournament is superior to individual based compensation measures like commissions
and quotas. Second, even if the firm does not explicitly motivate employees with a FR policy, the
firm by default will be resorting to an ambiguous FR policy as long as employees believe that they
will be evaluated relative to each other, which as we show below may be motivating by itself. In
the following proposition, we identify the firm’s optimal FR policy as a function of the cost of

deviation from the ex post optimal strategy.

Proposition 2.3 If f > F the firm uses an ambiguous promotion and layoff policy. If F < f < F
the firm commits to a promotion policy but not to a layoff policy. If | < F the firm commits to both

a promotion and layoff policy, where F and F are given in appendix.

Maaif f>F
max {Ilcc, ITaa, Hac, Hoa} = § Oeaif F< f < F
Hecif f<F

Proof. See Appendix A m
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If costs of deviation from the ex post optimal are very high then we find that the firm lets its
promotion and layoff policies be ambiguous. This is intuitive because every time a firm commits to
a FR policy amid uncertainty there is a chance that its committed policy may end up being different
from what is ex post optimal leading to large costs. However, when f is intermediate firms commit
to a promotion policy but not to a layoff policy. The intuition is that when firms leave their FR
policy ambiguous the employees put more weight on the pessimistic case scenario. The pessimistic
case scenario entails lower rates of promotion which is further away from an up-or-out contract and
thus, less motivating for employees. Therefore, the firm benefits from committing to a promotion
policy. In contrast, the pessimistic case scenario entails greater number of layoffs and thus, the
employees work according to an incentive system that is closer to the up-or-out contract when
the firm leaves its layoff policy ambiguous. Thus, when f is intermediate the firms can achieve
an incentive system closer to the up-or-out contract without having to incur costs associated with
deviation from the ex post optimal by leaving its layoff policy ambiguous. Therefore, we find that
the firm pursues an ambiguous layoff policy but a committed promotion policy in this case. This
result implies that we would expect to see firms being more likely to communicate their promotion
policies but less likely to communicate their layoff policy, consistent with industry practice. For
example, a survey of 614 firms found that 35% of firms communicate their promotion policies
(WorldatWork 2013) while we generally find very few firms committing to layoff policies. As
firms are more likely to pursue a committed promotion policy but they may or may not pursue a
committed layoff policy, henceforth, we call a FR policy as committed if it involves commitment
to both promotion and layoff policy, and ambiguous if it involves an ambiguous policy either with

respect to both layoffs and promotions, or with respect to layoffs only.

Proposition 2.4 If f < F and k' < k; < kY then the firm commits to a promotion policy but
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leaves the layoff policy ambiguous, where k¥ and k¥ are given in the appendix.

oo lkaL < k£
If f < F then max {llgc, Waa, Mac, oa} = S ey if kE < ky < k2

e if ki < kr

Proof. See Appendix A m

We call £, the severity of layoff in the adverse scenario. When the severity of layoff in the adverse
scenario is in an intermediate range it is more profitable for firms to follow an ambiguous FR policy
as compared to a committed policy. The rationale for this finding is that in case of an ambiguous
layoff policy the employees consider the worst case scenario while putting effort. If the worst case
scenario is such that it is closer to the ideal contest structure, which is the case when the severity
of layoff is intermediate, then the firm is better off leaving the layoff policy ambiguous because in
such a case it does not have to incur costs associated with committing to a layoff policy. However,
when severity of layoff in the adverse case is too high or too low then the contest structure implied
by the adverse case is less motivating for the employees and in such a case the firm is better off
committing to a layoff policy. The intuition for why a contest structure with intermediate level
of layoff is more motivating flows from our results on optimal contest structure in such a context.
These results can be seen in Figure 2.3. The result on severity of layoffs leads us to speculate
whether Microsoft’s decision to abandon the committed FR model was a strategic one (WSJ 2013).
Before 2013 a high proportion of layoffs were rare in Microsoft and this situation corresponds to
a case in our model where ky, is low. In such a case committing to a FR was more profitable for
the company as is also predicted by our model. However, around 2013 there was a management
change at Microsoft which also bought Nokia. Both these events increased the likelihood of higher

layoffs (higher k). In such a scenario, our model predicts a move from a committed FR to an
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ambiguous FR policy which is what Microsoft adopted.

Proposition 2.5 If f < F and the profit margin is sufficiently great, § > 6", then the firm pursues
a committed FR policy. Contrarily, if 6 < 0* then the firm pursues an ambiguous FR policy in
which it commits to a promotion policy but leaves the layoff policy ambiguous, where 0* is given
in the appendix.

— [oa if 0 <o
Iff < F then max {HCCaHAA7HAC7HCA} =

Hcol'f(5>5*

Proof. See Appendix A m

Interestingly, we find that firms are more likely to commit to a FR policy if their profit margins
are high. The rationale is that while higher profit margins increase profits for both ambiguous and
committed FR model, the rate of increase in profit with profit margin in case of the committed
FR model is higher, because in this case the firm can also modify its layoff proportions taking into
consideration the higher marginal benefit. In other words, an increase in profit margin increases the
effectiveness of the FR policy and a firm that commits to such a policy can take more advantage
of it. Our result potentially explains why we find a high percentage of Fortune 500 companies
pursuing committed FR policies (WSJ 2012) but do not hear much about other smaller or less

profitable firms following such policies.

2.5 Extensions, Robustness and Further Discussion

In this section we relax some of the conceptual assumptions that we made in the main model and

discuss how doing so may affect our results. We extend our analysis in three directions. First,
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we model an infinite horizon game to identify the conditions under which the firm can credibly
commit to FR when they have reputational concerns. Second, we discuss how our results may
change if salespeople are heterogeneous with respect to ability. Third, we consider the possibility
that the firm uses other incentive mechanisms in addition to the Forced Ranking System and study

the interaction between FR and linear sales compensation.

2.5.1 Commitment to Forced Ranking Policy

In the previous sections we have assumed that the firm can commit to a FR policy if it wants. In a
static game such a commitment may not be credible because the firm can renege on its promise at
the end of the period by implementing the ex post optimal policy as long as the costs from doing
so are sufficiently low. Knowing this, the employees would not be affected by the commitment
the firm makes and they will only work according to the ambiguous policy. Our assumption about
the firm’s ability to commit to a FR policy is an abstraction from the repeated nature of interaction
between the firm and its employees. However, if we assume that the firm and the employees
interact over an infinite number of periods then we can still show that there exists an equilibrium in

which the firm can commit to a FR policy and that in this equilibrium it will honor its commitment.

Assume that the firm has a discount factor of y. In addition, assume that the employees attach no
credibility to firm’s commitment to FR once the firm reneges on its commitment. Furthermore,
note we only consider the case when f < [ (Proposition 2.3) because otherwise commitment
to FR proportions is anyway not optimal for the firm. In such a circumstance the firm will be

committing to a FR policy and honoring it if,

Il (1+/L+[L2....) > HCC—I—X(f, k‘L)—f—HCA (M+/L2 ...... ) 2.7)
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d(c N .
£ (1 2D ) > 0if Ry < K,

where X (f, k) = and (2.8)

Br > 0ifk, >k,

EL:%<1_ d(c+NfU);£\(fs+1))

Where, [Io¢ and 1o 4 are the per period firm profits under the committed and ambiguous FR

models and X (f, k) > 0 is the benefit that the firm gets from reneging on its commitment to FR.

Proposition 2.6 Firms are able to commit to a FR policy if,

oo —Tlga > (1_7”) X (f, k)

Proof. Follows from inequality 2.7 above. m

If X (f,kr) is finite and p is close to 1, i.e. the firm cannot gain too much from reneging on
its commitment to FR and it is sufficiently forward looking, then the firm will still choose the
committed FR model if its profit from the committed FR model is sufficiently higher than that of
the ambiguous FR model. Note that our current model set up is analogous to assuming p — 1.
However, if ;1 < 1 then there will be a region at the margin between strategy regions for committed
FR and ambiguous FR where now the firm will choose the ambiguous FR in spite of the fact that
its profit from the committed model is higher than that of the ambiguous model. Note that the

benefit that the firm gets from reneging on its commitment to a FR policy is increasing in cost of

deviation from the ex post optimal policy, f,i.e., %—)]f >0ifk;, < kporif f < ﬁ%ﬁ”ﬁ‘; (k;, — kL) .
Therefore, in such cases the benefit in first committing to FR and then reneging on it will increase
as f increases. We can see this region in the graphical plot in Figure 2.4. Remember that in a

static model we found that the firm would pursue a committed FR model when severity of layoff
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is high or low and the cost of deviating from the ex post optimal is low. We find the same result in
the graph given in Figure 2.4. However, now we also find a small region between the ambiguous
and committed FR strategy regions where the firms has an incentive to first commit to a FR policy
and then renege on its commitment. The size of this region increases with an increase in cost of
deviation from the ex post optimal layoff policy when k, is high or when f is low. In equilibrium
the firm will not be able to commit to a FR policy in this region because the employees will not
consider it credible. When f is higher and k&, is low then while the firm’s benefit from reneging on
committed FR still increases with cost of deviation from ex post optimal, f, the firm also heavily
reduces its use of committed FR with an increase in f because of which the overall effect of

increase in f is negative on benefit from reneging i.e. X.

2.5.2 Heterogeneity

In the current paper we study why and how FR policies are designed to optimally motivate sales
people. While firms often have the dual objective of both motivation and selection when they
use such policies we abstract away from the selection aspect by assuming sales employees to be
homogeneous. We focus on the motivational effects due to the following reasons. First, as has
been acknowledged in the most recent work in this area in Economics (Ryvkin 2013, Balafoutas
et al. 2013) it is unfortunately not tractable to consider the case of full heterogeneity in N player
contests. However, such a framework would be necessary to analyze the optimal proportions in a
FR system when considering both motivation and selection aspects of FR, Second, the aforemen-
tioned literature (Ryvkin 2013, Balafoutas et al. 2013) which is at the frontier of /V player contests
has considered a weaker form of heterogeneity i.e. it has assumed that heterogeneity is such that
the strongest and weakest player’s abilities are not too different from that of the average player’s
ability. The assumption is made because, as discussed above, the case of full blown heterogeneity

is not tractable and there are reasons to expect heterogeneity at organizational levels to be of this
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weaker kind on account of attrition of employees with very different ability characteristics. For
example, it is expected that over time highly able employees will get promoted or leave the firm
and the very weak ones will also leave. With the assumption of weaker heterogeneity and using
Taylor approximation up to the first order Balafoutas et al. (2013) find that the total effort from
a contest stays the same even though more able employees now have higher chances of getting
the prize while lower ability employees have higher likelihood of getting laid off. Based on these
finding we do not expect our results to be sensitive to consideration of heterogeneity in ability as
long as it is of the weaker kind. Third, in general, the past literature on contests also shows that
heterogeneity weakens the incentives in a contest and that it is not advisable to use contests as a
motivational device if heterogeneity is high (Lazear and Rosen 1981, Ridlon and Shin 2013). Due
to this reason we expect that sales organizations are more likely to segment their work force when
they use policies like FR and such policies are more likely implemented for sub segments of the
salesforce for which heterogeneity in ability is very low. Fourth, empirical research (e.g., DeVaro
2006) has validated the predictions from tournament theory literature, much of which, including

KS (2001), is based on motivation for homogeneous players.

2.5.3 Interaction of Forced Ranking and Sales Compensation

In this section we relax the assumption of the firm offering a fixed salary in the first period and
study the case when the firm offers linear performance pay along with FR to consider the interac-
tion between FR and sales compensation. In deriving Propositions 2.7, 2.8 and 2.9 we consider
the case of weak risk aversion, i.e. when risk aversion is small, and use perturbation analysis.
We do so because the case of full risk aversion is not tractable and under such conditions of in-
tractability past research in Economics (e.g., see Judd 1996, Fibich et al. 2006) has employed
perturbation techniques. Furthermore, in the Appendix we use simulation to illustrate the accuracy

of our solutions. We also note that according to theoretical reasoning provided by Rabin (2000) the
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coefficient of absolute risk aversion in the population is indeed very small, of the order of 10~*, and
econometric (Cohen and Einav 2007) and experimental (Gertner 1993) studies have confirmed this
through their estimates. Empirical research in sales force too provide similar findings. For exam-
ple, Misra and Nair (2011) find the average monthly risk premium to be only 341.22 as compared
to an average annual salary of 67,632 and the risk aversion coefficient to be between 0.0018 and
0.33. Furthermore, we assume f = 0, i.e. we only consider a committed Forced Ranking policy
in the following analysis because the solutions are implicit and they are not tractable if economic
uncertainty regarding ex post optimal promotion and layoff rate is introduced in the model. Given

these assumptions, we obtain the first result of this analysis.

Proposition 2.7 In the presence of weak risk aversion, promotion complements (substitutes) per-
formance pay and probation if and only if the cost of promotion is lower (higher) than the utility

that the employees derive from promotions, i.e.

O’m N(1-2p)

obdBy (N +1)d

Pm  N*1-2B3)(1—28)
06108, (N + 1)d

(UP—U5)>O<:>(UP—U3)—C>O 2.9)

(Up—Us) (US — UL) >0< (Up — Us) —c>0 (2.10)

Proof. See Appendix A m

Proposition 2.8 In the presence of weak risk aversion, performance pay and layoffs are always

substitutes.
O*m B N(1—24)
obop, (N +1)d

(Us—UL)>0< (Us—UL)+c<0

Proof. See Appendix A m
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The rationale for the above findings, given small values of risk aversion, is as follows. While a
marginal increase in the rate of promotion increases the expected utility for the sales employees
and thereby loosens the participation contract, a profit maximizing firm extracts this surplus by
providing less risk premium and fixed salary i.e. by increasing the amount of performance pay
or the number of layoffs. The higher marginal promotion rate makes sense only when the benefit
from higher performance pay or layoff rate outweighs the cost involved in the increase of the
promotion rate. Thus, in this case the firm finds it profitable to marginally increase the promotion
rate and performance pay or layoffs, thereby making them complements. In contrast, a marginal
increase in the layoff rate leads to tightening of the participation constraint and the firm has to
provide a higher risk premium and fixed salary, i.e. lower performance pay, making layoff and
performance pay substitutes. The complementarity or the substitutability between promotion and
performance pay (or probation) is amplified with an increase in number of employees, a decrease
in individual specific uncertainty or an increase in utility from promotion (or disutility from being
put on probation). These changes lead the firm to use more of FR, and with higher use of FR the
firm also complements or substitutes performance pay to a greater extent depending on whether FR
and performance pay are complements or substitutes. An implication of Proposition 2.7 is that we
would expect to see higher performance pay in organizations that provide employees with greater
opportunities for career growth and face low costs in doing so, particularly when employee risk
aversion is low. These may be characteristics of the financial services industry where employees’
salaries are largely commission based. In contrast, in organizations with limited upward mobility
and substantial costs of hiring/firing employees we would expect lower performance pay. A recent
empirical study based on data from a large Engineering multinational corporation (Ederhof 2011)

that shows that promotion and performance pay are substitutes supports this finding.

Now, we discuss the comparative statics results for performance pay with respect to exogenous

factors.
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Proposition 2.9 Performance pay may increase or decrease with individual specific uncertainty.

Performance pay increases with individual specific uncertainty if,

2 2 N (Up—-U, N (Us —Ug
(e 0) > grofo?+t) 4 g (T T )

(1+N)d (1+N)d

Proof. See Appendix A m

We find that performance pay may increase (or decrease) with individual specific uncertainty,
depending on whether the effectiveness of forced ranking in inducing effort, given by the term
<e —b= WAU Ps (NTBF))d&AUSl) is high (or low) and the performance pay’s risk pre-
mium, represented by the term §rb (05 + O',ZY) ,1s low (or high). This result enhances findings from

past theoretical literature which suggests that performance pay always decreases with individual

specific uncertainty. The rationale for our finding is given below.

Employee specific uncertainty reduces the effectiveness of both performance pay and forced rank-
ing in inducing effort, suggesting a negative direct effect of uncertainty on the usage of these two
mechanisms, consistent with past literature (Basu et al. 1985, KS 2001). However, under certain
conditions the forced ranking mechanism becomes ineffective at a faster rate than the use of per-
formance pay and therefore, the firm substitutes forced ranking with performance pay along with
the overall decrease in use of incentives. This substitution effect outweighs the aforementioned
negative direct effect if effectiveness of forced ranking is high and risk premium associated with
performance pay is low. To understand why, note that for case of weak risk aversion an increase
in individual specific uncertainty decreases the effectiveness of forced ranking and performance
pay by two different routes. Increase in individual specific uncertainty decreases the effectiveness
of forced ranking because it increases the spread in the distribution of sales performance ranking

and thus, decreases the marginal probability of getting promoted in a forced ranking policy leading

35



to lower effort spent. This impact is stronger when the effectiveness of forced ranking is already
high and the firm is making more use of forced ranking. However, the increase in individual spe-
cific uncertainty also reduces the effectiveness of performance pay because now the firm needs to
pay higher risk premium and can afford to pay less sales commissions. This negative impact on
performance pay is softer when the risk premium is lower. Therefore, if effectiveness of forced
ranking is high and risk premium associated with performance pay is low then we find the use of
performance pay to counterintuitively increase with individual specific uncertainty. It also needs
to be noted that such an effect is only possible if the effort from forced ranking is above a threshold

given by the third term in the inequality in Proposition 2.9.

Further, we find that the above conditions for increase in use of performance pay with individual
specific uncertainty are more likely if costs of forced ranking are lower and if performance pay
and promotion are complements i.e. if costs of forced ranking are lower than the expected utility
that employees derive from promotion. This is so because a lower cost of forced ranking means
that the firm uses more of forced ranking and therefore, forced ranking is more effective. In
addition, a lower cost of forced ranking also leads to decrease in use of performance pay because of
substitution between forced ranking and performance pay, and this also decreases the risk premium
associated with performance pay. Note that a change in cost of forced ranking has no effect on the

constant term in the inequality given in Proposition 2.9.

0 (1 NAUps NAUgy B
8_0(5((1+N)d+(1+]\f)d)> =0 1D
0 ob

e (rb ((752 + U,Zy)) =r (052 + 03) e >0 (2.12)
%(e—b)<0if(Up—Us)—c>O (2.13)
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The above result may provide a possible explanation for the ambiguous effect of uncertainty on
performance pay found in empirical studies on sales force productivity (John and Weitz 1989,
Coughlan and Narsimhan 1992, Misra et al. 2005, Krishnamoorthy et al. 2005). In particular,
if it is known that a firm uses both forced ranking and performance pay then a study of the em-
pirical relationship between uncertainty and performance pay needs to also consider the effect of

uncertainty on forced ranking and its indirect effect on the use of performance pay.

Proposition 2.10 If employees are weakly risk averse then performance pay decreases with com-
. . ab . . . . b

mon uncertainty, i.e. z- < 0, and increases with cost of forced ranking, i.e. 32 > 0. If per-

formance pay and promotion are complements then an increase in cost of forced ranking leads to

decrease in use of probation and increase in use of promotion in the forced ranking policy, i.e.

(Up—Us)—c>0= 9" <0,% >

dc

Proof. See Appendix A m

We find that performance pay decreases with common uncertainty. The reason is that an increase
in common uncertainty leads the firm to substitute forced ranking in place of performance pay. The
rationale is that the effectiveness of the forced ranking policy, which can remove the uncertainty
common to all employees while performance pay is unable to do so, increases with common un-
certainty. However, an increase in common uncertainty decreases the effectiveness of performance
pay because the firm needs to provide higher risk premium and therefore, offers fewer incentives.
As the effectiveness of forced ranking increases while that of performance pay decreases with
common uncertainty the firm finds it optimal to substitute performance pay with forced ranking.
The substitution effect also arises when costs associated with forced ranking increase. We find
that when the firm faces increasing costs from employee replacement, it substitutes forced rank-
ing with performance pay. In other words, an increase in the possibility of adverse selection in

promotions will make performance pay more attractive. Interestingly, because of this substitution
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the firm increases its use of promotions and decreases its use of layoffs with an increase in cost of
forced ranking if promotion and performance pay are complements. The intuition is the following.
An increase in cost of forced ranking reduces the effectiveness of forced ranking as a motivational
tool because of which the firm shifts its use of promotion and probation away from the proportions
of 50% and 50%. However, while probation has no other role in the incentive system other than
as a motivational mechanism because of which its use is reduced as costs increases, promotion
also plays the role of increasing expected utility of staying in the organization for the employees
and thereby can support the firm in pursuing a more aggressive performance pay policy. Due to
the later role of promotion as a way to increase the expected utility of staying in organization,
the surplus of which is extracted by the firm through higher performance pay, the firm promotes
more and more employees above 50%, which may be less motivating with respect to promotion but
allows the firm to provide higher incentive pay and motivation through sales commissions. This
later role of promotion is only possible when the cost of promotion is less than the expected utility
derived by the employees from the promotion, i.e., under the conditions when performance pay

and promotion are complements.

2.6 Conclusion

2.6.1 Managerial Implications

The increasing use of forced ranked distribution systems is inevitable and growing in sales orga-
nizations. However, despite the popularity of these policies the academic literature in Marketing
provides little guidance how to construct them to motivate the salesforce and how to use them in
combination with other sales incentives such as performance pay. In this paper we attempt to close
this gap in the literature. We use an agency theoretic model of a company employing a salesforce

and show that a forced ranked distribution system can be used to motivate the salespeople to exert
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more effort. In particular, we show that when firms face economic uncertainty and the employees
are ambiguity averse, firms may benefit by keeping their layoff policies ambiguous. However, in
such circumstances it is still beneficial to commit to a promotion policy. Further, we find that
firms with higher profit margins are more likely to commit to both promotion and layoff policies as
part of FR. When we consider design of a committed FR policy, interestingly, we find that, in the
absence of costs of FR or other constraints, the optimal contract offered would be an up-or-out con-
tract promoting and demoting portions of the salesforce, but leaving nobody employed on the same
level as before. The reason for the structure of the contract is that it maximizes the incentive to put
effort by eliminating an intermediate achievement level. The up-or-out contract we propose con-
stitutes a special case of a multiple winner contest and the result is surprising because the closely
related literature on sales contests (KS 2001) predicts the superiority of a rank ordered tournament
over multiple winner contests. The difference between our result and theirs can be traced to the
fact that in sales contests companies can control both number of rewards and amount of reward
given a fixed budget, whereas in career tournaments the amount of a reward, i.e. the value of a
promotion to a specific rank, is largely determined by market forces and the total cost of the policy
is flexible. While our paper suggests the optimality of up-or-out contracts for sales organizations
under some conditions, we also find the use of up-or-out contracts in other industries. For example
such incentive structures are quite common in fields like consulting, law etc. where high powered

incentives are used.

When thinking about introducing a forced ranked distribution system companies have to be con-
cerned about properly adjusting other sales incentives. We investigate whether they should increase
or decrease performance pay with FR and find that these two incentives mechanisms can be substi-
tutes or complements depending on the value of the promotion relative to its cost. Furthermore, we
show that counter-intuitively an increase in individual specific uncertainty can lead to an increase

in the use of performance pay when risk averseness of the salesforce is sufficiently small. This
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happens because the effectiveness of FR decreases more than the one of performance pay under

this condition and the company optimally substitutes one for another.

2.6.2 Limitations and Directions for Future Research

While this paper makes several contributions to the existing literature, it is important to also point
out limitations of the analysis. We study how a firm can motivate a homogeneous salesforce using
a FR. Although a homogeneous salesforce is a simplification of a real world situation we argue
in section 2.5.2 that the results of our analysis are robust to alternative assumptions. However, it

would be worthwhile to explore the case of heterogeneity in a [V player contest.

While we study the interaction of the tournament design with the linear wage contract offered to
the salesforce, there are other sales incentives that are routinely given to salespeople, for example
bonuses for reaching a specific sales output (Steenburgh 2008). Moreover, we considered weakly
risk averse sales people when analyzing the interaction between FR and performance pay. Relaxing
this assumption can increase our understanding of how these incentive mechanisms interact. It
would be worthwhile and of practical relevance to understand how these incentive schemes need
to be adjusted when implementing a career tournament. Moreover, we argue in the paper that the
salaries for specific positions are determined by market forces, but do not explicitly model this
process. It may be interesting to study a model where firms compete in the product as well as in

the labor market to determine the impact of these processes on the tournament design.

Furthermore, in reality career tournaments have an inherently dynamic structure where promo-
tions and demotions do not necessarily occur after each contest period. Considering disclosure or
non-disclosure of interim outcomes or rankings in such a dynamic model with repeated interac-
tions of the same players may be interesting to explore. It may be also important to consider that

tournaments have psychological effects on its participants that need to be taken into consideration
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when designing them. For example, a winner may obtain psychological benefits above and beyond
the economic benefits of a promotion whereas a loser may suffer from the consequences and be
demotivated after being put on probation (Yang, Syam and Hess 2013). Analyzing the impact of
these dynamic consequences on the optimally and structure of a career tournament is a fruitful
area for future research. Finally, testing the implications of the current study with experimental or

empirical work would lend additional credibility to our findings.

41



Staffing Requirement Staffing Requiremernt
at the SE level at the S5E level
i Bad Scenario | Gond Searnario | Bad Scenario | I Good Scenario |
T I_I_J E— —
| 1 4_l—| ’_l_‘
- :
Pe | 1 -Pr | Pe 1 -Po | p}ﬂl." T:-.‘u' p:l_- 1 IP'-_.
I | I I = =
k. (Layoffs) 0 k_(Layoffs) 0 . o ool | B
Figure 2.1: Firms ex post staffing requirements at SE and SSE levels
Stage 1 Stage 2 Stage 3
The Firm decides on The employees Nature determines the random shocks
whether to Commit to a decide whether or not ar;cl Saleds Eerf;nnance ranks ‘arel
Forced Ranking Policy to accept the contract Or;e?r:ion};faﬁfmxifi 2111):1”;1: -
or leave it as Ambiguous and put effort PR "

are observed and Firm incurs costs
depending on the Forced Ranking
Policy it chose at stage 1.
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Notation | Description
Firm’s Profit when the firm follows the { Promotion Policy and j Probation policy, where
Tyj (or J) { C, if the firm commits to a promotion (or probation)policy }
i(or j)= . . ) . : .
J A, ifthe firm leaves the promotion (or probation)policy as ambiguous
Bi Proportion of employees to be put on probation (or laid off) as part of the forced ranking policy
B Proportion of employees to be promoted as part of the forced ranking policy
o.(d) Variance (s.d.) of individual specific error term in sales response function, d = - L
ay Variance of common error term in sales response function
U, Reservation Wage at position &k , where k = P (Promotion), § = (Same Paosition), L(Probation)
c Cost of putting an employee on probation or promoting an employee
i) Profit Margin
N Number of employees
f Cost of deviation from ex post optimal probation and promotion policy
k; [fé p) Ex post optimal probation (and promotion) policy
w, b Fixed salary and slope of linear incentive, respectively.
A4 Marginal cost of reservation utility
T Risk aversion coefficient for employee i
e Effort by the i . employee
X; Sales generated by the i % employee
u Future discount factor for employees

Figure 2.5: Notation
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CHAPTER 3: PETER PRINCIPLE IN SALES MANAGERIAL
PROMOTIONS - AN ALTERNATIVE EXPLANATION

3.1 Introduction

Sales managers play a very crucial role in sales organizations and their proper selection is very
important. For example, Helmut Wilkie, VP Sales, Microsoft believes that ”if your first-line man-
agement is broken, the entire sales force will be ineffective” (Zoltners, Sinha and Lorimer 2012a).
Promotion to sales managerial positons, often the way by which new sales managers are selected,
are also important career jumps for salespeople and thereby act as a significant source of motiva-
tion to exceed sales quotas and often the best salespeople in an organization are promoted to such
sales management positions (Zoltners et al. 2012b). However, employees promoted on the basis
of their superior sales performance are frequently found to be not as good as they were expected
to be in their new role as managers and this phenomenon of adverse selection is often attributed to
Peter Principle' (Peter and Hull 1969) and lack of managerial skills (Anderson et al. 1999, Zoltners
et al. 2012b, Hubspot blogs 2014). The general belief is that a high performing sales rep need
not be a great sales manager because the two roles require different skills. To avoid this problem
companies come up with different solutions. Some of them try to train and test their potential
managers on managerial skills. For example, Boston Scientific has a formal corporate program
for selecting and developing internal candidates for sales manager positions and it tests and trains
candidates for competencies required at managerial levels (Zoltner et al. 2012c). Some suggest
letting sales people self-select into managerial roles with the expectation that unsuitable candidates

would decline opportunities to get into such roles once they know what the roles entail (Sales and

"Peter Principle is a widely observed phenomenon that states that in any hierarchical organization, employees tend
to rise to their level of incompetence. The term Peter Principle owes its name to Peter and Hull (1969) who coined it
for the first time in their humorous book titled Peter Principle.
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Marketing Management 2008). Some like Cardinal Health use dual career paths as a way to ad-
dress the problem. They have separate vertical for management and individual sales roles (Zoltner
et al. 2012c). However, in spite of the above issues being part of management wisdom for a long

time we still see the problem arise.

A seemingly unrelated issue is that of risk aversion in middle management. For example, a study
done by McKinsey Quarterly (2011) finds that 1500 executives from 90 countries demonstrated
high levels of risk aversion with regard to investment decisions when asked to choose between
two alternate scenarios with different risks and investment sizes. This is worrisome. Suppose a
sales manager has the option of either investing $2 million on a more conservative and less risky
promotional campaign with a net expected return of $1 million or investing the same amount on
a more risky viral campaign with a net expected return of $5 million. If the sales manager is
fairly risk averse then he or she might choose the former option in spite of the fact that the latter
option would be more beneficial for his or her company and sales executives. Some experts have
suggested making companies and their managers more aware of behavioral biases like risk aversion
to avoid such problems (McKinsey Quarterly 2012, WSJ 2012 etc.). While the advice is good, it

can still fall short if more chronically risk averse individuals end up in management positions.

In this research, we use a two person tournament theory model similar to Lazear and Rosen (1981)
to show that both the above problems can be related and can arise even without the consideration
of lack of management skills in promoted sales employees and firms may be systematically pro-
moting more risk averse sales employees to managerial positions. Further, we find that some of
the proposed solutions like letting sales people self-select into roles may fall short of solving the

problems that we identify.

We find that the Peter Principle problems can arise because promotion to managerial positions

entails two different benefits associated with responsibilities of managing multiple revenue streams
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viz., one, higher sales potential due to multiple revenue streams and, two, a possibility to diversify
one’s risk across multiple revenue streams. For example, as sales managers as opposed to as sales
reps, employees are often responsible for more number of revenue channels (e.g. key accounts,
sales territories, other sales reps etc.) and therefore they can earn more incentives through override
commissions if they perform well. At the same time their risks from business also get diversified
to some extent because if one revenue channel performs badly then some other may possibly make
up for it. These two benefits from sales management promotions generate asymmetric incentives
in a sales force consisting of sales reps with unobservable and heterogeneous risk and productivity
characteristics. This is so because the possibility of earning higher incentives through override
commissions motivate the less risk averse sales reps more while the possibility to diversify ones
risk across revenue channels motivate the more risk averse more. In our analysis we find that when
such incentives are considered the moderately risk averse employees are most motivated to get
promoted to sales managerial positions, put the highest effort and end up performing best under
a wide range of conditions. However, for the companies selection of less risk averse employees
to managerial positions would have been better and therefore, promotion of the best performer
leads to the Peter Principle phenomenon. Moreover, this intuition suggests that the Peter Principle
problem can arise even when all the employees are homogenous in terms of their managerial skills
or when employees are heterogeneous with respect to their managerial skills and the firm promotes

the most managerially skilled employee to the sales manager’s position.

On further analysis we also find that there can even be conditions in which an employee with
lower productivity and higher risk aversion gets promoted more often if the diversification benefit
outweighs the benefits of managing higher sales at the managerial position. We also find that the
adverse selection problem becomes more likely with an increase in ability of the more risk averse

employee even though the firm’s prefers higher productivity in its sales managers.

To deal with the Peter Principle problem that we identify we study and evaluate the different so-
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lutions being currently implemented by companies. In doing so, we find that letting sales people
self-select into roles may not be sufficient to deal with the problem because in our model em-
ployees prefer the role of sales manager. However, we find that under some conditions making
promotion decisions on basis of an employee’s sales educational qualifications or on basis of their
interest in pursuing risky sales management training may allow less risk averse sales employees
to signal their characteristics credibly to the companies. Interestingly, this result does not rely on
the fact that employees undergoing sales education gain more sales skills but on the fact that their
initiative in investing in a potentially risky skill acquisition itself suggests that they have superior
risk characteristics than others. Our analysis also reveals that if the Peter Principle problem is
not very severe a company may continue to make promotion decisions on basis of superior sales
performance and allow some adverse selection because it benefits more from using the promotion

as a carrot for motivating sales reps.

In an extension, we consider asymmetric labor market scenarios for sales managers and sales
representatives and study how such asymmetry in the labor market may moderate the adverse

selection problem that we have identified.

Our research contributes to the academic literature and business practice in Marketing by modeling
sales managerial job assignment and by providing an alternate explanation for Peter Principle in
sales managerial promotions. We also show that motivation and selection aspects of promotions in
a hierarchy may not be aligned and thereby address an important research question identified in the
literature (Prendergast 1999). For example, Prendergast (1999) asks whether “organizations can
kill two birds with one stone” when tournaments are used, i.e. whether tournaments can help firms
attain the dual objectives of higher motivation and better selection of employees. Furthermore, our
results augment the argument that in sales management, employee selection should focus more on

personality characteristics than performance or skill (Zoltners et al. 2012d).
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3.2 Literature Review

Our research on adverse selection in sales managerial promotions is related to the quantitative

marketing and economics literature on tournament and employee selection.

Empirical evidence suggests that firms primarily make internal selection and promotion decisions
through tournament between employees (DeVaro 2006). A number of papers in the area of mar-
keting study tournaments between sales employees as a source of motivation (Kalra and Shi 2001,
Lim, Ahearne and Ham 2009, Lim 2010, Chen, Ham and Lim 2011, Ridlon and Shin 2013). Since,
much of the focus of this literature has been on motivation of employees we believe that by study-
ing tournaments as a selection device and finding conditions when it works well as a selection
device and when it does not, we are making a contribution to this literature. We also believe that
to the best of our knowledge we are the first paper in marketing to model tournament between
employees with asymmetric risk characteristics. The papers in economics that study tournament
between risk averse employees find that under limited liability the risk averse may put higher ef-
fort in a contest and under some conditions the outcome of the contest may be independent of risk
aversion (Skaperdas and Gan 2004). While we also find that under some conditions the risk averse
may have a higher probability of winning a contest, the mechanism behind our results are different

from the ones in this literature.

Extant literature in marketing on the selection of sales employees finds that sales employees with
heterogeneous ability and risk characteristics are likely to self-select into incentive plans that suit
their characteristics (Lo et al. 2011, Lal and Staelin 1986). However, the focus of this literature has
been on selection of outside employees for a sales rep role. We contribute to this stream of literature
by studying selection of sales managers from within a sales force composed of heterogeneous

sales representatives. Our research is also closely related to the Economics literature on alternative
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explanations for a particular type of adverse selection in selection of employees, called the Peter
Principle. The Peter Principle is defined as a phenomenon that states that in any hierarchical
organization, employees tend to rise to their level of incompetence (Peter and Hull 1969). Fairburn
and Malcomson (2001) show why firms may use promotions to motivate employees even when
such promotions may conflict with efficient assignment of employees to jobs. Their explanation
is based on the situation when performance is unverifiable and under such conditions they find
that the use of promotion to provide incentives reduces the incentive for managers to be affected
by influence activities even though such promotions may create Peter Principle. Lazear (2004)
explains Peter Principle with regression to the mean of temporary productivity shocks. Koch and
Nafziger (2007) find that it may be profitable for the principal to promote a less able agent if the
agent puts extra effort after the promotion to overcome his incompetence. We contribute to this
stream of literature by proposing an alternative explanation for Peter Principle in sales managerial
promotions based on the effect that the different benefits at a sales manager’s position has on the

motivation of employees with asymmetric risk and productivity characteristics.

Finally, our paper is also related to use of screening to solve adverse selection problems associ-
ated with selection of employees. In a seminal work, Spence (1972) showed that investment in
education can be used as a signal by which to credibly communicate one’s higher ability in the
job market. We show that investment in education can also credibly communicate one’s higher
willingness to take risks and therefore, under some conditions can solve another adverse selec-
tion problem that arises when employees with heterogeneous risk characteristics compete for a

position.
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3.3 Model

We consider a two period model. There is a firm that needs to internally fill a vacant sales man-
ager’s position that will come up in period 2. To keep the model tractable while being able to
investigate the core issue outlined above we assume that the firm is considering sales management
promotion (or selection) of one of the two salespeople that it employs as sales representatives. Sales
employee characteristics and their decisions, the sales response functions, the characterisitics of

the sales employee labor market and the firm’s decisions are given below.

3.3.1 Sales Employee Characteristics

The two salespeople are characterized by different levels of risk aversion and productivity?. Risk
aversion is captured through a non-negative risk aversion coefficient and productivity is captured
through a positive cost of effort coefficient. The employee 1 has risk aversion r; and productivity
a1, while employee 2 has risk aversion 5 and productivity as. Both employees compete to get
promoted to a single sales manager position. Without loss of generality, we normalize o = 0 and
as = 1. The two employees are homogeneous in all other aspects. Their utility function is given
as U(I;, e;) = u(l;) — c(e;), where u(.) is the von Neumann-Morgenstern utility function, c(.) is
the cost of effort or the disutility function, I; is the income earned by the i’ by putting e; effort.
Furthermore, we assume the functional form for the cost function to be c(e;) = ai% where a; is
the cost coefficient or a measure of the productivity of the employee, with a; > 0. The productivity
characteristics of the employee captures how the employee trades off between leisure and work. A
high @ would suggest that the employee values leisure more and therefore does not like working and

is less productive. The productivity characteristics considered here is independent of the position

ZWe use the terms productivity and ability interchangeably though in more precise terms productivity is only a type
of ability.
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at which the employee is working. In other words, if an employee is less productive then he will
be less productive both as a sales rep and as a sales manager. In computing the expected utility we
consider the certainty equivalent form of the utility function (Milgrom and Roberts (1992), pgs.

246-247), i.e. Eju(I)] <

E[Il—5Var[l],where I is the income and 7 is the coefficient of constant
absolute risk aversion. We denote the wage earned by the i employee at K position as Uy ;,
where i = {1,2} and K = {P,S}. Here, P denotes the manager’s position and .S denotes the

sales rep position.

It is important to note that since the employees are assumed to be homogenous with respect to
all other characteristics except for risk aversion and productivity they are equally qualified or not
qualified in terms of managerial skills. This assumption helps us to abstract away from the issue
of selection with respect to managerial skills. With the assumption of homogeneity of managerial
skills if we still found that firm’s promotion policy leads to selection of an undesirable employee
then that would suggest that there is a deeper problem of adverse selection involved that does
not get addressed even when the firm ensures that the promoted employees have the required
managerial skills. Moreover, in our model set up if we find adverse selection with the assumption
of homogeneity then it would also mean that if there is heterogeneity with respect to managerial
skills and the firm promotes the most managerially skilled employee to the managerial position,
even then there can be a problem of adverse selection because inherent managerial skills and, risk
aversion or productivity are expected to be independent of each other. In other words, there is no
reason to believe that a more inherently managerially skilled employee will be less or more risk

averse or will have high or low productivity.
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3.3.2  Sales Response Functions

The sales response function at the sales rep’s position is given as,

Ts © et ep—+e + v, where &; ~ NIID (0,07) andy ~ N (0,02) . 3.1

When employee ¢ working as a sales rep makes an effort of e; he generates a sales of zg ;. The sales
generated also depends on the effort, ep, put by the sales rep’s manager, random factors in the sales
rep’s territory, €;, and random factors, 7, that are common to all territories in the firm. We explain
the sales response function with an example. Suppose that the context is a bank branch that sells
financial products in a neighborhood. The bank branch has three channels viz. an internet channel
that caters to internet leads, a walk-in channel that caters to customers who directly walk in to
the branch and a direct selling channel in which a sales rep has to directly approach businesses in
surrounding areas to sell them products. Each of the channels has a dedicated sales representative
while the sales manager is responsible for overall sales from the bank branch. In this context, the
effort by the sales rep is in form of selling through his channel while the effort by the manager is in
form of demand inducement activity like sales promotion for the overall branch. The random factor
specific to a territory is the uncertainty that the sales rep faces related to his channel. For example,
sometimes there is bad weather and branch walk-ins are very few, an uncertainty that need not
affect the other channels. The common random factor captures the uncertainty that everyone faces.
For example, if the corporate office of the bank runs a very successful campaign then everyone

benefits or when there is a public relations debacle by the bank then everyone suffers.

We assume that the sales of z; translates into a profit of dsxg; that is attributed to the sales rep’s
position, where dg is the profit per unit sales that the firm attributes to the sales rep. Note that the

profit from sales rep’s effort can be written as dsxg; = dg (€; +€; + 7) + dsep. It will be evident
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in our analysis that for the sales rep dsep is essentially a constant and his motivation to put effort

is only based on dg (€; + &; + 7).

The sale manager manages n territories. The sales response function for the sales manager’s posi-

tion is given as,

de
vp; d Y esiteta+y=nle+7)+ ) (a+es) (3.2)

lth

where ¢; is the random factor in [** territory and eg is the effort made by the sales rep in that territory.

When the employee ¢ working as a sales manager puts an effort of e; he generates a sales of zp;
from n territories under his control. The sales generated also depends on the effort, eg;, put by
the sales rep [ under the sales manager, random factors in each of the n territories, £;, and random
factors, ~y, that are common to all territories in the firm. We assume that the sales of xp; translates
into a profit of 6};x p; that is attributed to the sales manager, where 6;3 is the profit per unit sales
that the firm attributes to the sales manager’s position. Note that profit from the sales manager’s

effort can be written as 0pzp; = dpn (e; +7) + (5332 (e1 + es;). It will be evident in our analysis

that for the sales manager 63326571 is essentially a constant and his motivation to put effort is

only based on dnn (e; + ) + 5}3251. Further, for the sake of parsimony and to cut down on the

n

2
number of parameters we assume that Var E e1] = 2= — 0orn — oo. Our results do not
n
change qualitatively for other values of n, with n > 1. As §xn is a constant we denote the constant

by (5p, 1.e. (Sp = (5})71

The sales manager’s position is more desirable compared to the sales rep’s position on account

of two reasons. First, it provides the employee with an opportunity to earn a higher reservation
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wage because he generates higher profits for the firm by managing multiple revenue channels or
by managing multiple other sales reps. Second, it provides the employee with an opportunity
to diversify some of the channel or individual specific risks associated with selling at the sales
rep’s position because the individual specific risks across territories or reps are independent. For
example, in the context of the bank branch, if the sales manager runs a successful sales promotion
campaign then he benefits from sales from all the channel. At the same time the sales manager also
benefits from his role because he can diversify the risks that are specific to each of the channels. In
other words, there is likelihood that if the walk-in channel underperforms then the internet channel
may make up for it. In terms of model assumptions, the two differences between the job profiles
of sales managers and sales reps have been captured in terms of differences in the profit generated
per unit effort and the uncertainty associated with the jobs. More specifically, we have denoted
the profit per unit of effort to be dp and g, for the manager’s and the rep’s positions, respectively,
such that dp > dg > 0. We assumed the profit margin dp to be higher than d5 because the effort
put by a sales manager contributes to profit generated in multiple territories as opposed to only
one territory. Further, we assumed that the sales manager’s position only involves the normally
distributed common uncertainty (or systematic risk) v while a sales rep’s position involves both
normally distributed common and individual specific uncertainty € + +. Therefore, if an employee
puts an effort of e at the sales manager’s position then the employee generates dp (e + ) in profits
but if the same employee puts the same effort as a sales rep, the employee generates ds (¢ + € + )
in profits®. Here, it needs to be added that our model set up is general enough to allow for any type
of activity as part of the effort investment at the two positions. For example, the effort of e at the
sales rep position may be in the form of prospecting and persuasion of customers while the same
level of effort e at the managerial position may be in the form of running a better sales promotion

campaign for all the sales employees under the manager’s territory. We do not distinguish between

3Note that the variance in sales revenues generated by the sales manager is higher compared to the one generated
by the sales rep if dp is sufficiently high.
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what activity the position requires but only in terms of how much effort is invested in the activity,

by whom and at what position.

3.3.3  Firm, its Decisions and Game Sequence

We endogenize the determination of wages for employees by considering competition in the labor
market for sales employees. The wages are determined in the labor market where firms compete to
recruit employees. The elasticity of the labor market for sales reps and sales managers is denoted
as # where 0 < 6 < oo. Consistent with the literature on oligopsony in labor markets (Boal and

Ransom 1997) we use 6 to express the division of profit between the firm and its employees. More

0
1+0

and the firm’s profit is — of the profit that the employee

specifically, an employee’s wage is T4

generates at a position. Note that our treatment of the labor market is not restrictive because we
consider all cases between monopsony (¢ = 0) and perfect labor market competition (§ — o).
Further, we assume that external promotions are not possible i.e. a different firm cannot recruit a
sales rep as its sales manager. This is largely true of most labor markets because of information
asymmetries that exist between the employing organization and the external organization. In the
current framework this is possible if we assume that the current employers know that both the
employees have enough managerial skills to meet the minimum threshold required at the sales
manager position but the other firms do not have this information and they only recruit employees
at different positions laterally, i.e. only a sales manager but not a sales rep in a different firm
is recruited as a sales manager. Given the firm’s access to labor markets and in order to focus
on the problem of selection of sales manager we consider the firm’s composition of sales reps to
be the same over both the periods. This implies that the firm needs to select a good type sales
manager from its sales force and the proportion of good and bad type sales reps stays the same
over time. This is reasonable because otherwise the firm can always recruit employees from the

pool of candidates available in the market and the employees can also seek opportunities at other
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organizations. The ratio of different types of candidates in the market is expected to be stable over

time.

The game sequence is as follows. In the first period, the firm conducts a tournament that promotes
the employee with the better performance to the sales manager position and leaves the other em-
ployee at the sales rep position. As part of the tournament the firm only makes the decision on
whom to promote but not the wage increase associated with the promotion. In the second period,
reservation wages at both the manager and rep positions are determined by the labor market com-
petition and optimal linear contracts are offered to all employees. The perfectly forward looking
firm and the employees maximize their expected profits and expected utilities, respectively. The
game is solved for the subgame perfect Nash Equilibrium using backward induction. The firm’s

and employees’ objective functions for each of the periods are given as part of the analysis.

3.4 Analysis

3.4.1 Adverse Selection in Sales Managerial Promotions

3.4.1.1 Period?2

We first present the solutions for the second period. Firm’s period 2 profit is given as 1I,. For
the i type employee at the K" position, where i = {1,2} and K = {P, S}, the firm solves the
following problem to offer its profit maximizing contract (mg ;, wr ;) , Where wg; is the fixed
salary and m ; is the per unit commission. Since the analysis is only for period 2 we suppress the

subscripts ¢ = 2 in the effort and other variables.
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Il = wp; + mg1 + ms2, Where i is the type of sales rep that was promoted by the firm in period 1

TK; = m;I(n-au}J{K E[(SKIE(BKJ) - (’LUKJ + m5K:U(eK7,~))] (P) (33)
€k, €arg max El(wg,; +mg0xz(ex,))] — clexs) — %Var[éKmK,ix(eKi)] (IC) (34

T
El(wk,; +mgidxz(ex;))] — clexi) — EVar[(SKmKJ:E(eK,i)] > Uk, (IR) (3.5)

For an employee with characteristics (a;,7;) , the firm earns an expected profit of 7g; when the
employee works as a sales rep and mp; when the employee works as a sales manager. The employee
with characteristics (a;, ;) earns a wage of Ug; as a sales rep and Up; as a sales manager, and puts
in an effort of eg; and ep;, respectively. Derivations of optimal effort levels, wages and profits are

shown in the Appendix and the terms are summarized in Table 3.1.

Lemma 3.1 Employees put more effort and earn higher wages in the managerial position as com-
pared to the sales rep position i.e. es; < ep; and Ug; < Up; Vi. The more risk averse and less
productive employees still earn less wages at each of the positions i.e. Ug; < Ugjand Up; < Up;

Vi, je{1,2} forr; > r; and a; < a;.

Note that even without considering the effect of additional managerial skills and in spite of the
fact that the employees’ productivity stays the same, employees put more effort and earn higher
wages in managerial positions as compared to sales rep position i.e. eg; < ep; and Ug; < Up; V.
This is so because a sales management position allows an employee’s effort to have an effect on
profit generated in multiple territories and at the same time allows the individual specific risks to be
diversified. The multiplier and diversification effects make it more attractive for employees to put

effort and also reduce their risk premiums. Because of the higher effort put by employees and their
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need for lesser risk premium the firm provides greater incentives which in turn lead to higher effort
and profits, part of which gets reflected in the employee’s wage. This effect of promotion on wage
and effort is irrespective of the level of productivity or risk aversion of the employee. However,
Usi < Usj;and Up; < Up; Vi, je{1,2} for r; > r; and a; < a;, i.e. more risk averse and less
productive employees still earn lower wages at each of the positions because they demand more
risk premium and put less effort per unit of incentive. Note while the firm earns a higher profit from
an employee when he works as a manager as compared to a rep, it cannot promote all the reps to
a managerial position because it is constrained by the limited number of such positions available.
Therefore, the firm would want to promote the employee who helps the firm earn the highest
profit at the managerial position, i.e. the firm is interested in the best combination of employee
characteristics (a;, ;) among the employees who compete where the set of characteristics (a;, ;)

are better than (a;, rj) if and only if mp; > 7mp; (Lemma 3.2):

Lemma 3.2 For the firm, selection of employee 2 is optimal when (as = 1,75 = 0) = (a1,71) <
1—aq T _ 1 1+4T10’2Y B 1
Tor T 1> 0, where a; = 34/ 251 5107

Proof. Proof follows from comparison of 7py and 7p;,which are given in Table 3.1. =

Tpa>mp1 & 1>a >al >0&

The above condition implies that the firm will always prefer an employee with higher productivity
and lower risk aversion over an employee with lower productivity and higher risk aversion at
the managerial position. Further, higher productivity can substitute for the lack of lower risk
aversion. More specifically, if the firm faces a choice between a risk averse employee with higher
productivity (employee 1) and a risk neutral employee with lower productivity (employee 2) the
firm will prefer the risk neutral employee as long as the risk averse employee’s productivity is not
too high i.e. a; > al. The threshold for productivity is higher for employees with greater risk

aversion and when common uncertainty in the manager’s position is higher.
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3.4.1.2 Period 1

Next, we derive period 1 results. However, before we do so we define what is meant by adverse

selection in the current model.

Definition 1 Adverse Selection is defined as the condition when the undesirable employee has a
higher probability of being promoted to the management position. Among two employees the un-
desirable employee is the one who produces lower profits for the firm in period 2 at the managerial

position.

Note that we do not specify promotion of a particular employee as adverse selection. Rather,
we define adverse selection as a condition that occurs when an employee who is less suited for
the management position has higher probability of getting promoted. In addition, note that while
promotion of the winner in a tournament means that the less suited employee will always have
some chance of being promoted we only consider the selection as problematic when the less suited
has a higher chance of being promoted. To derive the conditions when adverse selection arises in
the tournament between the employees we derive the period 1 efforts and winning probabilities for

each of the employees. Period 1 efforts are given as,

1 ae?
e =argmaxpUpy + (1 — p1)Ugy — §T1(UP1 —Us1)*(1 — p1)p1 — % (3.6)
* 1 2 CZ2€%
62 = arg mangUpg + (1 — pg)USQ — §T2(Up2 — USQ) (]_ — pg)pg — T (37)

Where, p; = G(x1 > 22) = G(e1 +e1+7>ea+e2+7) =G(er —ex > 9 —e1) = G(er —e2 > (),

where ( ~ N (0,207) since &; ~ NIID (0,072) ,po =1 — py, % = —% = —(—g(Ae)) =g (Ae),
€9 €9

Up1,UpsUg1, Ugo are given in Lemma 3.1, a3 = 1 and 5 = 0

60



Using the results from Table 3.1 and Lemma 3.2 we derive the conditions under which the em-
ployee with undesirable productivity and risk characteristics has a higher probability of promotion
to the sales manager’s position in equilibrium. These conditions are summarized in Proposition

3.1. The complete derivations are given in the appendix.

Proposition 3.1 The less suitable employee has a higher probability of getting promoted to the

sales manager’s position, if,

b} - 1
() 0<a;<1,1<L0<—Ler<At_VB (3.8)

Og alag 2

) 02 + o? 1
or(2)a;=1,1< - <, |-25<0<r <A+-VB (3.9)

55 O'ﬂ{ 2

- dp 02 + 02 1 1
0r(3)a1>a1>1,1§5—< 5 ,O<A—§\/B<7“1<A+§\/B (3.10)
S U}y

where a¥, A and B are given in the Appendix.

Proof. See Appendix B m

Condition (1) states that for any dp and 05 with 6p > dg there exists a range of parameters in which

the less suitable employee has a higher probability of getting promoted. However, this requires the

risk aversion of the less suitable employee to be intermediate i.e. i;;; <r <A+ %\/ B, and his
17y

productivity to be higher than that of the more suitable employee, i.e. a; < 1. On the other hand,
when employees only differ in risk aversion, i.e. a; = 1, adverse selection only arises if the sales

manager’s benefits from diversification are greater than his benefits from earning a greater revenue

2 2
due to more responsibilities at his position i.e. 1 < g—’;’< \/ J”;;UE , and if risk aversion is below
Y
a threshold, i.e. | < A + %\/ B. Finally, condition (3) characterizes the range of parameters for

the interesting case in which the employee with lower productivity, i.e. a; > 1 and higher risk
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aversion, 1 > (, ends up with a higher probability of getting promoted. However, this requires the

2 2

diversification effect to be stronger than the effect of earning higher revenues, 1 < §—§< U”;;Ue ,
\V o2

the productivity disadvantage to be sufficiently low, i.e. 1 < a; < a¥, and the risk aversion

coefficient to be intermediate.

To interpret these conditions we study the plots in Figure 3.2 which depict the regions where ad-
verse selection occurs. The plots capture the parameter space of possible risk and productivity

characteristics for employee 1 (a1, 7;) under two different conditions related to the extent of in-

dividual specific uncertainty. In the first condition, 1 < g—’;’< \/ 03:;2 , the benefit from possible
diversification of individual specific risk associated with sales reps or individual channels is higher
compared to the benefit from possibilities of higher revenue generation associated with the man-
agerial position while in the second condition the relationship is reversed. The vertical line a; = 1
represents the case when both the employees have same productivity but different risk aversions,
while the x-axis, i.e. 7; = 0 represents the case when employees have different productivities but

both are risk neutral.

We gather a number of insights from Proposition 3.1 and Figure 3.2. First, we find that adverse
selection never happens when employees only differ in their productivity. In the plots, this is clear
since the adverse selection regions do not touch the x-axis except for the case when productivity
coefficients are equal i.e. a; = 1. This result validates the intuition suggested by the previous
literature that though with increasing asymmetry in productivity the overall effort in the tourna-
ment decreases, the more productive player still outperforms the weaker one (Lazear and Rosen
1983, Kalra and Shi 2001 etc.). This suggests that by only considering heterogeneity in ability or
productivity of employees, we may end up ignoring possibilities of adverse selection in employee

promotions.
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Second, when employees differ in risk characteristics, the possibility of adverse selection arises
and this also depends on differences in the productivity of employees. In the case when employees
have the same productivity but different risk aversions i.e. on the vertical line a; = 1, adverse
selection arises only when the risk averse employee has a moderate level of risk aversion and the
benefits from diversification of risk at higher managerial position outweigh the incentives from
higher revenue possibilities. This is so because promotion to a managerial position has two asym-
metric incentives for the two employees. The less risk averse employee is more motivated to get
promoted because of prospects of earning a higher wage, while the more risk averse employee
seeks the possibility of lesser risks experienced at the sales manager’s position due to possibilities
of diversification. When the incentive from the later effect is higher, then the more risk averse
employee puts in more effort. However, beyond a certain level of risk aversion even the possibility
of diversification of risk is not enough to motivate the risk averse employee and the employee un-
derperforms compared to the less risk averse employee. Thus, we see this effect only for a limited

range of risk aversion levels (in the above plot, 1€ [0, 0.000025]).

Third, it is interesting to note that there is a small parabolic region on the right of the vertical line
a; = 1 where the employee with lower productivity and higher risk aversion (employee 1 in this
case) puts in more effort than the more able and less risk averse employee. This region represents
a case of severe adverse selection for the firm where it finds none of the good qualities in the
employee who has a higher likelihood of promotion. This case occurs because in the region of
moderate risk aversion, the asymmetry in motivation for promotion on account of higher possibil-
ities of diversification of risks is so high that even lower productivity (or higher disutility of effort)
is not enough to stop the risk averse employee from putting more effort and getting promoted.
The parabolic projection on the right of the vertical line suggests that in this region employees
with moderate risk aversion are the ones who are most motivated. However, the region ends when

productivity of the risk averse employee falls below a threshold. These results suggest that the
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notion that employees with higher productivity always have a higher chance of promotion may not
hold true when employees differ with respect to risk aversion and the managerial position provides

opportunities for diversification of risks.

Fourth, we find that there always exists a region in the parameter space in which adverse selection
happens. This is clear from the adverse selection region on the left side of the vertical line on the
each of the plots. We explain our findings related to the size of the adverse selection region in the

following proposition.

Proposition 3.2 The region of adverse selection increases with an increase in productivity of the

risk averse employee, ceteris paribus, i.e.,

OAT;
5 I o 0, if condition i (proposition 3.1) holds, where i = {1,2,3} and
ay
1 1-— 1 1 1
Ary = A+ VB - L Ar = A+ VB, Ary = A+ SVB - (A — 5\/B) — VB
ajo?

Proof. See Appendix B m

With higher productivity of the risk averse employee the possibility of adverse selection becomes
greater because the increase in productivity makes the possibility of diversification of risk even
more lucrative for the risk averse employees. This is so because a possibility of diversification of
risk decreases the risk premium that employees need as sales managers and the need for less risk
premium induces the firm to offer more incentives, which have a stronger effect as productivity of
the employees increase. Thus, the diversification effect that induces risk averse employees to put
more effort in the first period becomes more pronounced with an increase in productivity of the
employees. It needs to be noted that an increase in productivity of the employees also makes them

more desirable for the firm and hence, may decrease adverse selection. However, the first effect of
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higher effort by more risk averse employees with an increase in productivity dominates the latter

effect of increase in desirability of the employee.

Taken together, the above results suggest the possibility of adverse selection in promotion tour-
nament for sales manager positions for a wide range of risk aversion and productivity parameters
when sales managerial positions provide employees with possibilities of diversification of risks that
the employees face at sales rep levels. These results provide an explanation for the phenomenon of
Peter Principle found in sales managerial positions and counterintuitively predict adverse selection
in sales managerial promotions even when employees do not differ in their managerial skills. Fur-
ther, these findings trace the source of adverse selection to personality traits like risk aversion and
productivity rather than skills which can be acquired over time. It suggests that sales organizations
should also consider personality traits in addition to skills when selecting sales managers (Zoltners
et al. 2012c). Furthermore, our results also explain why middle level managers are often more risk

averse (McKinsey Quarterly 2012).

Given the possibilities of adverse selection when implementing tournaments to select sales man-
agers one might wonder whether the use of tournament is optimal for the firm. Note that the firm’s
optimization problem involves inducement of effort in the first period and selection of the em-
ployee with risk and productivity characteristics that maximize firm’s profits for the managerial
position in the second period. From the firm’s perspective, the dual goals of effort inducement
and selection of better sales manager are met when the employee with a better combination of
risk and productivity characteristics has a higher probability of being promoted. However, if the
tournament leads to a higher probability of promotion for the unsuitable employee then the firm
faces adverse selection*. Since, at the equilibrium the firm will care about both selection and ef-

fort, it will trade off the benefits from effort in the current period and potential costs from adverse

“Note that even when this is not the case sometimes the unsuitable employee will get promoted due to randomness
in the environment.
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selection in the subsequent period, and for a sufficiently high need for current period effort, it will
still use a tournament to motivate effort even though there may be adverse selection. This tradeoff
has been shown in the following subsection in Proposition 3.4. However, before analyzing this
tradeoff we study what other methods the firm can use to select sales managers from its sales reps
and whether it can be optimal for the firm to choose one of such methods instead of tournaments.

This has been analyzed in the following subsection.

3.4.2 Sales Training and Testing as a Screening Device

In the preceding section we identified an adverse selection problem associated with promotion of
the best performing sales rep to a managerial role. In this section we explore possible solutions
to the adverse selection problem, and in doing so we consider the solutions that firms are already

implementing to prevent the occurrence of Peter Principle in sales management promotions.

The solution of letting sales rep self-select between different positions, i.e. sales rep and sales
management, is inefficient in solving the adverse selection problem because, as we saw in Lemma
3.1, in our model all employees earn higher wages in management positions, and therefore, all of
them want to get promoted. Similarly, the solution of training the best performing sales rep to be
a better manager also need not solve the problem that we identified because while such a solution
will ensure that the sales rep is not lacking in managerial skills, the promoted sales rep may still
be the one with higher risk aversion. A possible solution can be to use sales training and testing
as a screening device to screen employees. Since the root of the adverse selection problem is the

higher incentive for moderately risk averse employees as compared lower risk averse employees,
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the risk associated with sales training and testing can be potentially used to dissuade and separate
the moderately risk averse from the low risk averse sales reps. We explore this avenue in the

following analysis.

Suppose that the firm treats sales management training (or just management training, e.g. an
EMBA degree) and associated quality of training (internal test scores or EMBA GPA or quality of
business school from where EMBA is acquired) as a signal of preparedness of the sales rep to join
a management position. If the firm decides to use sales training and test scores to select its sales
managers then in period 1 the firm declares that it will make promotion decisions based on training
and test scores, and subsequently, the two employees make the decision on whether to sign up for
sales training, and if they do choose to pursue training then they undergo sales training and testing.
Further, assume that the human capital in form of management ability that sales employees get

from such management education is stochastic such that,

m® ety 3.11)

Where, m is the expected management ability that an employee may get from pursuing sales
education at an effort investment of e, ‘1—2@2 is the disutility associated with making the effort, 1 ~
N (O7 aﬁ) is a random factor that may affect acquisition of sales management skills. The random
factor may reflect the fact that investment in education carries a risk for the employee. This risk can

arise from the fact that the employee may not get the test scores required for promotion or it may

represent the possibility that the employee misjudged his or her ability to pursue such an education.
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Our assumptions reflect the empirical evidence that while investment in education leads to higher
expected ability and associated wage increases, the returns are risky in nature. For example, Chen
(2001), Hartog et al. (1994) and WSJ (2015) report that the riskiness of college attendance is an
important factor in the choice of whether to pursue education. We have assumed the test score to
be an exact measure of the management ability that the sales employee acquires. This assumption

can be relaxed without changing the results by assuming another error term in the equation 3.11.

3.4.2.1 Analysis

We first derive the conditions that separate the employees according to their risk aversion. If
employee ¢ decides to invest in sales education then the returns from such an education are given

as,

Hence, the total expected value of promotion for the employee 1 is given as Up; + % <% - ai)
and for employee 2 is given as Upy + % The individual rationality and incentive compatibility

constraints for both the employees for the separation condition to hold are given as,

1 0 1 9 1 0 1 2
Upy + 3 (m) <a_1 — 7“10“) —Us1 <01C1), Upy + = (ﬂ) (a—l - Tlaﬂ) > 0 (IR1)

—_
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where Upy, Upy, Ugy and Ugs are given in Lemma 3.1

The first incentive compatibility constraint (IC1) ensures that the employee 1 is better off by not
pursuing education and the second incentive compatibility constraint (IC2) ensures that employee
2 is better off by pursuing education. These two constraints together ensure that there is separation
in the actions of the two sales reps and that makes it possible for the firm to screen the undesirable
employee. The other two constraints i.e. the individual rationality constraints (IR1) and (IR2)
ensure that the employees are at least compensated for participating as much as their reservation

wages.

Solving the above inequalities we derive the conditions for screening in Proposition 3.3.

Proposition 3.3 Sales training and testing can ensure screening of the better employee under the
conditions given below i.e. employee 2 would choose to enroll in sales training and testing while

employee 1 would not, if,

1. Employee 1’s risk aversion is beyond a threshold level, i.e. if ry > 71.The threshold level for

risk aversion decreases with a decrease in productivity, i.e. % < 0.

2. The uncertainty associated with sales training is moderate and individual specific uncer-

tainty is low or if uncertainty associated with sales training is high.

1+ 62 — 6% + ayrio? 2 _ 14 0% + ayrio?

1< o, Y and 0 < 0% < 7, (3.12)

air + a%r%o% ar; + a%r%ag
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14 6% 4 arri0?

2,2 52
a1ry + airioy

or <o, and 7. < o’ (3.13)

3. The uncertainty associated with sales training is moderate and common uncertainty is high

or if uncertainty associated with sales training is high.

1 1+ 0% — 6% 2 (14 62
— <o’ < +op S+a12T12052( + %) and0<67<03 (3.14)
airy a1my + ayrio;
1+ 6% — 62 2(14 62
or +0p = 9 + 1m0z (14 0p) < JZ and 0 < 03 <0y (3.15)

ary + airio?

4. The uncertainty associated with sales training is moderate and profit per unit of effort in

management position is low,

2 4 2 2 2 2 2
1+ 2a1r10,y + a0, + ariro; + a1710507% + a1 050

7 and bg < 6p < dp (3.16)

>
" airy + 2a1r10%% + adrioyt + airio? + a?ri”agag

Proof. See Appendix m

Sales training and testing can screen the risk averse sales rep from becoming sales manager if
the risk associated with investment in sales training is high and the risk aversion in the sales rep
is also sufficiently high. The reason is that in such a case the risk averse employee would find it
unattractive to undergo such training while the less risk averse employee would still find it attractive
to acquire sales training because there are net expected benefits from acquisition of management
skills. The threshold risk aversion beyond which the risk averse sales rep will be dissuaded from

pursuing sales training decreases with decrease in productivity of the employee. This intuition
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being that while a lower productivity decreases the expected benefits from a undergoing sales
training it does not decrease the risks associated with such a training. Thus, a decrease in benefit
from sales training but no decrease in risk associated makes the risk averse employee more unlikely
at the margin to undergo such training as productivity decreases. However, we also find that
sales training is ineffective in addressing adverse selection when the risk averse employee is only
moderately risk averse and productivity difference between the two employees is not too high. A
result that suggests that screening employees is more difficult if they are not very different from
each other. Interestingly, this result means that sales training may be ineffective in resolving the
case of severe adverse selection when the promoted employee is both more risk averse and less
productive because that case arises when the risk averse employee is only moderately risk averse.
These results can be seen in the following graphical plot in Figure 3.3. In the figure the region
of adverse selection is same as the one that we discussed in Proposition 3.1. However, the region
in the top half reflects the parameter range where training can help firms select the right sales

manager.

As part of our analysis we also find that sales training is more effective in screening employees
when the risk associated with effort investment is high because the risk is the main screening
mechanism by which risk averse employees are screened. However, sales training is also effective
when the risk associated with it is moderate and individual specific uncertainty is sufficiently low.
The rationale is that if individual specific uncertainty is low then the benefits from diversification
at the managerial position are limited and therefore, the incentives for the risk averse employees

are low which reduces their willingness to pursue a risky sales training to get promoted to the
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managerial position. Thus, in some sense the reduction in individual specific uncertainty is a
substitute for increase in uncertainty of the sales training, the main mechanism for screening. An
increase in common uncertainty also decreases the incentive for the risk averse employee to get
promoted because in spite of being promoted the employee would still face uncertainty at the
management position. Therefore, the level of risk in sales training required to screen the employee
is lower if common uncertainty is high. Finally, we also find that lower risk is required in the sales
training to be effective in screening if the profit per unit of effort in the management position, dp,
is below a threshold. The reason is that an increase in dp increases the benefits from promotion
and a higher risk in sales training is required to screen the risk averse employees in such a case.
Interestingly, when dp is quite high there is also a lower likelihood of adverse selection because in
such cases the increase in benefit from promotion is even higher for the low risk averse employees.
However, when ¢p is moderate and risk aversion of the risk averse employee is moderate too
then we find presence of adverse selection that cannot be resolved by sales training because sales
training is effective in screening when risk aversion is high and dp is low. These results can be

seen in Figure 3.3.

In this subsection we analyzed when a firm would choose sales training over tournament in selec-
tion of sales managers. If selection of the right employee was the only motive of the firm then, as
we saw in Figure 3.2, the firm would choose sales training when risk aversion of the risk averse
employee is high and productivity is low. If the risk aversion of the risk averse employee is low or
moderate and productivity is higher then a tournament would be better at preventing adverse se-

lection. This can be seen from the white region in the Figure 3.3. However, while selection is one
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of the motives for the firm in promotion of sales reps to sales management positions the firm also
cares about the increase in profits from higher effort induced because of the tournament, and the
possibility of managerial skill acquisition through sales training. In the overall profit maximization
the firm faces a tradeoff between the use of tournament and the use of sales training. This tradeoff
can be observed by comparing the firm profit from the use of tournament and sales training in

selection of sales managers. The firm’s profit from tournament and sales training are given as,

rournament = §S (e1+e)+ (Pr(eg—ex>()mp1 +[1 —Pr(e; —ex > ()| mp2) + (w51 + 7TS,2)J

7 .

-~

~
Period 1 Profit Period 2 Profit

where, e, e5 are given in 3.6 and 3.7, respectively, ( ~ N (O, 2062)

Tpa,Tpy are given in 3.1 and (mg; + 7g2) is the profit from the sales reps

0+1

~
Period 2 Profit

1
HSalesTraining - (ﬂ-P,Q + 9 ( )) + (WS,I + 7TS,2)

Proposition 3.4 The firm uses tournament over sales training to select sales managers if the effort
generated from the tournament is higher than the loss from adverse selection of sales manager and

lack of managerial training of the sales manager,

HTournament 2 HSalesTraining = 53 (61 + 62) Z + Pr (61 — €2 2 g) (WP,Q - 7TP,1>

200+1)
(3.17)

The above proposition highlights the fundamental tradeoff between a tournament and a screening
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procedure based on training and testing to select sales managers. A tournament for the sales man-
agerial position acts as the costless source of motivation for the firm’s employees, i.e. the firm
would have anyway chosen an employee for the sales management position but by running a tour-
nament it can extract effort from the two employees in the process of selecting a sales manager.
However, if the motivation is asymmetric, as it is in case of a heterogeneous sales force, then the
firm may be worse off because if the less desirable sales rep becomes more motivated in getting
promoted then the firm may suffer from potentially lower profits in subsequent periods. In Propo-
sition 3.1 we discussed the conditions when this happens. The tradeoff between these benefits
and costs determine whether the firm chooses tournament or sales training to select its managers.
In the above inequality 3.17, dg (e1 + e3) represents the profit from effort induced by the tour-
nament, Pr (e; — e5 > () represents the probability that the undesirable employee gets promoted,
(mp2 — mpy) represents the net loss for the firm if the undesirable employee is promoted and %

represents the profits from higher management skills that the firm would have got had the sales reps

gone through sales training.

1
ds (e1 + e2) > m +Fr (e1 —ey > () (mp2 — Tp1)

Ve
profit from effort induced by tournament N—— loss from adverse selection
loss from lack of managerial training
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3.5 Extensions and Future Research

We extend our analysis of the problem to identify natural conditions that moderate the adverse
selection problem. In doing so, we consider the case of asymmetric labor market conditions in the
market for sales reps and sales managers. Then we discuss a future research idea related to the
use of uniform wages for all sales reps, a practice many firms are constrained to follow because of

fairness concerns in sales force.

3.5.1 Asymmetric Labor Market Conditions for Sales Managers and Sales Representatives

It is plausible to consider a labor market scenario where the labor market elasticity for sales man-
agers and sales reps are different. Such differences may arise because of asymmetry in supply of
labor at the two levels or because of difference in the extent of competition for sales employees
at the different levels. For example, if there are multiple firms that need sales reps and there is an
undersupply of sales reps in the area but there is an oversupply of sales managers then the elasticity
in the sales rep labor market would be high compared to that of the sales manager labor market.
Similarly, variance in elasticities may also arise because of asymmetry in bargaining power at the
two levels. For example, if sales reps unionize but sales managers do not, then sales reps may
be able to get a larger share of the surplus that they create as compared to the sales managers, a
likely scenario because we do see more unionization at lower levels. We can model such cases

by allowing the labor market elasticity at the two levels to be different. Suppose the labor market

0 m

elasticity is 6, at the managerial level and 6, at the sales rep level. Further, let v, = 7 i =
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and y

Our analysis suggest that the labor market asymmetries moderate Peter Principle as summarized

in the following proposition.

Proposition 3.5 When the elasticity in the sales rep labor market is high compared to the elasticity
of labor in the market for sales managers, i.e. when v > ~*, then firms face heightened risks of
adverse selection. A less elastic labor market for sales rep as compared to the market for sales

managers, v < v*, leads to decreased risk of adverse selection.

Proof. See Appendix. m

The rationale for the result is as follows. As labor market elasticity increases the firm loses share of
the profit generated by the employees because in such a labor market firms compete more aggres-
sively to recruit employees. For the employee this is good because the employee gets a larger share
of the profits in such a case. When elasticity is higher in the sales rep’s labor market as compared
to the sales manager’s labor market then the benefits of working at the sales rep level increases
for both the employees. However, this benefit increases more for the less risk averse employee
because he generates more profits at the riskier sales rep position owing to his lower risk aversion.
Since, there are asymmetrically higher benefits for the less risk averse employee from staying in
the same position as the elasticity at the sales rep level increases, the employee’s incentive to get
promoted decreases more than that of the more risk averse employee. This causes an increase in

the probability of the more risk averse employee to get promoted and hence, adverse selection is
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more likely.

3.5.2  Uniform Salaries and Incentives for Sales Employees

Our primary analysis was based on the assumption that firms can customize sales contracts ac-
cording to the characteristics of the sales employees once promotion decisions are made because
after promotion decisions are made the incentives of the sales employees at both management and
representative levels, and the firms are aligned as far as design of sales contract is concerned. How-
ever, some firms are constrained to offer uniform sales contracts to their heterogeneous sales force
(Misra, Nair and Daljord 2013). There can be many reasons for this. Possible reasons include fair-
ness concerns in sales force, preference for simplicity in design of contracts, or costs involved in
design of customized contracts for each type of sales employee. It is not clear whether and how the
Peter Principle problem would arise in such context. Future research can investigate such systems

of wages and their effect on the Peter Principle problem discussed in this paper.

3.6 Conclusions and Managerial Implications

Firms often promote their best sales reps to sales management roles only to find that the promoted
sales employees are not as good as they were expected to be based on their superior performance
at sales representative level. This widely observed phenomenon, termed as the Peter Principle in
sales managerial promotions, is believed to be caused by the lack of managerial expertise in the

promoted sales representatives because their promotion was based on their excellence as sales reps.
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In this research, we show that even if the promoted sales reps had the required managerial exper-
tise the problem may still arise and firms may be overlooking a deeper problem associated with
such promotions. In the process, we also show that firms may be promoting more risk averse sales
employees to management position. We then analyze the current solutions being implemented by
firms to solve the Peter Principle problem and find that while many of the current solutions, like
letting sales employees self-select between roles, may not be effective in solving the problem that
we identify with our model, the use of sales training and testing can be used as a screening mech-
anism to avoid the problem under some conditions. We also identify some natural circumstances

that moderate the Peter Principle problem.

An important managerial implication of our research is that firms may not be able to solve the Peter
Principle problem in sales managerial promotions by trying to only train the promoted employees
or by letting employees self select between managerial and representative job roles. Further, the
practice of promotions based on performance may increase risk aversion at the management level,
something that may hurt firm profits because managers who are more risk averse take less risky
decisions and in the process, overlook profitable but risky opportunities. Finally, we also find
support for the argument made by some experts, ’that in sales management, employee selection

should focus more on personality characteristics than performance or skill” (Zoltners et al. 2012d).
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Figure 3.1: Game Sequence Chapter 3

Table 3.1: Period 2 Results
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CHAPTER 4: FIRM COMPETITION FOR SALES FORCE OWNED

CUSTOMER LOYALTY

4.1 Introduction

Customer relationship management (CRM) involves maximizing the net present value of customer
relationships instead of maximizing profit from discrete transactions with customers. Over the
last two decades firms have increasingly focused on building long term customer relationships as
opposed to profiting from transactional relationships, and this has been particularly the case in in-
dustries like Banking, Insurance and Software Services where personal selling plays an important
role. At the heart of CRM is the focus on acquisition and retention of customers (Bowman and
Narayandas 2004, Gupta et al. 2004, Musalem and Joshi 2009, Verhoef 2003), and in industries in
which personal selling plays a key role the task of customer acquisition and retention rests with the
sales representatives of the firms. In the process of retaining customers one of the primary goals
of these sales reps is to build loyalty in the customer towards their firm. However, in such long
term relationships customers often end up building loyalty not only to the firm but also towards the
sales rep who deals with the customer (Zoltner, Sinha and Lorimer 2011b, Palmatier, Sheer and
Steenkamp 2007, Palmatier 2008, Sirdeshmukh, Singh, and Sabol 2002, Macintosh and Lockshin
1997, Beatty et al. 1996, Crosby and Stephens 1987). This often creates the possibility of cus-
tomer defection to competition when a competitor poaches a sales rep. For example, Palmatier et

al. (2006) state that customer-sales rep relationships are often stronger than firm-customer rela-
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tionships and the loyalty generated from customer-salesperson relationships are often “owned” by
the sales person and can be lost if the sales person moves to another firm” (Palmatier 2008). Ac-
cording to Tax and Brown (1998), American Express reports that 30% of customers would follow

their financial advisor to a new firm.

To deal with the above problem, the existing literature (Palmatier, Sheer and Steenkamp 2007,
Palmatier 2008) and conventional belief suggest that firms can benefit from the existence of non-
compete laws. In this research we study whether this is indeed the case. More specifically, we
study the strategic implications of poaching of sales reps and ask, whether non-compete laws are
always beneficial for firms in the above contexts. This is an important subject on two accounts.
First, it is not clear what the strategic implications of stopping the possibility of sales rep poaching
in a market are. On one hand, it is expected that firms will benefit because they will not have to
spend more to retain their sales reps from getting poached and they can extract the surplus cre-
ated by customer’s loyalty to sales rep through higher sales, but on the other hand, the effects of
absence of sales rep poaching on incentives for sales representatives to put effort and competition
between firms are not clear. Would a sales rep put higher effort to acquire and retain customers
when non-compete agreements are allowed by the law or when they are not allowed? How would
the firms shift their expenditure between acquisition and retention of customers when they can en-
force non-compete agreements? Second, it is important to find answers to these questions because
there exists significant debate about the efficacy of Non-compete laws and there is also a notion
among many firms that tacit collusion to stop employee poaching is beneficial to them. Figure 4.1

(based on data from Beck Reed Riden 2013) provides the distribution of states where non-compete
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agreements are enforceable versus not enforceable. For example, non-compete agreements can be
enforced in Florida but not in California. The reason for the divergence among states with respect
to this policy may be the belief that non-compete agreements benefit firms, but hurt the employees
(NY Times 2014, CNBC 2014). However, if contrary to this belief these policies would also hurt
firms then abolishing them would be a win-win for everyone. In particular, firms spend a signifi-
cant amount of resources to lobby for non-compete laws and they can save money if we find that
non-compete laws actually hurt them. Finally, some firms also tacitly collude to stop employee
poaching. For example, recently Google and Apple were found to be colluding to not poach each
other’s employees and they had to pay damages to the tune of $ 2.3 billion (WSJ 2014). If it can
be shown that such collusion is sub-optimal for the firms even when they do not get penalized by

anti-trust agencies then such insight would benefit firms.

To answer the above questions, we consider a two period model in which two firms with an given
profit margin offer linear contracts to forward looking sales reps in each of the periods and the
sales rep put effort to sell to new and existing customers. In our model we capture the strength of
relationship between a sales rep and a customer as a switching cost that the customer faces with
respect to the sales rep in the second period apart from the switching cost that the customer faces
with respect to the firm. The competing firm sells to the customers and it can also poach or provide

wage contract offers to the focal firm’s sales rep if non-compete clauses are not enforced.

Counterintuitively, we show that the possibility of enforcement of non-compete clauses may actu-

ally hurt firms under a range of conditions. The rationale for this finding is that while a direct effect
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of employee poaching is that firms earn less because their employees can bargain for a higher wage
on account of their relationship with customers and the possibility of better offers from the com-
peting firms, an indirect effect from employee poaching is that firms are less motivated to capture
market share in the acquisition market. The reason is that the value of capturing a higher market
share in the period 1 is diminished by through bargaining by their sales employees on basis of
customer relationship and competition. An implication of the indirect effect is that the competition
in the market for acquisition of new customers, i.e. in period 1, gets softened due to possibility of
employee poaching. If the indirect effect of softening of competition is sufficiently strong as com-
pared to the direct effect of loss in profits due to bargaining by the employee then we find that the
possibility of employee poaching can actually benefit firms. Such a case occurs when firm switch-
ing costs are high, sales rep customer relationships are strong or the profit margin is sufficiently
high. Under these conditions the competition in the acquisition market is sufficiently high and the
softening of such competition is particularly valuable for firms. Our finding has implications for
firms that spend effort on lobbying for anti-employee poaching regulations or tacitly collude to
enforce non-compete clauses. Our model implications are also important for policy makers and

regulators.

Furthermore, our model also predicts that firm profits would increase in a convex manner with an
increase in profit margin if competition in the market is less intense and the market is expanding.
On the contrary, firm profits are expected to have a inverted-u shaped relationship with profit
margin if markets are competitive and saturated, and if firm switching costs or sales rep switching

costs are high. We find evidence of such a relationship in COMPUSTAT data for last 10 years. For
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example, in case of software services industry, an industry where monopolistic power is high and
market expansion has taken place during the last 10 years, we find that net profit margins increase
in a convex manner with gross profit margins, while in case of commercial banking industry, an
industry with saturated market, a more commoditized product, and significant firm and sales rep
switching costs net profit margins increase follow a concave relationship with gross profit margins.

This increases the confidence in predictive power of our model and other results.

Our paper is related to the literature on game theoretic models of customer relationship manage-

ment and the empirical literature on sales person-customer relationships.

The literature on game theoretic models of customer relationship management studies the effect
of factors like firm switching costs, future discount factors and market time horizon on dynamic
competitive strategy for firms ( Klemperer, 1987a and Klemperer, 1987b, Farrell and Shapiro, 1988
and Farrell and Shapiro, 1989, Villas-Boas 2004, Villas-Boas 2006, Shi 2013, etc. ). For a review
of this literature refer to Villas Boas (2015) and, Farrel and Klemperer (2007). Some important
findings in this literature are that firms want to charge higher prices to their existing consumers due
to their switching costs and firms compete aggressively by lowering price to acquire consumers.
We contribute to this stream of literature by modeling the role of the sales person in a firm’s
relationship marketing strategy. In doing so we introduce the notion of a new type of switching
cost that customer faces if she has to switch to a different sales person. Moreover, we model firm
competition for both sales persons and customers in this context. Our results contribute to the

literature by identifying conditions in which introduction of a new additional switching cost, based
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on the relationship between sales reps and customers, decreases market competition and thereby

increases firm profitability.

The empirical literature on sales person-customer relationships finds that such relationships may
be strong and they may arise independent of the relationship between the firm and customers which
in turn can become a risk for firms (Palmatier, Sheer and Steenkamp 2007, Palmatier 2008). For a
review of this literature refer to Palmatier (2006). We contribute to this literature by showing that,
under certain conditions, the presence of sale force owned customer loyalty and the possibility of

poaching of sales employees can be good for firms.

Next, we discuss the modeling framework of the study.

4.2 Model

Consider a two period model in which two firms compete to sell their products to customers.
The product category is such that firms require sales reps to carry out the activity of selling to
customers in each of the periods. The consumers and their characteristics, the sales reps and their

characteristics, the firm and its decisions, and the game sequence for the model are outlined below.

4.2.1 Consumer Model

In modeling consumer demand we borrow the approach used in Subramanian, Raju and Zhang

(2014). There are N customers in the market. The k" customer derives a utility of Ui"} from
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purchase of the product from firm i in period 7" The utility U%. is given as,

Uk, =V +eip + 7 (s + f) + &, where, i, 5, T = {1,2}, i # j, 4.1)
( )

0 if T=1

Vi 1 if T = 2 and customer bought product from 7 in Period 1 >

0 if T = 2 and customer bought product from j in Period 1
\ 7/

¢k — &b ~ U[—v,v] and ;7 is the sales effort made by firm i’s sales rep in period 7.

We assume that in both periods the customers have the same base utility, V, for the product that both
firms sell. However, in each period customers experience a random preference shock that makes
them more favorable towards one of the firms. This preference shock may be due to situational or
contextual factors. For example, the customer may have had a very urgent need for the product at
the exact time when a sales rep from one of the firm visits the customer or the customer may make
her decision to choose a firm because she saw an ad from the firm just before the purchase. The
net effect of the random preference shock is uniformly distributed, i.e. &8 — &hp ~ U [—v,0].
Thus, v captures the extent of random factors on a consumer’s decision making process. This
approach of modeling consumer demand is also consistent with random utility discrete choice
models and Hoteling line models. It is also assumed that the net effect of the random preference,
&r. — ¢k, is independent across the two periods. The assumption is supported by the fact that
the random preference is due to situational or contextual factors and such factors are expected to

88



occur independently across time. The modeling assumption is also consistent with past literature

(Subarmanian, Raju and Zhang 2014, Shi 2013).

At the end of the first period customers form loyalty not only towards firms’ products but also
towards the sales employee who served them in the first period. We capture customer loyalty
towards the firm by a fixed increase in preference for the firm given by f, and towards the sales rep
by a fixed increase in preference for purchase from the sales rep given by s. The parameters f and
s can be interpreted as the switching costs the customer needs to incur if she shifts to a different
firm or a different sales rep, respectively. The reasoning for exogeneity of firm switching cost is
in line with past literature (Klemperer 1986 etc.). We also model sales rep specific switching costs
because empirical literature in this area makes a distinction between customer’s loyalty towards
the firm and the sales rep. For example, Palmatier et al. (2007) make such a distinction and find a
significant amount of customer loyalty is specific to the sales rep serving the customer, and such a
loyalty towards sales rep can exist independently of any loyalty towards the firm. Similar finding
appear in other empirical studies in this area. According to Tax and Brown (1998), American
Express reports that 30% of customers would follow their financial advisor to a new firm”. We
assume the sales rep switching costs to be exogenous to the model because a rational customer will
attach no commitment power to additional effort made by the sales rep to generate switching costs.
To elaborate on this rationale, note that a sales rep switching cost will only be generated if there
are affective costs of leaving a brand or a personal relationship with a sales rep. A sales rep cannot
commit to providing better benefit in terms of firm’s product offerings just because the customer

repeat purchases the product from that specific sales rep instead of any other sales rep from the
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same firm. This rationale is supported by the typology of sources of switching costs presented
in Burnham et al. (2004). In the absence of any real product related benefits of purchasing from
a specific sales rep, the customer’s incentive to buy from the same sales rep will arise from the
personal relationship loss if she does not purchase from the same rep. The costs related to such
loss in personal relationships will be affective and exogenous to the sales rep’s effort in first period.
More specifically, in our model the customer only benefits from higher effort by the salesperson. If
the extent of personal relationship was endogenous to the sales rep’s effort then the rep will invest
effort in building a stronger personal relationship in period 1, but he will have no incentive to
provide the same level of effort in period 2. Knowing this the customer will attach no importance
to the effort the sales rep makes to build the relationship in period 1, because that is no guarantee
for same level of effort in period 2. Therefore, the only switching cost based on the personal
relationship between the customer and the sales rep will be affective and exogenous to the sales

rep’s effort.

We assume that customers are myopic and make their purchase decisions to maximize their current
period utility in each period. This enables us to study the strategic considerations that arise solely
due to the competitive interaction between firms and introduce our main insights. Given the above

utility function, the demand for each of the firms in each of the periods is computed as below.

Customer k choose firm 4 iff U = V 4 e;r + i (s + f) + €5 > UfT =V4er+v(s+f)+ ]’-“T

(4.2)
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or, Pr (U, > Uly) = Pr(esr — ejr+ (vi — ) (s + f) + & — Er > 0) (4.3)

1 er—er+(vi—7)(s+
or, Pr(eiT—ejT+(fyi—fyj)(3—|—f)—|- sz_ ;’CTZO):§_|_ T 3T (’Y 7])( f)

2v
(4.4)
Suppose, X;7 = Demand for firm ¢ in period 7',
P; = Probability that a customer purchased from firm 7 in period 1,
P;; = Probability that a customer purchased from firm 7 in period 2 conditional
on having purchased from firm j in Period 1 and 7, j = {1, 2} .
en — €1 1 ep—ep—(s+f) 1 en—ejp+(s+f)

1
Th f "P’i:_ ,P,L--:— 7‘F)ii:_
erefore 2—|— i 2-|— | 2_1_

20 20 20 ’

Xiu=P,Xo1=P,=1—-P,X15=P P+ PPp=PPj+(1-P) Py

and X22 = P2P2|2 + P1P2|1 = (1 — P1> P2|2 + Plpg‘l

Next, we discuss the characteristics of the sales reps and their decisions.

4.2.2 Sales Representatives and their Decisions

We assume that each of the firms have access to m number of homogenous perfectly forward

looking risk neutral sales reps in both the periods. Their utility functions are as given below.

91



N2 E\2
EUz " Elyir] —a <(€"2T ) + (eg ) ) (4.5)

Where, EU;r is the expected utility, yr is the income and, egp and egp are the effort of the sales rep
in selling to new and existing customers, respectively, for firm ¢ in period 7" Subscripts i, 7 = {1, 2} .

Parameter a is the cost coefficient of effort.

Sales reps have a reservation wage of U = 0 and a per period limited liability of I = 0. They max-
imize their expected utility and participate only if both the participation constraint and the limited
liability constraints are met. The limited liability assumption is common in the sales literature.
(e.g., Bester and Kriahmer 2008; Bergmann and Friedl 2008; Shin 2008; Simester and Zhang 2010,
and Zhang and Simester 2014). In the current scenario the limited liability assumption ensures
that the firm cannot extract the benefits of increased wage in the subsequent periods by paying
negative wages in the first period. This is consistent with business practice because we rarely find
firms paying negative wages to employees. A rationale for the assumption can be the fact that em-
ployees have limited access to credit and wealth and that they have recurring expenses per period
because of which they cannot accept a negative wage in any given period. The limited liability
assumption also rules out the possibility that the firm sells its business to the sales rep, which is

plausible because employees generally retain the right to leave the firm ex post at any time.

Sales reps are forward looking and make decisions on whether to accept contract and how much
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effort to put in each period. Therefore, the individual rationality and incentive compatibility con-

straints for the sales employees working for firm ¢ in period 1 and period 2 are given as,

()’
el € arg maxEUi = B [ya] - a Tl + EU, (4.6)
€i1
(eh)”
€i1
N 2
EU;y = Hi}%XEUil =F [yil] —a ((eg) ) >0 (4.8)
11
N\ 2 B2
ey, el € ar%mEaxEUig = E [yn (ef\lj, ey, ef;)} —a (eg) + (eg) ) (4.9)
€i2:€i2
N2 E\2
EU, = maxEUp = E [y (i1, efy. i) | —a <(6i22) + <ei22) ) >0 (4.10)
€i2:€i2

Where, EU, and EU, are the expected utility from period 1 and 2, respectively.

In the following section we discuss how the firms decide on wage contracts and why the second

period wage for the employee depends on his first period effort.

4.2.3  Firms, their Decisions and Game Sequence

The two risk neutral and perfectly forward looking firms earn a profit margin of § over the sale
of every product and they provide linear sales contracts to the sales reps in each of the periods to
sell their products. Price or price margin is assumed to be fixed to abstract away from the issue
of two period pricing and to keep parsimony. We do not expect the results to be substantially

impacted by making pricing endogenous because sales contract and price are substitutes, and it is
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expected that the firm’s pricing decisions will be aligned with its sales incentive decisions. Our
model is more well suited to capture realities of industries in which non-price competition plays
a much bigger role than price competition, customers are relatively less sensitive to price changes
and frequent price changes by firms are not observed. For example, in case of commercial banking
average balances do not change frequently and customers rarely place much importance on account
interest rates when shopping for a bank account. Therefore, most of the changes in price margins
are determined on basis of relatively exogenous factors like Federal Reserve policy etc. In case of
Airlines, it has been argued that there is high incidence of tacit price collusion and Airlines seem

to be primarily competing on non-price factors (Cilberto and Williams 2013).

We limit our analysis to linear contracts because past literature suggests that linear contracts can
mimic optimal nonlinear contracts when aggregated over a period of time (Holmstrom and Mil-
grom 1997). Further, we assume that the firm offers different linear contracts for selling to new
and existing customers. This is optimal from firm’s perspective and is in line with anecdotal evi-
dence. While the firm writes incentive contracts on profit from new customer acquisition, it also
provides incentives to sell to existing customers on basis of retention rate and associated profit.
This structure of the incentive contract is most closely aligned with the effort made by sales reps
towards acquisition and retention, and hence optimal for the firm. Consequently, the firm 7 offers

the following linear sales contracts in period 1 and period 2, respectively.

Y = wi + N6 X5 = wy + bYSP; 4.11)
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Yiz = Wio + b0 Py + b6 Py, (4.12)
Where, w;; and w; are the fixed salaries, and bf\{ and bg are
new customer acquisition incentives for period 1 and period 2, respectively,

and b’ is the repeat customer sales incentive for period 2.

The firms maximize their profits across the periods subject to the incentive compatibility and indi-
vidual rationality constraints.

wi1,b;y
Subject to (4.6) and (4.7)

Subject to (4.9) and (4.10)

It is assumed that the firms have free access to the labor market from where they can recruit sales
reps at the beginning of either of the periods. The game sequence for strategic interaction in the
market is given in Figure 4.2. In stage 1 of period 1 both firms offer sales contracts to employees.
In stage 2 of period 1 the employees accept the sales contracts and put effort towards converting
customers. Subsequently customers make purchase decision based on the realization of the random

preference shock in stage 3. In stage 1 of period 2 firms first make competing sales contract offers
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to the sales reps who sold products to customers. In stage 2 of period 2 the sales rep decide on
which offer to accept and then put sales effort for the firm from which they accept the contract
offer. In stage 3 of period 2 the customers make their choices based on the realization of random

preference shock for period 2, and firms honor the contracts that they agreed on.

4.3 Analysis and Results

To begin our analysis we study the case when firms compete for customers but employee poaching
is not possible. Subsequently, we analyze the case when firms compete for both customers and
sales reps, and they can poach each other’s sales reps. As part of the second analysis we also
compare the case of firm competition without employee poaching with the case of firm competition

with employee poaching.

4.3.1 Firm Competition without Employee Poaching

4.3.1.1 Period?2

At the beginning of period 2 the firm faces the choice between employing the existing sales rep
and a new sales rep. The existing sales rep too faces a choice between continuing to work in the
same firm and leaving it. Since the presence of the sales rep in the firm increases the probability of
conversion of an existing customer by a factor of - the firm prefers to hire the same sales executive.

The sales executive too realizes that the additional probability of sales conversion is due to him and
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if he leaves the firm the additional probability of conversion will vanish. As employee poaching is
not possible in the current scenario the sales rep cannot threaten to go to another firm and increase
the other firm’s probability of conversion of the focal firm’s existing customer. However, in the
current case the sales rep can still leave the firm and the additional surplus due to sales rep specific
switching cost would be destroyed. This leads to bargaining between the sales rep and the firm
over the surplus created from sales specific switching cost and both, the sales rep and the firm, are
on equal footing. The reason is that the surplus is destroyed if anyone of them disagrees to work
with each other. Therefore, the surplus is equally divided among the firm and the sales rep. This
ensures that the sales rep earns a wage higher than his outside option and the firm still prefers to

employ the sales rep because otherwise it loses a part of the profit.

Lemma 4.1 An existing sales rep earns an expected utility which is higher than the market wage.

For an existing sales rep working for firm i the expected utility is given as Ny = %. The firm

prefers to retain an existing sales rep as opposed to hiring a new one in period 2.

Proof. See Appendix. m

The higher the sales rep switching cost, profit margin and period 1 customer base the higher is
the expected utility that the sales rep can earn by working for the same firm. This is so because
an increase in sales rep switching cost increases the likelihood of sales conversion of the existing
customers of the sales rep and the firm. Further, an increase in profit margin increases the value of
the higher likelihood of sales conversion due to sales rep specific switching cost and an increase in
period 1 customer base increases the number of existing customers. The above dynamics increases
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the incentive for the sales rep to put effort in period 1 and also, induces the firm to provide higher

powered incentives to capture market share in period 1. Next we report our period 1 results.

4.3.1.2 Period 1

In period 1 the firm maximizes long term profits by investing in sales incentives so that the sales
executives put higher effort to garner market share and the firm can reap the benefits from its own
switching costs as well as sales rep switching costs. The sales reps too put higher effort to increase
their period 1 customer base so that they benefit from higher wage in period 2. We see these

intuitions in Lemma 4.2.

Lemma 4.2 Sales rep effort and sales incentives increase with sales rep switching cost and firm

switching costs.

v o (s+4bNu)d  (4f +3s+4v)6

€y = €11 = Sa0? = Sau? 4.15)
2f +s+2v
by = by = = (4.16)

Proof. See Appendix. m

The firm increases its period 1 sales incentives as its own firm switching costs increase and as sales
rep switching costs increase. The intuition is that it can derive long term benefit from its current

investment in form of sales incentive and higher market coverage. Such long term benefits increase
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with increase in switching costs. Furthermore, the firm provides stronger incentives as uncertainty
in the sales process v decreases because with lesser uncertainty the effectiveness of the incentives
increase. Moreover, as profit margin and productivity of the employees increase the firm uses more

of sales incentives because these increase the value in terms of per unit of incentives provided.

Proposition 4.1 Firm profits increase with increase in uncertainty in the sales process, decrease

in firm switching costs and sales rep switching costs, and decrease in productivity of the employees.

§ (16a(s — 8v)v® + (16 f% + 24 fs + 9s® + 32fv + 24sv + 24v?) §)

H11 — H12 - — 128@1}4 (417)
Oy, Olly4 Oy, Ol
> 0, < 0, < 0, >0
v af 0s oa

Proof. See Appendix. m

The firm profits increase as the uncertainty in the sales process increase. The rationale is that
an increase in v decreases the effectiveness of the incentives that the firms provide to the sales
executives to sell products and a decrease in the sales incentives softens the competition in the
market for acquisition and retention of customers. Because the market is covered a decrease in
incentives and a softening of competition leads to higher profits for both firms. A decrease in firm
switching costs and sales rep switching costs increase firm profits because they lead to a decrease in
level of competition for acquisition of new customers. A decrease in productivity of sales reps too
decreases the effectiveness of incentives and therefore, an associated decrease in use of incentives

softens the competition and leads to higher profits.
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Proposition 4.2 Firm switching costs and sales rep switching costs interact to increase competi-

92111,
8fds

tion and decrease firm profits, i.e. < 0.

Proof. See Appendix. m

In the consumer’s demand function sales rep switching costs and firm switching costs enter as
independent factors that increase customer’s probability of purchase of the product and therefore,
we would expect there to be no interaction between the two switching costs. The extra demand
generated due to the switching costs are also independent of each other. Interestingly, the firm
investment in period 1 market share to reap long term benefits from firm and sales rep switching
costs are complements. The rationale is that if the firm’s own switching costs increase then the
firm would invest more in acquiring new customers in period 1 to reap the benefits from higher
firm switching costs. This increase in investment in acquisition of customers has a positive spill
over effect on sales rep switching costs too because the effect of sales rep switching costs is on a
greater customer base. Similar to these intuitions, the sales rep switching cost has a positive spill
over effect on the effect of firm switching costs on period 2 firm profits. Since, in a covered market
an increase in switching cost leads to higher competition for acquisition of customers and lower
profits, the interactive effect of the two switching costs leads to lower profits. This result implies

that the customer’s loyalty towards the firm and the sales rep interact and work together.

Proposition 4.3 Firm profits follow an inverted-u relationship with profit margins. Firm profits

decrease with profit margin if productivity of sales reps is sufficiently high, uncertainty in the
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market is low and profit margin is high, i.e.,

72f% 4 128fs + 575>
64 f* + 248 f3s + 360 f252 + 232 fs3 + 5654
—8asv? + 64av?
16f2 +24fs 4 952 + 32 fv + 24sv + 2402

O<a<

f+s<v<o

<d<1

Where, v* is given in appendix.

Proof. See Appendix. m

Interestingly, profits follow an inverted-u relationship with profit margin. The reason is that an
increase in profit margin impacts the firm profits in two opposite ways. While on one hand an
increase in profit margin leads to more profit per customer acquired or retained, on the other hand
it leads to higher effectiveness of sales incentives for the firms because now the same unit sales is
more valuable to the firm. The second effect induces the firms to invest more in sales incentives and
this leads to heightened competition in the acquisition market. The effect of increase in competition
in the acquisition market is a decrease in firm profits. The first effect, i.e. the effect of more profit
per customer acquired or retained, is more linear in nature because the overall market size stays
the same and a higher margin increases the value of the market linearly. However, the second
effect, i.e. the negative effect of heightened competition in the acquisition market, increases at
an increasing rate with profit margin. Therefore, when profit margin is smaller the first effect is
stronger while when it becomes larger the second effect starts dominating the first effect. This

causes the inverted-u shaped relationship between profits and profit margin. There can also be a
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case in which firm profits do not fall with an increase in profit margin. This scenario arises when
competition in the market is sufficiently low and hence, the second effect of increasing competition
i1s much lower compared to the first effect of increase in profits. The conditions for competition to

be sufficiently low are given in Proposition 4.1.

4.3.2  Firm Competition with Employee Poaching and Comparisons with the Case of No

Employee Poaching

Next, we consider the case when employee poaching is possible in the market and firms compete
for both, customers and sales reps. In the process, we focus much of our discussion on contrasting

the scenario in this subsection with that of subsection 4.3.1.

4.3.2.1 Period 2

In period 2 the sales reps for firm 1 can be poached by firm 2. If a sales rep is poached by firm 2
then that firm gains from the sales rep switching cost that the customer developed towards the sales
rep who is poached. However, firm 1 suffers a decrease in probability of purchase for customers
if the same sales rep is not employed to convert the existing customers. As the sales rep and the
customer’s loyalty towards him is just as valuable for both the firms and because the employee
would make the decision to join either of the firms solely on the basis of who is offering him a
better wage the firms engage in a Bertrand competition on wage. Therefore, the sales rep captures

the whole surplus generated from the sales rep specific switching cost. The situation for an existing
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sales rep from firm 2 is analogous. This brings us to our next proposition.

Proposition 4.4 An existing sales rep earns an expected utility of A5 = 5‘;)51' , which is higher than

the expected utility without employee poaching. The period 2 profits for both firms are lower than

in the case when employee poaching is possible.

Proof. See Appendix. m

When employees can be poached firms compete more in order to retain them. The higher competi-
tion translates into better wage offers to the sales reps and lower profits for the firm. These results
underscore the main opposition to laxer employee poaching regulations. This is also the reason
why firms often make their sales employees sign non-compete agreements and in some instances
firms have tried to tacitly collude to refrain from hiring each other’s sales employees. It is impor-
tant to note that the sales rep not only earns expected utility as compared to the case of no employee
poaching in period 2 but also accross both the periods. The reason is that in both the cases the sales
rep earn the reservation wage of 0 in period 1. We next consider firm’s maximization problem in

period 1.

4.3.2.2 Period 1

We first report results on period 1 effort levels of the sales reps and incentives offered by the firms.

Lemma 4.3 Sales rep effort and sales incentives increase with sales rep switching cost and firm
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switching costs.

s+200v)0  (f+v)d
e = e = ( 4a21121 ) - 2av2) (4.18)

Y G 4.1
11 21 +’U 20 ( 9)

Proof. See Appendix. m

In period 1 sales reps put more effort in acquiring customers not just to earn greater incentives in
the current period but to also garner a bigger customer base so that they become more valuable in
the eye of the competing firm and the current firm in period 2. This results also highlights the fact
that sales reps often put effort not just to earn more sales incentives but to also acquire customer
relationships because those relationships can help them earn more in the future. Interestingly, when
employee poaching is possible, the firms offer lower incentives than what they would have offered
otherwise. The rationale is that in the current case the main benefit from sales rep switching cost
goes to the sales reps and it is less valuable for the firms to invest more in acquiring customers in
period 1. Therefore, they invest less in sales incentives to acquire market share in period 1. Lemma
4.3 suggests that there can be a silver lining to the situation when employee poaching is possible
in the market. Next, we study whether the decrease in sales incentive can have a strategic effect on

the firms.

Proposition 4.5 Firms make more profits when employee poaching is possible in the market if the

sales rep switching cost is high or firm switching cost is high and, if productivity of employees is
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high or profit margin is high, i.e. if,

8 2 1 3
(i)0<s<—§v+4v\/;, g(—3s—8v)—|—\/;v<f<—s+v,
1 /3 16av3 \F
0<a< —y/o, —————— <5< 2U/=av?
“= 22}2\/;’ 8f + 35 + 8v 3

8t 2 1 3
(ii)0<s<—§+4v\/;, g(—33—8v)+\/;v<f<—s+v,
1 /3 8f + 3s + 8v 16av?
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8v 2 1 /3 16av® \/5
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Proof. See Appendix. m

Interestingly, firm profits may increase or decrease when employee poaching is possible in the
market as compared to the case when it is not. Firms make more profits when employee poaching
is possible if firm specific switching costs like brand loyalty or sales rep switching costs like cus-
tomer’s loyalty to the sales rep and, productivity of the employees or profit margin are higher. The

rationale for our finding is given below.

While a direct effect of possibility of employee poaching is that firms earn less because they have to
compete more in order to retain their employees and this causes an increase in costs through higher
wage for sales employees on account of their relationship with customers, an indirect strategic ef-

fect of employee poaching is that firms are less motivated to capture market in the acquisition

105



market because the value of capturing a higher market in the period 1 is diminished through bar-
gaining by their sales employees on basis of customer relationship and competition. An implication
of the indirect effect is that the competition in the market for acquisition of new customers, i.e. in
period 1, gets softened due to possibility of employee poaching. If the indirect effect of soften-
ing of competition is sufficiently strong as compared to the direct effect of loss in profits due to
bargaining by the employee then the possibility of employee poaching can actually benefit firms.
Such a case occurs when firm switching costs are high, sales rep customer relationships are strong
or profit margin is sufficiently high because under these conditions competition in the acquisition
market is sufficiently high and the softening of such competition is particularly valuable for the

firms. We illustrate these intuitions in the Figure 4.3.

Our finding has implications for firms that spend effort on lobbying for anti-employee poaching
regulations or tacitly collude to enforce non-compete clauses. Our model implications are also
important for policy makers and regulators. The result suggests that removal of anti-employee
poaching regulations can be win-win for both sales employees and firms if the above conditions
hold for the market. Moreover, under the above conditions if firms tacitly collude to non poach each
other’s employees then their strategy is sub optimal. Furthermore, our results are also interesting
because they suggest that counter to general beliefs it is better to compete in two markets than one,
i.e., in the current case firms actually make more profits when they compete for both employees as

well as customers as opposed to the case when they compete for customers only.
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4.4 Extensions

4.4.1 Empirical Evidence for Proposition 4.3

We conducted preliminary robustness checks on predictive power of our results in Proposition 4.3
to gauge whether our model captures reality. This was particularly important because the proposi-
tion results are counter intuitive and they are a function of the fact that we assumed competition to
be based on sales incentives as opposed to prices. For the empirical analysis we collected COM-
PUSTAT data from different industries for a period of 10 years. Since our current analysis is only
based on the case when there is competition in the market and the markets are covered but in
our data and empirical context we may encounter situations where firms are monopolistic and in
growing industries, we extend our model to derive the relationship between firm profits and profit
margin in the case when there is only one firm and the market is not completely covered!. Our
analytical model predicts that firm profits would increase in a convex manner with an increase in
profit margin in case of monopolistic firms operating in industries where market expansion is pos-
sible, while firm profits are expected to have a inverted-u shaped relationship with profit margin if
markets are competitive and saturated, and if firm switching costs or sales rep switching costs are

high. Therefore, we hypothesize the following.

Hypothesis 4.1 If market competition is low and market is expanding then firm profits follow an

increasing and convex relationship with profit margin. If market competition is high and market is

I'The analysis for the monopoly model is presented in Appendix C along with the rest of the proofs.
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saturated then firm profits follow an inverted-u shaped relationship with profit margin.

To carry out the empirical test we focused on four different industries that follow closely the context
that we have modeled. We chose Commercial Banking and Insurance industry for the data because
they are markets where competition is moderate and market growth is low, and sales rep and firm
specific switching costs play an important role. Moreover, in both these markets much of the
competition between the firms is based on sales incentives as opposed to prices. To contrast the
results from the above two industries with those where monopolistic power is higher and market
expansion has taken place during the last 10 years we considered Software Services and Energy

industries.

For the analysis we considered the following fixed effects panel data model.

Netmargin,, = «; + oy + 1 + SoGrossmargin,, + (35 (Grossmarginit)2 + B4SG&A; + i

(4.20)

Net Income . Revenue — COGS
—— , Grossmargin =

Where, Netmargin =
Revenue Revenue
SG&A Expenses

Revenue

SG&A = and subscripts ¢ and ¢ denore firm and time, respectively.

The results for the analysis are summarized in Table 4.1.
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As part of the empirical analysis we find that reduced form evidence confirms our hypothesis
on effect of profit margin on firm’s profit. More specifically, in industries in which sales effort
competition plays an important role and markets are saturated firm profit follows an inverted-u
relationship with profit margin (our competition results). This is consistent with our hypothesis
because the second order effect of gross margin on net profit is negative in Commerical Banking
and Insurance industries (83 = —0.9233, p < .001 in Commercial Banking and 33 = —0.6350, p <
.05 in Insurance). The presence of customer switching costs with respect to firm and/or its sales
force accentuates this relationship. In industries in which sales effort competition is limited or/and
market growth is present firm profit follows a convex relationship with profit margin (our monopoly
results). This is consistent with our hypothesis because the second order effect of gross margin on
net profit is positive or not significant in Software Services and Energy industries (83 = 0.2152,
not significant, in Software Services and 3 = 0.2868,p < .001 in Energy). These relationships
between profit and profit margins are partly mediated by the extent selling expenditures made by
the firms in form of sales incentives. For example, in case of a highly competitive and saturated
industry an increase in profit margin induces firms to compete even more for individual customers
by providing higher sales incentives. This increase in sales expenditure decreases the profit beyond
a certain level of profit margin. The results are interesting because industry executives always want
the profit margins for their industries to increase but we show that this objective may be suboptimal

from a profit maximization standpoint.

The empirical results also give us confidence about our model and provide an alternative approach

of viewing competition. The model suggests that the primary driving force can be non-price com-
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petition in the market. This is so because an alternative simple one period Hoteling line model
with endogenous price does not provide results consistent with the empirical evidence that we get.
In such a hoteling line model price margins can only change if competition is softened but if that

is the case then profits increase monotonically with increase in profit margins.

One of the empirical issues with our approach is that it may be argued that profit margins are
endogenous and there can be a third driving force that affects both profit margins and net profits.
While this is plausible, it does not seem to be the case for our analysis. Firstly, as argued in the
earlier paragraph, it seems that an alternative model with endogenous prices may not be able to
explain our results and it can be reasonable to assume that cost changes are exogenous. In addition,
an alternative model will have to explain the second order effect of price margin and the mediation
of selling expenditures. Secondly, in most of the industries that we study prices can indeed be
considered to be relatively stable. For example, in case of commercial banking and insurance

companies heavily compete on sales effort.

Though, we consider the above factors, our results may still need to be interpreted with care and
further research using more structural approaches is required to affirm the mechanism that we

suggest behind our reduced form results.

4.5 Conclusion

In this research we study the effect of the possibility of poaching of sales reps on firm profits in a

competitive market when sales reps can form relationship with customers. Findings suggest that
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such a possibility can have strategic benefits for the firms in the form of softening of competition
and these strategic benefits may counter the negative effects of increase in costs of retaining sales
reps. This result has important implications for firms and policy makers because it implies that
contary to general beliefs the existence of non-compete laws may hurt firm profits under some
conditions and it may then be suboptimal for firms to tacitly collude to not poach each other’s

employees.

While the above results are important the limitations of the research need to be noted. First,
future research can consider price competition along with competition on sales incentives and
thereby relax the assumption of exogenous profit margins. Second, we have not considered the
possibility of presence of only a limited number of sales reps in the sales force labor market.
Future research can relax this assumption. Third, the research assumes risk neutrality of sales
reps. Further research is required to examine the effect of risk aversion of sales rep in the current

research context.
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Table 4.1: Regression Results

Commercial Banking Software Services  Insurance Energy
Net Margin Net Margin Net Margin Net Margin
Gross Margin 1.897* AT792* 1.600™* .H318**
(:1098) (.2397) (:2544) (.0741)
(Gross Margin)® —.9233** 2152 —.6350"* 2868
(.1027) (:1894) (.2881) (.0744)
SG & A —.8925"* —.6904"* —.9781"*  —.5884**
(.1237) (.0503) (.1924) (.0348)
R-Square 0.6398 0.3916 0.4594 0.3192

Table 4.2: Net Profit Margin and Gross Profit Margin Accross Industries

Industries Extent of Competition Switching Costs  Relationship between
& Market Growth Profit Margin and Profit
Commercial Banking Moderate & Low High Inverted-u
Insurance High & Low High Inverted-u
Energy Low & Moderate High Convex
Software & Services Moderate & High Moderate Linear
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Figure 4.1: State by State Survey of Non-Competes
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Profit

Period 1 Period 2
>
Stage 1 Stage 2 Stage 3 Stage 1 Stage 2 Stage 3
Firms offer Sales reps Nature determines  Firms offer sales Sales reps decide  Nature
sales contracts  accept the random contracts to existing on whether to determines
to sales reps. contract and preference shocks  sales reps. If accept the the random
put effort. for customers and  employee poaching contracts offered  preference
final sales are is possible then they by the firms and shocks for
realized. Sales also offer contracts then put effort. customers

mcentives are

to competitor’s sales

offer contracts to Sales
new sales reps. incentives are
paid.
Figure 4.2: Game Sequence Chapter 4
Profit without Employee
B Profit without Employee e Poaching g
: N : \ Profit with Employee
Poaching (TrNopoach L'n;'g”) = aanl (TrNopoachmg) Poachine Py
03} o g
[ (T[pﬂﬂching)
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and final sales
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Figure 4.3: Employee Poaching and Non Employee Poaching Profits
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APPENDIX A: PROOFS FOR THE RESULTS IN CHAPTER 2
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A.1 Optimal Forced Ranking Policy

To prove Proposition 2.1 we use the result from Lemma A.1. Lemma A.1 and its proof are given

below.

Lemma A.1 The marginal increase in probability of avoiding a layoff and acheving a promotion

due to an increase in effort is given as,

OPr(j < N(1—p1)) N1 —-p)NpB ,

S(e:) OPr(j < NB2) N(1—pB)NB ,
e ~ N(N+1)d Y e ~ N(N+1)d

s'(e;) (A.1)

Proof. These derivations have largely been based on the derivations done by Kalra and Shi (2001;

See Technical Appendix, page 191). m

In the given tournament model,

N -1 . A
Pr(Rank of i employee = j) = / [1— (F()) ' FN(y) f(e))de;  (A2)
€ J _ 1
1-p1) N—-1
Hence, Pr(j < N(1 - ) Z / 1= (FEE P ) e (A
€; ] 1
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Where y = s(e;) — s(e}) + €; + v — 7 (In the current research, s(e;) = e;). The above function
is a summation of the probabilities of getting each of the ranks from 1 to N(1 — ;) for the i**
employee. The above probabilities have been derived using rules of order statistics. (The structure
of the game discussed here is analogous to the multiple-winner sales contest that was discussed in

Kalra and Shi 2001). The derivative of the probabilities with respect to effort is given below,

| B vagy [ N _—
AN 1= (FQF FY ) f(e)de | A4
7 7 1 €4 j _ 1

j=

Now the expression in the above eq. can be simplified as below using the Leibniz rule,

9 N(1-p1) N —1 4 '
ol X/ 1 - (PP FY () f(e)de (a5)
i =1 € ] 1
N —1 , .
-/ (U= D0 = (FOP 2@ 0 36
€ ] 1
1 = (PP (N = P () (e ()} (e (A7)

Since y = s(e;) — s(ef) + € + v — 7, g—i = '(e;) and 8?—5’) = f(y) = f(€). Rearranging the
N -1

right hand side of the equation (A.7), we get, s'(e;) [ [(N—=j)—(N=1)F(y)][l —
j—1

F(y)P2FN=71(y) f?(e;)de;. Recognizing that y = s(e;) — s(e}) + ¢; + v — 7 and at equilibrium

e; = e}, since all the agents or employees are symmetrical in their characteristics, y = ¢;. Hence,
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N -1 4 .
S'(ei)/ (N —=j) = (N = DF(e)][1 = F(e) P ?F¥ 7 e) f*(e:)de; (A8)
€; ] 1

N -1 A ‘
- (N - j) / 1= Fe)P2FV 9 () f2(e)de,
j—1
N —1 , )
— (N —1) / [1— F(e)2FN 7 (€;) f2(e;)de; (A.9)
j-1

In the above results the pdf and cdf of a logistically distributed random variable ¢; with mean 0

w2d?

and variance "5~ are taken as, f(z) = LT)Q and F'(z) = ;) respectively. For any

1
d [1+6XP<%Z)} 1+exp(%z

integer m > 2,n > 2 and m > n,the distribution satisfies, [ [1 + exp (=£)] ™ [exp (=£)]"dz =

=L [ 1+ exp (=2)] 7" Dlexp (=£)]™~Vdz. Then for any k = 2, 3..., N, repeating the transfor-

—(N+2)[ kdm _ (k—1)/(N—k+1)!

mation, we get, [ [1 + exp (5£)] exp ()] (v d-We use this transforma-

tion on eq. (A.9).

N -1 N — 4 iy —e\..
We can rewrite (A.9) as, = ( J) / [1+ exp (%)]N“[exp (%)]Jdei

N -1 _ s o
_ (Nd2 1) /6[1 + exp (%)]N”[exp (%)]jdei (A.10)
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NN =G -V =) (N DG - DN =+ )] N =241

. d.N! d.N! N(N +1)d
j—

(A.11)
Summing up, we get OPr(j < N(1-5)) = N“Z:ﬁl)ws’(e) = N = B)Np s'(e;)

& tp» We 8¢t de; 2 N(N+Dd T TN+ Dd
(A.12)

: NB2 .
" dPr(j < NS N-2+1, N(1— B)NB, |

Similarly, we get, ( 2) = ZmS (e:) = ](V(N +2)1)d 25/ (e)  (A13)

861-

j=1

Proof. Poposition 2.1. m

The firm’s objective function in case of a committed FR policy is given as,

6 (ej (B, B2) +&i+7v) — Nwy — N(B1 + Ba)c

—fN (m (B2 — kp|) + (1 —m) B2+ q (|61 — kz|) + (1 —q) B1)

HCC’ = max T7cc = E
ﬂlvﬂQe[Ovl}

(A.14)
e; = argmaxE[U(I;,e;)] (I0) (A.15)
ElU(L;,e))] 2 Us (IR) (A.16)
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The effort for the i'* employee is given as,

ei(B1, B2) = argmax E[U(I;, e;)] (A.17)
— arg max{Pr(j < N&)u(Up) + Pr(Nf, < j < NB)u(Us)] + Pr(N(1 - 1) < j)u(Uy) - cle;)}
(A.18)
= argmax{Pr(j < Nfo)u(Up) + (1 — Pr(j < Nfy)
“Pr(N(L - A1) < )ulUs) + PrN(L - ) < ully) — cle)}  (A19)

where j is the rank of the i'" employee

= argmax{Pr(j < NB)[u(Up) — u(Us)] + u(Us) + Pr(N(1 — p1) < j)[u(Ur) — u(Us)] — c(e;)}
(A.20)
But, Pr(N(1 — 1) < j)) =1 —Pr(N(1 = $1) > j)) and
hence, OPr(N(1 — ) <Jj)) — _OPr(N(1—p1) 2 ])) Also, OulUs)]

aei aei 862'
OPr(N(1—f) > j))

=0

~OPr(j < Nps)

Foc 9, (w(Up) — u(Us)) + o (w(Us) — w(Ur)) — c(e;) = 0
(A.21)

In the above FOC OPr(j < N(1 - A1) = N(lfl)—N —2j+ 13'(@-) _ N(1—=B1)Npi s’(€‘)

’ N NN+1d" VT NN+ Dd T

662'

j=1

(A.22)

. N B2 .

OPr(j < NBy) ZN— 2j+1,
aei N

N(1 — )N
- ( 52) 62 8/<€i> according to Lemma A.1.

N+ 1d° ) T TN+ 0d

j=1

(A.23)

122



(ez’)2
2

Subsituting the derivatives from Lemma A.1 and, s(e;) = e; and ¢(e;) =

(1 —B2)Npy (1= B81)NB
(N +1)d (N +1)d

in the FOC., we get

ei(B, B2) = [w(Up) — u(Us)] + [u(Us) — u(UL)] (A.24)

Further, substituting the above equation in the firm’s objective function, we get,

6y (ej(B1,B2) + & +7) — Nwy — N(Bi + B2)c

—fN((m (|82 = kpl) + (L =m) B2) + ¢ (|61 — kLl) + (1 = q) f1)

max 7woc =F
B1,82€[0,1]

(A.25)
Since the above objective function is not differentiable at kp = 35 and k;, = 31, we first assume kp < 35

and k; > (1 and then solve the problem,

m = 0Ne(f, B2) — Nwy — N(B1 + pa)c
maxF (A.26)

P ZEN (m (182 — k) + (1= m) B2) +q (16 — i) + (1 — ) )
s.t Bl:ﬁ2€ [07 1] 9 51 + 52 S 17
Bru(Ur) + Bou(Up) + (1 — B1 — Po2) w(Us) > uw(Us) (A.27)

To solve the constrained optimization problem we define the Lagrangian as,

(m (B2 — kp) + (1 —m) )

+q (B —kr)+ (1 —q) B
maxF | L = (A.28)

B1,B2 Bru(Ur) + Bou(Up)

de(f1, Ba) — w1 — (B1 + Bo)c — f

A (1= 61— f2) + M
+ (1= 61 — B2) u(Us) — u(Us)

We ignore the constraints 31, B2 < 1 because 0 < 1 — 3; — 35. The FOCs for the langragian are,
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ﬁl 2 O,L/gl S O,ﬁlngl = O, ﬁg 2 O,LﬁZ S O,ﬁngQ = 0and )‘j Z O, L)\]. 2 0, )\jL)\j =0 Wherej = 1, 2
We assume 3; > 0 and 35 > 0 (the assumption is satisfied if ¢ is large enough enough),

and Ay = 01i.e. 51 + B2 < 1, (this assumption always holds, as we later show)

0(1 —28,)N
Lg, = %Uﬂ— (c+ f(1—2¢)+MUg) =0 (A.29)
0(1 —2B9)N
L,BQ == %UPS - (C+ f - )\1UPS) == 0 (A30)

Solving the above equations we get the following solutions.

1 N +1)ad .
=g [1 - %N(ng) (et f- ATUPs)] if 85 > kp (A31)

1 N + 1)ad ' )
=3 [ - % (c+f(1—29)+ A*{Um} if k> 5 (A32)

Where Usy, = u(Us) — u(Up),Ups = u(Up) — u(Us) and A} is the marginal cost of reservation

utility.

Following the above process, the complete solution for the problem is given below,

kp =3 [1 = Gl (et f = MUps)] if b < kp

5; = kp if EP <kp< EP (A.33)

| B =1 [1 — (ebed (o f (1 - 2m) — X{UPS)] if kp < kp |
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iy =3 [1— Gl (e f 4 US| By < By

5; = 9 kp if EL <kp < EL (A.34)

Fr = 31— Qo (e £ (1 - 2) + MUsp)| iy < b

\ /

Proof. Proposition 2.2. =

L : : oy 967 987 9By
Based on results from Proposition 2.1 it can be verified that 53 > 0, 7+ < 0,5+ < 0, aUls >

o83 987 9B3 =
O,ﬁ <O78_/\1 <0,8—Ai > (0 where i = {1, 2} .

A.2 Ambiguous vs. Committed Forced Ranking Policy

Let profit (effort) for the firm (employees) under a FR policy be denoted by II;; (e;;),

C, if the firm commits to a promotion policy
where 1 =

A, if the firm leaves the promotion policy ambiguous

C, if the firm commits to a Layoff policy
and j =
A, if the firm leaves the Layoff policy ambiguous
To find the firm’s optimal FR policy, we first find Ilo¢, Il 4, T4 and I1 4 4.To calculate the profits

we first compute the effort put by employees under each of the four policies. The effort ecc

directly follows from eq. A.24. The effort ec 4 is derived below.
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( )

Pr(j < NB2)u(Up) + Pr(N B2 < j)u(Us)] — c(e),

€cp = argmax min PI‘(] < NﬂQ)U(UP) + PI"(NﬁQ <7< N]{L)U(Us)] (A.35)

\ +Pr(N(1 = k) < j)u(Ur) — c(e) )
(1 — 52)N/82 (1 — kJL)Nk’L

€CA=—[U(UP)—U(U5)]+ (N—i—l)d

(N + 1)d [u(Us) — w(UL)] (A.36)

Following the above process, we get,

cce = S ) — u(w)] + ST o) - vy (A37)
con = S ulU) — u(U9)] + T ) < a)] A3
eac = % [u(Us) — u(UL)] (A.39)

(1 — k1) Nks
€Aa = m [U(US) - U(UL)] (A40)

The firm’s problems under the different FR systems are given as,

moc = 0Nece — Nwy — N(B1 + fBa2)c
I[Ioc = maxFE (A.41)

P N (m (1B — kpl) + (1= m) Ba) + g (1 — ki) + (1 — q) 1)
HCA = HIB%XE [WCC = (5N60A - N(]{IL + 62)0 - fN ((m (|ﬁ2 - /{ZPD + (1 - m) 52))] (A42)
Hac = II}J)?XE [WAC = O0Neso — N(ﬁl + kp)C — fN (—l—q (’Bl - kLD + (1 — q) ﬁl)] (A43)

HAA:E[WAA:(SNGAA—N(/{?L—}—ICP)C] (A44)
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Since 11,5, = 0

e = lep +eop, lloa = lep + ap, Hac = Hap + eop, g = ap + s (A45)

6(1 — B3)NB;

N+ na Up) —ulUs)] = (Ba)e = f(m {18z = kel) + (1 —m) B;)

where, [Iop =

(A.46)

5(1 — ki)Nky,

I
AL (N +1)d

[U(US) — U(UL)] — (]{IL)C (A47)

6(1 — BY)NBT

(N + 1)d [u(Us) = u(UL)] = (B1)e = f(q (187 = kel) + (1 —q) B)  (A48)

Il =

II4p = 0,and, 3; and J; are given in Proposition 2.1. (A.49)

Proof. Proposition 2.3. m

As part of the proposition we prove that,

Moo > Hea > max {0, s} if 0< f < E
Hoa > Hee > max {[o,Han} if F> f>F
Maa > oa > max {Il4c, Hec} if f>F
To prove the above first consider the case kp < kp.
We find that [To4 > [lge if f> Fand oo > Mgy if f< F

or, [14; > Il if f>EandHCL>HAL if f<E,
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(cd(1+ N) =N (1—2k)Uspd)?

here, F’ =
where, & 2dk N (1 + N) Usy6

(A.50)

Now, we show that min {IIo4, oo} > max {Il4c, g} if 0< f < F
If f<F, Hoa=min{llga, o} and llga > max {0, [Taa}
First note that if f < F', [Tac > [144 because [1op, > 114
Now, IIo4 > 1140 because 11y, > 1147, and Hop > Igp
If F>f>F, oo =min{lcs, Hoe} and oo > max {Tlac, Maa}

First note that if f > F', 1144 > Ilz¢ because [147, > Iy,

Now, [Igc > 144 lff < F

(cd(1+ N) — NUpgd)?

2dkpN (1+ N)Upgd @-51)

where, F =

Finally, note that Iloy < 44 if F < f

The proofs for the cases for k;, < k; and k; < ki, < k, are similar.

Proof. Proposition 2.4. m

Iff < F, then HC’C > HC’A > maX{HAc,HAA} if kL < ké,HCA > HC’C > maX{HAc,HAA}
if kb <kp <kfand oo > Moy > max {I4c, [Taa} if k¥ < kr. Since in Proposition 2.3 we

show that if f < F then min {IIo4, Hoc} > max {IT4c, 1144} we only compare oo and e 4.
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As part of the proof we show that if k% < k; < kH then Ilgyq > Tec.

0* (e — lee)
T

It can be shown that <OVkr,los — e <0atkr, =0and kr, =1

and I[Ioq — [loe =0 atky, = k:f, k:f where k;f, k:f are the roots of the equation 14 — 1o = 0.

Therefore, if k¥ < k < k¥ then Ilcs > Iloe. Also, k¥ < k, and kp < kY

Proof. Proposition 2.5. m

Iff < F, then [1o4 > Ilge > max{HAC,HAA} if 6 < ¢*and oo > ea > maX{HAC,HAA}
if 0* < 0.As part of Proposition 2.4 we show that if 6* < § then mc4 < mee.Since in Proposition
2.3 we show that if f < F' then min {IIg, Ilcc} > max {I14¢, 144} we only compare [T and

II 4. As part of the proof we show that [Ioc > Ilo4 if 0F < 6.

0 (mea — Toc)
002

where § = cd + df + cdN +]$]l>[f — 2dfq — 2dfNq is the lowest value of ¢ for all conditions to be met,
SL

It can be shown that <OVS,atd =38, mca —7mee >0andat§ =6, men — oo < 0

therefore, there exists a 6 = 0" such that m1c4 — mcc < OV > §°
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A.3 Interaction between Forced Ranking and Sales Compensation

Derivation of the equilibrium contract for the tournament with performance pay

In the first period an employee is motivated by two potential sources of utilities viz. one, from
possibilities of promotion and avoidance of probation, and two, from linear incentives associated
with sales. Since both these incomes are random variables we represent them with the notations z

and y respectively such that,

Up if j < Nf,

Z=19 Usif NB, <j< N(1—p) ¢ andy=w;+bi(e)

Uy if 7> N(1—-p5)

\ /

where j (Z(e;)) is the rank of the i employee and

T(e;) = e+ ec+ ey 3 E[T(e;)] = €5, Var[Z(e;)] = 02 + 0 = 0

In the current problem (31, B2, b, w; ) are the firm’s decision variables and the problem for the firm
in the case when it uses performance pay along with FR is be given below. In this part of analysis
we normalize ) = 1 to keep parsimony. Moreover, since we solve for a symmetric equilibrium we

supress the subscript © whenever the subscript is not essential.

Analysis
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g

[\

omax Ne* — N.E[w + be*] — N (62 + f1) ¢ (Firm’s Problem)
2,P01,0,W

e = argmax FU (IC)
EU(e*) > U (IR)

BU = A / Pr(j < Nf)u(Up +y) fle +7)deidy

J/

-~

EU1

n / / Pr(N(1—B1) > j > NBa)u(Us +9) fles +7)dedy
N

J

~
EU2

+\A/€iPr (N(1 = 1) <j)u(Ur +y) fle +v)dedy

J/

~
EU3

orEU://Pr(jgNﬁg)u(UP—i—y)f(ei—l—’y)deid’y

~
EU1

€

[ (1= Pr( < NB) ~ Pr(N(L= ) < ) u (Us + 9) Flei + ey

J/

or BU = [ [ Pr(j < NB) [u(Up +3) = u(Us + )] e + 1)decy

- / / Pr(V(—B1) < ) [ (Us +9) — u (Vs +9)] fle+2)desdy

EU2

+\/y/€iPr(N<1_61)<j)u(UL+y)f(€i+7)d€id’y

J/

EU3

+L/ u(Us +y) f(ei +v)deidy

Y JE

EU = FEU1+ EU2 + EU3, such that,
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(A.52)

(A.53)

(A.54)

(A.55)

(A.56)

(A.57)



v L L e Up +y) —uw(Us +y)] flei +7)

EU1 = Z N-1 (A)
j=1 (1= F(Y)JLEN=I(Y) f(e;)desdy

7g—1

EU2 = </ / u(Us +vy) fle; + 7)deid7) (B)

N ff (Us +y) —u(UL+y)| fle:+7)

EU3= -)_ N—1 (©)

Pt 1= FY)P YY) (e desdy
j—1

2

(A.58)

(A.59)

(A.60)

Where,u (Ux +y) = — exp {—7‘ (UK—I—w—i—be—l—bsi—i—by—%)}, {K=P,S L}

2
e
y=w-+be+be;+by——Y =¢—¢e +e;+7—7

2
1 exp (_75) 1
/) d[1+exp (=) and F() 1+exp (=)
8§€U =0, EU (e*) = U for IC and IR.
J, wUp+y) —u(Us+y) fle+7)
NpB2 b
EU1 = / N-1 . | dry
2 1= (V)P FN () fe)de,
j—1
OFU1 ou ov
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aEU1 Z//( u(Up +y) —U(Us+y)])f(€i+7)

=17

-

F1

N-—1 . ,
( ) [1— (PP EY(Y) fle)dedy (A1)

. 4

dG1

N2

+ZL/€ w(Up + ) —U(Us+y)]f(€z+7>

) N -1 ‘ '
e [1— (FOJTFNZ(Y) f (&) de; dy — e* (A2)
j—1

-~

Integrating by parts, / F.dG =F.G— / G.dF, Al can be written as,

//( u(Up +y) —u(Us+y)]>f(€i+7>

[ (et ) g )]

0 [u(Up + y)ae_ u(Us + )] ) (e +7)desdy

(
:—A/ﬁg((3[“<Up+y)8;“<(]5+y)]>)f(eiﬂ)deidv

Similarly A2 can be written as,
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N(1 —52)B 62

N+ 1)d
/ lev:uﬁf ) B2 w(Up +y) —u(Us + )] f& + 7)desdry
/ N;;ﬁlz I uw(Up +vy) —u(Us + )] fe + v)de;dy
8?31 e (//62 (Up +y) —u(Us+y)]) f(e& +7)deidy>

/ Nl—ﬂzﬁz
N—|—1

u(Up+y) —u(Us+y)) fle +7)] 70 dy

u(Up +y) —u(Us +y)] f(& + v)de;dry,

EU2—//'u(Us—i-y)f(ei—i-*y)deid'y

Following the above process

E)EUS

/ Nl—ﬂzﬁa
N—I—l

//51< u(Us +y) —u(ULer)])f(EiJr,y)dEid7

u(Us +y) —u(Up +y)] fle +7)dedy

In addition, // u(Ug +y) f(e; +v)de;dy =
v e

62

— exp {—7” (UK+w+be— ngO'Q — 5)] , {K="PS, L}

and — (// (Uk +v) f(e +7)deldv)

Oe

Doing First Order Taylor Approximation at r = 0 i.e. exp {—r (U K +w+ be — gbza2 —

:1—T<UK+w+be

:£<exp[ (UK—i—w—H)e 2b02—

)

2

rb*o? — 5) + Ry, we get,
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(A.68)

(A.69)

(A.70)

(A.71)

(A.72)
(A.73)
(A.74)

3)]

(A.75)



f'(a)
1!

/7 (a)
2!

f(x)=f(a)+ (x —a) + (z—a)’ ... (A.76)

where,x =1, f (r) =exp|[—2x(A—2B)],a=0,f(a) =exp[0] =1

Fla)=—(A—2rB), 2 ’1(a) (z—a) = —r (A —2rB) (A7)

2
Hence, exp [—T <UK+w+be— gb202 — %)} =1-r (UK+w+be—rb202 — %) + Ry

(A.78)
OEU1 N(1L = B2)B
%0~ 5o (ﬁ2 [=rUp =Us)) = —7pyg [ (Up —Us)] (A.79)
2
EU2 = —r (U5+w+be—7"b2 2—5) because FU2 = Us + E [y],
OEU2
90— " (b—e)
OEU3 0 N(1—B1)p
e oe (B1b[=r (Us = UpL)]) — (Nt Dd [—r (Us — UL)]
. N0 =By)ps N(1 — 2) 2
=g Uty Ws v b
Individual Rationality
. L ) wUp +y) —u(Us +y)] flei+7)
EUL=)" N—1 (A) (A.80)
j=1 [1 = (FY)PTEN(Y) f(e)dedy

j—1
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EU2 = </ / u(Us+vy) fle+ ’y)deidﬂy) (B)

. [ L e Us +y) —u (U + )] fle +7)

EU3= =Y N -1 | | ©)
j=N(1-p1) [1— (FW)PLEN=I(Y) f(e;)deidry
j—1
Assuming symmetric Nash Equilibrium,
NpB2
EUL=Y" [w(Up+y) —u(Us+y)] flei+7)
j=177 Y€ ‘}g
N -1

1= (PP YY) fei)desdy
j—1

. J/

(e I

u//&<( Uﬁ+m—u@%+w0>ﬂg+wﬁﬂv

EUl:_//&« WU +9) —uils +9) ))

= /ﬁuwﬁyweﬁwm)
-

U3 = - //m

EU = By lu(Up+y) —u(Us+y)] +u(Us+y) = Bi|u(Us+y) —u(UL +y)

fle + ~)de;dry

(
US + y — U (UL + y)]) f(ﬁz + f)/)deid’}/

After First Order Taylor Approximation

EU = B, [(Up — Us)] + Us +w + be — rb?0> — & — B [(Us — Up)| > T
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(A.87)
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(A.89)



2
w+be = U + rb’o® + % + 51 [(Us = UL)] — B2 [(Up — Us)] — Us (A.90)

E[II*] = ,max )E[w = NZ(e) — Ny — N(B2 + 1)(] (A.91)
or (Bl%jg,(wl)E[ﬂ =N (Z(e) —y— (B2 + 51)c)] (A.92)
(Blrg?al?{wl)E[ﬁ] = N (E[z(e)] — Ely] — (B2 + B1)c) (A.93)
(ﬂl,rgjb),(wl)E[W] =e" — Ely| — (B2 + p1)c (A.94)
2
(ﬁmgxb)E[w] =" — <U+ rb*o? + % + 61 [((Us = Ur)] — B2 [(Up — Ug)] — US) — (B2 + f1)c

(A.95)

. N1 —=5)B N = B2)B
Where, (& _W(UP_US)+W(US_UL)+b (A96)

8271' . N(l — 252)

08, ~ (N 1)d (Up—Us) >0« (Up—Us)—c+E >0 (A.97)
O'r _ NO-28) (Us —Up) >0 (Us—Up) +c<0 (A.98)

OB, (N+1)d
Pr N’(1-28)(1—28)
05103y (N +1)d

(Up—Us)(Us—Ur) >0>0< (Up—Ug)—c>0

(A.99)
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An explicit solution for the firm’s objective function is non tractable because of which we solve it
implicitly. However, note that there exists a unique maximum since the objective function is a sum
of strictly concave and linear functions of all the decision variables, for sufficiently small values
of r .\We assume that the constraints (1, (s, b)eR[O,l] and 1 + (2 < 1 hold at the equilibrium. Let
b="b"(a), s = B5(), B1 = [ () be the unique solution for the above objective function, where

a =(¢,r, 00,04, AUpg = Up — Ug, AUgy, Ref Us — U, N).

b Topa Tops

Since, there exists a unique maximum for the problem we know that | Bob TBoBs T pafy is

T3 BB TB1B1

Negative Definite

Proof. A Check for accuracy of Taylor Approximation. m

Taylor Approximation

1 (" ,
Ry(r) =3 / (r—t)% £3 (t) dt (A.100)
0
t e?
where f (t) = —exp (—t (UK + w + be — 5()202 - 5)) (A.101)
1
Ry (r) =3 (2—2exp (—r (A —rB)) — 2Ar + (A* +2B) r?) (A.102)
2
Where, A = Ug +w + be — —, B = b0 (A.103)

2

In our analysis R, (r) is the extent of approximation that we are making with respect to the utility
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function. In the following graph we plot the proportion of approximation as compared to the
value of the utility function (in the y-axis) as a function of the risk aversion (on x axis). As the
graph suggest, the extent of approximation increases as risk aversion increases. However, for risk
aversion less than.2 the approximation is only of around 5% of the value of the utility function.

These similation results were dervied assuming A =1 and B = 1.

Proportion of Approsdmation. P(r)
=
\

Rusk Aversion, »

Figure A.1: Extent of Approximation in Taylor Approximation

Where,P(T):%,A:landB:l
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Proof. Poposition 2.7 and 2.8 - Whether performance pay and FR policies are complements

or substitutes m

To ascertain whether b, 5, and 3; are complements or substitutes, we evaluate signs for the follow-

ing cross derivatives.

Relationship between b and (3,

2 _
8(2822 — —%AUPS (A.104)
2 _
ai 07;2 _ —WAUPS (A.105)
8(227;2 >0 Bae (% 1} and g;; <0 Bae {0, %}
Relationship between b and /3,
2 _
(,;Z agl - —%AUSL (A.106)
ai(;;l >0 Bie G 1] and 8‘227;1 <0 Be {0, ﬂ

Relationship between (5 and [3;

8271' N2(1 — 262)(1 — 251)
— = — A.107
95,05 ( NV + 122 AUPSAUSL) (A.107)
0’ 1 0% 1
Z < Z
9005, >0 < fie <2, 1] and 005, = 0 < [ie {0, 2}
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If the above cross derivatives A.104,A.105 and A.107 take positive sign then the two decision vari-
ables are complements, else they are substitutes. To sign the above dervatives the only information
that is required is whether 35 > % or 3, > %.In order to ascertain whether these inequalities are sat-
isfied, we put constraints on the objective function and derive the underlying exogenous conditions

satisfying the inequalities. To do so we define the Lagrangian as,

o2
L(Bl; B2, b, pu1, pia, 04) = E[Ne - N (Tb2<72 + 3 — BoAUpg + ﬁlAUSL)

—N(By+ p1)c] + 1 (% - Bg) + po (% - [3’1) (A.108)

The Kuhn Tucker Conditions for the above Lagrangian are given as,

oL oL oL oL oL oL
b>0—<0,b— = >0 —< — = >0 —< — =
_07 ab _07 ab 07/82_07 862 _07628B2 0751_07 861 _07618/81 0
oL oL oL oL
>Oa_207 _:07 207_207 — =0
= O i Oy H2 Oz 2 Otz

Since we study the model only in the region (1, B2, b)eR, 1, the first three sets of equations can
be reduced to %—i =0, % =0, g—é = (.Now to study the conditions when only 35 < % we assume

io = 01i.e. B1 to be unconstrained and the Lagrangian to be constrained i.e. 5, = % and p; > 0.

141



With these we solve the following first order conditions,

oL 1 L

0L
%_OvﬂQ_iva_ﬂl_o7ul>O7__0

8,u1

Solving the above FOCs we get j1; = AUpg — ¢

As we have assumed that 35 = % therefore the constraint is binding and p; > 0, else there would

be a contradiction. 1 > 0 < Upg — ¢ > 0.

1 1
Hence,ﬁ2>5(:)AUPS—C>Oand62§§@AUPS—CSO

By the same logic, to study the conditions when only (5, < % we assume 1y = 0ie. [ to

be unconstrained, and the Lagrangian to be constrained i.e. ; = % and po > 0. With these

assumptions we solve the following first order conditions,

oL 1 0L L
8[) 7M2> )

Solving the above FOCs we get jio = —AUgy, — ¢

As we have assumed that 3, = % therefore the constraint is binding and o > 0, else there would
be a contradiction. ps > 0 < —AUs;, — ¢ > 0.However, —AUs;, — ¢ < 0 since AUg, > 0 and

c> 0, o ;_4 0. Therefore, the constraint 3; < % is never binding.
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On basis of the above conditions we can sign the cross derivatives as,

aaﬁng - _N(Qz(vtf)%)AUPS >0 55> 5 & Urs —e>0 .
a;ng:_N(inftlz)flz)AUPSSO@&S%‘:’UPS_CSO (A
(A.112)

(A.113)

Proof. Proposition 2.9 and 2.10. The comparative statics for the problem are derived below, m

The comparative statics for the problem can be derived as below,

— T
a1
da H

— B0

B

b

TBab

TB1b

b8,

Tb62

T 8282

TB1 B2

T332

T8 B2

b,

T B8

818

Tb61

T2

3181

_7TbaD1 — Tya D2 + 15,0 D3

ob*
Oa

op5
da

087
Oa

—Tha

—TBra

~TBrox
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where, D1 = 7g,3,73,5, —

Tob  —Thba T
0ps B 1
O H | b —TBaa TBapy |
T —TBra Tpip

Toa D'l — Mgy D'2 + g, D'3

H

2
(Wﬁ2ﬂ1) , D2 = T8 TB1B1 — TB1B2ThB1 D3 = TpBaTBa81 — TB2B82T b6

(A.116)

2
where, Dll = TBbT 3181 — T BB T B1bs D/2 =Tp8,Tbob — (71'511,) ,D/3 = TpTBy8, — TR267Thp1

9P

da

1

H

Tbb

TBab

TB1b

By

T B8

T 3182

—Tha

B0

—TBrox

- _7TbaD//1 - WBQQD”Q + WﬁlaD//3

H

(A.117)

2
where, D"1 = a,Tp,8, — Ta16Tg,5, D2 = TouT318, — Moga T D73 = Ty, Mo — (a50)

Tob By Tbp Tgip1 TpiB2 Tpib
Since | 7., 7ss mss | 1S Negative Definite, |H| = Tond Toahy Tpgp | <0
Tgib T2 B/ s Topy  Tob
and D1, D2, D"3 > 0
ob -1
do T H (Mo D1 — 74,5, D2 + 75,5, D3) (A.118)
3
: ob :
and hence, sign = sign (Mpe. D1 — m3,,. D2 + 73,5, D3) (A.119)
£

The term, m,. D1 — 7g,,. D2 + 73,,. D3, can be simplified and written as,
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— 1 5 2 NAUPS NAUSL
= k2(1+N)20§2N UpsUsr (1 —e))rbo: (S(e—b) —4(1—e)— ((1+N)d+ 0+ N
(A.120)
As;2N5AU AUgy (1 —¢)) >0 ﬁ>0
kE2(1+ N)2o3 PemvsL ‘ " do.
) 1 ([ NAUpg NAUgy,
lff2(6_b)_<1_e)>1<(l+N)d (1+N)d) (A.121)
ob 1 ., o 1/NAUps NAUg
Therefore, o > iff 2(e —b) > érb (02 +02) + 1 <<1 TN AT N)d) (A.122)
or 2 N(1 — B,)B,AUps  N(1—p,)B,AUsy
(1+N)d (1+N)d
1, o 1(NAUps NAUg,
= - A.12
> grbloe+a0) +4 ((1+N)d (1+N)d) (&.123)

The above conditions for increase in use of performance pay with individual specific uncertainty
are more likely fulfilled if costs of FR are lower and if performance pay and promotion are comple-
ments i.e. if costs of FR are lower than the expected utility that employees derive from promotion.
A lower cost of FR means that the firm uses more of FR and therefore, FR is more effective, i.e.
2 (e —b) < 0if (Up — Us) —c > 0. In addition, a lower cost of FR also leads to decrease in use of
performance pay because of substitution between FR and performance pay, and this also decreases
the risk premium associated with performance pay, i.e. Z (rb (02 +02)) = r (02 +02) 52 > 0.

For a proof of these statements we differentiate the above inequality with respect to ¢ on both the

sides and show that the inequality is more likely to hold if costs, ¢, are lower.
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First we start from the right side.
0 (1 NAUpg NAUgy,

Note that — | = =0
ole (8(1+N)d 1+ N)d

Oc
0 5 o 1 [ NAUps  NAUgy B 5 9y Ob
and hence, £ (rb (o +Uv) + 3 ((1 TNd 0T N)d)) =1 (07 —i—ay) 9

ob o Tpe D1 — 7T52CD2 -+ WﬁchB

e H
:—_1 4N5 (1_51_62)AUPSAUSL (1—6*) -0
H 2(1+ N)?

because H < 0,(1 — 31 — f2) > 0and (1 —¢€*) > 0.

9 1 ( NAU NAU
Therefore, — (b (02 + 02) + < e o7
erefore, —- (7" (Us+av)+8<(1+N)d+(1+N)d -°

Now, consider the left side of the inequality.

0 NAUpg 0fs
Zle—D) = ——7 (1 _98,) 22
dc (e =) (1+N)d( B dc
NAUgy, 001 9 9\ Ob
=75k 9 ot i
a2 5 (et ay) 5o <0
0b
becausea— > 0 as shown above,
c
op —1
a—cl =77 [~T gy D2 + 75, D3]
-1 1
= F[DQ_Dg] < O,Dg < O,Dg > Olf/BQ > 5,
a/B 1 ! /
8_02 = ﬁ |:_7T526D2 + 7T510D3]
1

! i ! ! 1
- = [DQ—D3] > 0,0, > 0,D; < 0if fy > 5.

(A.124)

(A.125)

(A.126)

(A.127)

(A.128)

(A.129)

(A.130)

(A.131)

1 0
Since by Proposition 2.7, 35 > 5 & (Up—Ug) —c >0, P (e—0)<0if (Up—Ug)—c>0
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ob -1 -1
T = Y B
as mg,o, = 0 and 74,5, = 0.
ob
+— < 0 because m,,, <0, H <0and D1 > 0.
do,
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APPENDIX B: PROOFS FOR THE RESULTS IN CHAPTER 3
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Proof. Lemma 3.1. =

Consider the optimal contract for a sales rep 7 at position K. Since the contracts for each of the
two employees is derived in the same manner and the proof is only for period 2 and we suppress
the subscripts 7, K and ¢t = 2 in the effort and sales variables. The firm’s second period problem

can be stated as

%%XE[(Sx(e) — (w +mdz(e))] (P) (B.1)
e* eargmax E[(w + mox(e))] — c(e) — gVar[émx(e)] (1C) (B.2)
E[(w + méx(e))] — c(e) — gVar[émx(e)] > Uk (IR) (B.3)

Solving the IC constraint in the second period problem we get,

e* eargmax E[(w + mox(e))] — c(e) — gVar[émx(e)] (B.4)
= arg maxw + mds(e) — c(e) — g (6m)” (02 +0?) (B.5)
FOC : mds'(e) = d(e), and hence, e* = 57m' (B.6)

Also, from the IR constraint we have,

El(w + méz(e))] — c(e) — gVar[(Smx(e)] > Up (B.7)

Since IR constraint binds,
T
w + mos(e) = c(e) + 3 (6m)? (02 +0?) + Uy (B.8)

Substituting the value of w + mds(e)in firm’s problem, we get,
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maxB[dz(e)] - cle) - g (6m)? (02 + 02) — U (B.9)
(e)*  (6m)”

kn h = = B.1
but we know that, c¢(e) = a 5 e (B.10)
m (6m)*> 9
mrgxé (7) 0T (0m) (ag +0?2) — Uy (B.11)
1
FOC :1—m—mar (02 +02) =0o0rm = (B.12)

B 1+ar(a§+0€2)

Note that the marginal profitability of effort does not affect the optimal slope of the contract.
Substituting the value of m on the RHS of eq. w; +mds(e) = c(e) + % (9m)* (02 + 02) + Uy, we

get,

r 2
E[(w 4 mdx(e))] = a 57 + 3 (6m)” (o2 + 02) + Uy (B.13)
(6m)? 8?m
- (1+ar (o—§+o—§))+Uk:%+Uk (B.14)
2 2
El5a(e)] — E(w + moz(e))] = L™ — 52—m — U, (B.15)
a a
%m 1
= — —U,Wh = . B.16
2a SR (02 + 02) (B.16)

Proof. Table 3.1 Expressions. m

As per Lemma 3.1 the firm’s profit generated by the i** employee at k' position is given as

L (L) — Uy when only linear contract is used, where £ = {S, P} and Uy, is the

2a; 1+aim(ag+a,2y)

net utility that the employee earns. Therefore, the total profit to be shared between the employee
d the fi ition £ is gi ! % Uy + Uy, = 5 o I

and the firm at position Isgiven as 5 - | 5y | — kTt k= 20, \ Trami(o2702) | n

1+a;r; (Ug—i-a?y) (o‘?—&-o?/)
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%

the sales manager’s position the total profit will be % (m
i iTi\ 05

) since 6 = dp and 02 = 0

35
14a;r; (Ug +O’,2Y>

in such a case. In the sales rep’s position the profit will be % ( ) since 0 = dg and
o2 > 0 in such a case. In the current case an employee’s wage at a position will be (1%9) times
the total profit generated by the employee at that position and the firm’s profit from the employee
at that position will be (ﬁ) times the total profit generated by the employee, where 6 represents
the elasticity of labor supply. Accordingly profits and wages for sales rep and sales manager’s

positions are determined in Table 3.1. Effort at the rep and manager’s position are determined on

basis of eq. (B.6) and (B.12) in Appendix proof of Lemma 3.1.

Proof. Proposition 3.1. m

In solving the first period game for the employees we denote the first period effort level for em-
ployee i by e;, where i = {1, 2}. Performance is measured based on the sales done by the employ-
ees in the first period which is a linear function of employee’s effort and other random factors that
are normally distributed. Hence, the sales done by the employee ¢ is given as x; = e; + &; + 7y
where ¢; ~ NIID (0,02) and y ~ N (O7 03) . The firm promotes the employee with higher sales

performance in the first period. The period 1 model is similar to Lazear and Rosen (1981).

In the following proof we first find the first period effort for both employees and then compare the
effort levels. The conditions under which the employee with higher level of first period effort, i.e.

the employee with higher probability of getting promoted, is less desirable for the firm in period
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2, where desirability conditions are given in Lemma 3.2, gives us conditions for adverse selection

stated in Proposition 3.1.

In the given case, employee effort for employee 1 is a solution to the following utility maximization

problem.
* 1 2 ale%

e] = argmaxpUpy + (1 — p1)Usy — §T1(UP1 —Ug1)“(1 = p1)p1 — 5 (B.17)
Where, p1 = G(x1 > x3) = G(eg +e1+7 > e + 62+ 7) (B.18)
=Geg—ey>e9—e1) =G(eg —ex > (), (B.19)
where ( ~ N (0,207) since e; ~ NIID (0,07),Upy = S G S (B.20)

; € i yUe )y UPL 1+92a1 1+G1T103 ; .

6 1 WY

Ug) = —— — 5 : B.21
51 1—'—(92@1 (1+G1T1 (O’%—f-a‘?)) ( )

1
3" (Upy — U51)2 (1 — p1)p; is the risk premium for employee 1 and

2
% is the disutility or cost of effort for employee 1.

Hereafter G (e; — e2 > () is denoted by G (e; — e3) and the pdf is denoted by g (e; — e2) .

9 1

FOC; : a—il {Um —Ugs1 — 57"1 (Upy — US1)2 (1 —pl)pl} —aje; =0 (B.22)
1

10 1

;18_}2 {UPl—U51—§T1 (UPI_US1)2 (1—p1)p1} =e (B.23)
Op1  0G(e; —ey) O0G(eg —eg) d(eg — e3)

der = = g(Ae), Where Ae = ¢, — B.24
= e S By A0 Whee Ae =y —ea (B2
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1 1
a—g(Ae) {UPI —Us1 — 57”1 (UP1 - US1)2 (1 _pl)pl} =€ (B.25)
1

The effort for employee 2 is similarly derived by solving the optimization problem

2
1 a9€;

e; = argmax poUpg + (1 — p2)Usgo — 57”2(UP2 - U52)2(1 — P2)p2 — 5 (B.26)
Where p, =1 — py, Opz _ _Op _ (—g(Ae)) =g(Ae) andry =0 (B.27)
862 862
A
Hence, FOCs : g(a ) {Upy — Uga} = e (B.28)
2

We assume that a pure strategy equilibrium exists for the above game. However, as noted by Lazear
and Rosen (1981, p845), such an equilibrium only exists if o2 is sufficiently large. Assuming a

pure strategy Nash equilibrium at (e7, e5), we have the following second order conditions,

1, 1
SOCl : a—g (Ae) {Up1 — USI — —T1<Up1 — U51)2(1 — 2])1)}
1

2

r
T (Up1 = Usi ) (9(Ae)* < 1 (B.29)

1

L, 1 2 271 2
a—g (Ae) Upl — USl — §T1(UP1 — USl) (1 — 2p1) < 1 - g(Ae) a_(UPl — USl) (B30)
1 1
SOC, : 2 (aAe) {Ups — Ugp} < 1 (B.31)
2

To compare the effort levels of the two employees, we subtract the FOCs from
one another and derive an expression for difference between the effort levels.

Subtracting FFOC, from FOC,, we get,
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1 1 1
g(Ae) (a_ (UP1 - USl) - §T1(UP1 - U31)2(1 - 2p1) - a_ (UPQ - US2)) =e —e (B.32)
1 2
Upi — U, Ups — U. 1 Up — Ug1)?
o(Ae) (< = Usi Up 52) Lo (,,,1(1’1—51>>) —e —ey (B33)
aq o 2 ax
_ _ _ 2
g(Ae) <(UP1 Usi _ Ura USZ) + <G(Ae) - 1) (rl—(Upl Usy) )) — Ae  (B.34)
aq a9 2 ay
UP]. - US]. o UP2 - USQ _ Ae 1 i g(Ae) (G(Ae) _ %) 1 (UPl B USl)2 (B35)
ap as g(Ae) Ae ay
Ae) (G(Ae) — L — 2
i1 9(8€) (Glae) —5) (rl (Up1 = Us1) ) > 0 then (B.36)
Ae ay
Sign (U”a_ Ust _ UPZG_ USQ) — Sign (Ae) since g(Ae) > 0 (B.37)
1 2
G(Ae) — L — 2
We first show that 1 — M (g(Ae).mM) >0 (B.38)
Ae ai
Consider SOCY,

1 1
a—g'(Ae) {Upl — U51 — §T1(UP1 — U51)2(1 — 2p1)} <1-— g(Ae)2
1

.
—(Up1 — Us1)* (B.39)

3]

The above inequality also holds if the employees had symmetric characteristics and in a symmetric

equilibrium e] = e; and Ae = 0.Evaluating the SOC} in such a hypothetical equilibrium, we see that,
0<1-—g(0) <g(0)%(Up1 — U51)2> since ¢'(0) =0 (B.40)
1
Hence, 0 < 1 — (0).g(0) "2 (Up; — Us1)? is implied by SOC, (B.41)
a1

Comparing inequality (B.38) with the above inequality, we find that

_ 2 _ 1
if (g(Ae)hM) < g(O)T—l(Upl — Usy)* and M < ¢(0) then (B.38) holds
aq ay Ae
. 2
since, 9(0) = mpc g (301} (90200 I < o) 0 - v
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(G(Ae) —1

To show ) < ¢(0), consider the case when Ae > 0

Ae
Ae
. N ( 1) /g(az)daz
e 1 G(Ae) —32) 0
Note that G(Ae) = /_OO g(r)dr = /g(m)dm + 9 " Ae o Ae
0

Ae

However, /g(a:)da: < g(0)Aeas g(0) = max {9 (Ae)}

G(Ae) -1
Since /g(x)dx < g(0)Ae VAe > 0, % < g(0)VAe > 0
0
1 ) 1 ;
If Ae < 0 then G(Ae) = 5 /g(m)dz, G(Ae) — 5= —/g(m)dm
Ae Ae
0 |Ae]
- / g(x)dz /g(x)dx
G(Ae) — 2 _Ae
(& Ae)e ) = |A—]Ae[ =2 Ac < ¢(0) as found in the case of Ae > 0.
G(Ae) — 1
((Ae—)ﬁ < g(0)¥Ae. Hence, (B.38) holds if SOC, holds.
e
Thus, Sign <UP1 —Ust U= USQ) = Sign (Ae)
aq a9
Therefore, Up = Usi — Upz = Uss >0<= Ae=¢; —ey >0
aq a9

The firm faces adverse selection in the domain (a;,7;) when 0 < ay,7 > 0,

(3 (CLl,Tl) — €9 (CLQ = 1,7"2 = O) > (0 and P2 (a2 = 1,7”2 = 0) > Tp,1 (CLl,Tl)

Up1 — Us1 Upz — Usa —ax
or — CPCE <nm

aq (05} ai 0',Y

1
> (0 and
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(B.43)

(B.44)

(B.45)



from (B.45) and Lemma 3.2, respectively.

The domain of (aq, ;) for which the above two inequalities (B.45 and Lemma 3.2) hold represent
the domain in which the firm the firm faces adverse selection. To identify these regions in the
(a1, 7r1) space we consider the inequalities under three conditions viz. 0 < a; < as, a; = ay and

a; > as.

Condition 1, 0 < a; < 1.

1- 1-— Upi —Usi  Upy —U.
Under the this condition —; C;l > 0 and hence, 0 < 2—21 <7y and =2 CL 52 50
alo”Y alo-'y aj (05}
(& % L
or -5 - — - (0p —0%) >0 B.46
aj (1‘1‘@17"103 1+ ayry (02 + 02) 2 (07— 05) (B.46)

or 2 (5% — (5%) (1 + alrlai) + alrléfgaf — af ((5123 - (5%) (1 + alrlag) (1 + a1ry (03 + ag)) >0

(B.47)
since Za% (1 + alrlai) (1 + airy ((7,2y + ‘752)) >0 (B.48)
solving the above inequality we get bounds on 7; given by
1 1
A—§\/B<r1 <A+§\/B,
6202 — 2026302 — 6202 + 2a26%02 + 6202 — alo? 4 a2dio?
Where,A:P7 1Y PY vy SYy 1Y SYy PYe 1Ye 1Y SYe (B49)

2a3 (03 — 0%) 02 (02 4 02)

2 4 252 4 | 44 4 2 2 254 2 2 252 2 2 264 2 2
_ 0poy — 20p0g05 + 0505, + 20p0r0; — 2a10por0; — 20p0 0507 + 2a705050;
6 (52 — 52)2 54 (52 4 52)2
(al (5P 55) Oy (07—'—06)
254 4 | _Asd 4 252 ¢2 4 452 2 4 | _dgd 4
2070p0; + a10p0; + 2a70p050: — 2a70p0g0: + ajdgo;

(a (93— 63)" ot (02 + 02)°)

4

. J—

e

(B.50)
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1—
2

dp
<A+ \/BandA——\/B<OV1<5—whena1<1
s

1

- 1
Thus, parameter space that satisfies the conditions 0 < a; < 1, 1 < 5o 0< 2—21 <r <A+ 5\/3

represents the region of adverse selection.

The region of adverse selection for the other conditions are given below.

Upl—U51 UPQ_USQ =

.. ) .. 1—a
Condition 2, a; = 1.Under this condition —; 21 = (0 and hence, 0 < rjand — 0
o a1 5]

1 6% 6% 1,
or — - ——(6%5=6%) >0
a? <1 +airo? 1+ arr (02 4 02) 2 (0% = 05)

solving the above inequality we get an upper bound on r; given by

1 1
A— 5\/ B<r <A+ 5\/ B, where A and B are the same as calculated before.

op 02 + o? 1
However, whena; =1, A+ — \/B>0<:>1<5—< —2andA—§\/B<O

Thus, the region for adverse selection in the current case is given as,

(5 0—2 +0 2
(11—11<—P< O<7"1<A—|— \/B
55 O',y
1-— Up1 — U Upy — U
Condition 3, a; > 1.Under this condition 2—21 < 0 and hence, 0 < r; and Pl S T2 250
CL10',Y aq a9

or L (0 % L2 —2) >0
a? \1+aro2 1+ar (o2+02)) 27 7°

+solving the above inequality we get an upper bound on r; given by

1 1
A— 5\/3 <r <A+ 5\/3 ,where A and B are the same as calculated before.
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1 1 ) o2+ o2
However,whena1>1,A+—\/B>OorA——\/B>O<:)1§—P< 2
2 2 55 0%

1 1
and A + 5\/3 > A— 5\/3 vV a¥ > a; > 1, where, a!is a root of the inequality B > 0.

Thus, the region of adverse selection is given as,

1 1 5 2 2
U P 0y T 0¢
> >1,A—=/B<1 <A+— B 1< —«<

al CL1 3 \/ 1 \/ 5 65 3/

Proof. Proposition 3.2. m

First, we show that % < 0 for condition 1 and 2 (Proposition 3.1), where Ar = Ar; :A—f—%\/_ —

AAry 8(A+%\/§)

2%;%1 . Note that %%:1’" < 0 for condition 1 and 2 (Proposition 3.1) implies 5" = Bar < 0 for
condition 2 (Proposition 3.1).
1—
Let X = Z (2—‘;1> \Z =243 (6% — 63) 02 (0% + 0?), (B.51)
ajo?
A= 5}2303 —2a%0% 3 — 5%0?/ + 2a%5§03 + 6307 — ajo? + ald%o? (B.52)
B= 5?30f4y — 25123(5§a§ + (%afy + 2(5;130303 — 2a%5}§0303 — 25123(5%0303
+2a3650207 + 0pot — 2a16p07 + aldpol + 2ai0p050L — 2a1676507 + ajdgol  (B.53)
A B 1 — =
NotethatA:E,B:ﬁandAr:E<A+\/E—X). (B.54)
OAr 1~ = oz 10(A+VB-X)
- (A B — X) = 4 = B.55
Jda, 72 ( + \/_ da, + Z da, ( )
57 A o (A+VEB - x) .
IfZ>O,—>O,<A+ B—X)zo, <0then 220 < ¢
Oaq Oa, ap
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Z = 2a5 (6 — 0%) 02 (02 +07) > 0 and STZ = 6a; (0p — %) 02 (07 + 02) > O since p > dg
1

(B.56)

Note that \/E > 0in A+ \/E — X. Therefore, the only negative component for the term A + \/E - X

will come from A — X If we show that A + \/E—X >0 at min(Z—X) thenZ+\/§—X > 0.

0(A-X)
8&1

Since =— (67 — 5?9) (1= a) 03 +0?2) <0Va; €(0,1],

min ( A — X) is attained at a; = LA+VB-X la,—1= 0 hence, A + VB - X > 0va, € (0,1].

0(A+VB-x) y@-x) LU E-X)
Oay B Oa, 2\/§ day’ WheTe day = o
B
27 — day (63— 82) 02 (6% (0 + a0?) + 63 (o2 + (1 — a?) 02)) < O, € (0,1].
1
0 <Z + \/§ — X) OAr
Hence, < 0.Therefore, —— < 0Va; € (0,1].
8a1 aal
: OAr .. .
This proves " < 0 for condition 1 and 2 of Proposition 3.1.
1
OATy = 1= OArs 1 [ =\ 0Z :13<V73
To prove Ja, < 0 where Ars = VB = 7 (\/E) , note that g~ 2 <\/E) o + 7 da
A —
SinceZ>O,a— >0,vB >0,
8(11
OVE _ —da (6 — 03) o? (3 (02 + alo?) + 03 (o2 + (1 — ai) o?))
= = <0 (B.57)
8a1 2\/§
aAT'g (9A7“3

< O0Va; € (1,00). Hence, < 0 for condition 3 of Proposition 3.1.

8&1 aal

Proof. Proposition 3.3. =
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The individual rationality and incentive compatibility constraints for both the employees for the

separation condition to hold are given as,

Up1 + % (%) (ail - mi) — Us1 <0(IC1) (B.58)
Up1 + % %) (ail — rlaZ) > 0 (IR1) (B.59)
Ups +% (%) > Uss (IC2) (B.60)

Ups + % (%) > 0 (IR2) (B.61)

where Upy, Upy, Ugy and Ugs are given in Lemma 3.1
From Lemma 3.1 we know that Upy > Upy, Upy > Uge, Upy > Ug.
Hence, eq. (B.60) and (B.61) always hold. The inequality (B.59) always holds if (B.58) holds.

The condition for separation is given by the inequality (B.58). Solving (B.58), we get,
Up1 — Us1 1

< g2 (B.62)
s (i) na T
1 52 52
or, r____ 5 +1| <o? (B.63)
riay \ 1 +aro?  1+am (0?/ + 03) "

62 52
P _ S
1+a1r103{ 1+a1r1(02/+ag)

Ineq. (B.63) > 0 and therefore, there exists a threshold 7; beyond which
the inequality holds. Further, as a; increases the threshold 7; decreases. Solving the inequality

(B.63) we get the following conditions that ensure that the inequality hold.

14+ 6% — 0% +ario? 1+ 6% + ayrio?
(L) e P T and0 < o? <7, (B.64)
ary + ayrio; air + airioy
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1463 4 arri02

2 — 2
or <o“and o, < B.65
air, + a%r%ag Tu g e ( )
1 1462 — 62 +ayrio? (1 + 62
(2) 2 <oz < 1T Ot ano (U400) g o5 o g2 (B.66)
aim airy + ajrio;

o 14 6% — 6% 4+ ayro? (1 + 6%)
r

2

2 2 _ =
PR <o,and 0 <o) <o, (B.67)
1"1%¢

1+ 2a1m102 + 17105 + a171072 + ar110307 + ayri020?

~9¢ <
and (55 < (sp < 5p (B68)
airy + 2a1m107% + adrioyt + airio? + azfri”a?/ag

(3.) o

2
o

Proof. Proposition 3.5. m

Up1—Us1 _ Upa—
a1 as

The condition for adverse selection is given by eq. (B.45), i.e., Us2 > () =

Ae = e; — ey > 0 and Lemma 3.2.

Eq. (B.45) can be written as - ( = % _ o % (52 0 52 —
q. . a% 140, 1+a11“10’% 14+0r 14-a17m; (0'—2y+0'§) 2 P 146, %5 ) —

6 6
1 (% T 0% S (F - RN =79 ) NS S (N S 0% _
ai \ 1+airio? 1:_;’9” 1+a1r1(a?y+ag) 2 P 1;9—779”7” S ai \ l+airio? 1+a1r1(0,%+03)

m

1(6% — 70%) <= Ae = e; — ey > 0. If v is above a threshold 7* then Ae = e; — ey > 0.
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APPENDIX C: PROOFS FOR THE RESULTS IN CHAPTER 4
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Firm Profits without Employee Poaching

Period 2

The period 2 market shares for firm 1 and firm 2 are denoted by X5 and X5, respectively, and

they are computed below.

Xig= PPy + PPy =P Pp+(1—-P)Pyp

and X22 = P2P2|2 + P1P2|1 = (1 — Pl) P2|2 + P1P2‘1

Where, P, = % 4 #7
P1|2—%+6%_e§22; <S+f)’
P2|1=%+6§V2_6@2; <S+f)’
Py :%+€1Ez—eév22;r (s+5)

and Py, :%+ 652—6%2: (s + /)

(C.1)

(C.2)

(C.3)

(C4)

(C.5)

(C.6)

(C.7)

Given the above market shares the firms simultaneously solve the following optimization problems,

I = max my=E [0X12 — (wia + 050 Pyjs + bi50 Py )|

w127b127b12

Subject to
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()" | (eh)’
EU12 = I}]la)é EU12 =F [y12 (6%,6%)} —a 12 + 122 >0 (C9)

€12:¢12 2
N _E N _E (6%)2 (6{32)2
€19, €19 € ar%mEaxEUlg =k [ym (612,612)] —a 5 + 5 (C.10)
€12:€12
Where, y12 (€15, e1y) = wia + b5 Prjo + bi50 Py (C.11)
H22 = max Tog = E [(5X22 - (w22 + bé\g5P2‘1 + b2E26P2|2)} (C12)
wgz,bé\g,bQEQ
Subject to
N2 E\2
e e
EUs; = max EUy = E [y (€35, ¢35)] —a <( 222) + ( 2‘22) >0 (C.13)
€22,€22
N _E N _E (eé\é)Q (62E2)2
€y, €99 € argmaxlilUy = F [y22 (622,622)] —a 5 + 5 (C.14)
eévwezEz
Where, yoo (€35, €53) = wan + b0 Poj1 + b36 Pajo (C.15)

Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps

N E N E

asel) = dz by — Mo N — Mo oB — D% Thege effort levels are irrespective of whether the
sales rep worked for the firm in period lor not. Substituting the effort levels in firm’s objective
function and maximizing the firm’s period 2 commissions we find the profit for the firm with an

existing sales rep and a new sales rep to be as given below.
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Period 2 profit for firm 7 with an existing sales rep

(SSXl

I1, (existing sales rep) = I1;5 + — Wi — Aq (C.16)

Period 2 profit for firm ¢ with a new sales rep

I115(a new sales rep) = I}, — Wy (C.17)

(c1)” | (eh)’
Where, Wiy = a | == + = | = (050 Pyjz + b0 Prp) (C.18)
Iy = max B [0X12 — (0130 Pajs + b0 Py )] (C.19)

120712

(bfg, bﬂ ) € argmaxF [5X12 — (bfg(SP”g + bﬂéPm)] ,

bl%:bT
Xig is givenineq. (C.1)
and, Pyj; and Py} are givenineq. (C.4) and (C.6), respectively.
by g by N by 5 by

Ineq. (C.4) and (C.6), e, = Say €12 = 52 = 5 € =

2av

Since under the current analysis we are not considering the possibility of competition for sales reps
it is not possible for the competing firm j to offer a better wage to firm ¢’s sales rep and lure the
sales rep. However, the sales rep can still choose to leave the firm. If the sales rep leaves the firm

then the sales rep’s outside option gives him an expected utility of U = 0.

EU(same firm) = EUyy = U + Ay, (C.20)
EU,,(outside option) = U = 0 (C.21)
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Under the above conditions the firm and the sales rep would bargain over the surplus created

because of the incremental sales that is possible due to the switching cost that customers form

specific to the existing sales rep. Assuming equal bargaining power between the firm and the sales

rep the bargaining solution can be attained by solving the following problem.

maxG = (115 (existing sales rep) — IT;5(new sales rep))% (EU,2(same firm) — EUjz(outside option))%

Ay

1
2

= 5SX1

OI',l’IlAaXG = (ng + 7 — wm — Al — (ﬁzz — w12)> (U + Al — U)

58X1
G = —A A
T \/( 2v 1) !

5SX1
4v

Hence, A =

[N

(C.22)

(C.23)

(C.24)

(C.25)

Therefore, in the equilibrium the firm will retain its existing sales rep and the sales rep would

accept the offer. The period 2 profits and wages for firm ¢ and its sales reps will be given as,

6SX1 — (5SX1

I1; (existing sales rep) = IT;5 + — Ay =1l +

EUp(same firm) = EUjp = Ay =
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Since the situation in firm 2 would be symmetric, the firm 2’s profit and its existing sales rep’s

expected utility would be given as,

= 05X, — 95X
[Ty (existing sales rep) = Ilg + Sk R Ay =1y i :
v
0sX.
EUsy(same firm) = ElUsy = Ay = ‘Z 2
v

Where, II,; = pax [0 X120 — (b330 Pajy + b550 Pyps) |

(033,03, ) € argmaxE [0X12 — (0330 Pay1 + b330 Popa) |

b35:b5)
Xoo is given ineq. (C.2)

and, Py, and P, are givenin eq. (C.5) and (C.7),respectively.

Ineq. (C.5) and (C.7), efg = %,eg = b—%,eé\g = %,ei @
2av 2av 2av

- 2aw

Solving the optimization problems for IT;5 and IT,,,we get,

0 (2av(=2s +2v +3sPy + f(-=2+4P1)) + (1 6P +6PF)d) dsP

0., =
12 Rav? 4v
o 8 (2av(s +2v+ f(2 —4P) — 3sPy) + (=3 + 10P, — 10P%)4)  0sP,
22 = -
Sav? 4v

(C.28)

(C.29)

(C.30)

(C.31)

(C.32)

(C.33)

Period 1 In the period 1 the firms simultaneously solve the following optimization problems,
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(SSXl

I, = e = E[6X1 — (win +006P) ] 4+ s + m (C.34)
Subject to
N2
e 0sX
BEUy = maxBEUn = E [y (en1)] - a( 121) + L >0 (C.35)
€11
N2
_ _ )
EU1 = m%XEUH =F [yn] —a 5 Z 0 (C36)
N\2
e 0sX
el € argmaxEUy, = E [yn ()] — o 122) 0 . (C.37)
eM v
N N 1 el —ed
Where, E [y11 (e1))] = wi + b130P, X1y = P = st =5 (C.38)
and I1}, is given in (C.32)
— 0s(l1—X
I = a1 = E [0Xo1 — (w1 + b310P5)] + Tlas + % (C.39)
Subject to
N2
e 0s(1—X
EUy = maxEUy = E [y (e))] - ot "’21) L " s (C.40)
€21
N2
_ _ (e21)
EU21 = m%XEUgl =F [ygl] —a 9 Z 0 (C41)
N2
e 0s(l1—X
eé\g € argmaxFkUy; = F [yzl (eévl)] — a( 2 4 ( ) (C42)
eévl 2 4v
N N 1 ed —efl
Where, E [y21 (621)] = wWo + b310P, X9y = P, = 5 + o (C.43)
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and Iy, is given in (C.33)

Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps

as,

s+ 4bNwv) §

eV = (860—;21) (C.44)
s+ 4bYwv) 6

e = (s 400) 9 o ) (C.45)

Since% > (0 and % > 0 the limited liability constraint will bind in period 1.Therefore,

eN)? eN)?
w11 +bﬁ5pl = CL< 121) and W21 ‘f‘b%(spg = a%.

OI', w11 = a

N2
<€121) —bNSP; (C.46)
N2

G

Wo1 = A
2

(C.47)

Substituting the above eq. (C.46),(C.44),(C.3) ineq. (C.34) and optimizing, we get,

2f +s+2v

pN =N =L~ = 48
11 21 50 (C.48)
5 (16a(s — 8v)v> + (162 + 24 fs + 9s% + 32 fv + 24sv + 240v3) §
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Proof. Lemma 4.1. =

Egs. C.26 and C.27 provide proof for Lemma 4.1.

Proof. Lemma 4.2. =

Egs. C.44, C.45 and C.48 provide proof for Lemma 4.2.

Proof. Proposition 4.1. m

Eq. C.49 provides proof for profit in Proposition 4.1. Comparative statics for the profit function

are given below.

orly, _ 0(4asvP+((4f+35)24+6(4f+3s)v+1202)5) S 0.0 _ _5(8av3+3(4f—|—35+4v)6) <02 _ | (4f +35+40)52 -
ov 32av® ' 9s 64avt > of T 16av4
0 OTly, _((4f+3s)2+8(4f+35)v+24v2)62 ~0

> fa 128a2v4
Proof. Proposition 4.2. m

8211y, _ 352

0s0f ~—  16av? < 0.
Proof. Proposition 4.3. m

Py 2f%44fude _ g Ay _ _8a(s—8v)v3+((4f+33)2+8(4f+33)v+24v2)(5

962 T 8avt » 96 64av?

2 2 _ 3 4

0<a< T2f°+128fs+57s f—|—8 < v < v*and 8asv°+64av < §< 17

64f4+248 f35+360 f252+232fs3+565% 16 f2+24 f s+9s2+32 fv+24sv+24v2

where, v* is aroot of 1612 + 24fs + 952 + 32fv + 24sv + 24v? = 0.

Firm Profits with Employee Poaching
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Period 2

The period 2 market shares for firm 1 and firm 2 are denoted by X5 and X5, respectively, and they
are givenineq. (C.1) and(C'2) , respectively. The expressions for the conditional probabilities and
probabilities in the demands are given by eqs. (C.6),(C.4),(C.5),(C.39) and (C.3). The firm

1’s objective function is given below.

I, = e Mo = E [6X12 — (w12 + b3 Prjp + b150 Pipt ) | (C.50)
Subject to

EUyy = max BUiz = E [y1 (e, e13)] —a <(6%)2 + <6{;2)2 >0 (C.51)

o N2 E\2

ey, ek, € ar%mEaxEUlz =F [ylg (e%ef;)] —a <(6122) + (6122) ) (C.52)

Where, y12 (e1), €1y) = wia + 130 Prja + bi50 Pipy (C.53)

Iy, = Joax T = E [6Xos — (w22 + b6 Pop + b0 Pop) | (C.54)
Subject to

BEUy = max BUyp = E [ys (e, e3)] —a < (e%) : + (6%)2> >0 (C.55)
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()", (h)’
ehy, ety € argmaxEUyy = E [y22 (eé\g, efz)] —a 5 + 5 (C.56)

N E
€22:€22

Where, Yoo (€35, €55) = wan + b0 Paj1 + b330 Pajo (C.57)

Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps
N E N E

as el = ;}1—1,6% = %,e% = %,e% = %.These effort levels are irrespective of whether the

sales rep worked for the firm in period lor not. Substituting the effort levels in firm’s objective

function and maximizing the firm’s period 2 commissions we find the profit for the firm with an

existing sales rep and a new sales rep to be as given below.

Period 2 profit for firm 1 with an existing sales rep

(SSXl

IT;5 (existing sales rep) = I1;5 + — Wy — AT (C.58)

Period 2 profit for firm 7 with a new sales rep

I1;5(new sales rep) = 15 — Wy (C.59)
(ch)”  (ef)”
Where, Wi, = a | ==+ -7~ | = (b5 Prj2 + b150 Py (C.60)
I, = max I [6X 15 — (0130 Pyj2 + b50 Pyt ) | (C.61)
120712

(b5, 015 ) € argmaxFE [0X12 — (b150 Prjp + b150Pipp) ]

N pE
b127b12

Xjq is givenineq. (C.1)

and, Py, and Py|; are givenineq. (C.4) and (C.6) ,respectively.
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Ineq. (C.4) and (C.6), el = %,eg = liz,egg = &,eg = by
2av 2av 2av 2av

Since under the current analysis we are considering the possibility of competition for sales reps it
is possible for the competing firm j to offer a better wage to firm ¢’s sales rep and lure the sales
rep. However, the sales rep can still choose to leave the firm and not join firm j. If the sales rep

leaves the firm then the sales rep’s outside option gives him an expected utility of U = 0.

EU,(same firm) = EUyp = U + A5 (C.62)
EUy(at firm 2) = EUy, = U + A" (C.63)
EU,5(outside option) = U = 0 (C.64)

Period 2 profit for firm 2 with a poached sales rep would be,

(SSXl

[T, (poached sales rep) = Iy, + — Wiy — Agg‘“h (C.65)
Period 2 profit for firm ¢ with a new sales rep

H22 (new sales rep) = ﬁQQ — W12 (C66)

The sales rep will work for firm 1 iff EUyy > EUsy < ALS*™ > A" Firm 1’s profit is given

552)51 — Wig — A’l"gt‘”” with the sales rep and I1;5(new sales

as Il (existing sales rep) = Ty +
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0sX1 Aﬁ?gach

rep) = 1,5 — Wy without the rep. Therefore, as long as 3+ > (0 the firm would prefer

to keep the existing sales rep. Firm 2’s profits from poaching and not poaching the firm 1’s sales

rep are given as Ilyy(poached sales rep) = Il;5 + Wiy — Agg“h and TT;5(new sales rep) =

T
TI,5 — Wy, respectively. Therefore, firm 2 would prefer to poach the same firm 1’s sales rep iff
88X AB*" > (. Since the sales rep will work for firm 1 iff A[y*"™"9 > A" both the firm
1 and firm 2 will be engaged in a Bertrand compeition on wages A< and ABS*™ and they will

be willing to retain and poach the sales rep if 22X — A7g@in — ¢; > () and 2% — APZrh — ) >0,

respectively. This would ensure that e; — 0 and e, — 0, or Ajge" = AR — 95X Therefore,
at equilibrium the sales rep will be indifferent between working for either of the firms and he will

earn a wage of A" = AL" = 35X while the firms will be indifferent between retaining or

poaching each other’s sales reps and their profits will be given as I, — W;s.

At the equilibrium the firm will retain its existing sales rep and the sales rep would accept the offer.

The period 2 profits and wages for firm ¢ and its sales reps will be given as,

5SX1

[T, (existing sales rep) = I1;5 + — Al =TI, (C.67)
08X

EUys(same firm) = EUy, = ATgem = ‘; ! (C.68)
v

Since the situation in firm 2 would be symmetric, the firm 2’s profit and its existing sales rep’s

expected utility would be given as,
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(SSXQ

[T, (existing sales rep) = Ilyy + 5y ALSm — Ty, (C.69)

EUy(same firm) = EUy = A" = % (C.70)
Where, IT5, = Juax [0X12 — (6350 Pajy + b550 Pypo) | (C.71)
(b33, b5, ) € arg I;&XE [6X12 — (6350 Pajy + b550 Pypa) | (C.72)

Xoo is given ineq. (C.2)

and, Po; and P; are given in eq. (C.5) and (C.7) ,respectively.

Ineq. (C.5) and (C.7), e, = % ek, = b—ﬂ eny = b_é\g el = @
» 1 » -1 20&]’ 20,1)’

2av 2w

Solving the optimization problems for II;5 and II5,,we get,

- §(dav(v+ s(=1+ P) + f(=1+2P)) + (1 — 6P, + 6P2)9)

M, = — (C.73)
— 4 —2fP, — sP, — 10P, — 10P?
H22 — 6( (lU(f+U f 1 Sgl);_( 3+ 0 1 0 1)5) (C74)
av

Period 1 In the period 1 the firms simultaneously solve the following optimization problems,

H11 = Imax 71 = E [(SXH - (wn + bﬁ(spl)] +ﬁ12 (C75)

’wllzbu
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Subject to

EUy = maxEUyn = E [yu ()] — !

0
e 2 2v
N2
_ _ (eh)
EU1 —mIE\l;XEUH —E[yn] —a 9 ZO
€i1
N2
e 0sX
eﬁ € argmaxkU;; = FE [yn (eﬁ)] — a( 122) 5 !
eM v
N N 1 eﬁ - 6%
Where, E [yll (611)} = Wy + bn(SPl,XH = P1 = 5 + T
and I1}, is given in (C.73)
— 0s(1—X
Hgl = m%))]%ﬂm =F [(5X21 - (wgl + bé\géPg)] + H22 + —( A0 1)
Subject to
el 0s (1 —X
EU21 = maXEU21 == [3/21 (eé\/l)} — a< 221) + S( A 1) Z 0
321
N
621
EU21 = maXEU21 = y21 9 )
(6 )2 1 — Xl)

eh € arg maXEU21 =F [y21 (65\71)} -

e21

21
2

N N 1 ef —el
Where, E [y21 (e3))] = w1 + 10 Py, Xoy = Py = 3 + ~ o

and Il is given in (C.74)

(C.76)

(C.77)

(C.78)

(C.79)

(C.80)

(C.81)

(C.82)

(C.83)

(C.84)

Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps
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as,

(s +2bYv) 6

=

e = a0 (C.85)
s+ 2bdv) &
e = (s+250) 8 e ) (C.86)
Since% > 0 and % > 0 the limited liability constraint will bind in period 1.Therefore,
(e3)” (e21)”
wiy + b 0P, = a~— and wyy + b3 0P, = a~—5
(e)”
Or, wyy = a=—— — b OP, (C.87)
(e3)°
way = A = LY 6Py (C.88)
Substituting the eq. (C.87),(C.85),(C.3) ineq. (C.75) and optimizing, we get,
f s
b =b =1+ — (C.89)
d (8a(s — 2v)v3 + (2f2 + 4fv + 3v?) ¢
IIj, =1l = — (8al ) 1(5@54 / Kl (C.90)

Proof. Proposition 4.4. m

Egs. C.67 and C.68 provide proof for Proposition 4.4.

Proof. Lemma 4.3. =

Egs. C.85,C.86 and C.89 provide proof for Lemma 4.3.

Proof. Proposition 4.5. m
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5(16a(s—8v)v3+ (16 f2+24f5+952+32 fv+24s0+2402 ) )

based oneq. C.49 and I1,,p4ching =

Let HNopoaching = - 128auv?
a(s—zv ’U3 2 v ’1)2
_ H{Bale=20) J{g;ﬁﬂf +3%)3) based on eq. C.90.
Hpoaching > HNopoachin97 lf’
_0(8a(s — 20)v° + (2f* + 4fv + 30%) §) -
16av*
§ (16a(s — 8v)v® + (16 f% + 24 fs + 9s* + 32fv + 24sv + 24v?) 0)
128av*
or

v 2 1 3
) 8 2 e 3 B
H0<s< 3+v\/;,8( 3s 8v)+\/;v<f< s+,
1 3 16av3 \/5
D<a< —y/= —————— <5< 2%/=av?
“= 2@2\/; 8F + 3s + 8v 347

8t 2 1 3
.. 8t 2 g 3 B
()0 < s < 3 + v\/;, 8( 3s 8v)+\/;v<f< s+uv,
1 /3 8f + 3s + 8v 16av?

— <a<
202\ 2 =1 16v3 7 8f +3s+ &
Sv 2 1 /3 16av3 \/5
i) — — +4 /- <s<v, 0< f < — 0<a< —y/=, —————— < J <24/ =Va2v?
(i) =5+ ”\/;—S v 0<f<=stv0<a 2@2\/;’8f+33+8v gV

Sv 2 1 /3 8f + 3s + 8v 16av?
V) — — +4uy/ = <s<v, 0< f < — —/=<a< <io<1
(V) =5+ ”\/;—S v, 0<f S+U’2v2\[—a 1605 ' 8f + 35 + Sv

<d<1

Monopoly Analysis for Hypothesis Tested In Section 4.4.1
Proof. Monopoly profits increase in a convex manner with increase in gross profit margins. m

The period 2 market shares for firm 1 is denoted by X5 and it is computed below.
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X1 = PP+ PP = PP+ (1—-P) Py

oN
Where, P, = 1
2v
efs + (s +
P1|1 — 12 2<U f) 7
E

and P1|2 = 62%

Given the above market share the firm’s solves the following optimization problem,

le = max 79 = E [(5X12 - (w12 + b{\géplp + b1E25P1|1)}

N pE
w12)b127b12

Subject to

N2 E\2
EU; = max EU,=F [yu (611\;76{32)} —a ((612) n (6122) >0

€12-12

N2 E\2
e, ef, € argmaxEU, = B [y12 (6%76{52)] _a <(€12) n (6122) )

N E
€12:€12

Where, y12 (€19, €15) = wia + b1sd Pija + bi50 Piy

(C.91)

(C.92)

(C.93)

(C.94)

(C.95)

(C.96)

(C.97)

(C.98)

Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps

E

E
=2 e, = Y2 These effort levels are irrespective of whether the sales rep worked for the
2av’ ~12 2av

N _ b

firm in period lor not. Substituting the effort levels in firm’s objective function and maximizing
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the firm’s period 2 commissions we find the profit for the firm with an existing sales rep and a new

sales rep to be as given below.

Period 2 profit for firm 1 with an existing sales rep

58X1

[T, (existing sales rep) = I1;5 + — Wy — Ag (C.99)

Period 2 profit for firm 1 with a new sales rep

I1,5(a new sales rep) = I}, — W (C.100)
(e)” . (efd)’
Where, Wiy = @ B + 9 — (bjl\ggplp + b1E25P1|1) (CIOI)
Iz = max E [6X12 — (D130 Pijz + biy0 Prjy) | (C.102)
120712
(b}, 015) € arg max £ [6X12 — (0150 P12 + b0 Pt )] (C.103)
b127b12

X2 is given ineq. (C.91)

and, Pijp and Py); are givenin eq. (C.94) and (C.93), respectively.

by bE
Ineq. (C.94) and (C.93), e, = ﬁ, el = ﬁ

The sales rep can choose to leave the firm. If the sales rep leaves the firm then the sales rep’s

outside option gives him an expected utility of U = 0.
EU(same firm) = EUyy = U + Ay, (C.104)
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EU,,(outside option) = U = 0 (C.105)

Under the above conditions the firm and the sales rep would bargain over the surplus created
because of the incremental sales that is possible due to the switching cost that customers form
specific to the existing sales rep. Assuming equal bargaining power between the firm and the sales

rep the bargaining solution can be attained by solving the following problem.

HiaXG = (IT;(existing sales rep) — I1;2(new sales rep))% (EUjz(same firm) — EU,2(outside option))%

(C.106)
— 0sX _ T _ 1
OI',IIK%XG = (H12 + il — wlg — Al — (H12 — @12)) (U + Al — U) 2 (C107)
maxG = \/(58)(1 - Al) A (C.108)
Ay 2v
X
Hence, A, — 2341 (C.109)

4y

Therefore, in the equilibrium the firm will retain its existing sales rep and the sales rep would

accept the offer. The period 2 profits and wages for firm ¢ and its sales reps will be given as,

5SX1 (SSXl

I1; (existing sales rep) = IT;5 + — Ay =15 + (C.110)
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(SSXl

EUjs(same firm) = EUpp = Ay = 10 (C.111)
Solving the optimization problems for II;5,we get,
I, = o0 (2av(2v +4f X1 + 35X — 20X7) + (1 — 2X; +4X7) 0) (C.112)
av
Period 1 Analysis
In the period 1 the firm solves the following optimization problem,
— 0sX
My = max = B [0X01 — (wi +5350P)] + T + o (C.113)
w11,0171
Subject to
N2
e 0sX
EUyy = maxBEUy = E [y ()] - ot 121) - Zvl >0 (C.114)
€11
()’
EU, = m]%xEUn =FEyn] —a 5 >0 (C.115)
€i1
N2
e 0sX
ejlvl € argmaxkU;; = FE [yu (eﬁ)} - a( 12) + il (C.116)
eﬁ 2 4v
eN
Where, E [yi1 (e))] = w1 + b 6P, X1y = Py = % (C.117)
v

and I, is given in (C.112)
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Solving the sales reps’ incentive compatibility constraint we get the effort levels for the sales reps

as,

AN 0 §
eﬁz—(8+ ) (C.118)

Sav?

Since% > 0 and % > 0 the limited liability constraint will bind in period 1. Therefore,

eN)? eN)?
w1 + bﬁdpl = a@ and W1 + bé\g(SPQ = a%.

()’
Or, wy = a=— "~ — WP (C.119)

Substituting the eq. (C.119), (C.118),(C.92) ineq. (C.113) and optimizing, we get,

244 3 2
N @t (8f + 554 4t) — 2at’5 + 50
by, = A2F — 157 (C.120)

16a3t% + at? (162 + 9s* 4+ 12st + 8t + 8f(3s + 2t)) §
)
—2at(4f + 3s + 10t)6* — 36°

Iy, = C.121
H 32t2 (a3t* — ad?) ( )

We normalize a = 1 to keep the analysis tractable.

-1 . 5 166+ 12 (162 + 95 + 125t + 812 + 8f(3s + 2t)) § (C.122)
T 322 (11 - 02 _24(4f + 35+ 10£)5? — 357 :
o 322 >0 (C.124)
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81_111 82]-_-[11
H o
ence, 9% > (0 and 952

> ( if the firm is a monopolist. (C.125)
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