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ABSTRACT

Attracting the right worker:
Incomplete knowledge of task specific skill, employment contract type,
and task difficulty

By

Sukari Farrington

The purpose of this paper is to examine the interactive effects of incomplete
knowledge of task specific skill, employment contract type, and task difficulty on
workers’ contract selection. Using an experiment with salient incentives, | compare
contract selection given an array of individual performance-based pay schemes or an
array of relative performance-based pay schemes, for easy and difficult tasks, given
workers possess incomplete knowledge of their task specific skill. Results provide
mixed support for the hypothesis that incomplete knowledge of task specific skill
leads to directionally biased self-assessments which systematically influence contract
selection, dependent on employment contract type and task difficulty. Findings
suggest that when selecting from an array of individual performance-based pay
schemes, contract selection is consistent with underestimation given easy tasks.
Further, workers believe they are above average on easy tasks and below average on
difficult tasks. As a result, in a relative performance-based pay regime, workers faced
with an easy task are more likely to select performance-based pay than workers faced
with a difficult task.
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I. INTRODUCTION

A fundamental function of management accounting is the use of information to
design employment contracts that enhance firm productivity by motivating effort and
attracting appropriate workers (Bonner et al. 2000; Sprinkle and Williamson 2006).
Efficient self-sorting enhances productivity by effectively matching job requirements and
worker task specific skill. This is because workers select contracts to maximize
subjective expected utility (Demski and Feltham 1978; Waller and Chow 1985); therefore
performance-based pay is more attractive to workers who possess the requisite task
specific skill than to workers who do not. Even though evidence suggests both incentive
effects and self-sorting are equally important determinants of performance (Cadsby et al.
2007; Lazear 2000), research has mainly focused on the former objective while
overlooking the latter (Gerhart and Rynes 2003).

While it is acknowledged that workers’ perceptions of task specific skill influence
contract selection (Demski and Feltham 1978; Waller and Chow 1985), prior analytical
research (e.g. Demski and Feltham 1978; Spence 1973) makes the simplifying
assumption that workers possess complete knowledge of their task specific skill and
perceptions are thus perfectly accurate. Experimental studies (e.g. Chow 1983; Dillard
and Fisher 1990; Waller and Chow 1985) operationalize this assumption by providing
participants performance feedback prior to contract selection.* > However, in practice,

workers’ knowledge of their task specific skill is likely heterogeneous due to differences

! The majority of experimental procedures follow a similar structure. Participants perform a task (e.g.
decode letters), receive performance feedback, select a contract, and then perform the same task (e.g.
decode different letters). Cadsby et al. (2007) and Kachelmeier and Williamson (2008) follow this general
procedure except no performance feedback is provided. Neither study makes predictions regarding
knowledge of task specific skill nor report the accuracy of participants’ perceptions.

2 One exception is Hyatt and Taylor (2008), who examine the effect of incomplete knowledge of their task
specific skill on selection of relative performance-based pay by manipulating the presence or absence of
relative feedback.



in relevant task experience and performance feedback (MacDonald 1982a, 1982b,
1982c¢).

When workers possess incomplete knowledge of their task specific skill, self-
assessments are likely subject to estimation error. Based on empirical evidence and
theory from the psychology literature, estimation error does not result in random noise,
but instead in biased self-assessments (e.g. Kruger 1999; Kruger and Dunning 1999;
Tversky, and Kahneman 1974). | hypothesize that biased self-assessments systematically
influence employment contract self-selection, dependent on two factors — type of
employment contract (i.e. individual performance-based pay or relative performance-
based pay) and task difficulty, as explained below.

Incomplete knowledge of task specific skill leads to individual and relative self-
assessments that are less extreme than reality (Krueger and Mueller 2002; Moore and
Small 2007). Individual assessments tend to be biased downward® when a task is easy,
and upward when a task is difficult (Burson et al. 2006; Erev et al. 1994). Given
perceptions of task specific skill influence contract selection (e.g. Demski and Feltham
1978; Waller and Chow 1985), | predict that underestimation (overestimation) will result
in selection of less (more) performance intensive pay when workers select from an array
of individual performance-based contracts given an easy task (difficult task). Results
provide mixed support for this hypothesis. Findings suggest that when selecting from an

array of individual performance-based contracts, for an easy task underestimation leads to

% Underestimation may seem incongruent with the notion that individuals’ self-assessments are motivated
by a goal to enhance self-perceptions of ability (Festinger 1954; Kunda 1990). However, given actual
ability on an easy task is high, underestimation still results in perceptions of task specific skill that are
consistent with self-enhancement.



selection of less performance intensive pay. Further, knowledge of task specific skill has
the opposite effect on contract selection dependent on task difficulty.

Incomplete knowledge of task specific skill also leads to biased estimates of
comparative tasks specific skill. However, the direction of the bias is in the opposite
direction of individual assessments. For easy tasks, self-assessments of task specific skill
relative to others tend to be biased upward, leading to the well-documented “above-
average effect” (Kruger 1999; Kruger and Dunning 1999; Moore and Small 2007).
Conversely, when a task is difficult, relative self-assessments tend to be biased
downward, resulting in a “below-average effect” (Burson et al. 2006; Erev et al. 1994;
Kruger 1999; Moore and Small 2007). | hypothesize that the above-average effect
(below-average effect) will lead to selection of more (less) performance intensive pay
when workers select from an array of relative performance-based contracts. Consistent
with prior literature, | find that individuals believe they are above average on easy tasks
and below average on difficult tasks. Further, results provide partial support for the
prediction that the above-average effect (below-average effect) results in selection of
more (less) performance-intensive pay.

Using a web-based experiment, I conduct an investigation of whether incomplete
knowledge of task specific skill, employment contract type, and task difficulty interact to
affect contract selection. Incomplete knowledge of task specific skill is operationalized as
the absence or presence of performance feedback. Task difficulty is manipulated at two
levels (easy, difficult). Employment contract type is manipulated by offering participants
either a choice between flat pay and individual performance-based pay or a choice

between flat pay and relative performance-based pay. The primary dependent variable is



contract selection, measured as the degree to which task specific skill is commensurate
with performance intensity of selected contracts, percentage of contracts selected that are
performance-based, and performance intensity* of selected contracts.

The remainder of the paper is structured as follows. Section Il develops the
hypotheses. Section Il presents a description of the experiment. Sections IV reports
results of the main hypothesis tests and supplementary analysis. Conclusions and
implications are discussed in the final section.

Il. HYPOTHESIS DEVELOPMENT

Since workers select contracts to maximize subjective expected utility (Demski
and Feltham 1978; Spence 1973; Waller and Chow 1985), performance-based pay is
more attractive to workers who possess the requisite task specific skill than workers who
do not. Thus, performance-based employment contracts can enable firms to effectively
match job requirements and worker attributes through contract selection. However, for
self-sorting to be effective, workers must be able to estimate the expected utility of
various employment schemes available in the labor market.

Waller and Chow (1985) provide a conceptual framework that outlines the inputs
into the expected utility calculation and the contract selection decision. Inputs include
worker attributes (e.g. task specific skill, preferences for risk, wealth, and effort) and
employment contract attributes (e.g. performance measures, type of performance
benchmarks). In addition, I include a third factor, environmental attributes, which

incorporates factors such as task difficulty, task dimensionality, organizational climate,

* Performance intensity refers to the degree to which pay is performance dependent.



and state uncertainty.” Workers’ contract selection is contingent upon their perceptions of
worker, contract, and environmental attributes and a subjective evaluation of the match
among these attributes.

Incomplete Knowledge of Task Specific Skill

While the self-sorting literature is limited, the majority of research has focused on
whether worker attributes, namely task specific skill (e.g. Cadsby et al. 2007; Chow
1985; Lazear 2000) and risk preferences (e.g. Cable and Judge 1994; Cadsby et al. 2007;
Kachelmeier and Williamson 2008) influence contract selection. While it is
acknowledged that workers’ perceptions of their task specific skill affect contract choice
(Demski and Feltham 1978; Waller and Chow 1985), a fundamental assumption in both
the analytical (e.g. Demski and Feltham 1978; Spence 1973) and experimental® (e.g.
Chow 1983; Dillard and Fisher 1990; Waller and Chow 1985) research is that workers
possess complete knowledge of task specific skill, and as a consequence perceptions are
perfectly accurate. Thus, workers are able to select employment contracts that maximize
their expected utility, allowing firms to design employment contracts that effectively sort
workers in the labor market.

In practice, workers often possess incomplete knowledge of their task specific
skill (Demski and Feltham 1978; Salop and Salop 1976; Spence 1973) due to differences
in task experience and performance feedback (MacDonald 1982a, 1982b, 1982c). For
example, new entrants into the labor market and workers switching jobs may possess

incomplete knowledge of their task specific skill. This likely affects a considerable

® Organizational climate and state uncertainty are included in Waller and Chow’s (1985) employment
contract framework but are not categorized as environmental attributes.

® Hyatt and Taylor (2008) conduct a study in which participants are randomly assigned to either complete
or incomplete knowledge of task specific skill conditions by manipulating whether participants receive
feedback on their performance capability.



portion of the labor market given the transient nature of today’s workforce. To illustrate,
recent survey evidence suggests the average baby boomer held over ten jobs between the
age of 18 and 42 (Bureau of Labor Statistics 2006).

Further, workers moving laterally or horizontally within the same firm may also
possess incomplete knowledge of task specific skill for new positions. For example, in
public accounting, as auditing professionals are promoted to higher levels within the firm,
different skills are required for superior performance (Bhamornsiri and Guinn 1991; Tan
1999; Tan and Libby 1997). At the staff level, technical knowledge and teamwork are
key skills. For seniors, problem-solving efficiency is crucial, while managers must
possess communication and leadership skills to be successful. Finally, at the partner
level, business acumen, client knowledge, and decisiveness are critical. Examining the
impact of incomplete knowledge of task specific skill on contract selection is important
because, based on psychology theory, estimation error does not merely lead to noisy self-
assessments, but rather to self-assessments that are directionally biased. Given workers
select contracts to maximize their expected utility, biased self-assessments are predicted
to systematically influence workers’ contract selection decisions.

Employment Contract Type

When workers select from an array of employment contracts based on individual
performance, perceptions of oneself are relevant for contract selection. Alternatively,
when workers select from an array of employment contracts based on relative
performance, perceptions of oneself, as well as perceptions of others, are relevant for
contract selection. Since individuals generally possess more information about

themselves than others (Dawes and Mulford 1996; Epley and Dunning 2006), self-



assessments tend to be more accurate than other-assessments (Fiedler 1996, 2000). Given
that workers select contracts that best match their perceived task specific skill (e.g.
Cadsby et al. 2007; Dillard and Fisher 1990; Waller and Chow 1985), more accurate self-
assessments are expected to result in more effective self-sorting. In other words, there
will be a better match between task specific skill and contract performance intensity (i.e.
the degree to which pay is based on performance) under an individual performance-based
pay regime than under a relative performance-pay regime.

H1: The link between performance intensity and task specific skill is

stronger when workers select from an array of individual
performance-based pay schemes than from an array of relative
performance-based pay schemes.

In addition to employment contract type, attributes of the environment also impact
self-selection. In particular, attributes of the task itself influence contract selection
(Waller and Chow 1985). Empirical evidence demonstrates that perceptions of both
individual and relative task specific skill are moderated by task difficulty (Krueger and
Mueller 2002; Kruger and Dunning 1999, 2002; Moore and Small 2007). First, I will
discuss the effect of incomplete knowledge of task specific skill on estimates of oneself
and formulate Hypothesis 2, regarding individual performance-based contract selection
for both easy and difficult tasks. Second, I will discuss the influence of incomplete
knowledge of task specific skill on estimates of oneself relative to others and formulate
Hypotheses 3 and 4, regarding relative performance-based contract selection for both
easy and difficult tasks.

Individual Performance-Based Pay and Task Difficulty

When workers possess incomplete knowledge of their task specific skill,

individual self-assessments tend to be biased away from extremes (Burson et al. 2006;



Erev et al. 1994; Moore and Small 2007). To illustrate, when a task is easy (and
performance is high), self-assessments tend to be biased downward. Conversely, when a
task is difficult (and performance is low), self-assessments are generally biased upward.
Knowledge of task specific skill gained via relevant task experience and performance
feedback (MacDonald 1982a, 1982b, 1982c), provides valuable information cues to more
accurately estimate one’s task specific skill, leading to self-assessments that are less
pessimistic for easy tasks and less optimistic for difficult tasks (Moore and Small 2007).
Given workers select contracts such that perceived task specific skill is
commensurate with contract performance intensity (e.g. Cadsby et al. 2007; Dillard and
Fisher 1990; Waller and Chow 1985), incomplete knowledge of task specific skill is
predicted to systematically influence individual performance-based contract selection as
follows.
H2a: Given individual performance-based pay and an easy task, when
workers possess incomplete knowledge of task specific skill they
are less likely to select performance intensive pay than when they
possess knowledge of their task specific skill.
H2b: Given individual performance-based pay and a difficult task, when
workers possess incomplete knowledge of task specific skill they
are more likely to select performance intensive pay than when they
possess knowledge of their task specific skill.
Relative Performance-Based Pay and Task Difficulty
When individuals possess incomplete knowledge of relative task specific skill,
they routinely overestimate themselves relative to their peers in several domains. For
instance, individuals believe they are above average in their ability to drive, ride a

bicycle, or use a computer mouse (Kruger 1999; Svenson 1981). However, individuals

also consistently underestimate themselves in other domains. For example, people believe



they are below average in their ability to juggle, live past 100, or cope with the death of a
loved one (Blanton et al. 2001; Chambers et al. 2003; Kruger 1999). Two related
hypotheses provide a parsimonious explanation for this apparent contradiction,
differential weighting (for a review see Chambers and Windschitl 2004) and differential
information (Moore and Small 2007). Both explanations posit that individuals believe
they are above average in domains in which the probability of success is high and below
average in domains in which the probability of success is low.

Differential weighting posits that when individuals make comparative
assessments, they usually focus on themselves and insufficiently account for others.
Therefore, when a task is easy (and the probability of success is high), individuals
generally believe they are above average; whereas, when a task is difficult (and
probability of success is low), individuals tend to believe they are below average. In other
words, relative assessments are extrapolated from individual assessments.

According to the differential information hypothesis (Moore and Small 2007),
above-average and below-average effects are byproducts of imperfect relative
assessments. People usually have more information about themselves than others (Dawes
and Mulford 1996; Epley and Dunning 2006) and can therefore make more informed
estimates of themselves than others (Fiedler 1996, 2000). However, individuals have
imperfect self-insight, which leads to estimates of oneself that are biased away from
extremes (Burson et al. 2006; Erev et al. 1994). Since assessments of others are based on
less information, individuals must rely on guesses about group base rates and average
outcomes (Moore and Small 2007). As a result, perceptions of others are even more

biased away from extremes than perceptions of oneself (Miller and McFarland 1987;
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Sande et al. 1988). When a task is easy (and task specific skill is high) perceptions of
oneself are pessimistic, and perceptions of others are even more pessimistic (Moore and
Small 2007).

Consequently, on easy tasks, people tend to underestimate their individual task
specific skill and overestimate their relative task specific skill. | predict that, consistent
with the above-average effect, given an easy task, incomplete knowledge of task specific
skill leads to selection towards more performance-intensive pay.

H3a: Given relative performance-based pay and an easy task, when

workers possess incomplete knowledge of task specific skill they
are more likely to select performance intensive pay than when they
possess knowledge of others’ task specific skill.

On the other hand, when a task is difficult (and task specific skill is low) people
tend to be optimistic about themselves and even more optimistic about others (Ehrlinger
et al. 2008; Erev et al. 1994; Moore and Small 2007). Individuals tend to overestimate
their individual task specific skill and underestimate their relative task specific skill
(Ehrlinger et al. 2008; Kruger and Dunning 1999). Consistent with the below-average
effect, | hypothesize that given a difficult task, incomplete knowledge of task specific
skill leads to contract selection away from performance intensive pay.

H3b: Given relative performance-based pay and a difficult task, when

workers possess incomplete knowledge of task specific skill they
are less likely to select performance intensive pay than when they
possess knowledge of others’ task specific skill.

Although knowledge of others’ task specific skill results in more accurate relative
assessments, and knowledge of one’s task specific skill leads to more accurate self-

assessments, knowledge of one’s task specific skill does not necessarily translate into

more accurate relative assessments (Moore and Small 2007). This is because individuals
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differentially weight information cues (Chambers and Windschitl 2004; Kruger 1999;
Fiedler 1996, 2000). In particular, individuals tend to overemphasize information about
themselves and fail to sufficiently account for others when making relative assessments
(Kruger 1999; Tversky and Kahneman 1974). Therefore knowledge of one’s task specific
skill is expected to impact self-perceptions more than other-perceptions.

Given easy tasks, individuals tend to underestimate themselves and others even
more so, leading to the above-average effect. Thus, more accurate self-perceptions result
in less pessimistic assessments of one’s task specific skill, but also lead to a larger gap
between perceptions of oneself and others (Fiedler 1996, 2000; Moore and Small 2007).
In other words, workers who possess knowledge of their task specific skill for an easy
task are more overconfident in their relative task specific skill than workers with
incomplete knowledge of their task specific skill (Moore and Small 2007). Given
perceptions of task specific skill influence contract selection (e.g. Cadsby et al. 2007;
Dillard and Fisher 1990; Waller and Chow 1985), Hypothesis 4a is as follows:

H4a: Given relative performance-based pay and an easy task, when

workers possess incomplete knowledge of task specific skill they
are less likely to select performance intensive contracts than when
they possess knowledge of their task specific skill.

Conversely, for difficult tasks, individuals overestimate themselves and others
even more so, leading to pessimistic relative assessments (Moore and Small 2007). More
accurate self-perceptions reduce optimistic assessments of individual task specific skill
and exacerbate the below-average effect (Fiedler 1996, 2000; Moore and Small 2007).

Hence, given a difficult task, comparative assessments are more pessimistic when

workers possess knowledge of their task specific skill than when workers are uncertain of
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their task specific skill (Moore and Small 2007). Incomplete knowledge of task specific
skill is predicted to directionally influence self-selection, as follows.

H4b: Given relative performance-based pay and a difficult task, when

workers possess incomplete knowledge of task specific skill they
are more likely to select performance intensive contracts than
when they possess knowledge of their task specific skill.

To summarize, as shown in Table 1, | predict a three-way interaction between
incomplete knowledge of task specific skill, employment contract type, and task
difficulty. Consistent with psychology literature, | hypothesize that estimation error will
result in biased self-assessments of oneself and others. Given workers select employment
contracts such that perceived task specific skill is commensurate with contract
performance intensity (e.g. Cadsby et al. 2007; Dillard and Fisher 1990; Waller and
Chow 1985), incomplete knowledge of task specific skill is predicted to systematically
affect contract selection. | expect that the direction of the effect is dependent on
employment contract type and task difficulty. Additionally, knowledge of one’s task
specific skill is predicted to have an opposite directional impact on self-selection under
an individual performance-based pay regime than under a relative performance-based pay
regime. Next, | describe the experimental design, and then | analyze results of the
hypotheses tests.

[INSERT TABLE 1 HERE]
I1l. EXPERIMENTAL METHOD
Participants
Fifty-two business students (35 men, 17 women) at a large, private university

participated in the experiment. Participants were recruited from graduate level accounting

classes and took an average 8.2 business, 1.9 statistics and 2.4 economics courses. Ten
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percent were undergraduates and ninety percent were MBA students. The mean age was
28.2 years. On average, participants had 5.3 years of professional experience and worked
for 2.3 different employers. All participants voluntarily took part in the study and
received $10 plus any additional money earned during the experiment. On average,
participants earned $14.69.
Experimental Procedures and Task Description

The study was conducted in two stages (pre-contracting stage and contracting
stage). The pre-contracting stage was conducted online, lasted one round (Round 0), and
took approximately ten minutes. The contracting stage was conducted in a computer
laboratory, lasted three rounds (Rounds 1, 2, 3), and took approximately forty-five
minutes.
Task Description

The task involved selecting the best synonym for a given word from a list of four
words and/or phrases adapted from the website www.freerice.com. In each round,
twenty-five vocabulary words were selected at random from a database of over 800
words. Participants were randomly assigned to either the easy task condition or the
difficult task condition for all four rounds. Task difficulty was determined by the level
assigned to each vocabulary word on www.freerice.com, from 1 to 60. Participants in the
easy task (difficult task) condition received level 15 through 30 (40 through 60)
vocabulary words.
Pre-contracting Stage

The pre-contracting stage was necessary to establish average task specific skill,

which was used to determine appropriate performance benchmarks for the employment
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contracts used in the contracting stage of the experiment. One week prior to the computer
laboratory sessions, participants received an email and were asked to complete an online
study. Thirty-six participants completed the pre-contracting stage. On average,
participants assigned to the easy task (difficult task) answered 22.33 (9.45) questions
correctly.
Contracting Stage

The contracting period sessions were performed in a computer laboratory. Fifty-
two participants completed the contracting stage. All participants who completed the pre-
contracting stage completed the contracting stage. Each session lasted three rounds
(Rounds 1, 2, 3). Round 1 was used to determine task specific skill and to measure self-
perceptions prior to contract selection. Participants were informed they would not be
compensated for their Round 1 performance. At the beginning of Round 2, participants
selected an employment contract from an array of three contracts, as described in the
following section. At the beginning of Round 3, participants selected another
employment contract from the same array. Participants were informed that their
compensation was based on either their Round 2 contract selection and their Round 2
performance, or their Round 3 contract selection and their Round 3 performance, selected
at random.

After completing Round 1, participants provided self-assessments of their task

specific skill,” but did not receive performance feedback. Participants then selected their

" Perceptions measures are based on Round 1 self-reported task specific skill. After completing the Round 1
task, participants estimated how many questions they answered correctly from 0 to 25 (one’s task specific
skill); how many questions the average participant would answer correctly from 0 to 25 (others’ task
specific skill); and percentile rank between 1 and 100, such that 1 indicates worse than 99% and 100
indicates better than 99%.
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employment contract for Round 2. Since this choice was made without receiving
performance feedback, Round 2 contract choice represents self-selection given
incomplete knowledge of task specific skill. After the Round 2 task was completed,
participants received performance feedback and selected their Round 3 employment
contract, which represents contract selection given knowledge of task specific skill. After
completing Round 3, in order to assess risk preferences, participants provided their
preferences for a series of hypothetical lotteries (Brink 2008). Participants then provided
demographic information, received payment, and were dismissed.
Experimental Design

The primary experimental design is a 2 x 2 between-participant design. The two
independent variables, task difficulty (easy, difficult) and employment contract type
(individual performance-based pay, relative performance based-pay) are manipulated
between participants. Nested within employment contract type is the third independent
variable, incomplete knowledge of task specific skill, which is manipulated within
participants. Incomplete knowledge of task specific skill is operationalized as the
presence or absence of performance feedback. The fourth factor, manipulated within
participants, is round, which has four levels (Round 0, 1, 2, 3). The three primary
dependent variables are degree to which task specific skill is commensurate with
performance intensity of selected contracts; percentage of contracts selected that are
performance-based; and performance intensity of selected contracts.
Employment Contract Type

As shown in Table 2, participants selected a pay scheme from an array of three

employment contracts which varied in performance intensity from lowest (Contract A) to
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highest (Contract C).? Participants were randomly assigned to either the individual
performance-based pay regime, in which contract performance benchmarks were
expressed in terms of absolute performance (i.e. number of correct answers out of 25) or
the relative performance-based pay regime, in which performance benchmarks were
expressed in terms of average performance. In both employment contract conditions the
performance benchmark was based on average performance in Round 0.

[INSERT TABLE 2 HERE]

In the individual performance-based pay regime, for the easy task (difficult task)
the performance benchmark was set to 22 (10). To illustrate, as shown in Table 2, Panel
A, participants assigned to the individual performance-based pay, easy task condition
who selected Contract B received 700 lira if they answered more than 22 questions
correctly, and 300 otherwise. Whereas participants who selected Contract A received 500
lira regardless of their performance. As shown in Table 2, Panel C, in the relative
performance-based pay regime, participants were informed that their payouts were
dependent on their performance relative to the number of questions answered correctly by
the average study participant. For example, participants assigned to the relative
performance-based pay regime who selected Contract C received 900 lira if they scored
higher than the average participant (i.e. more than 22 for the easy task or more than 10
for the difficult task), and 100 otherwise. It is important to note that contracts based on
individual performance are mathematically equivalent to contracts based on relative
performance. This is because the average was determined by Round 0 scores and is equal
to the performance benchmarks used in the individual performance-based contracts.

Incomplete Knowledge of Task Specific Skill

& Contract A is a flat-wage pay scheme. Contracts B and C are performance-based pay schemes.
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Nested within employment contract type, is the independent variable, incomplete
knowledge of task specific skill, which is operationalized as the presence or absence of
performance feedback at three levels (none, self, other) within participants. In Round 2,
all participants were assigned to the incomplete knowledge of task specific skill condition
(none feedback). Thus, before making the Round 2 contract selection, participants did not
receive any feedback about their Round 1 performance.

In Round 3, participants were either assigned to the knowledge of one’s task
specific skill condition (self feedback) or the knowledge of others’ task specific skill
condition (other feedback), dependent on employment contract type. In the individual
performance-based pay regime, knowledge of one’s task specific skill is relevant for the
contract selection decision. Thus, participants in the individual performance-based pay
regime all received self feedback in Round 3, and were informed how many questions out
of 25 they answered correctly in Round 2. In the relative performance-based pay regime,
knowledge of one’s task specific skill, as well as knowledge of others’ task specific skill
is relevant for the employment contract selection. Hence, participants in the relative
performance-based pay regime either received self feedback or other feedback in Round
3. Participants who received self feedback were informed how many questions they
answered correctly in Round 2. Participants who received other feedback were informed
of the number of questions participants answered correctly on average (based on Round 0
scores). In other words, participants in the relative performance-based pay, other
feedback condition who were contracting for an easy task (difficult task), were informed

that on average, study participants answered 22 (10) questions correctly.
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Given incomplete knowledge of task specific skill was manipulated within
participants, such that in Round 2 participants did not receive performance feedback
while in Round 3 participants did receive feedback, it is possible that incomplete
knowledge of task specific skill is confounded with task experience. However, | do not
predict a main effect of incomplete knowledge of task specific skill on contract selection.
Rather, | hypothesize that providing performance feedback will have an opposite effect
on contract selection, dependent on employment contract type and task difficulty.
Therefore, if experience does have a main effect on contract selection, it will bias away
from finding a significant interactive effect of incomplete knowledge of task specific
skill, employment contract type, and task difficulty.

Dependent Variables

There are three primary dependent variables. The first dependent variable is
degree to which task specific skill is commensurate with performance intensity of
selected contracts. Contract selection is deemed commensurate if it meets the following
criteria. For a flat wage contract selection (Contract A) to be classified as commensurate,
task specific skill® must be at or below the employment contract performance benchmark
of 22 (10) for an easy task (difficult task). For a performance-based contract selection
(Contract B or C) to be classified as commensurate, task specific skill must be above 22
(10) for an easy task (difficult task). The second dependent variable is percentage of
contracts selected that are performance-based, which is calculated as the number of
Contract B and C selections divided by the total number of contract selections. The third

dependent variable is performance intensity of selected contracts, which is determined by

® Task specific skill is measured as the number of correct answers in Round 1.
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the average performance intensity of selected contracts, setting Contracts A, B, and C
equal to 1, 2, and 3, respectively. Higher scores indicate greater performance intensity.
IV. RESULTS
Manipulation and Other Checks

As expected, in all four rounds, scores on the easy task are higher than scores on
the difficult task (p < 0.01), as reported in Table 3, Panel A. Over the four rounds,
participants answered an average 22.85 questions correctly for the easy task, compared to
9.00 for the difficult task.

[INSERT TABLE 3 HERE]

Performance Benchmarks

Employment contract performance benchmarks are determined by Round 0 scores
and are meant to reflect average task specific skill, measured as Round 1 scores. As
reported in Table 3, Panel B, scores in Round O are statistically equivalent to Round 1 for
both the easy task (t = 0.03, ns) and the difficult task (t = 0.57, ns). Given an easy task,
56% exceeded the performance benchmark of 22, which is not significantly different than
50% (z = 0.58, ns). However, for the difficult task, only 24% of participants exceeded the
performance benchmark of 10, which is significantly lower than 50% (z = 2.60, p <
0.01). Thus, it appears that while the performance benchmark is appropriate for the easy
task, it is too high for difficult task.
Perception of Task Specific Skill

Table 4 reports descriptive statistics and Figure 1 provides a graphical summary
of actual and perceived task specific skill. Estimates of oneself are predicted to be more

accurate than estimates of others. Results (not tabulated) suggest that perceptions of
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others are significantly different than actual task specific skill given an easy task (t =
4.52, p <0.01) or adifficult task (t = 1.77, p = 0.08). However, perceptions of oneself
are no more accurate than perceptions of others for either an easy task (t = 0.30, ns) or a
difficult task (t = 1.12, ns). Overall, results indicate that people are poor judges of
themselves as well as others.

[INSERT FIGURE 1 HERE]

[INSERT TABLE 4 HERE]

Results support predictions that, given an easy task, individuals underestimate
their own task specific skill (t = 3.07, p < 0.01), and overestimate their comparative task
specific skill. Participants rank themselves in the 70" percentile, which is significantly
higher than the average (t = 4.56, p < 0.01), even though they believe their task specific
skill is equal to that of others (t = 0.30, ns). Contrary to predictions of overconfidence,
participants also underestimate their task specific skill on difficult tasks (t = 3.98, p <
0.01). Consistent with the below-average effect, individuals believe their task specific
skill is significantly lower than others (t = 4.81, p < 0. 01), and estimate their rank to be
42%, significantly below average (z = 1.80, p = 0.04). Results support underestimation
and the above-average effect for easy tasks, and the below-average effect for difficult
tasks.

Knowledge of one’s task specific skill is expected to exacerbate the above-
average and below-average effects. To test this prediction, relative assessments given no
performance feedback (Round 1) are compared to relative assessments given self
feedback (Round 3). When a task is easy, self feedback exacerbates the above-average

effect, as evidenced by a 15% increase in perceived rank from Round 1 to Round 3 (t =
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2.27, p =0.01). However, given a difficult task, self feedback has no effect on relative
assessments (t = 0.30, ns). Results provide mixed support for the effect of knowledge of
one’s task specific skill on relative assessments.

Hypotheses Tests

Hypothesis 1 predicts that the association between contract performance intensity
and task specific skill is stronger when workers select from an array of individual
performance-based pay schemes than from an array of relative performance-based pay
schemes. As reported in Table 5, in the individual performance-based pay regime, 48% of
selected contracts are commensurate with task specific skill as compared to 45% in the
relative performance-based pay regime. However, the difference is not significant (z =
0.22, ns). Results do not support H1.

[INSERT TABLE 5 HERE]

Hypothesis 2 predicts an interaction between incomplete knowledge of task
specific skill and task difficulty when workers select from an array of individual
performance-based contracts. The dependent variable, contract selection, is measured as
the percentage of contracts selected that are performance-based and the performance
intensity of selected contracts. As reported in Table 6, Panel B, a simple effects analysis
is performed to test for an interaction. As shown in Figure 2, Panel A, the pattern of
results is consistent with the prediction that knowledge of task specific skill increases
(decreases) the likelihood of selecting performance-based pay given an easy task
(difficult task). As reported in Table 6 when contracting for an easy task, 54% of
participants select performance-based pay in Round 2 versus 77% in Round 3 (z = 1.24, p

= 0.11). Further, as reported in Table 7, the performance intensity of selected contracts is
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lower in Round 2 than in Round 3 (t = 1.52, p = 0.07). Findings support the hypothesis
that given an easy task, when workers possess incomplete knowledge of their task
specific skill they underestimate themselves and select less performance intensive
contracts than when workers possess knowledge of their task specific skill. Consistent
with H2b, contract selection in Round 2 is more performance intensive than in Round 3,
however the difference is not significant (t = 0.74, ns).*

[INSERT FIGURE 2 HERE]

[INSERT TABLE 6 HERE]

[INSERT TABLE 7 HERE]

Additionally, I expect that in Round 2, workers in the easy task condition are less
likely to select performance-based pay than workers in the difficult task condition, due to
underconfidence in the former and overconfidence in the latter, but find no significant
difference in contract selection (t = 0.66, ns). However, results are consistent with the
prediction that knowledge of task specific skill has an opposite effect on contract
selection for easy tasks and difficult tasks. In Round 3, workers in the easy task group are
more likely to select a performance-based contract than workers in the difficult task
group (t = 2.25, p = 0.01). In sum, findings suggest that when workers select from an
array of individual performance-based contracts, the effect of incomplete knowledge of
task specific skill is dependent on job difficulty.

Hypothesis 3 predicts the following interaction between incomplete knowledge of

task specific skill and task difficulty under a relative performance-based pay regime.

191 is worth noting that only 24% of participants’ task specific skill exceeded the performance benchmark,
as shown in Table 1, Panel B. Consistent with overconfidence, when participants do not receive
performance feedback, 40% selected performance-based pay.
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Given relative performance-based pay, when a task is easy (difficult), workers with
incomplete knowledge of task specific skill believe they are above average (below
average) and are thus more (less) likely to select performance intensive pay than workers
with knowledge of others’ task specific skill. As reported in Table 6, Panel C, a simple
effects analysis is performed to test H3. For an easy task, in Round 2 contract selection is
20% more heavily performance-based than in Round 3 (z = 1.05, ns). However the
performance intensity of selected contracts remains unchanged (t = 0.00, ns), and neither
measure is significant. For a difficult task, results are directionally inconsistent with
predictions. As shown in Table 6, Panel A, in Round 2, 44% of participants select
performance-based pay versus 33% in Round 3 (t = 0.49, ns). ** Findings suggest
individuals faced with an easy task (difficult task) believe they are above average (below
average), but providing feedback about others’ task specific skill does not lead to
selection of less (more) performance intensive contracts.

Further, | expect that given incomplete knowledge of their task specific skill,
workers contracting for an easy task (who believe they are above average) and are more
likely to select performance-based pay than workers contracting for a difficult task (who
believe they are below average). Results support this prediction, whether workers receive
performance feedback (t = 1.67, p = 0.09) or not (t = 2.21, p = 0.01). As shown in Figure

2, Panel B, results are consistent with the notion that workers believe they are above

Y This result may be a function of the inflated performance benchmark used in employment contracts
given for difficult task. In Round 3, participants were informed that on average, participants answered 10
questions correctly. Assuming participants select employment contracts to maximize their expected payout,
in order to select performance-based pay, participants must believe they can answer at least 11 questions
correctly. Only 24% of participants in the difficult task condition were able to do so. Therefore, it is likely
that in Round 3, providing other feedback influenced contract selection away from performance-based pay.
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average for easy tasks and below average for difficult tasks and these biased self-
assessments systematically influence contract selection.

Hypothesis 4a predicts that under a relative performance-based pay regime, given
an easy task, knowledge of one’s task specific skill exacerbates the above-average effect
and leads to selection of more performance intensive contracts. Although the
performance intensity of selected contracts is slightly higher in Round 3 than in Round 2,
the difference is not significant (t = 0.68, ns), as reported in Table 7. Further, the
percentage of performance-based contracts selected is unchanged from Round 2 to Round
3 (t=10.00, ns). Hypothesis 4b predicts that given relative performance-based pay, when
a task is difficult, knowledge of one’s task specific skill exacerbates the below-average
effect and reduces the likelihood of selecting performance-based pay. However, in Round
3, 17% more (z = 0.59, ns) performance-based contracts are selected, and performance
intensity of selected contracts is 0.16 points higher (t = 0.36, ns) than in Round 2,
although neither effect is significant.

Results of simple effects analysis reported in Table 6, Panel C and graphically
depicted in Figure 2, Panel C, are consistent with the prediction that workers in the easy
task group are more likely to select performance-based contracts than workers in the
difficult task group given incomplete knowledge of task specific skill (t=2.21, p =
0.01). However, contrary to expectations, knowledge of one’s task specific skill does not
magnify the difference in contract selection between easy and difficult tasks (t = 0.48,
ns). In summary, findings do not support the prediction that providing individual

performance feedback exacerbates the above-average effect (below-average effect) and
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leads to a larger gap in performance intensity of selected contracts between task difficulty
conditions.
Additional Analysis

To further test whether biased self-assessments systematically influence contract
selection, | examine the interactive effects of employment contract type and task
difficulty given incomplete knowledge of task specific skill. Figure 3 depicts
underconfidence (overconfidence),'? as evidenced by employment contract selection
relative to task specific skill in Round 2. Given incomplete knowledge of task specific
skill, participants’ contract selection decisions are consistent with patterns predicted in
H2 and H3. In other words, when workers select from an array of individual
performance-based contracts, contract selection is consistent with underconfidence
(overconfidence) given an easy task (difficult task). Further, contract selection is also
consistent with the above-average effect (below-average effect) when workers contract
for an easy task (difficult task), under a relative performance-based pay regime.

[INSERT FIGURE 3 HERE]

When contracting for an easy task, workers selecting from an array of individual
performance-based contracts are predicted to select less performance intensive contracts
than workers selecting from an array of relative performance-based contracts, due to
underconfidence in the former and overconfidence in the latter. As reported in Table 6,

Panel D, and shown in Figure 2, Panel D, results provide support for this prediction. The

12 Over (under) confidence is calculated as the actual percentage of performance-based contract selections
minus the expected percentage of performance-based contract selections x 100. The expected percentage of
performance-based contract selections is determined as follows. For individual employment contracts, the
expected percentage is equal to the percentage of participants whose task specific skill is above the
performance benchmark of 22 for the easy task or 10 for the difficult task. For relative employment
contracts, expected percentage is equal to 50%.
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proportion of performance-based contracts selected by participants in the individual
performance-based pay group is 32% lower than in the relative performance-based pay
group (z = 1.81, p = 0.04), and the performance intensity of selected contracts is
significantly lower (t = 1.44, p = 0.08) (not tabulated). Further, | predict that when
workers contract for difficult tasks, they are more likely to select performance-based pay
when choosing from an array of individual performance-based contracts than from an
array of relative performance-based contracts, due to overconfidence in the former and
underconfidence in the latter. However, | find no significant difference between the two
groups (t = 033, ns).

Comparison of Round 2 contract selection across employment contract type and
task difficulty provides mixed support for the predicted pattern of results. In summary,
results for the main hypotheses tests and additional analysis provide partial evidence that
biased self-perceptions of oneself and others systematically influence contract selection.
V. CONCLUSION

Accounting systems provide information about performance that can be used to
design employment contracts to attract the right workers. Given that self-sorting accounts
for nearly 50% of the effect of incentives on performance (Cadsby et al. 2007; Lazear
2000), the degree to which employment contracts enable workers to effectively self-sort
into different jobs has a significant impact on productivity, However, for self-sorting to
be effective, workers must be able to select appropriate employment contracts. In
practice, this may be difficult as workers often lack relevant experience and performance
feedback necessary to accurately assess their task specific skill (MacDonald 1982a,

1982b, 1982c).



27

I find that consistent with prior research, given incomplete knowledge of task
specific skill, for easy tasks workers underestimate their individual task specific skill, but
believe they are above average relative to others. Further, for difficult tasks workers
believe they are below average. | hypothesize that biased self-assessments systematically
influence contract selection. Findings provide mixed support for this prediction. When
workers select from an array of employment contracts based on individual performance,
findings are consistent with underestimation for easy tasks, but are not consistent with
overestimation for difficult tasks. In other words, when a task is easy, workers with
incomplete knowledge of task specific skill are less likely to select performance intensive
pay than workers with knowledge of their task specific skill. When workers select from
an array of employment contracts based on relative performance, results of the main
hypotheses tests do not support the prediction that providing relative performance
feedback reduces the influence of the above-average or below-average effects on contract
selection. However, | find that consistent with the above-average and below-average
effects, workers contracting for easy tasks are more likely to select relative performance-
based pay than workers contracting for difficult tasks.

This study provides an examination of important factors that influence self-sorting
and answers recent calls for research that examines how employment contract design
affects worker contract selection (Bonner and Sprinkle 2002; Gerhart and Rynes 2003).
Findings suggest that incomplete knowledge of task specific skill does not lead to random
noise, but rather to systematic bias in self-assessments. Thus, firms should take into
account the interactive effects of incomplete knowledge of task specific skill and task

difficulty when designing compensation schemes.
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There are several limitations to this study. First, manipulating incomplete
knowledge of task specific skill within participants raises the possibility of a confound
between feedback and task experience. However, while experience is expected to have a
main effect on contract selection, feedback is predicted to have a differential effect,
dependent on employment contract type and task difficulty. Second, results of the main
hypotheses tests do not provide robust support for the predicted pattern of results. One
reason for this may be a lack of power due to small sample sizes for several cells, as
shown in Table 1. In addition, the contract performance benchmark used for the difficult
task was miscalibrated, likely contributing to contract selection away from the
hypothesized direction. Third, another limitation of the study is the scope. This study
examines how salient worker, contract, and environmental factors affect self-sorting.
However it is also important to understand the impact of contract selection on
performance. Further research should examine whether factors that systematically

influence contract selection also impact performance.
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FIGURE 1

Actual® and Perceived Task Specific Skill (Round 1)
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Actual task specific skill is measured as the number of questions answered correctly in Round 1.
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FIGURE 2
Performance-Based Contract Selection
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Panel C: Relative Performance-based Contract Selection
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specific in Round 2.
Knowledge — Self (R3) represents contract selection given knowledge of one’s task specific skill.
Knowledge — Others (R3) represents contract selection given knowledge of others’ task specific

skill.
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Incomplete — Knowledge (R2) represents contract selection given incomplete knowledge of task



Over(Under) Confidence, Incomplete Knowledge (R2)*

FIGURE 3
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minus the expected percentage of performance-based contract selected x 100 in Round 2. The expected

percentage of performance-based contract selected is determined as follows. For individual
employment contracts, expected percentage is equal to the percentage of participants whose task
specific skill is above the performance benchmark of 22 for the easy task or 10 for the difficult task.

For relative employment contracts, it is equal to 50%.
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TABLE 1
Experimental Design

Panel A: Experimental Design

Easy Task Difficult Task

Incomplete Knowledge(R2)%/

Individual Knowledge-Others (R3)"

Employment

Contract Incomplete Knowledge (R2)/ _ _
Knowledge-Self (R3)° n=13 n=10
Incomplete Knowledge(R2)/ n=9 n=6

Relative Knowledge-Others (R3) - -

Employment

Contract Incomplete Knowledge (R2)/ n=5 n=9
Knowledge-Self (R3) B -

% Incomplete — Knowledge (R2) represents contract selection given incomplete knowledge of task
specific in Round 2.

®  Knowledge — Others (R3) represents contract selection given knowledge of others’ task specific skill.

¢ Knowledge — Self (R3) represents contract selection given knowledge of one’s task specific skill.
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TABLE 2
Employment Contract Arrays

Panel A: Individual Employment Contract Array, Easy Task
Payout amount (lira)

222 or fewer More than 22
Pay Schedule correct answers correct answers
A 500 500
B 300 700
C 100 900

Panel B: Individual Employment Contract Array, Difficult Task
Payout amount (lira)

10° or fewer More than 10
Pay Schedule correct answers correct answers
A 500 500
B 300 700
C 100 900

Panel C: Relative Employment Contract Array, Easy and Difficult Task
Payout amount (lira)

At or below
Pay Schedule Average® Above Average
A 500 500
B 300 700
C 100 900

Panel D: Conversion From Experimental Currency (Lira) to Dollars ($)
Experimental

Currency (lira Dollars ($)
100 10
300 12
500 14
700 16
900 18

The performance benchmark of 22 is determined by the average number of questions answered

correctly by participants in the easy task condition in Round 0.

The performance benchmark of 10 is determined by the average number of questions answered
correctly by participants in the difficult task condition in Round 0.

Average is equal to the average number of questions answered correctly by participants in Round
0. For the easy task, the average is 22. For the difficult task the average is 10.
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TABLE 3
Performance Benchmarks, Task Specific Skill, and Performance

Panel A: Task Specific Skill and Performance Compared by Task Difficulty,
Mean, (standard deviation), n

Task Difficulty Easy — Difficult
Round Measure Easy Difficult Mean t (p-value)
0 Performance 22.37 9.45 12.92 8.64
benchmark (5.05) (3.73) (<0.01)
19 17
1 Task specific skill 22.33 8.96 13.37 18.51
(3.13) (1.88) (<0.01)
27 25
2 Performance — 23.22 8.92 14.30 22.15
Incomplete Knowledge (2.36) (2.29) (<0.01)
of Task Specific Skill 27 25
3 Performance — 23.48 8.68 14.80 23.38
Knowledge of Task (1.78) (3.15) (<0.01)
Specific Skill 27 25

Panel B: Comparison of R1 Task Specific Skill and Performance to RO Task Specific Skill
and Performance Benchmarks

Compared to

Compared to Round 0 Performance Benchmark
t % yA
Round Measure Difference (p-value)®* Benchmark Exceed (p-value)?
Easy Task
1 Task Specific Skill 0.04 0.03 22 56% 0.58
(1.20) (0.98) (0.56)
2 Performance — 1.11 0.77 22 4% 2.50
Incomplete Knowledge (1.05) (0.45) (0.01)
of Task Specific Skill
3 Performance — 0.85 1.06 22 63% 1.35
Knowledge of Task (1.112) (0.30) (0.18)
Specific Skill
Difficult Task
1 Task Specific Skill -0.49 0.57 10 24% 2.60
(0.87) (0.58) (0.01)
2 Performance - -0.53 0.57 10 24% 2.60
Incomplete Knowledge (093) (0.57) (0.01)
of Task Specific Skill
3 Performance - -0.77 0.78 10 28% 2.20
Knowledge of Task (0.99) (0.44) (0.03)
Specific Skill

8 The p-values are reported on a one-tailed basis.



TABLE 4
Task Specific Skill and Employment Contract Selection

Panel A: Actual and Perceived Task Specific Skill (R1),* Mean (Standard Deviation)

Task Difficulty

Easy Difficult
n 27 25
Task Specific Skill 22.33 (0.60) 8.96 (0.38)
Perceived Task Specific Skill — Self 18.70 (1.01) 6.6 (0.46)
Perceived Task Specific Skill — Other 18.48 (0.60) 10.2 (0.59)
Perceived Percentile Rank 70.00% (4.39) 41.84% (4.52)

Panel B: Individual Employment Contract Selection, Incomplete Knowledge (R2),” Mean

Task Selected Perceived Task Task
Difficulty Contract N Specific Skill ~ Specific Skill ~Performance  Payout ($)
Easy A 6 18.33 23.71 23.67 14.00
B 5 19.60 22.60 23.60 15.20
C 2 23.50 24.50 24.00 18.00
Difficult A 6 5.83 9.50 7.67 14.00
B 3 9.00 5.50 8.67 13.33
C 1 9.00 9.00 5.00 10.00

Panel C: Relative Employment Contract Selection, Incomplete Knowledge (R2), Mean

Task Selected Perceived Task Task
Difficulty Contract N Specific Skill ~ Specific Skill Performance Payout ($)
Easy A 2 12.00 18.00 20.00 14.00

B 9 17.56 21.56 22.67 14.22

C 3 22.67 24.67 25.00 18.00
Difficult A 8 6.13 8.63 9.25 14.00

B 4 8.75 10.25 11.50 15.00

C 3 8.00 7.00 8.67 10.00
2 Actual task specific skill is measured as the number of questions answered correctly in Round 1.

o

Incomplete — Knowledge (R2) represents contract selection given incomplete knowledge of task
specific in Round 2.



TABLE 5
Commensurate Employment Contract Selection given Incomplete Knowledge (R2)? Frequency and Percentage

Task Individual Contract Relative Contract
Difficulty — Contract Selection® n Commensurate n Commensurate z (p-value)*
All Flat wage 12 6 50% 10 6 60%
Performance-based 11 5 45% 19 7 37%
Mean 23 11 48% 29 13 45% 0.22 (0.42)
Easy Flat wage 6 2 33% 2 1 50%
Performance-based 7 4 57% 12 6 50%
Mean 13 6 46% 14 7 50% 0.20 (0.58)
Difficult Flat wage 6 4 83% 8 5 63%
Performance-based 4 1 25% 7 1 14%
Mean 10 5 50% 15 6 40% 0.49 (0.31)

Incomplete — Knowledge (R2) represents contract selection given incomplete knowledge of task specific in Round 2.
Contract selections A are categorized as flat wage. Contract selections B and C are categorized as performance-based.
The p-values are reported on a one-tailed basis.

b
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Panel A: Performance-Based Contract Selection, Percentage (Frequency)

H2b

H3a

H3b

H4a

H4b

Employment
Contract

Type
Individual
Individual
Relative
Relative

Relative

Relative

Performance-Based Contract Selection

TABLE 6

Round 2/Round 3

Task Knowledge of Task

Difficulty Specific Skill

Easy Incomplete Knowledge®/
Knowledge-Self°

Difficult  Incomplete Knowledge/
Knowledge-Self

Easy Incomplete Knowledge/
Knowledge-Others*

Difficult  Incomplete Knowledge/
Knowledge-Others

Easy Incomplete Knowledge/
Knowledge-Self

Difficult  Incomplete Knowledge/

Knowledge-Self

(=}

13

10
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Selection of
Performance-Based
Contract
Round 2 Round 3
54% 7%
(7 (10)
40% 30%
4 3)
100% 80%
) 4)
44% 33%
4 3)
78% 78%
(7 (7
50% 67%
3) 4)

Panel B: Simple Effects for Individual Performance-Based Contracts
Pred

Sign

Effect of Incomplete knowledge of task specific skill
(Incomplete knowledge vs. Knowledge — Self) given easy task

Effect of Incomplete knowledge of task specific skill
(Incomplete knowledge vs. Knowledge — Self) given difficult task

Task difficulty

Effect of Task difficulty given Incomplete knowledge (R2)

Effect of Task difficulty given Knowledge — Self (R3)

Mean

-23%

10%

30%

14%

47%

z (p-value)?

1.24
(0.12)

0.47
(0.32)
2.05
(0.04)

0.66
(0.26)

2.25
(0.01)
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Panel C: Simple Effects for Relative Performance-Based Contracts
Pred

Sign Mean z (p-value)?

Effect of Incomplete knowledge of task specific skill + 20% 1.05
(Incomplete knowledge vs. Knowledge — Other) given easy task (0.15)
- 11% 0.49
Effect of Incomplete knowledge of task specific skill (Incomplete (0.69)
knowledge vs. Knowledge —Other) given difficult task
- 0% 000
Effect of Incomplete knowledge of task specific skill (0.50)
(Incomplete knowledge vs. Knowledge — Self) given easy task
+ -17% 0.59
Effect of Incomplete knowledge of task specific skill (0.72)
(Incomplete knowledge vs. Knowledge —Self) given difficult task
Task difficulty ? 35% 281
(0.01)
Effect of Task difficulty given Incomplete knowledge (R2) + 39% ((2)'51)
0,
Effect of Task difficulty given Knowledge — Others (R3) ? 47% (é'g;)
Effect of Task difficulty given, Knowledge — Self (R3) ¥ 11% (8@2)
Panel D: Simple Effects for Incomplete Knowledge (R2)
Pred
Sign Mean z (p-value)?
Effect of Employment contract type given an Easy task - -32% 1.81
(0.04)
Effect of Employment contract type given a Difficult task + 7% 0.33
(0.63)

Incomplete — Knowledge represents contract selection given incomplete knowledge of task specific in
Round 2.
Knowledge — Self represents contract selection given knowledge of one’s task specific skill.
Knowledge — Others represents contract selection given knowledge of others’ task specific skill.
The p-values are reported on a one-tailed basis given a directional prediction and on a two-tailed basis
given there is no directional prediction.



b

H2a

H2b

H3a

H3b

H4a

H4b

Employment
Contract

Type
Individual
Individual
Relative
Relative

Relative

Relative

respectively.
The p-values are reported on a one-tailed basis.

Performance Intensity of Selected Contracts, Mean (Standard Deviation)

Round 2/Round 3

Task Knowledge of Task

Difficulty  Specific Skill

Easy Incomplete Knowledge/
Knowledge-Self

Difficult Incomplete Knowledge/
Knowledge-Self

Easy Incomplete Knowledge/
Knowledge-Others

Difficult Incomplete Knowledge/
Knowledge-Others

Easy Incomplete Knowledge/
Knowledge-Self

Difficult Incomplete Knowledge/

Knowledge-Self

TABLE 7

[j=]

13

10

Performance Intensity of
Selected Contracts®

R2 -R3

Round 2 Round 3 Pred Sign R2-R3 t(p-value)
1.69 (0.75)  2.15 (0.80) - 046 152 (0.07)
15(0.71)  1.3(0.15) + 020  0.74(0.24)
24(055)  2.4(0.89) + 0.00  0.00 (0.50)
1.67(0.87)  1.56 (0.88) - 011  0.27(0.60)
1.89(0.60)  2.11(0.78) - 022 0.68(0.25)
1.67(0.82) 1.83(0.75) + 016  0.36 (0.64)

Performance intensity is calculated as the average performance intensity of selected contracts, coding Contract A, B, and C equal to value 1, 2, and 3,
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