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4 | Behaviors Economics is presently a thriving field of research for many researchers. It offers a descriptive model of
O | decision making which is entirely different from the traditional decision making models of economics. This research
ﬁ paper is an attempt to bring insights from Behavioral Economics which can help Human Resource personnel to address
B4 | theissueslike Dynamic Inconsistency and incentive design strategies.The author argues that the insight from Behavioral
"3 Economics can transform HR practices. HR managers and leaders stand to benefit from the emerging evidence from the
K | lab and field of behavioral economics that calls for s rethinking of traditional decision making model.

INTRODUCTION

Behavioral economics, a field of economics that integrates
economics and psychology in analyzing human Behavior, is
important for explaining why individuals' decisions and
Behavior may not reflect their best interests. A review of the
literature has found that Behavioral economics has
significance for its power to explain individual psychological
aspects of the economic decision-making process, both
among individuals and institutions. On the contrary the
standard model of decision making have different
characteristics.Itis based on the believe that every individual
is arational thinker and decision maker and their preferences
are consistent over a period of time and space, their choices
are not influences by how the decisions are framed. But
evidences are found that human preferences and beliefs are
inconsistent (Della Vigna, 2009; Della Vigna & Malmendier,
2006; Rabin, 1998; Thaler, 2000); and choices are influenced
by how the decisions are taken.

Behavioral Economics is a descriptive model of decision
making which is just the opposite of Traditional Decision
making model (Kahneman & Tversky, 1979). It is developed
over a period of decade with the contribution of diverse
group of economist and psychologists. Although the origin of
BE is as old as economics. Technically speaking, behavioral
economics was first acknowledged by Adam Smith back in
the eighteenth century, when he noted that human
psychology is imperfect and that these imperfections could
have an impact on economic decisions. This idea was mostly
forgotten, however, until the Great Depression, when
economists such as Irving Fisher and Vilfredo Pareto started
thinking about the “human” factor in economic decision-
making as a potential explanation for the stock market crash
of 1929 and the events that transpired after. Work
on bounded rationality (Simon, 1955, 1957; Gabaix & Laibson,
2000) along with the psychological foundations of decision-
making in the form of heuristics and biases programme
(Kahneman & Tversky, 1979; Tversky & Kahneman, 1974) have
fundamentally shaped the field.

The approach to the application of BE in real-world HR
settings underscores the complexity of the problems and
recognizes the possibility that problems are often ill-defined:
goals are not well defined or knowledge about alternatives is
limited. Furthermore, uncertainty and lack of knowledge
about outcomes present a complex environment that Savage
(1954) considered 'large world'. By contrast, 'small worlds' are
characterized by knowledge of probabilities, outcomes, and
consequences. It is within this large world' HR problems of
interest that I draw attention to the significance of choice
architecture, norms, social arrangements and intrinsic
motivation of employees (i.e., employees undertaking
activities in the absence of external rewards), among other
factors that are often ignored in HR programs and policies. In
what follows, I present the BE concepts that are relevant from
HR management perspective.

Behavioral Challenges for the HR Professionals

Dynamic Inconsistency

Research into intertemporal choice and consistency of
preferences over time has revealed violations of standard
assumptions in neoclassical economics about preferences of
individuals being time consistent. There is considerable
evidence showing that when faced with an intertemporal
choice, individuals demonstrate time-inconsistent
preferences or dynamic inconsistency (Loewenstein & Prelec,
1991, 1992). For example, when choosing between Rs. 1,000
today' or Rs. 1,100 tomorrow', an individual may choose Rs.
1,000 today' but when offered a choice between Rs. 1,000, 365
days from today' and Rs. 1,100, 366 days from today, the
individual may choose 'Rs. 1,100, 366 days from today'.
Similarly, an individual may choose 'Rs. 1,100 tomorrow' in the
first part of the problem and choose 'Rs. 1,000, 365 days from
today in the second part of the choice problem above. Such
choices demonstrate time-inconsistent preferences because
had the individual been time consistent, the choices in both
the options would have been the same (Prelec & Loewenstein,
1997).Dynamic inconsistency can be imagined as a decision-
makerer having different 'selves' pertaining to different
points of time (e.g., present self and future self) that do not
agree with each other. With time-inconsistent preferences or
dynamic inconsistency, the assumption of constant
discounting is replaced by alternative specifications such as
hyperbolic discounting and quasi-hyperbolic discounting
(Laibson, 1997) and how individuals weigh costs and benefits
depends on the time horizon or delay in receiving rewards In
an organization, members constantly deal with self-control
problems and the consequences of the inability to manage
self-control are considerable (Lian et al., 2014).3 For instance,
when an employee is contemplating putting in effort in the
present, the costs of effort may appear large and the rewards
may appear small. By contrast, the costs of effort may appear
small and rewards may appear high if he/she is
contemplating work in the future. Consequently, different
'selves' of the employee rationalize whether to work in the
present or the future (imagine a tussle between the 'present-
self’ and the 'future-self' of the same individual).4 This results
in a self-control problem that the employees should not only
be cognizant of but also be sophisticated enough to address.
In essence, mitigating such self- control problems may not
only improve productivity but also be of help to the
employees themselves.

Incentive Design
Although it is critical to align worker compensation with job
expectations and organizational goals, it must be recognized
that higher wages do not necessarily motivate employees (Lal
& Srinivasan, 1993). Employees regulate their behavior in a
manner that optimizes between the wages they receive and
the effort they exert. In this mechanism, employees are
anchored to their 'reference wage', and an increase in wages
may influence effort if the wages are below the reference
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wage (Fehr & Goette, 2007) Incentive-based compensation
plans (incentive design), that is, compensation conditional on
meeting specific conditions, are widely deployed by
organizations in a bid to influence employee performance
(Churchill et al., 1985; Chung et al., 2014). Although they vary
from piece-rate schemes to more sophisticated designs, the
incentive designs are in essence extrinsic motivation.6 In
industries such as apparel manufacturing, despite
improvements in manufacturing systems, decades-old
compensation systems such as piece-rate (Lazear, 2000) and
group piece rates persist. Nevertheless, overtime is preferred
to pay-for-time by both workers and managers in several
manufacturing sectors.

A challenge for HR professionals in the context of incentive
design is that the widely followed practices may not result in
desired outcomes or these incentives may backfire. Why
would certain incentives work and certain work, and whether
incentives backfire is a topic that stands to gain from insights
from BE.

Whether monetary compensation always generates the
intended effects has been debated in psychology and
economics literature over decades. In a well-known study,
Titmuss (1970) showed that monetary compensation for blood
donations negatively affected donors' willingness to donate
blood as the monetary incentive undermined their sense of
duty to the community. It has also been argued that paying
people to donate blood might affect the quality of blood as it
attracts risky donors (e.g., those concealing their infectious
disease) who are motivated by the monetary incentives
(Goette etal.,2010).

Behavioral Insights for Solutions

Commitment Devices

How can HR managers tackle the problem of dynamic
inconsistency? The fundamental way in which the self-control
problem (a class of dynamic inconsistency) of employees be
tackled is to change the immediate costs and benefits of the
effort. At a basic level, regular compensations (instead of the
month-end pay cycle, say) can be used to reduce the delay
because it makes rewards to effort more immediate
compared to business as usual. In addition, disproportionate
penalties such as imposing work targets or artificial
deadlines and penalizing heavily for even small deviations
have been propounded as a solution (Kaur et al., 2010, p. 625)
given their influence on increasing the cost of shirking
significantly (O'Donoghue & Rabin,2006).

Asasolution to the self-control problem of individuals, several
behavioral experiments have demonstrated the effectiveness
of 'commitment devices'—mechanisms that prevent peoples'
'future selves' from making unwise decisions. For instance,
commitment devices have worked in the case of
procrastination in assignment submission by students (Ariely
& Wertenbroch, 2002); solving under-saving (Ashraf et al.,
2006); smoking (Giné etal.,2010;

HR managers can improve their understanding of the salience
of group identifies (Chen & Li, 2009), and social norms of
groups or 'tribe' could be employed to influence employee
behavior to align with the organization's goals. In a recent
study, Afridi et al. (2020) simulate assembly line production in
an experimental setup in which workers exerted real effort in
teams whose members are either socially connected or
unconnected and are paid according to the group output.
They found that group output significantly increased by 18%,
and coordination improved by 30%-39% when workers are
socially connected with their co- workers. In another study on
the effectof team bonuses, Friebel et al. (2015)founda
positive effect of team bonuses on sales and show the
importance of complementarities within teams that improve
operational efficiency. While strategies aimed at relying on
group cohesion or social networks within an organization may
|

be promising, it is equally important to recognize that there
could be considerable heterogeneities: in personalities
(Becker etal.,2012;Hamilton et al.,2003); risk attitudes (Holt &
Laury, 2002); cognitive reflection (Corgnet et al., 20158); time
preferences (Frederick et al., 2002; Henrich et al., 2001, 2004)
and pro-sociality (Fischbacher et al., 2001), among others.
This is akin to prescriptions of conventional personnel
economics (Lazear & Shaw, 2007), some behavioral solutions
are likely to have a positive effect on the performance of
employees with a particular predisposition but can be
detrimental for others. Further, within the workplace, it is
possible for pro-social behavior such as altruism (Bénabou &
Tirole, 2006) to evolve under a set of conditions such as the
existence of strategic complementarities among co-workers
Rotemberg, 1994).

Most importantly, HR managers should note that any
innovative incentive design with the intention to increase
productivity may be futile if there are trust issues between
employees and management. Concerns about wage cuts
following greater productivity may result in employees not
increasing effort (Bloom & Van Reenen, 2011). Perceptions of
the fairness of wages are an important consideration for
workers (Cohnetal.,2015).

CONCLUSION

In this article, I have delved into insights from Behavioral
economics for solving two fundamental problems that affect
workplaces across the world—dynamic inconsistency and
incentive design. Addressing these challenges is of
considerable importance for HR professionals. Insights from
BE suggest that self-control problem (a class of dynamic
inconsistency problem) can be addressed by making
available appropriate 'commitment devices' to employees
specific to where the self-control problem hurts the
organization the most. Furthermore, while introducing
commitment devices, there is the considerable potential of
employing norms and reciprocity in the workplace.There is a
need to understand sensitivities to extrinsic motivation in a
setting of intrinsic motivation. Furthermore, there is
significant variation in impacts that could be had with not just
the value of the gift but also 'the thought that goes behind the
gift'.While designing policies to address self-control issues, it
should be borne in mind that there is no blanket solution to
this problem. Work 'environment cues' (Laibson, 2001) may
play an important role in restructuring the costs and benefits
of effort in the present and the future, and hence the
effectiveness of the interventions to mitigate self-control
issues of employees. It is likely that underlying preferences of
employees and their Behavior might be mediated by
environmental cues. For instance, firms may cue different
norms that may not be directly observable (Carpenter et al.,
2005). Insights from BE also inform HR professionals about
ideas to improve incentive designs. Findings from BE suggest
that pro-social motivation between co-workers in socially
connected teams is a fertile setting for HR managers to
introduce incentive designs. Cumulative evidence from
Behavioral experiments have established that financial
incentives are not only ineffective but also counterproductive
when employees are intrinsically motivated (Frey &
Oberholzer-Gee, 1997). It is fascinating that BE also offers
insights into an aspect of biases in performance evaluation.
For instance, Swift et al. (2013) find that HR managers may be
influenced by high nominal performance as evidence of high
ability and fail to discount the ease of performance and
candidates benefiting from favorable situations are more
likely to be admitted and promoted than their equivalently
skilled peers. Insights from BE have the potential to inform
and shape the strategies of HR in any organization in a manner
that serves its goals and mission. More importantly, there is
considerable scope to apply these insights across the
continuum of HR activities. There is also a need to develop a
culture of evidence-based HR practice (Rousseau & Barends,
2011). Given the significant role of HR-professionals in the
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success of any organization, a deeper understanding of how
BE principles can be applied to improve existing HR
programs is critical. An added advantage of the BE
paradigm put to practice isthatit encourages evidence-
based and scientific evaluation of what works and what does
not. Although in this article I focus on two class of Behavioral
issues that need to be addressed, there are several other
biases and heuristics that can be strategically employed, and
in innovative combinations to tackle 'large world' HR
problems. For instance, employees are also likely to have
several other Behavioral biases such as myopic loss aversion,
which may result in their making decisions 'one day at a time'
(Camerer et al., 1997). There is no doubt that several aspects
of HR management including hiring, employee motivation
and employee development stand to benefit from rich
insights from BE. Therefore, an improved understanding of
how BE can transform HR practices of organizations have
significant strategic implications. As organizations learn to
rethink and redesign the choice architecture to nudge
employees at the workplace, organizations need to assess the
possibilities of developing a culture of evidence-based
evaluation of HR practices that could be of strategic relevance.
Several field experiments have been providing considerable
insights into the impact of broader managerial practices
(Bloom et al., 2013) as well as minor changes in incentive
structures. HR managers shouldadopt similar frameworks
for constant evaluation of the impacts of the interventions in
different settings.BE promises to be a powerful toolbox for HR
managers and leaders. Nevertheless, the limitations of BE as
an aide to attaining organizational goals should be
recognized and the evidence on whether interventions have
been effective in addressing issues of dynamic inconsistency
and incentive design should be systematically documented
and widely disseminated among HR professionals.
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