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1. Introduction

Because of principal-agent’s problems in the banking system, there are rents
present within the bank. If rents are present, then they can be contested. Many banks
have difficulty in assessing their employees' contribution to the total output and profit
of the bank. Citing Radner (1993): “If we look at individuals in a bank, especially in
the management sector, it is rare that we find a person whose output can be
realistically measured in money or any other one-dimensional variable.” This
difficulty generates “influence costs” that have been defined by Milgrom and Robert
(1992) as follows: “The costs included in attempts to influence others' decisions in a
self-interested fashion, in attempts to counter such influence activities by others, and
by the degradation of the quality of decisions because of influence.”

As the manager at the bank has not got full knowledge of his/her employees’
productivity level this allows the employees to try and influence the employers
decision regarding promotion. This influence can be seen as rent seeking activity
intended to receiving the rents of promotion within the banking system. The rents in
the bank become, therefore, contestable.!

The question posed is whether the presence of the rents also implies that those
more adept at rent seeking have an internal advantage in seeking promotion in the
hierarchy of career advancement in banks.

The model displays a population of employees differentiated in productivity and

rent seeking abilities, and investigates the likelihood of people with different attributes

"It is not clear whether the employer designs a rent- promotion - seeking contest or not however

empirical studies and others such as Cleveland and Murphy (1992), Altman, Vanlenzi and Hodgettes
(1985), Tziner (1999) have shown that employees invest in non productive activities in order to
increase their performance appraisal and believe that such activities will increase their probability of
being promoted. Moreover, Tziner, Latham, Prince and Haccoum (1996) developed an instrument
(PCPAQ) capable of quantitatively measuring the extent to which specific political considerations
affect performance appraisal. In contrast to the above mentioned papers, this paper looks at the
investment in non-productive activities as a worker’s optimal choice relative to the choice to investment
in real productive activities by developing a rest seeking contest between the employees inside the
bank. We consider the effect of the employees productivity level and the rent seeking ability on the

probability of promotion in equilibrium



succeeding in attaining promotion. More specifically we investigate whether,
conversely, the senior management of banks can be expected to be dominated by
individuals who have low productivity levels but with or without advantage in rent
seeking activities. The answer in general depends on the incentives within the bank.
The incentives can be in terms of increase in wages from one rung to the other, rent-
seeking abilities of the candidates and rent seeking opportunities on the different
rungs of the bank’s ladder.

The bank, in the model, has a pyramid structure: the number of employees decline
at higher levels of the internal hierarchy and only one incumbent is situated at the top-
level of the hierarchy. Internal rent seeking contests take place on each rung of the
bank in order to win promotion, and thereby secure increased rents. The outcome of
the internal rent seeking contests depends on the magnitude of the income differential
between hierarchical levels. The problem confronting more productive employees is
whether it is worth their while participating in the internal rent seeking contests.

A substantial literature discusses how managers advance via competition through
the ranks of the firm (see for example Beckmann 1978). A career path is the outcome
of competition among peers with the objective of attaining higher rungs and
correspondingly more remunerative positions during the life cycle. Successful
contestants seek more prosperity and occupy themselves with winning further
promotion at the expense of production. This is possible because of the ambiguities of
measuring the individual’s contribution to output (see Radner 1993). This paper
emphasizes how, in the same context, rents figure prominently in banks and show
how rent-seeking influences promotion prospects.

Hierarchical rent seeking, as is present in my model, is also present in Hillman and
Katz (1987). They evaluate the social losses due to resources used to contest a bribe
that is transferred up a hierarchy. In the Hillman-Katz model, the rent enters the
hierarchy exogenously. In my model of a hierarchical bank, the value of the rent is
endogenous, and reflects the incentives within the bank to divide time between rent
seeking and productive activity.  This, in turn, reflects the heterogeneous

characteristics of bank’s employees as rent seekers and the internal bank structure.



Lazear and Rosen (1981) and Rosen (1986) and Lazear (1996, and references
within), in papers along similar lines, investigated the incentives of prizes increasing
survival in sequential elimination events. The most highly qualified contestant is
determined by tournament. Success is based on “survival of the fittest”, which
maintains “quality of play” as the game progresses. Their models identify the unique
role of top-ranking prizes in maintaining performance incentives in career and other
survival games: how the equilibrium reward structure favors the top-ranking prizes,
encouraging competitors to aspire to further heights, regardless of past achievements.
By contrast, in the present model, productivity cannot be fully observed by the

employer and the outcome of promotion contests does not ensure efficiency.

2. The Model

Overview

The model has the following characteristics. There are two employees who are risk
neutral and seek to maximize expected income defined over two periods. The bank
also has two hierarchical levels.” Contesting promotion is costly in time and lost
income, since productive work is directly rewarded, not the time spent in (self)
promotional activities. Workers have different benefits in ingratiating themselves via
rent seeking and in contributing to the value of the bank’s output. The workers’
productivity level, plus the rents that accrue at different rungs of the hierarchy,
determines an individual’s income.

The employer cannot distinguish precisely between the rent seeking activities and
the real production activities of the workers, thus enabling workers to compete for
rents and promotion on the different rungs of the bank. If the employer could fully
distinguish between productive activities and rent seeking activities, he/she would
promote the productive worker. >

The question is: who is promoted to senior management of the bank? That is, is

there adverse selection in the promotion contests?.

? The results can be generalized to a larger number of rungs within a bank and where the number of
employees declines while climbing the rungs of the bank’s ladder.

’ See for example, Milgrom and Roberts (1992) and Epstein and Spiegel (1997, 2001).
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The structure of the model

In the first period, while working on the first rung, the employees can choose to
compete in order to attain a higher position in the bank. The worker who loses (or did
not enter the contest) continues working on the same rung as before the contest. The
employee who wins the competition will come into office in the second period.

The productivity level of worker 7 is denoted by v; (i =1,2). v; defines the absolute
productive efficiency for one unit of time. The earnings of a worker on the second
rung are denoted by p; (i =1,2). Income per unit of labor is an increasing function of
an individual’s productivity. Thus the worker’s earnings are determined by the
worker’s productivity level plus the income from rent seeking. Therefore, p; is a
function of the worker’s productivity level, v;, and of his/her rent seeking abilities, d.

Each individual has an endowment of labor time, normalized to unity, that is

allocated between productive activities 4; and time L; spent in rent seeking:

A+ L =1 (1)

In the first period rent seeking activities are divided into two parts: seeking

promotion, L, and seeking an increase present income, L. A worker’s income in the

first rung is composed of his real contribution to the bank, v,(1—- L. — L), plus the

. . . OR v, I’

income generated from rent seeking, R, (vl.,Lf ) It is assumed that ’(+l)> 0and

O*R,(v,.1?) . .

W<O. After the contest, regardless of winning or losing the contest, the
o\L:

worker returns to rent seeking in order to increase his present income on a given rung.

In the first period the worker’s income equals:*

* It is clear that the employer could not create a contest that will promote the productive employee
by promoting the one with the highest wage in the first period, as this wage could be a result of rent

seeking activities.



L=v,(-L-I*)+ R v.I?) )

Denote by Pr; the probability that worker number 1 wins the contest and receives, in

the second period, an income of p, (V1 ,dl) (hereafter p;). With probability (1- Pr;) the
worker loses the contest and thus earns an income of f, (vl ,dl) (hereafter f;) in the

second period.” The income a worker receives in the second period after the contest,
whether he wins the contest (p;) or loses it ( f7), depends on the worker’s productivity
level, v;, and his ability to rent seek, d;. Thus both p; and f; are a function v;and d,
Moreover, there may well be a negative or positive correlation between the
productivity level of the worker, v; and his ability to rent seek, d;. d; is therefore a
function of the productivity level of the worker. This dependency may go in the two
directions: increasing the productivity of the worker may increase or decrease his rent
seeking abilities.

In order to simplify the matter, and without loss of generality, let the discount

factor be one. The expected income/utility of worker 1 is given by:

E(I )= v (-1 =) + R(w.} )+ ,(1=Pr,) + p,Pr,

3)
=v(1-L - I}) + R, (V1=Lf)+ Ji+ (pl_fl )Prl
In a similar way we can write worker number 2’s expected income/utility:
E(1,) = v,(a-1, - 12) + R, (v,. 12 )+ £, (1-Pr, ) + p,Pr,
“4)

=V2(1—L12 _Li) + Rz(vzaLg)"'fz + (pz_fz)Prz

® Using the notation set above f,=v,(1—L,) + R, (v,. L, )however there is not advantage in this

stage to breakup f'into its two components.



2.1 The Information Structure

Consider an employer who has to choose which of his employees to promote.
Neoclassical economic theory assumes that the employer has a utility that allows him
to rank these alternatives, choosing the highest ranked. Psychologists (e.g. Luce
(1959), Tversky (1969) and (1972)) criticized this deterministic approach, arguing that
the outcome should be viewed as probabilistic process. Their approach is to view
utility as deterministic but the choice process to be probabilistic. The employer does
not necessarily choose the alternative that yields the highest utility and instead has a
probability of choosing each of the various possible alternatives. Luce (1959) (see also
Sheshinski (2000)) shows that when choice probabilities satisfy a certain axiom (the
choice axiom), a scale, termed utility, can be defined over alternatives such that the
choice probabilities can be derived from scales, utilities, of alternatives.

The contest present below, may not be designed by the employer rather it may well
be that the employees believe that such a contest exists. In the literature, it has been
shown that workers invest time in non-productive activities — “political activities”
which they believe increase the probability of being promoted (see for example
Cleveland and Murphy, 1992, Altman, Vanlenzi and Hodgetts, 1985 and Tziner
1999). Thus, even though from the employer’s point of view the contest does not
exist it may well exist in the eyes of the employees and the employees invest
accordingly in such non productive activities.

Let us look at the broad picture and derive some general results. Later on in the
paper, in order to obtain more specific results, we will choose some more restricted

formulation of the probability of promotion.

2.1.1. The general model

The objective of the workers is to maximize their expected income/utility by
determining the level of investment in promotion seeking activities. Expected income
is determined by the Nash equilibrium choices of rent seeking, which follows, for

worker 7 from:



oE(1 oPr .
G = a(L{)z—v,+(p,—ﬁ)aT? —0 Vi=12 (5)
o) el o
oL oL

Notice that in order to solve the values of L,/ we need to solve the equation (5) for
oProb,(L'.L,") oProb,(L'.L,")
— >0, — <0
0L, oL,

1

both players. It is assumed that

b

OProb (L',L' OProb (L'.L'
l(l j)>0 1(1 ])<O

oProb (L',L
, , (EeE) >0
od,

od, o,

and

oProb,(L'.L,")
0 v./'

< 0. Moreover we assume that the marginal effect of the probability

: : . , , 8’ Prob,(L,'.L,")
decreases with an increase in the different variables =<0 |. It can

oL"”
easily be shown that the second order conditions can be verified. In order to put this
into focus we disregard, at this stage, the ability level of promotion seeking worker
(d).

From the first order condition it is clear that the marginal effect of a unit of

investment in promotion seeking activities on the probability of promotion will equal:

oPr, Vv,
Lo =12 (7)
aLi (pf_fi)

It can be shown that the Nash equilibrium in the determination of the levels of

investment in promotion activities satisfies:



0G, 0G, 9G, 3G, 0G, 0G, 0G, 3G,
orL' oL ov, aL'dv, ar' oL' dv, oL, dv,
ov, 0G, 0G, 0G,9G,  ov, 08G, 9G, 0G,0G, "’

1

J

o or, or oL, o' o, or oL,
(8)
0G, oG, 96, oG, oG, oG, _9G, oG,
oL' oL’ ov, aL' ov, " oL’ _or' ov, oL o,
ov,  9G, 0G, 08G, oG, ov,  8G, 9G, 8G, 8§,
or' oL' oL' oL or' oL' oL' oL

The question we would like to pose at this point is: who has the higher probability
of being elected, is it the least or most productive worker? We thus would like to

examine how a change in the productivity of one worker affects the probability of

dPr, ) .. .
d . We may write this in the following way:

promotion:
dv,

1

| oL oL,
d Pr, _ 6PrI oL, N 6Prll ! ©)
dv, oL, 0Ov, OL, Ov,

Rewriting (9) together with (7) and (8) we obtain for worker number 1:

(10)
_ 2 2 2
dPr, _ (p, fz)[nm_m_u(pl_fl)alprlj K 132 aPIr1 . alprzl aplrl
dv, A oL oy, oL’ | oL, aLyeL, oL,
+

(p, - f,) 8*Pr, | & Pr, OPr, 8’ Pr, |OPr,

1 olow | atar an T0 A T g

20V, 204y 0Ly oL, 2



0>Pr, 0°Pr, 0°Pr, 0°Pr,

where A= — - -

1M, tepresents the elasticity of the increase in wages as a result of a change in the

.. olp, —
productivity of the worker 1 : 7 , . = (p=f) v .
ov, (pl - fl)
In order to understand this result we assume that
o’ P o’P o’ P o’ P
2r] <0, 52 <0,— r‘l <0, — le <0 and as Pr,+Pr,=1 A>0 (later we
oL, oL, OL,0L, OL,0L,

will analyze a specific function in order to illustrate the results). Assuming that the

probability of worker i being promoted is not directly affected by workers i's and j’s

iy oPr, o’ Pr, :
productivity level: N pand - % _ 0 then we obtain
ov

J A

dPr, _ (pz—fz)(77 _1) _82Pr2 8Pr1+ 0’ Pr, oPr, (11
dv, A o oL\’ | oL,  oL,oL, oL,

d Pr, d Pr,

>0 iff

rests on the sign of (77 —— )therefore

Thus the sign of
v, dv,

N pr>1 . Inother words, if the increase in wages from going up the rungs of the

bank is sufficiently large for the productive worker, then this worker will have a

higher probability of winning the promotion.

o° Pr, o’ Pr,
T < I >0 and
OL.0v ; OL.0v,

Now to return to the more general case where

OPr . ) dPr,
av—’< 0. In this situation we see that in order for !

J

> ( it is not necessary that
dv,

M p—sn>1. This means, that if there is a direct effect of the workers productivity on

the probability of promotion, the increase in income from one rung to the other needed
to insure that the more productive worker wins the promotion is smaller than in the
case where the probability is not directly affected by the productivity levels of the

workers.



In order to be able to understand the effect of the different assumptions on the
probability of promotion function and in order to be able to look at other issues more

clearly, we now turn to a more specific probability function.

2.1.2. Luce’s (Multinomial) Logit Model
Luce’s (Multinomial) Logit Model postulates that the probability that an

individual chooses some alternative a € S, Pr,, is given by

eda u(a)

Ze% u(b)

bes

Pr

a =

(12)

Where the parameter g, represents the preferences of the employer (discrimination,
or in our context, the ability to rent seek of the worker). If g, = 0 for all b then each
employee has equal probability of being promoted. The uncertainty is emphasized in
the case where the employer has not got full information regarding his employee’s real
contribution to the bank’s profits. In this setting u(a) represents the value attributed
by the employer to the worker’s productivity level. As stated above, the employees
invest effort in rent seeking activities that causes the employer not to know their (and
their opponents) actual productivity level. The utility that is attributed by the
employer to worker i is given by u(v;, L' ). In order to simplify the calculations and to

be able to reach a closed form let the utility be the logarithmic function such that
uw,L! ) = Ln (v,“ L,.l) . Thus, the utility increases with the investment in rent

seeking activity of the employee. As the employee’s investment level increases he
better disguise himself as a productive worker or convinces the employer that he really
is the productive worker. The values of arepresents the level of information the
employer has regarding the workers productivity level and/or the weight assigned by
the employer to the productivity level of the worker in his decision. As « increase the
employer puts a higher emphasis on the workers productivity level. If a=0 the
employer has no knowledge regarding the workers productivity level and thus the

utility depends only of the workers investment in rent seeking activities. If o = o

10



the employer has full knowledge of the employees’ productivity levels and uses only
this information when considering promotion. We thus obtain a contest-success

function, that worker i’s probability of success in competing against j is given by:

1
d[LiV[a

Prob,(L,.L,)=
"d LY +d, LY

Vi#j, i,j=12and a >0 (13)

where %' =d, represents the rent seeking ability of the employee.

This contest success function is a variant of the non-discriminating rule of Tullock
(1980) (see also Hirshleifer, 1989 and Hillman and Riley, 1989). The probability of
winning the contest is therefore determined by the following variables:

a. The level of investment in rent seeking activities in order to be promoted, L; and L»,
b. The rent seeking abilities of the candidates, d; and d>,

c. The productivity levels of the candidates, v; and v..

d. The amount of information the employer has regarding the productivity level of the

worker, a.

oProb,(L'.L,") oProb,(L'.L,") oProb,(L'.L,")
— >0 <0 — >

Thus, 1 N D B
oL, oL, od,
dProb (L'.L' OProb (L',L' OProb (L'.L'
od, ov, ov,
Equilibrium

Each worker maximizes his/her expected income/utility by choosing the extent of
rent seeking®. Expected income is determined by the Nash equilibrium choices of

rent seeking, which follows, for worker number 1 from:

%1t is not clear that the results would vary from those presented here if an individual could change
the level of investment during the process of the contest while receiving new information (see Epstein,
1996).

11



0”E(I1 ) d, d,v,v," L}

v, +(p-£,0v,.d,)) (14)
0"[,]] 1 ( 1 1(1 1)/(d1vlaL11+d2v2aL12)2
E\l R
and d (2‘) = —v + 0’,—2'=0
2L, 2L,
Similarly, the second worker:
JE(l d, dyv,"v," L
)il ) TR (15)
oL, (dv,"L+d,v,” L))
E\I R
and d (22) = -V, + 0”—22=O
L oL,
The second order conditions are satisfied. ’
Assuming an internal solution yields:
a+l 2
vy “dd\p.—f A\p.—f.
=1 f(pf f-’)(p’ /) Vi), i,j=12 (16)

((pi -/ )diviavj + (pj a fj )djvi vja )2

We can now compute the probability of each individual winning the contest and

climbing the rungs of the bank:

2 2
7 Second order condition: d E(]' )< 0 and d E(]’ )< 0 Vi#j .
o\L, o\L:

1 1
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Prob (Ll /! )= d1L11V1 _ dlvfl_l (p,— 1)
15y )= = = =
dlLllvl +d2levz dv l(pl - f)+d,v; 1(pz - £5)

and (17)

PrOb (Ll Ll)_ dZLIZVZ _ dZV;Z_l (p2 _fZ)
K Lyl )= = = -
dll’%vl +dlezvz dv, 1(p1 = f)+dyv; 1(pz - 1)

In order to gain a better understanding of the results, let us look at the weighted

. . . dv, \ L )
ratio of the rent seeking activities of both employees: (#]—f From equation
V2

2
(17), the weighted ratio of the values of rent seeking effort equals the ratio of the
probabilities of wining the contest. An increase in the ratio means that the relative

probability of candidate number 1 winning has increased.

Prob, () _ dv, " (p, = /) _ 4w L
Prob,() d,v,"(p,—f,) dv, L,

(18)

The question is now: who has a higher probability of winning the privilege seeking
contest? In answer to this question, we investigate whether the ratio defined in
equation (18) increases or decreases with an increase in the productivity of one

individual (v; or v,) while holding the productivity of the other constant. We have:

13



(19)

:( o 1 o v (pr - £i)+d, [[ dp_d); J"la_l +(a =1 "2 (p - fl)D
dyvy

(P2 —f2) N dvy dv

(nd,v + n(p—f),v +(0(—1))

[ d (Pl - fl)"la_2

dyv," N (py = 1)

which rests on the sign of:
(ﬂd,v + ﬂ(p—f),v -I-(Ol—l)) (20)

od : . e .
where 7, , =20 M s the elasticity of the level of discrimination with respect to the

ov, d,

level of productivity level, v, and M(p—1)v :(d(pc;—ﬁ) ( VIf)J is the full
Vi P1—

elasticity of a change in wages as a result of a change in the productivity level while

climbing a rung. We now look at the full derivative of p; and f;:

dpl _ apl + apl adl and ﬁ — afi + 6fi adl (21)
dv, 0Ov, 0d, 0v, dv, 0v, 0d, Ov,

Thus a change in the productivity level of a candidate effects directly the income that

. o 0 0
may be generated in both positions, 9P nd afl
Vi Vi

, and in turn affects the ability of

rent seeking. Changing the rent seeking abilities affects the income generated at the

op od, . 94 0d,
od, ov, od, ov,

different positions, . From (21) we obtain:

14



_ a(l’l _fl) od, a(Pl _fl) V1
Ho=s)v _( on ’ oy od, (Pl _fl) 22

In order to understand (20) let us divide our discussion into three parts. We first

analyze the second component of (20) (n(p_/.)’v) (which rests on the sign of

(5(191 —fl)Jr ad, a(1’91 _fl)

, then look at the first component and finall
ov v, od] j) p (74.,) y

add the component (¢ —1).

We now look at the second component: 8(p1 _fl) i od, a(pl _fl) and look at
ov, ov, 0d,

each of its own components examining its possible different signs:

1. 5(17 l _fl) can be either positive or negative. If positive, this tells us that the
ov,

more productive worker has a higher return on productivity on the second rung than

on the first rung: op, > 9fi . However if negative then the return on the second
ov, 0y

rung is lower than the first.

ov,

2. 94 the sign of this component determines the correlation between the productivity

level of the worker and the ability to rent seek. If the productive workers have a
higher ability in rent seeking, this derivative will be positive and if there is an inverse
relationship between the productivity level of the worker and his ability to rent seek

the derivative will be negative.

3. a(p 1= fl) this component tells us where a worker can get a higher return from rent
od,

seeking. If the worker can use his new position of the second rung to get a higher

return on rent seeking than on the first rung, then this derivative will be positive.

15



Otherwise, if on the first rung it is easier to use his rent seeking abilities then the

derivative will be negative.

In the following table we look at all three component together:

Table 1
CASE | a(p, - £,) od, d(p, - f;) | TOTAL EFFECT
v, T e, od,
A + + + > 0
B + - - >0
C + - + ?
D + + - ?
E - + + ?
F - - - ?
G - - + <0
H - + - <0

In cases A, B, C and D an increase in the productivity level of the worker has a
larger effect on the direct income on the second rung than on the first rung. If there is
a direct relation between the productivity level of the worker and his ability to rent
seek and, at the same time, a worker with higher abilities to rent seek can take
advantage of the new position in a better manner than in the first rung, then the total
effect is positive (case A).

On the other hand, if there is an adverse relationship between productivity and the
rent seeking ability, and rent seeking on the second rung is not as efficient as on the
first rung, then the total effect will also be positive (case B).

In cases C and D it is not clear what the total effect is. From one side, the effect of
productivity on the increase in income is positive, however, the effect of rent seeking
is negative, either because there is a negative correlation between rent seeking and

productivity or because the rent seeking opportunities are lower in the second rung.

16



In cases E, F, G and H an increase in the productivity level of the worker decreases
his return to productivity when climbing the rungs of the bank. Given the effects of
the second and third components, we see that the results change: In cases where it was
previously unclear (cases C and D) we get a total negative effect (H and G) and in the
cases in which it was previously positive (cases A and B) they become ambiguous (E
and F). For example, in the case where all the workers on the second rung receive
the same income regardless of their productivity and rent seeking levels, p; = p, then
the first and third components will be negative. If, at the same time, there is an
inverse relation between productivity and rent seeking abilities then the total effect

will be negative.

For the time being let us disregard the other components of (20) ®: The productive
worker will win the contest and fill the position on the second rung if the increase in
income from climbing the rungs of the bank is sufficiently high. In cases A and B it is
clear that sufficient condition is that the effect of an increase in productivity is higher
on the second rung of the bank than on the first rung and the second and third
components have the same sign. In cases C and D, in order for the productive worker
to win the contest the increase in income, from climbing the rungs of the bank as a
result of an increase in the productivity level, has to be sufficiently high. Therefore it
will have to cover the loss from the decrease in rent seeking abilities or possibilities.
If the increase in income as a function of the productivity level of the worker is not
sufficiently high (namely, the first component is positive though not high enough), the
less productive workers will have the higher probability of winning the contest.

We can conclude that if the loss from rent seeking while climbing the rungs of the
bank is greater than the increase in income, as a result of the increase in productivity,
then the less productive workers will have the higher probability of winning the
contest. The loss from rent seeking activities addresses the issues of: a. a negative
correlation of rent seeking abilities and productivity together with an increasing ability
to rent seek when climbing the rungs of the bank, or b. a positive correlation between

rent seeking and the productivity level together with a negative correlation between

¥ Later on in the work we will incorporate this component.
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the possibility of rent seeking and climbing the rungs of the bank. When climbing the
rungs of the bank both options state that when productivity increases the income

attributed to rent seeking decreases.

Let us consider the following case: p,=p, (p] =p, >Max{v2 Y }) and there is an

inverse relationship between the productivity of the candidate and his ability to rent-
seek (case H). The income on the second rung is independent of his/her level of

productivity and rent seeking abilities. We can conclude that

Less productive employees invest more time in rent seeking activities and have

a higher probability of being the president of a public bank.

This result is somewhat similar to the result presented in Epstein, Hillman and
Ursprung (1999). The authors present a one period model where a contest takes place
in order to win a prize. Investment, in order to affect the outcome of the contest,
depends on time consumption and thus is a function of the contestants’ productivity
levels. The prize is fixed and equal for all contestants. The authors show that the less
productive invest more time in privilege seeking activities and so have a higher

probability of winning the contest.

A sufficient condition for an efficient worker to win the contest is that

a(pl_fl)>Ml-n 0 _%a(pl_ﬁ)
© v, ad,

5 } Namely, that the increase in income as a
Vi

result of an increase in productivity will be greater than the effect an increase in

productivity has on the rent seeking abilities.

oo op - 1)

>0 then a sufficient condition is simply that the effect an
ov, 0d,

increase in productivity has on the wage for the second rung is higher than the effect it

has on the wage for the first rung.
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We see that, if there is a loss in rent seeking abilities when climbing the rungs of
the bank then in order for a productive worker to get to the post on the second rung,
the increase in wage must be sufficiently high. It is not clear that the bank can afford
to increase the wages to such an extent as to enable the productive worker to win the
contest. On the other hand, the result obtained is that if the wages are not sufficiently
high we may see productive workers on the second rung of the bank though these
workers have high abilities in rent seeking. It cannot be said that this is good for the
bank. Thus if the bank wants to attract the productive workers with low rent seeking

abilities it must increase the wages to a sufficiently high level.

Let us now return and look at the whole problem, i.e. all of (20):
Wy + 1 p)e + (1)) (20)

We have analyzed the sign of the second component of (20°) seeing the condition
under which it is positive or negative. Let us now add the first component in order to
get the full analysis. If the sign of both components are identical then the analysis
presented above holds. However, if the signs of the components have opposite
directions then it is not clear what the outcome will be. For example, if the bank
wants the productive worker to have the higher probability of winning the contest and
the first component has a negative sign, then the increase in wages must be even
higher than was described in the analyses above. Thus this extra component may
make it harder for the productive worker to win the contest. Now adding the final
component: (a— 1). As the value of athe employer has more knowledge regarding
the workers productivity level and thus it is easer for him to promote the productive

worker. If for example (= oo)then it is clear that the productive worker will be

promoted. Otherwise it is not clear that the productive worker will be promoted.
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Let us now look at the effect, given an increase in the information the employer has

about the workers productivity, on the total promotion seeking activities in the bank:

1 1
M . Using (16) we obtain:
da
d\L, + L ) o
( ;ra 2) =-B [dzvg 1(pz _fz)—dlv] 1(p1 —f])] [Log(vz)—Log(v1 )] (23)
where

B= (pl _fl)(pz -5 1a+lvg+l((p1 _fl)Vz +(p2 _fz)vl) )
(dlvlavz(pl —fl)+d2vlv2“(p2 _fz))3

Without loss of generality assume that v, > v, thus

d(L +1,) < v, )
A T2) =0 g |2 (24)
>

da

\¢)

a-1
Notice that [ J <1 and even that p, > p,it is not clear the direction of (24). If

i
the productive worker gets an increase in wages from one rung to the other while the
other worker is very efficient in promotion seeking activities, the total amount of
resources spent on promotion seeking activities would increase with the increase of
the manager’s information. The reason for this is that the less productive worker will
have to disguise his productivity level even more under the new situation. However,
if the increase of wages from one rung to the other for the productive worker is
sufficiently high (relative to that of the low productive worker) then the total
investment in promotion activities will decrease. Moreover, as the information level
increases there is a higher probability that the total investment will decrease.

From (24) we can conclude that
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Ln{ (P, = £1)d, }

d\L} + I . -1 )d
—( ' 2) <0 iff a>1+ (p: = /:)d,
da v,

Ln| —=
V|

Thus it is clear that if the productive worker is a better promotion seeker or has a

(25)

sufficient increase in wages from one rung to the other then increasing the manager’s
information regarding his employee’s productivity level will decrease the total
investment in promotion seeking activities. Otherwise, total investment in promotion
seeking activities may increase. However, if the level of information is sufficiently

high then total investment will decrease.

To conclude:

1. In order for the productive worker with low rent seeking abilities to have a
high probability of winning the contest, the increase in wages from one rung
to the other must be sufficiently high.

2. If the increase in wages is high but not high enough, then the less productive
worker or the productive worker with the high rent seeking abilities will have
the higher probability of wining the contest.

3. In order to ensure that the productive workers have a high probability of
winning the contest, the increase in wages from one rung to the other can be
smaller, as the information the employer has regarding the workers’

productivity level increases.

The intuition behind this result is that productive workers have a higher opportunity
cost when competing. They need the prize to be sufficiently high so that the expected
prize will compensate for their cost of competing in the contest. The cost of
competing is the loss of current income as a result of investing less time in productive
activities. As the worker is more productive his cost in terms of lost income increases.
If the worker is productive and has high rent seeking abilities it will be easier to entice
him, via increase in income, as he has other ways to increase his income. However, if
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the worker is productive and has low rent seeking abilities, the expected prize must be
sufficiently high, meaning that the increase in income must be sufficiently high for
this worker to have a low participation in the contest. This result is not
straightforward. Increasing the wages from one rung to the other stimulates all the
workers, regardless of their productivity level, to increase their investment in the
contest. Thus it is not clear that the winning probability of the productive workers
will increase. The prize, at its different levels, increases the investment of the less
productive workers - however it only increases the investment of the productive
workers if the expected prize is sufficiently high and compensates the worker for his
loss in participating in the contest.

It is not clear that the bank can afford an increase in wages that will increase the

winning probability of the productive worker with low rent seeking abilities.

4. Conclusions

This paper considered the case under which the workers in a bank can engage in rent
seeking activities in order to increase their income and climb the rungs of the bank’s
ladder. Employers may or may not design such political contests, however the workers
may well believe that such contests exists (see Cleveland and Murphy, 1992, Altman,
Vanlenzi and Hodgetts, 1985 and Tziner 1999 ). We have investigated who is
promoted to senior management of a bank, and whether in particular there is adverse
selection in the promotion contests. If the rewards from climbing the ladder in the
hierarchy of the bank are high but not high enough, less productive employees or
productive workers with high rent seeking abilities will be on higher rungs of the
bank. In such a case this will reduce efficiency and decrease rents available to be
divided among the employees climbing the internal promotion ladder. The intuition
behind the result is that productive workers have a higher opportunity cost when
competing. Thus they need the prize to be sufficiently high so that it will compensate
for their cost of competing in the contest. This result is not straightforward.
Increasing the wages from one rung to the other stimulates all workers, regardless of

their productivity level, to increase their investment in the contest. The prize, at its
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different levels, increases the investment of the less productive workers. However it
only increases the investment of the productive workers if the expected prize is
sufficiently high.

As the employer has more information regarding the productivity levels of the
workers, the increase needed in wages from one rung to the other, in order to increase
the winning probability of the productive workers, decreases. The main idea behind
this result is that if the employer has no knowledge whatsoever regarding the
productive level of the workers, the probability that the productive worker will win
the contest is smaller than in the same situation when the employer has some
information regarding the levels of productivity. Thus, the expected prize of the
productive worker has decreased while the expected prize of the less productive

worker has increased.
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