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RETURN ON INVESTMENT OF BACKGROUND SCREENING

In an increasingly globalized, virtual labour matk&uman resource managers are
increasingly facing the problem of adverse selectand the need to identify
"borrowed" or "embellished" CVs. Background veatfion is a screening device
that weeds out untrustworthy applicants, and hedpaluate the character of

prospective staff. By hiring ethical people whosdfile corresponds to vacancies,
companies hope to increase their profitability améduce the negative

consequences of "poor" hire. From a literature savj this paper aims to develop a
tool to estimate the return on investment of baglgd check.
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Introduction

The quality of employees (moral, attitude, quadifions, and knowledge) is a critical factor conttibg

to the success of a company. Wright and McMaharoskw{1992) points out the key role human
resources play in creating a firm specific compatindvantage. It is important for a company te hire
right person with the right attitude and backgrauntth the increased mobility of employees (on ager

an employee will change employer 10 times in th®.\Bureau of Labor Statistics, 2008), globalizatio
and virtualization of the labour market, human tese managers are increasingly facing the problem o
adverse selection. In economic theory a solutionhts problem is the establishment of a system of
screening. Practically it is about identifying dpphts that have "borrowed" or "embellished" tHe¥ .

In North America, since 2001, and following somélmized law suits for hiring negligence more and
more companies are using pre-employment chelck004 according to a survey conducted by the
Society for Human Resource Management 82% of thertdRagers indicated that they conducted some
degree of screening job candidates. However mostrtdRagers have been facing a problem: due to the
fear of lawsuits, many companies in North America mbt provide references regarding former
employees. They only acknowledge that the emplalidework there (Cadrain, 2004). In order to
increase the chance to hire a person with the rigtitude and the required skills employers are
increasingly becoming aware of the value of condgctomplete background verification. The purpose
of a complete check is to verify factual backgrounéormation provided in the CV (education,
employment history) and uncover any derogatory gamknd information not provided by the applicants
(Adler, 1994). A complete check include a combimatbf criminal record check, employment references,
character references, a credit check, educatiaraifigation verification, the confirmation of aiders
license or accident history. Truly detailed checkaild also include other services (see Wang and
Kleiner, 2004 for an exhaustive list) and crosemeficing (Bonanni, Drysdale, Hughes, Doyle, 2006).
Complete background verification is complementaoy ttaditional selection devices used by HR
managers. It usually occurs when the employer tisréisted in hiring the applicants after interviews.
However with background checks there is no “temt'dpplicants to take or interview questions famth

to answer. The candidate usually signs a releasedathorisinghe employer to conduct the background
verification.

In addition of helping weed out untrustworthy oeligible applicants, background checks can alsp hel

evaluate the character of prospective staff. Thegiity of the person is assessed by the accuracy o
information provided in his/her CV. By hiring ethicpeople whose profile corresponds to vacancies,
companies hope to increase their profitability aeduce the consequences of "poor" hire on the
motivation of employees and corporate reputatioronft a literature review, this paper aims to

demonstrate the advantages of background checkidgadevelop a method to evaluate its return on
investment.

The paper is organized as follows. The first secfioesents an overview of the potential benefits of
background verification. The second section referheories justifying the use of this screeningicke
Section three presents an approach to estimatdeahefits of background screening. The discussion
section presents the method to estimate empiridta\ROI and the limitations of the approach. fihal
section concludes and introduces future work todreucted in this field.
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|: EXPECTED BENEFITS OF BACKGROUND VERIFICATION

In some industry like the banking industry, chegkjab applicants’ background is encouraged. A 2005
FDIC guidance states that having an effective bamkyd screening in place can help banks reduce
turnover, deter fraud and embezzlements and ait@dtlon over hiring practices. Financial instituts

in general are prohibited from hiring any employedth a criminal offence conviction involving
dishonesty, breach of trust or money laundering.otimer industry employers also want to protect
themselves against employee misbehaviour

Vardi and Wiener (1996) defined organizational ratgviour (OMB) as any intentional action by
employees that defies and violates (a) shared @afonal norms and expectation or (b) core sokieta
values, norms, and standard of proper conduct. Elasgify employee misbehaviour in three categories
according to their underlying motivation: (a) mikbgiour intended to benefit the self (Type S), like
steeling, (b) misbehaviour intended to benefit dhganization in the short-run (Type O), like lyitga
customer, and (c) misbehaviour intended to infliainage (Type D), like damaging company’'s property.
Behaviour types S and D affect a company bottom iinthe short-run however type D behaviour can
affect the reputation of a company in the long-rinaloui and Kakabadse (1992) found in their siatye
study of 451 incidents evidence that both managmmd employees engage in organizational
misbehaviour. Their classification of the form ofsgonduct is more detailed than Vardi and Wiener
(1996). They report six categories: theft and epdfe, rule breaking, destructive behaviour,
uncooperative behaviour, disruptive behaviour, amsluse of facilities. They also highlight the human
needs that these behaviours satisfy: self-expmesalleviation of tension, and financial benefits.

Economic theory also sheds some light on employdecanduct or opportunistic behaviour.
Opportunistic behaviour has been coined ‘behaviaumaertainty” by Williamson (1985). This refers to
self-serving actions on the part of managers orleyeps that breach their explicit or implicit cattual
relationships with the firm. A traditional exammé& opportunistic behaviour is when managers in@eas
their personal welfare at the expense of the fimasers and the overall value of the firm (Jensamh a
Meckling, 1976).

According to Campbell and Lefler (2009) the riskileése misconducts becomes more acute in period of
economic crisis. They state that during the 20@8emic downturn companies in the US have reported
an increase in property theft (+44%), fraud (+43%g9lence (+27%) and IP theft (+7%). Campbell and
Lefler (2009) also mentioned that “downturns proglumore cases of embellished credentials or
concealed substance abuse and financial problérhsy classify employees’ misconduct into two main
categories:

0 The insider threat (theft, fraud and violation Bj |

o Erratic behaviour : depression, anger, aggresssgeneeven full-blown violence

The issue raised is could previous misconductsack bf integrity shown by lying on his/her CV be

predicators of future negative behaviours. Stray®398) has shown that looking at a potential
employee’s former employment, educational recartiricial situation, and criminal record can reveal
“red flags”. Regarding for example credit checksll&her (2006) has shown that employees with
serious financial problems are thought more likielysteal. Oppler, Lyons, Ricks and Oppler (2004)
found that federal employees who reported, eithbargkruptcy, a legal judgment for unpaid debt, or a
current loan delinquency of over 180 days wereiggmtly more likely to engage in counterproduetiv

! This increase in demand has led some high profl®<like John Sculley, former chairman of Apple ardCEO
of Pepsi to create in 2005 a company (Verified ®greffering continuous employee screening to leelmpanies
prevent a bad hire and organizational misbehaviour
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work behaviour. Schnatterly (2003) looks more dedly at white-collar crime, which as the author
stated can cost a company between 1 to 6 perceamtirafal sales. She concluded that the white-collar
crime probability increases by 7% when a firm daes carefully screen its financial and audit staff.
Empirical studies have shown some relationship eetw past behaviour and employee future
misconduct. The following section introduces twecedhes that support the need for background
verification.

I1: THEORIES SUPPORTING BACKGROUND VERIFICATION

The two theories presented in this paragraph arehibory of reasoned action from psychology and the
theory of asymmetric information from the econoffiedtd.

I1.1: Theory of reasoned action

The Theory of Reasoned Action developed by Azjeth Bishbein (1980) states that intentions predict
actual behaviour. The behavioural intention is eieed by two factors: (a) the person’s attitudeds

the behaviour and (b) the subjective norms — thieflidat other people approve of such behaviohisT
theory is considered useful in explaining most aobehaviours including functional and dysfunctiona
work-related behaviour. Vardi and Weitz (2002) haesigned a study to test the Theory of Reasoned
Actions in predicting employee intentions to engagehe three forms of employee misbehaviour as
identified by Vardi and Wiener (1996), namely dadfrefiting (Type S), organization-benefiting (Type
0), or damaging (Type D). Their results support Theory of Reasoned Action in predicting negative
workplace behaviour: positive attitude toward misbgour and belief that other people support such
behaviour are predictors of employee misconductpdéit that the presence of inaccurate informaion

a CV or derogatory background information is evikerof the candidate positive attitude towards
misbehaviour and could predict the intention toagmgin organizational misconduct. In this context
employee background verification is a form of praixe action designed to lower the chance to hire
employee with a positive attitude towards misbhebai

I1.2. Asymmetry of | nformation and Labour Mar ket

The second category of theoretical model suppottiegneed for background verification is the theafry
asymmetric information and market for lemons (A&ErtL970). Akerlof (1970) has demonstrated how
asymmetric information could prevent transactionthe market for used cars and health insuranabeln
labour market the same issue prevails. If we aiyprincipal-agent model to the labour marketrehs

an employer (the principal) and a job applicane (dgent). The job applicant has information about
his/her skills level, attitude, knowledge. Thisamhation is not readily available for the employr.
order to solve this issue of asymmetric informatemonomists propose two alternatives. A signalling
alternative where job applicants get training tthelivers some license. The signalling can alsoyafupl
past job experience. Thignallingalternative can solve some of the problem of asymmoi@formation
regarding the candidate skills. However as mentobg Salop and Salop (1976) the information
regarding the candidate productivity, trainabibtyd expected tenure at the firm is not availabieuith
licensing. We can expand this list by adding infation regarding work-related attitude. The firm dee
therefore to develop som&creening device to acquire this information. Screening desilooking

2 Some economists use the terms signalling and dageémerchangeably, and the distinction can be
attributed to Stiglitz and Weiss (1989).
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simultaneously at past work experience, educatiomabrds, and criminal records to name a few, are
assumed to be correlated with the candidate fytxgéuctivity, trainability and work-related attited

In the previous two sections we have reported fwemties that support employee screening and some
empirical works that have shown that some “flagai predict future counterproductive behaviourhia t
forthcoming section we develop a formula to mea&(@¢.

[11. Return on Investment on Background Screening

The concept of Return on Investment (ROI) was finstoduced in the early 1920s in the Harvard
Business Review. It is a tool to measure the vahlgated by an investment. ROl measures have been
developed to estimate the return on training exgen@hillips, 2005). The ROI of background
verification corresponds to a dollar value measussda ratio of costs divided by the benefits of
conducting background verification. The benefitglollar value are difficult to estimate as utilijains
continue to accumulate over as many years as tisermpéired stays with the organization. The besefit
can be measured as a difference in performanceebata bad hire and good hire. We can state that a
good hire will have a higher productivity than alltére due to the following factors:
o A difference in output, measured for example bstamer satisfaction
o A difference in workplace morale and therefore piaitvity of co-workers. A bad hire could also
lead to what economists called the effect of thad'money chasing the good Ynee., the good
hire leaving because of the misbehaviour of theHia

In addition good hire will have a positive impact the goodwill of the company that is its reputatan
the consumer and labour markefbere are also intangible benefits thahnot be easily converted into
monetary value, like job satisfaction, organizatiocommitment, teamwork.

In addition the company will have to incur someitdddal costs by hiring a bad hire
o Cost of theft, fraud, sabotage
o Cost of voluntary absenteeism. Phillips and PHill{2005) report that the cost of voluntary
absenteeism is often represented by a value inatige of one to three times the average daily
wage rate.
o Cost of accidents caused by a bad hire minus thieof@ccidents caused by a good hire.
Value of management time spent on a bad hire mimaivalue of management time spent on a
good hire.
Cost of terminating
Cost of recruiting the replacement of a bad hire
Cost of training the replacement of a bad hire
A bad hire could also open the employer to litigatior negligent hiring

o

O o0oOo0o

To computeROl, the following assumptions have to be made:

0 The salary for the bad or good hires is the same,

0 The expected productivity of an employee, i.e, thkie for the organization of a good hire is
higher that the value for a bad hire. A good hiik ave a value for the firm higher than his/her
salary,w, calledd, and a bad hire will have a value lower than hiséaary, 6,

o The improvement in validity of the selection metbpda, due to the use of a complete
background screening (validity means how well &&&@n method predict a behaviour, in the
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case of background screening a change in validésima an increase in probability of hiring the
right person).

0 Number of years a bad hire stays within a compagy,

o0 Number of years a good hire stays within a compagy,

Based on these assumptions we have the elemeptsgent the following formula to measure the ROI
for background verification.

ROI=[w X Aa X [(0g-6p) XN+ Oy xng) ]/ C;

Where,

w = salary

Ao, = increase in validity, i.e, increase in probapitf hiring the right person
(84-6y) = value for the firm of a good hire versus a baé

8, = value for the firm of a good hire

n, = number of year that a bad hire stays withinmgany

ng= number of year that a good hire stays within mpany

¢ = cost of conducting background checking

For illustration purpose, let's assume that a retmire is hiring a full-time entry-level employe€he
salary of an entry-level employee is $15000.

The second assumption is that a good hire repiesenincrease in value of 30% compared to a bad hir
We assume a difference of 30% as a good hire wilinbre productive than a normal hire and a bad hire
will not only be less productive (decrease custosatisfaction) but the company will incur additibna
costs as mentioned earlier. We assume that a gomaH.0% more productive than an average employee
and a bad hire represents a 20% increase in cdwta adding the loss of productivity and additional
costs.

The third assumption is that background screenamgs to increase the probability of hiring the
employee with the right attitude and skills, by 20kois reasonable to expect a complete screening
process to remove the majority of the bad hiremfthe hiring pool, however it does not guarantee a
100% good hire. Background screening tends to edtei applicants with important red flags: reference
screening flags 20% of applicants, a criminal rdadreck flags 6% of applicants, credit check flag%o

of applicants, and education verification flags 168@&pplicants referenced (Bonanni, Drysdale, Heghe
& Doyle 2006). These percentages are also increadegh the results of each of those checks are
compared and cross referenced (Bonanni, Drysdalghés, & Doyle 2006). Background verification
can help measure a certain level of integrity ef ¢tandidate, however additional selection procedlare
required to make sure that there is a proper mbétiveen the expectations of the candidate and the
company.

Last assumption, good hires remain with the comganys year$ and bad hires will remain with the
company for one year at which point they will bertimated.

The first stage of our task requires that we cateuthe cost of the investment. We will assume ttieat
background screening package selected is relativetgplete and includes a criminal record check,
references, a credit check, and educational vatifins. This package is more comprehensive thaseth

3 This assumption is in line with the conclusiontie report of the Bureau of Labor Statistics (2aD&} on average
an employee will change job 10 times in his/heeear
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used by most companies (especially retailers) faryelevel applicants. This package would cost
approximately $200 in North America. This increagiee investment to higher than what it would be
normally, but it allows us to err on the side ofservatism and allows us to buffer our first asstimnp
which is that background screening always elimimdtgd hire. The basic assumption that underlies th
background screening industry is that the bestigi@dof future behaviour is past behaviour. A&sult,

it seems likely that a robust package as assumedwaild be useful in predicting whether an applica
would perform well in a relatively simple job enmimment such as a full-time entry level retail gosit

Having established the value of the investmenttauing established the assumptions under which we |
build our equation, we can move on to measure RObéckground verification

ROI=[w x Aa X [((6g-0)/ W) x n, + 0 W) X ny ]/ C;
ROI = [ $15000 x .2 x ((.30) + (.10) X5)]/$200

ROI = 2400/200

ROl =12

This is the benefit/cost ratio or, put simply, tle¢urn is 12 times the investment. To sound everemo
impressive, it can be expressed as a percentag® @ investment by multiplying by 100: 1,200 per
cent.

This equation is fair, conservative even, when cameg to contrasting figures. The US department of
labour claims that “the average ‘bad hire’ thatvesaa company within six months costs the company
approximately $40,000 in severance pay, trainirggted human resource time, possible search firs; fee
loss of productivity and impact on employee mofakhillips & Phillips (2005) based on a survey
conducted by the ROI institute have reported thatturnover costs, one of the consequences of bad
hires, can represent between 30 to 50% of anralatysfor an entry level fast food worker to 200 to
400% for a computer software designer. The estinfateover costs are fully loaded to include aél th
costs of replacing an employee and bringing hirhearto the level of productivity and efficiency thie
former employee. Barada (2003) asserted that thts dor hiring the wrong person including costs for
replacement and training are three times the anmeaime for that employee or $45000 for our
hypothetical employee abov&turman and Sherwyn (2009) measured the impachtefyiity test (a
selection device whose purpose is similar to bamkgi screening) on workers' compensation claings at
large hotel chain. Their conclusion is that company eiqrexed a 50% one-year return on investment
from the integrity test.

V. Discussion

The formula presented in this paper has the adgarnia take into consideration the double impact of
background screening:

1. the positive impact on overall job performance gbad hire
2. the cost of counterproductive behaviour of a bae hi

Referring to Phillips (1996) model to measure R objective of this paper was to identify thedwe
and benefits of background verification. The ndxage is to conduct a survey to gather data to attim
in dollars terms the benefits and additional c¢stsimate the increase in job performance of a docal

and the cost of the counter productive behaviowr b&d hire). Accurate information regarding thetso
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of a bad hire would be very useful for any HR maaageven if most of the costs are intangibleortier
to conduct this study a survey is under developragt will be sent to HR managers in France and
Canada.

We are aware that the approach proposed necesgi#itering data that could be in some cases
approximate. For example to measure the increapsonfuctivity from a good hire we will use ratioeal
estimates, defines as dollar value provided by sigmrs (Schmidt, Hunter, McKenzie and Muldrow,
1979). Phillips & Phillips (2005) also support thpproach of rationale estimates for estimatingcthet

of bad hires. They think that input concerning #wtual impact of voluntary absenteeism, information
concerning customer complaints, errors on repartd, conflicts may be developed from the immediate
managers.

As the impact on individual costs and productivigwe to be estimated by supervisors of the empiyyee
we will conduct an additional study looking at tingpact of background screening on companies total
labour costs. The objective will be to compareolabcosts of companies using background verificatio
versus the ones not using background verificatide.will propose to conduct a cross-sectional sty
test the following equation:

Log C =§q + 8:xbackground $,x average age of employee$sx percentage of white collars
+ 84 x percentage of womends x number of employeesés x sector;

Where,

Backgroundis a dummy taking the value one if the company tlase a complete
background check and 0 otherwise

Sectoris a dummy variable taking the value one if the pany is in the tertiary sector
and 0 if in the secondary sector (agricultural @eist excluded as this sector does not use
background checking extensively).

By conducting this study we expect to validate finglings that background verification improves f&'m
performance either by increasing benefits or desimgdabour costs.

V. Future Research

This paper presents a methodology to measure tHeoRieackground verification. As stated earlier the
next step is to gather data to validate our assomgtiat background verification helps firms toriegse
productivity and decrease labour costs. This pegeart of a larger research projects:

» As with any other selection/screening tool, it mpbrtant to guarantee that background
verification does not discriminate potential emgley based on age, gender or ethnic
background.

> It is estimated that in excess of 50% persons hired within the US undergo some fofm o
background screening process and that percentagerémsing year by year. It is estimated that
approximately 30% of persons hired in Canada andasly screened. In the UK, that number is
estimated as being approximately 5%, while in Gumarttal Europe the number is estimated to be
less than 1%. The authors are interested in exagthe reasons for the very different levels of

* 82% of respondents in the US to a Society For HuR@sources Management [SHRM] survey in 2004, aidit
they conducted some degree of screening of potemtiployees.
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>

screening in those various jurisdictions. The arghmmstulate several possible explanations for
this international divide. The first is that thedkground Screening industry was originally
developed in the US and that the industry has simpt yet migrated completely into other

business cultures. Another explanation could la¢ time legal and regulatory environment for
Background Screening is more favourable in the ks tto other jurisdictions. This may be

because the legal culture in the US has caused aimesses to protect themselves from
litigation by displaying due diligence. A third @anation could be that human resources
professionals in other jurisdictions have differgmtrceptions about the potential benefits of
Background Screening.

It would be also useful to evaluate job candidasgtitude towards a complete background check.
We can expect privacy concern and stress assoaidtiedhe lack of knowledge or control over
information may generate negative reactions from glart of the candidates. A cross-cultural
(French versus Canadian) study on this issue witidnducted.
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