
 

 

 

 

 
 
  

© 2013 Hay Group. All rights reserved. 

It‟s a question we hear in organizations around the world: do financial incentives really motivate 

and lead to better performance – both individual and company? Or do they get in the way, 

creating dysfunctional behaviors and even diminishing performance? Here, two people thrash  

out the argument, and we give the Hay Group perspective. What‟s your view? 
 

 

I know that people love debating this issue, including the press. And YouTube‟s full of films on the 

topic. But for me, it‟s pretty clear that financial incentives don‟t motivate. Research and thinking 

from the likes of Daniel Pink and Alfie Kohn has proved that they can stifle creativity, rupture 

relationships and even lead to harmful behaviors, like cheating. To me, they‟re just an excuse for 

managers with a „MacGregor X‟ mindset (the belief that people aren‟t intrinsically motivated to 

work) to use incentives as a substitute for good management techniques. 

 

But you‟re assuming that the only purpose of incentives is to motivate employees. Organizations 

use them for many reasons, including: to create a sense of fairness; to focus attention on what 

really needs doing (and channel rewards to the people who contribute the most to those goals); 

and to give the organization greater control over compensation costs. In 2008, for example, 

companies that had incentives were able to adjust them in line with business performance, and 

make fewer people redundant. That has to be a good thing, surely? 

 

Okay, but that doesn‟t answer my challenge that incentives don‟t motivate – which is a major  

part of what they‟re designed to do. Alfie Kohn said that as long as you pay people competitively, 

they‟ll focus on the work itself and their relationships with colleagues. Extrinsic factors, like 

rewards, erode those relationships by putting people into competition with each other. And for 

every person who gets a reward, there‟s someone who doesn‟t. So they‟re as much of a 

punishment as they are a reward. 

 

But extrinsic factors like financial incentives can and do motivate – under certain conditions. 

Hay Group did some research which showed that incentives motivate when an employee has a 

direct impact on the goal the incentive‟s based on, when the goal is achievable, and when they 

know what they need to do to get there. And incentives help employees – either as individuals,  

or in teams – to focus on what‟s important for the organization. They only become dysfunctional  

if organizations use and reward the wrong targets. 
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The inside story 

“We sometimes hear opponents of financial incentives say that the way companies work  

today, with global virtual teams and matrix reporting lines, is too complicated for an incentive 

plan to be effective. But we work with global companies that manage this very well. It all  

boils down to designing the incentives well, and using KPIs that drive and reward the right 

behaviors and outcomes.” 

Nick Boulter, managing director, global reward services, Hay Group 

 

 

But for every piece of research showing that extrinsic factors motivate, there‟s another piece 

proving that intrinsic ones do. Research David McClelland did with Hay Group found that people 

are motivated to achieve when there‟s a clear standard of excellence, they have personal 

responsibility for the outcome, and they get timely feedback from a credible source. And Daniel 

Pink says that the things that really matter to people – like autonomy, mastery and purpose – 

motivate far more than rewards. When you use intrinsic motivators to create the right conditions, 

people will want to succeed – and they‟ll be more motivated to keep working for your organization. 

 That‟s fine – but why can‟t you use incentives to help create these conditions? Done right, 

incentives create a sense of fairness (you get out what you put in), help to keep good performers 

without over-rewarding poorer ones, and – at least for some people – will be an extra motivator. 

They also have an important role in forging a link between the individual, their team and the wider 

business. And they help build a mindset that better performance leads to better rewards – which 

can only be good. 

 

But it‟s far easier to do that with intrinsic factors. So why not focus on working with managers  

to use praise, recognition and feedback to reward the right behaviors, and creating the jobs and 

the environment that help intrinsic motivation to flourish? From a practical perspective it‟s  

simpler, more effective, and less dangerous just to get managers to do the motivating – rather 

than using money. 

 

I‟m not saying that incentives should be a substitute for good management. It‟s vital that people 

understand what they‟re there to do, how the performance management process supports that, 

and how developing in their role can help boost theirs and the company‟s performance. Incentives 

are really valuable when they sit on top of these good practices, and put that extra focus on what‟s 

really important, and what isn‟t, for the organization. As you said at the beginning, some managers 

use incentives as a substitute for actually managing – and that‟s counter-productive. 

 

But there are so many factors you need to take into account to get incentives „right‟. You have to 

consider different personality and job types, for example. Research has shown that at times 

extrinsic rewards can be better predictors of short-term behaviors, so suit employee groups like 

sales people. But they don‟t work for people with longer-term goals, like teachers and research 

scientists. Then there‟s generation X and Y – how do you design an incentive plan that keeps all 

these groups happy, especially when you‟ve got different generations in one organization? 

 

Well, one way to do it is to have a collective scheme, such as gain-sharing or profit-sharing, which 

helps all employees to focus on doing the right things for the business. You just need to look at 

employee-owned firms to see how positive these schemes can be. As for the generational issues, 

as with any employee group, you need to recognize what motivates them first, before you put 

incentives in place. Increasing numbers of companies are starting to do this by generation. 

 

Speaking of specific employee groups, what about executives? Are incentives suitable for them? 

The public and press don‟t seem to think so, and I can see why. It‟s very difficult to structure 

financial incentives that motivate senior executives to behave in the „right‟ way, because they don‟t 

have a direct and tangible impact on bottom line results the way that salespeople do. 
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I disagree. Executives have a very direct influence on the bottom line, so it‟s fair and appropriate 

to base a significant part of their target compensation on performance – both theirs and the 

company‟s. It goes wrong when companies don‟t link executive incentives to performance, so 

bonuses become an „entitlement‟. To avoid that, organizations need to put more thought into the 

key performance indicators (KPIs) they use. For some people, like executives, this might mean 

putting more emphasis on longer-term incentives – ones that align the interests of shareholders 

and executives. 

 

I completely agree that having the right targets is vital if you‟re to get the best out of an 

employee, whatever level they‟re at. I‟m just not convinced that using the „carrot‟ of financial 

incentives is the best way to reward them. 

 

But it‟s not an either/or. The reality is that many, if not most, people are motivated by both 

intrinsic and extrinsic factors. Few people would work if they weren‟t financially compensated  

to do so, however great the intrinsic benefits might be. What financial incentives do is to  

let organizations put greater focus on the outcomes that are important to them, and give some  

much-needed flexibility to the cost structure. At the end of the day, if you only focus on intrinsic 

factors, you risk losing your best staff to competitors with better financial incentives. 

 

Hmm. The jury‟s still out for me, I‟m afraid.  

I think we‟re going to have to agree to 

disagree. 

 

 

 

No problem.  

Can I get my water now?! 

 

Ah yes – that‟s what we came here for! 

 

 

 

Financial incentives in the financial sector: what went wrong? 

“In the case of banking, it‟s clear that incentives did motivate; the problem was what the banks 
were rewarding people for – not the incentives themselves, or even their amounts. 

“Incentive targets were short-term, which encouraged people to take risks to get a bigger  
annual bonus – when, in actual fact, the bank‟s sustainable profits depended on their tradable 
assets performing well over a period of years. As a result, many incentives paid weren‟t  
actually „earned‟. 

“And that‟s behind a lot of the criticism of bonuses in banking today: people aren‟t seen to be earning their 
bonuses, which are also propping up total compensation levels above what is sustainable for the banks to survive 
(and reward shareholders). 

“That‟s why we don‟t think that regulation to cap bankers‟ bonuses is the answer. All it does is drive up the fixed 
costs further, which makes compensation models even more unsustainable, and makes it harder for regulators to 
curb risk-taking behavior through things like bonus „clawbacks‟. Instead, for long-term, profitable growth that 
rebuilds trust, banks need to take a whole new approach to reward. An approach that reflects the new economic 
realities and business models emerging from the crisis. The right incentives, and rewarding the right performance 
and behavior, can help them do this.” 

Carl Sjostrom, head of executive reward and reward strategies, Hay Group Europe 
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What do you think? 

Are you with Intrinsic Ian or Extrinsic Emma? 

Join in the debate, and vote in our poll, on LinkedIn 

 

What‟s the Hay Group view? 

We think that, done right, incentives do motivate, and give greater flexibility in managing costs. But they‟re not the 
most important, or the only, motivator.  

If your aim is to create a performance culture, and performance management is the wheel, financial incentives – or 
paying for performance – are just one cog. To keep the wheel turning smoothly, you need to oil the other ones, too: 
set the right targets, and develop managers to give clear, regular feedback that balances praise with constructive 
criticism. Any incentives you develop should complement and support these cogs – not replace them. 

 
 
 
 

Do incentives motivate and lead to higher performance? 

YES – WHEN… NO – WHEN… 

 They‟re focused clearly on achievable goals that 
employees know how to reach  

 Employees feel the targets are fair 

 They‟re in line with organizational objectives 

 They complement the performance management 
processes and goals 

 The organization wants to be able to flex its 
compensation structures according to its  
performance 

 They‟re poorly constructed, using the wrong key 
performance indicators (KPIs) 

 They don‟t match the intrinsic rewards employees 
are looking for, or the culture of the organization 

 They don‟t complement other HR and management 
processes 

 They‟re used as a substitute for clear management 
and goal setting, rather than as an addition 

 They‟re manipulated to deliver artificial rewards that 
aren‟t supported by performance 

 

Want to know more? 

Email rewardservices@haygroup.com or go to www.haygroup.com 

For the news, views and how-tos on all things reward, read IMPACT today  

 

http://www.linkedin.com/groups?gid=2100746&trk=myg_ugrp_ovr
mailto:rewardservices@haygroup.com
http://www.haygroup.com/
bit.ly/ZxrGrU

