“Pay enough or don’t pay at all” by Gneezy and Rustichini (Lecture 6)

The authors found that in not all of the cases offering monetary incentives produced higher performance. In some cases it even lowered performance relative to the situation where no money was offered.

Introduction

Economic theory predicts that an increase in financial incentives increases performance. The authors’ main result is that performance does not vary in monotonic way with incentives. Factors, different from money, may enter into the decision of the agent (e.g. social norms of for example duty to the community or reciprocity). By offering money the incentive for reciprocity is destroyed and the action becomes less appealing on its own merits. Intrinsic motivation may be replaced by monetary motivation (extrinsic motivation) (the net effect may be a reduction in overall motivation). In economic terms, we can say if the reward directly affects the utility of an individual in a negative way then performance may decline with the increase in monetary incentive. In particular they study the differential effect of small and large rewards on performance.  

Research design

Experiment 1- 4 groups were asked to answer 50 questions taken from an IQ test. 1st group was simply asked to answer as many questions as they could (the problems were chosen such that giving the right answer was mostly dependent upon effort). 2nd group subjects were given an additional payment of 10 cents for every question answered correctly. 3rd group subjects were given an additional payment of 1 NIS for every question answered correctly. 4th group subjects were given an additional payment of 3 NIS for every question answered correctly. 

Experiment 2- Conducted among a group of high school children who were doing volunteer work. The group was divided into 3 groups. 1st group was the control group (they were simply told how important the work they were doing was). 2nd group in addition to the speech they were promised 1% of the total amount collected. 3rd group in addition to the speech they were promised 10% of the total amount collected.

Experiment 3- authors asked the subjects what incentive they would give people working on their behalf (no reward or low-reward). The agent would not know that the principal had decided its payoff, so it would merely be presented with payoffs not knowing that they could have been altered by a principal.  

Results

Experiment 1- Averages of correct answers; 28 in 1st group, 23 in the 2nd, 34.7 in the 3rd, 34.1 in the 4th. The results indicate that the effect of the introduction of monetary incentives and their change affect in the same way individuals with different characteristics, such as higher talent or willingness to put out effort.   

Experiment 2- Average amount collected; 238.67 for 1st group, 153.67 for 2nd group, 219.33 in the 3rd group. The difference was significant, which as in experiment 1, indicates that the difference between treatments is uniform among subjects with high and those with low performance. 

Effect of monetary incentives can be, for small amounts, detrimental to performance. 

Experiment 3- Most chose a low-reward, which was subtracted from their final payoff and as it induces less effort is the wrong contract in the principal-agent relationship. 87% chose a low reward under experiment 1 and 76% under experiment 2.  

Conclusion

In this model the agent has a utility function of the activity a with monetary reward r, which then becomes u(a,r), which is then added to a function of intrinsic motivation (m(a,r)). The latter term captures the negative effect of r on intrinsic motivation, since the derivative of m in respect of r is negative, hence m decreases in r. Furthermore, one could say that intrinsic motivation is displaced by extrinsic motivation (i.e. rewards). There is hence a discontinuity between an increase in reward and increased performance. An important prediction is that once perception has been changed it is hard to reverse (e.g. mothers choosing to pay the fine for picking up their children late instead of picking them up on time in order to avoid the fine (i.e. no intrinsic motivation anymore). One can call these effects consequences of principals trying to complete incomplete contracts. 

Small compensation might be seen as insulting and therefore making the practical implications of the research minimal. However, firstly, not all small compensations are seen as insulting (e.g. paying back a small amount for recycling a soft drink bottle may make subjects feel ‘cheap’ when they recycle instead of recycling without the monetary incentive). Secondly, insulting compensations do not have to be small (e.g. a professor being paid $200 per month to move office may find it insulting regardless of the relatively high compensation). Hence it seems widely accepted that a sufficiently high reward reduces the variance around the mean value of the behavior predicted by the theory. 

There is a fundamental difference in the nature of the two experiments. In the donation experiment there might be more altruistic/intrinsic motivation. Hence making the results even more apparent, because the donation experiment showed a much starker decrease in performance and a higher reward did not even bring the performance back to its level without reward.

Contracts, social or private, are usually incomplete, and regulate an interaction in a situation of incomplete information. The introduction of a reward modifies some terms of the contract but also provides information. New behavior is a response to the new information and payoff structure. Standard Bayesian updating of information seems unsuited for this situation.

