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I doubt that there is any part of management control that gets so much interest from people as financial incentives. 
Looking at top management in listed companies we are likely to find that performance-based pay is a widely used practice, but also 
a highly criticized one. Financial incentives have been the target of significant criticism from researchers, journalists, ministers of 
government, stock holders, union representatives and even from managers themselves. Do financial incentives actually increase 
motivation? Perhaps, but I will argue that the opposite may as well be true. One of many examples when this seems to be the 
case was when a survey was sent out to a number of people living in a certain area of Switzerland, where they were asked if they 
were willing to store nuclear waste in their area, given that the same area would receive substantial compensation for it. About 25 
percent answered yes, but the interesting thing was that an equal number of other people were asked exactly the same question, 
although without any mentioning of compensation. Perhaps a bit surprising, now about 50 percent, i.e. twice as many said yes!

I will ground my claims in a theory called Motivation Crowding Theory, which is part of a larger psychological theory 
called Self-Determination Theory. This theory has a very strong empirical foundation in experimental research and is literally 
based on hundreds of experimental studies. A very simple example of one of these studies would be a number of students 
who were invited to participate in a research experiment in exchange for some dollars. When the students first arrived the 
researchers measured how motivated they were to participate. Then the students were told that they had been wrongly 
informed about the compensation; they were not going to get any. After that the 
students’ motivation was once again measured the same way as before and, believe 
it or not, it had actually increased! Whether the poor students got their dollars or 
not in the end I really cannot say.

The explanation for this effect, according to this theory, is that extrinsic 
motivation, such as money, may crowd out intrinsic motivation, such as interest 
or believing it is important or just fun. If an increase in the extrinsic motivation 
crowds out even more intrinsic motivation the total motivation will decrease. The 
compensation in the nuclear waste case seems to be an example were the extrinsic 
motivation (compensation) crowded out more intrinsic motivation (perhaps in the 
form of willingness to contribute to society). The student case is an example of the 
other way around, namely that when the extrinsic motivation (a few dollars) was 
withdrawn, the intrinsic motivation (perhaps contributing to research) seems to 
have increased more than the extrinsic motivation decreased. 

But why then, do we see this strange crowding out effect? The explanation is that extrinsic interferences, including extrinsic 
rewards, may harm a person’s feeling of being in control as well as their self-esteem. 
In the example of the nuclear waste, the introduction of compensation may have 
made people think something in line with: If they offer me compensation in order 
to influence my choice, they are probably trying to trick me. I better be aware 
because this is probably more dangerous than I first thought! Maybe my children 
will get blood cancer from the waste? The reduced self-esteem is more in line with 
a manager that is offered a bonus thinking something like: Ok I appreciate the bonus 
offer, but why do they think they have to offer me a bonus? Don’t they think that I 
am motivated enough by myself or do they perhaps think that I am lazy? Don’t they 
trust me? These thought are of course not necessarily as explicit as here; it may very 
well be a question of feelings rather than clear thoughts.

However, extrinsic rewards do not always crowd-out intrinsic motivation. 
In fact, they may even increase it. What determines this is whether the extrinsic 
rewards are perceived as controlling, as in the examples above, or if they are 
perceived as supporting. An extrinsic reward that often, but not always, is perceived 
as supporting, is appreciation from a superior manager taking an interest in ones 
work. But even performance-based pay can be perceived as supporting, and jobs 
with this type of compensation therefore tend to attract certain types of people. I 
have one example from a case study performed by some of my students. The case 
concerned a company selling cars, where the car salesmen of course had perfor-
mance-based pay. Every one of the salesmen turned out to be male and athletes! For 
them getting a bonus was probably just a substitute for winning prizes.

But perhaps not all jobs are best suited for the particular type of person attracted 
to bonus systems? This is at least the opinion of the late Professor Sumatra Ghoshal 
from London Business School, who argues that the way we manage and reward 
managers does not give us the leaders that are best suited for the jobs. And perhaps he 
is right; maybe we would do better with leaders that possess an intrinsic motivation 
to create something with lasting value, compared to those who are mostly interested 
in maximizing their bonuses? 

Göran Nilsson is Assistant Professor 
of Accounting at the Department of 
Business Studies, Uppsala University. 
He is Mercury’s columnist on 
management control issues. 

Göran Nilsson draws on Motivation Crowding Theory to 
explain why financial incentives sometimes fail.
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