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How behavioral economics can reinvent HR

BY JAMES GUSZCZA, JOSH BERSIN, AND JEFF SCHWARTZ
> ILLUSTRATION BY JON KRAUSE

CCrou spend more time working than doing anything else in
life. 1t’s not right that the experience of work, even at some of the
best employers, should be so demotivating and dehumanizing.”

— Laszlo Bock, Work Rules!

FROM MANAGEMENT-LED TO EVIDENCE-BASED HR

he human resource function is at a crossroads. People are the heart of our
organizations, yet many fundamental management and HR practices are
based on outdated ideas of human psychology and organizational design. Often
they are rooted in stories about successful business leaders operating in specific
places and times (for example, Jack Welch at GE in the 1980s and '90s). These
anecdotes and examples evolve into management trends and, later, received
wisdom that executives try to implement—at least while they’re on bestseller lists
and magazine covers.
But it is rare for such practices to be rigorously evaluated. To paraphrase a well-
known psychologist, they lack the character of scientific knowledge: “They tend
neither to be refuted nor corroborated, but instead merely fade away as people

lose interest.”?
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The time has come for a fresh look at evidence-based HR, founded on two
key premises.

First: HR practices, policies, and programs should be designed to reflect our
best understanding of human psychology. This simple idea carries huge implica-
tions, thanks to the revolution in our understanding of human psychology and be-
havior that Nobel laureate Daniel Kahneman and his collaborators and followers
have ushered in over the past four decades. This work has fundamentally challenged
and changed virtually every field involving human behavior, including behavioral
economics and finance, marketing, behavioral health, and happiness research. HR
should be next.

Second: HR practices, like all business programs, should be tested and
validated. While the major findings of cognitive psychology and behavioral eco-
nomics are well validated, the practical effectiveness of specific applications varies
from context to context. A practice that flies at an online retailer, for instance, might
flop at an ad agency. So whenever possible, researchers need to field-test new ideas
using what the medical profession calls randomized controlled trials and what
Internet companies call A/B testing: Try it on one randomly selected group and
compare the results with those of a control group. Doing this enables HR depart-
ments to learn what works and what doesn’'t and to quantify the economic value
being created (or destroyed).

These two principles are the pillars of the “behavioral insights” movement
that is reshaping the public policy world.’ Since the 2008 publication of Nudge by
Richard Thaler and Cass Sunstein, policymakers have come to recognize that pub-
lic sector interventions—ranging from government forms” color and word choice
to the design of job centers and after-school programs—should be designed to go
with, rather than against, the grain of human psychology.* And rather than sim-
ply follow tradition, accept authorities’ prescriptions, or adhere to industry bench-
marks, policymakers are using A/B testing and data analysis to help design and
evaluate programs.

The HR domain should embrace a behavioral insights movement of its own,
founded on three premises that correspond to the major themes of behavioral eco-

nomics (see the “Humans 101” sidebar):

o Play Moneyball (bounded rationality): The fact that the human mind re-
lies on storytelling—not statistics and logic—to make everyday decisions
has a profound implication for HR managers. When it comes to hiring and
promotion decisions, even simple predictive models run circles around

unaided professional judgment.

o Nudge your colleagues (bounded willpower): Understanding the nuances
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of our imperfect willpower gives HR leaders a powerful new toolkit—called
choice architecture—to bust bureaucracy and help employees make better

diet, exercise, charitable giving, and investment decisions.

o Leverage intrinsic motivation (bounded self-interest): HR leaders can
improve business performance by recognizing that such traditional re-
ward-based policies as incentive pay, goal-setting, performance ratings,
and promotions have far less impact on actual performance and collab-
orative activity than traditionally thought. Indeed, the impact can actually

be negative.

HUMANS 101: THREE THEMES OF
BEHAVIORAL ECONOMICS

The past 40 years have seen an explosion of research revealing dozens of surprises about how
actual people (“Humans"”) behave, often diverging from how rational economic actors (“Econs”)
are presumed to behave. These findings fall into three major themes:®

Rationality: Traditional economic thinking holds that each of us makes decisions by gathering
all available information and analyzing it with the kind of cost/benefit logic characteristic
of Star Trek's Mr. Spock. In reality, many of our intuitive decisions are predictably illogical—
often in surprising ways. It turns out that even highly trained professionals—doctors, judges,
underwriters, hiring managers—routinely lean on fallible rules of thumb and intuition (“thinking
fast”) to make complex decisions that require careful data analysis (“thinking slow").

Willpower: Econs enjoy perfect willpower and never let short-term distractions compromise
long-term goals. Clearly, such beings exist only in Econ 101 textbooks. Understanding how
and when we fall short of this ideal can help policymakers and HR executives design “choice
environments” that steer us toward making smarter decisions.

Motivation: Econs act purely out of economic self-interest: If Dan puts in an extra hour on
the job, it's because he either relishes the expected reward and/or fears the punishment he'd
face if he failed to do so. In reality, factors beyond economic self-interest—for example, fairness,
professional pride, and societal responsibility—also strongly affect our decisions and choices.

Richard Thaler calls these characteristics of human behavior the “three bounds”: bounded
rationality, willpower, and self-interest. Each of them points to major opportunities to rethink,

redesign, and radically improve our management strategies.

Taken together, these principles offer a framework to drive a new generation of
HR strategies that create happier, more motivated, and higher-performing teams.
And thanks to the power of A/B testing, HR professionals can rigorously measure

these strategies’ effectiveness.
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Principle 1: Bounded rationality and why HR needs to play Moneyball

Moneyball—the title of Michael Lewis’s famous book and the subsequent movie
adaptation—has become shorthand for the type of data-driven decision making
now widely used to improve decisions in realms far beyond professional sports:
health care, financial services, entertainment, consumer business, public affairs,
and more.® So it is ironic that data-driven methods have made comparatively few
inroads into the sorts of decisions at the heart of the Moneyball story: hiring. Hiring
decisions are still routinely made largely on the basis of unstructured interviews—
the corporate analog of baseball scouts’ use of gut feel to select players—which are

notoriously unreliable predictors of future performance.”

THINK ABOUT LINDA: WHY EXPERTS
NEED EQUATIONS

To get a feel for how badly our mental shortcuts (“heuristics”) can lead us astray, take a moment
to consider a young woman named Linda. Linda is 24 years old, single, outspoken, and very

bright. She majored in philosophy. As a student,

she was deeply concerned with issues of
inequality and social justice and also participated
o )
Qg in the Occupy movement.
‘\ Now ask yourself: Which of two alternatives is

more likely?

a) Linda is a bank teller

b) Linda is a bank teller who is active in the

Occupy movement

Most people answer (b), even though a moment’s thought reveals that this cannot possibly
be the better response: The set of politically engaged bank tellers is a subset of the world’s
bank tellers!®

This little test illustrates a fundamental feature of human cognition that psychologists have
brought to light in the past four decades. Human thought comprises two sorts of mental
operations that Daniel Kahneman calls “thinking fast” (System 1) and “thinking slow” (System
2). Thinking fast is automatic and effortless, valuing stories that possess narrative coherence.
Thinking slow is controlled and effortful, valuing analyses with /ogical coherence. The bulk of
our mental operations are System 1, and most of the time this serves us well—after all, we
would be paralyzed if we had to logically analyze each of the thousands of decisions we make

every day.
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But there’s a rub: System 1 is terrible at statistics, and comes with dangerous unconscious
biases. We humans are natural storytellers but poor natural statisticians. We are so far from
being rational Econs that Kahneman calls the mind “a machine for jumping to conclusions.”

Often without even realizing it, we tend to:

Overgéneralize from small samples of personal experience: The last two interns | recruited
from the University of X were great—let's focus our recruiting there.

Assume that the evidence before our eyes is all that's relevant: The résumé looks good, and
she came across well in the interview—what more do we need to know?

Overweight factors that readily come to mind: That candidate was able to give a smart
answer to the question of how many golf balls would fit in a school bus.

Assume that people’s observed behaviors—such as earning a high GPA or appearing
distracted at a job interview—are manifestations of abiding character traits rather than
situational factors, like having gone to a school with grade inflation or dealing with a family
crisis at home.™°

Form an overall impression (“halo”) of a person based on specific factors that we like or
dislike: Let’s promote Bill to manage the new team, since he looks manager-ready, always
gets to the office on time, and does what he is asked.

Let the emotional tail wag the rational dog: We selectively process information about a
person depending on whether we basically like or dislike the person.” Did we simply “feel
good” about the job candidate we just met? Yes, let’s just hire him. (But we forgot to test
him to even see if he has the skills to do the job! Oops.)

As if this were not bad enough, our susceptibility to cognitive biases is strongly tied to our
physical energy level. For example, a study of eight judges making a total of more than 1,000
parole decisions over a 10-month span found that first thing in the morning, the judges granted
parole to over 60 percent of the cases presented to them. This rate shrank steadily to zero
just before the judges’ first meal break, after which it spiked back up to 60 percent and so on
throughout the day. This phenomenon, called “decision fatigue,” is useful to keep in mind when

scheduling full days interviewing job candidates or making year-end rating decisions.

A psychological study, discussed by Google’s Laszlo Bock in Work Rules!,
illustrates the havoc that cognitive biases routinely wreak in job interviews. (See the
“Think about Linda” sidebar for further background.) Researchers showed study

participants short clips of videos of actual job interviews:"

Slices were extracted from each interview, beginning with the interviewee knocking
on the door and ending 10 seconds after the interviewee took a seat, and shown to
naive observers. Observers provided ratings of employability, competence, intelligence,
nervousness, ambition, trustworthiness, confidence, nervousness, warmth, politeness,
likeability, and expressiveness. For 9 of the 11 variables, thin-slice judgments corre-
lated significantly with the final evaluation of the actual interviewers. Thus, immediate
impressions based on a handshake and brief introduction predicted the outcome of a

structured employment interview.'*
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In other words, the great bulk of the actual time spent in the interviews did
little more than confirm the first impression that the interviewee made on the in-
terviewer. The problem is that those first impressions are worthless at predicting
success on the job.

Consider a second, and more dangerous, outcome of intuition-driven hiring:
unconscious bias and discrimination. A study conducted by University of Chicago
and Harvard economists studied the effects of randomly assigned “white sounding”
and “African-American sounding” names atop otherwise identical résumés. The
study found that the former résumés yielded call-backs for interviews 50 percent
more often than the latter.”” This type of fast thinking—by time-crunched hiring
managers quickly sorting candidates into yes and no piles—can lead to lawsuits, to

say nothing of neglected job candidates and foregone workforce diversity.

BOROOEthe T variables, thin-slice
e I
judgments correlated 31gn1ﬁcantly with the

na evaluatlon of the actual 1nterv1ewers

plhus, 1mmed1ate ApIEssions b based

on a handshake and Deief 1ntroduct10n
“predicted the outcome of a structured
employment interview.

Thinking fast can also lead to gender bias. For example, renowned classical mu-
sic conductors have been known to dismiss female musicians as having “smaller
techniques,” being more temperamental, and so on. When orchestras began holding
blind auditions, female musicians began to be hired in greater numbers. Physical

blinds overcame the mental blinders resulting from thinking fast.'®
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The problem is clear and pervasive, but what can be done? As Moneyball
illustrates—and psychological research dating back to the 1950s clearly demon-
strates—the answer is using evidence, experimentation, and predictive models as
thinking-slow correctives to biased, unaided judgment."” While few HR depart-
ments have as much “big data” as statistics-obsessed baseball teams, we are clearly
moving in this direction. Companies have mountains of data about their people,
and we are only now starting to learn how to use that information to improve
HR practices.

More fundamentally, a lot can be accomplished with traditional data sources.
Laszlo Bock notes that the results of work samples, tests of general cognitive ability,
the results of structured interviews, and tests of such non-cognitive abilities as con-
scientiousness are all (to varying degrees) predictive of future job performance. As
one might expect, combining these assessment techniques into a single predictive
model outperforms any one of them individually.’®

We have spoken with insurance companies, consumer goods companies, and
retailers who are using analytics techniques to identify the characteristics of high

performers and then apply them on the job.

o A movie theater chain radically changed its hiring practices—and boosted
profitability—after studying the characteristics of teams with high levels of

popcorn sales.

o A retailer identified the cognitive skills needed to effectively sell cosmet-
ics and changed its hiring to focus on cognitive abilities, not just beauty

and charm.

o A sporting-goods distributor found that “people who love the out-
doors” are far better performers than those with strong technical skills in

their business."

With different workforces, practices, and needs, companies should experiment
and learn from experience to refine the hiring process over time. Google, which
shares much of its experimentation publicly, has analyzed its own data to dramati-

cally alter its hiring practices. For example, the company:

« Moved from nearly a dozen interviews to a mere four after an analysis
established that the marginal utility of more than four interviews was

virtually nil

« Banned the use of brainteaser interview questions, such as “How many
golf balls would fit in a school bus?,” after determining that they have no

predictive value
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o Stopped placing great weight on degrees from elite universities, real-
izing that excellent candidates from less prominent institutions were

being overlooked

The common theme here is to be scientific: Gather, standardize, and analyze
the data resulting from interview processes rather than skipping a System 2 process
in favor of raw intuition. As Linda, our philosophy major, can attest, this results in
better decisions.”

Furthermore, as organizations become ever more adept at data science, it is
increasingly practical to build predictive models to facilitate the hiring process.
HR departments” hard drives and file cabinets are filled with data that can fuel
such applications: employees’ and candidates’ job history, educational experience,
prior employers, roles and job titles, performance ratings, and even tests and as-
sessments. One major software company, for example, found that candidates with
successful tenures at a particular competitor almost always proved to be effective
employees in sales positions. Another found that the most predictive factor among
candidates who did not succeed in their first year was “typos and spelling errors on
their résumé”

HR departments can also use innovative behavioral and lifestyle data sources to
supplement traditional data. A fundamental truth about making nearly any kind of
predictions about people is that past behavior is the best predictor of future behav-
ior.*! Furthermore, the “digital breadcrumbs” we continually leave behind in our
digitally mediated lives are behavioral data sources that can be used in novel ways.
For example, we used the sort of lifestyle data traditionally applied to target mar-
keting promotions and catalogs to help a major financial services company better
predict which sales agents were likely to make it through the interview process and
succeed on the job.

An emerging type of behavioral data relevant to HR is sociometric data.
Sociometric badges are recording devices capable of measuring patterns of non-
verbal communication and team interaction. For example, sociometric data have
been found to be predictive of which call-center conversations are likely to end
well, which doctors are relatively likely to be sued for malpractice (hint: patients sue
likeable doctors less frequently), and which banking employees are likely to sell the
most products and services.?

Sociometric data and email metadata can also provide useful insights by mea-
suring patterns of collaboration and piecing together an organization’s social-net-
work graph. For example, several studies have shown that in roles such as engi-
neering, research, and consulting, individuals with larger “internal collaboration

networks” outperform those who operate and work independently. Tribal wisdom
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and fast thinking might advise that we just hunker down and do our work, but data-
rich slow thinking tells us to take some extra time, meet our colleagues, and build a

network of partners in the organization.

Principle 2: Choice architecture and how little nudges can make
a big difference

A core theme of classical economics is that once an Econ has logically calculated
the optimal choice, he or she acts on it without hesitation. But decades of behavioral
economics research reveal that a large number of what Thaler calls “supposedly ir-
relevant factors” affect our choices—often strongly.?

For example, we are more likely to tip a taxi driver 20 percent (rather than less)
if the payment touchscreen offers a 25 percent option; we tend to cut our electricity
usage when informed that it's much higher than that of neighbors living in similar
homes (this is more effective than either economic arguments or environmental
pleas); and we are more likely to purchase a jar of jam if we are presented with five
flavors than if we see a choice-overloading array of 25 flavors.**

The choice-architecture lessons of Thaler and Sunstein’s Nudge are, we believe,
entirely applicable to HR: Given that “everything matters” in the way environments
affect our behaviors, we can intentionally design those environments in ways that
prompt—nudge—people to take the short-term actions that are consistent with
their long-term goals.

Consider the challenge of getting people to use the stairs at work. If the office
stairs are stylish and centrally located (think of the set in the later seasons of Mad
Men®), while the elevator is nondescript and requires a key card to use, people are
likely to use the stairs more often than were the arrangement reversed. This en-
courages exercise, gives people a chance to move around, and even creates a more
open work environment. (Similar research has shown that people with more light
in their workspace were happier and more collaborative than those in dimmer of-
fices.”® Apparently, many Humans—unlike Econs—are heliotropes.)

While some view choice architecture as a form of Big Brother central plan-
ning—and yes, it can be abused along such lines—its inspiration is rooted in user-
centric design.” For example, iPads and iPhones are designed so that even children
can pick them up and start using them with little instruction. Why can’t we design
forms, policies, programs, and indeed all physical and choice environments in a
similarly transparent, human-centered spirit?*

As it happens, one of the greatest choice-architecture success stories resides in
the HR domain: prompting employees to save more for retirement. Knowing that
idiosyncratic Humans tend to shrug and select the “default choice” led Thaler to sug-

gest that companies automatically enroll employees in retirement savings accounts
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(requiring them to unenroll if they don’t want the default choice). Classical eco-
nomics predicts that the default setting—a “seemingly irrelevant factor”—would
have little effect: What self-respecting Econ would let filling out a silly form stand
in the way of a more prosperous retirement? Yet the effects can be huge: An early
study reported participation jumping from 49 percent to 86 percent.” This is a cost-
free bit of choice architecture that yields an outsized effect that benefits employees
(and society).

When one thinks along these lines, any number of workplace choice-architec-

ture applications—both actual and eminently plausible—leap to mind:

«  Confronting the problem that employees enroll in savings accounts at dis-
tressingly low rates, Thaler and Shlomo Benartzi took the above applica-
tion of choice architecture to the next level with a program called Save
More Tomorrow, in which companies give employees the option to au-
tomatically tie future retirement savings rate increases to future raises.”
Rather than inertia getting the better of people, choice architecture applies

inertia to workers’ benefit.

o  Similar logic can help employees choosing among health plans and other
benefits. The benefits industry typically focuses on providing information
and education. But nudges—here in the form of smart defaults—can be
more effective. For example, a new paper by behavioral economists Saurabh
Bhargave, George Loewenstein, and Justin Sydnor finds that a majority of
workers (in particular, older workers, women, and low earners) choose
options in which they spend extra for unnecessary benefits. The authors
comment: “Most employees would have fared better had they instead been

enrolled in the single actuarially best plan.!

o Similarly, choice architecture is now a hot topic in health insurance ex-
changes. Eric Johnson of Columbia University performed an experiment
in which people made better choices if offered a simplified list of health
plan options (called EZPath, invoking fast-track lanes on toll highways)
rather than a list of all available plans.** For Humans, unlike Econs, less

can be more.

o A dramatic illustration of the power of choice architecture involves organ
donation. When the Illinois Department of Motor Vehicles made opting in
easier by asking people renewing their driver’s licenses, “Do you wish to be
an organ donor?,” the donation rate rose to 60 percent, compared with 38
percent nationally.”® Companies could employ essentially the same strategy

to promote charitable giving: Rather than sending an easily ignored HR

Deloitte Review | DELOITTEREVIEW.COM



HR FOR HUMANS | 113

email urging employees to opt in, a company could (for example) require
each employee to make a donation decision (one option of which would
be a zero donation) on the first of the fiscal year. Taking the idea further
using the Benartzi/Thaler logic, companies could consider implement-
ing “donate more tomorrow” schemes by linking future pay increases to
matching donation increases. Here, inertia enables the employee to nudge
himself or herself in the pro-social direction, and his or her experience of
loss aversion is diminished because the increased donation occurs in the

dimly imagined future.

o HR can go beyond its traditional roles to creatively envision and test choice

architecture to promote employee wellness. In Work Rules!, Bock describes

Wharton economist Jonathan Kolstad
recently studied the effect of physician
report cards on a group of heart surgeons.
Contrary to expectations, the report cards
had little effect on consumer demand—
though they did produce improved physician
performance, resulting in significant
declines in mortality rates. Kolstad found
that intrinsic motivations—professional
pride and the desire to do well—trumped
economic incentives by a wide margin.

an experiment that involved placing healthier snacks at eye level and mak-
ing them more visually appealing, while placing sweets in opaque contain-
ers. Measured against a baseline, this small intervention led to a 30 percent
reduction in calorie consumption, as people opted for the more visible and
accessible healthy snacks. Bock reports that such nudges were more effec-
tive in prompting healthier food choice than either providing information

or restricting choices.”® This is consistent with dozens of studies finding
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that nudging is more effective than attempts to provide information or

education. Remember Humans’ bounded rationality.

o The surprising impact of resetting defaults from opt-in to opt-out hints
at the outsized (but often neglected) effect that bureaucratic overhead has
on our working lives. It is too common for employees to confront time,
expense, and performance-review systems requiring time-consuming data
entry via buggy user interfaces. Financial Times columnist Lucy Kellaway
recently wrote of a foreign-correspondent colleague—accustomed to
working in some of the world’s most dangerous places—who found the
company’s expense system so confounding that he was given special per-
mission to use an older system.* Similar to nudging health and safety, HR
functions can create economic value by endeavoring to measure—and

control—bureaucratic overhead.

We believe that HR departments should assign someone to “own” such choice-
architecture applications. Just as online retailers employ webmasters who use A/B
testing to optimize the design of their websites, perhaps HR departments should
have chief nudge officers to better understand and improve the small things that

have outsized effects on workers’ lives.

Principle 3: Leverage intrinsic motivation: Beyond carrots and sticks

“We're adding a little something to this month’s sales contest. As you all know,
first prize is a Cadillac Eldorado. . . . Second prize is a set of steak knives. Third prize

is you're fired.”

—David Mamet, Glengarry Glen Ross®

Perhaps HR organizations’ biggest opportunity is to design policies and pro-
grams that really drive superior performance. We talk a lot about employee engage-
ment and what we need to do to make our organizations “irresistible””” But do we
really understand what motivates people in the first place?

Many traditional HR and management practices—command-and-control man-
agement, pay-for-performance, rank-and-yank, year-end ratings, and so on—are
based on the premise that employees’ primary motivation is economic self-interest.
As Adam Smith himself put it: “It is not from the benevolence of the butcher, the
brewer, or the baker that we expect our dinner, but from their regard to their own
interest.”*®

The third principle of behavioral economics is that Humans, unlike textbook

Econs, are motivated by factors other than economic self-interest. We also value
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peer recognition, respect, freedom to contribute, and the sense of self-esteem—not
just a bigger paycheck. (Our research shows that “saying thanks” is one of the best
things you can do to drive performance.’) And punishment, while it may work
with children, is problematic.

Yet many core management and HR practices (bonuses, pay for performance,
merit raises, performance ratings, potential ratings, high-potential lists, economic
consequences for not reaching goals) are based on the idea that people work harder
and produce more output in exchange for money and positional power.

Psychologists call such carrot-and-stick tactics extrinsic motivation. It turns out
that such external rewards are really not what drives superior performance—it’s
intrinsic motivation that matters: the desire to do a job for its inherent rewards.*

The behavioral economist Dan Ariely illustrates the idea: “Imagine you go to a
dinner party and offer to pay your host a $100 reward for cooking such a wonderful
meal. He or she is likely to be insulted, and may never invite you back again”*! The
host is motivated not by the prospect of remuneration but by the intrinsic rewards
of cooking for friends and taking pleasure in their appreciation.

Ariely’s example also hints at a subtler effect: Economic incentives can actu-
ally crowd out the inherent motivators that drive superior performance and ethical
behavior. A well-known experiment suggests why. An A/B test involving a group
of day care centers in Israel found that imposing fines for picking up children late
resulted in increased tardiness, since the fines transmuted what parents had pre-
viously viewed as a social obligation into an economic transaction. Furthermore,
the damage was lasting: The higher level of tardiness remained even after the fines
were lifted.*?

Think about the potential impact of a pay-for-performance program. A number
of studies have shown that when we crowd out intrinsic motivation with pay, we
end up with poor service quality (for example, focusing on time per call instead
of customer satisfaction), poor product quality (for example, rushing products
through the production line), and even poor health outcomes.*

Evidence is not hard to find:

o A group of prominent behavioral economists tested the effect of level of
pay on performance. The study was conducted in India, where economi-
cally meaningful incentives could be provided within the budget of the
study. Researchers randomly assigned participants to groups offered either
a day’s pay, two weeks’ pay, or five months’ pay in reward for performing
a variety of tasks requiring motor coordination, concentration, or creativ-
ity. The economists observed little difference in the performance of the
low- and middle-pay groups. And they observed worse performance in the

high-pay group.*
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o In athree-year randomized controlled trial, RAND researchers found that
offering US middle-school math teachers $15,000 bonuses had no effect on

students’ standardized test scores.*

o Wharton economist Jonathan Kolstad recently studied the effect of physi-
cian report cards on a group of heart surgeons. Contrary to expectations,
the report cards had little effect on consumer demand—though they did
produce improved physician performance, resulting in significant de-
clines in mortality rates. Kolstad found that intrinsic motivations—profes-
sional pride and the desire to do well—trumped economic incentives by a

wide margin.*

o In Drive, Daniel Pink discusses a study demonstrating that designers who
were “paid extra” for certain designs produced less innovative work and

ultimately reduced their creativity and willingness to experiment.*

o A London School of Economics analysis of 50 studies found “overwhelm-
ing evidence” that financial incentives diminish employees” natural moti-
vation and pleasure derived from doing their work. One of the researchers
commented, “We find that financial incentives may indeed reduce intrin-
sic motivation and diminish ethical or other reasons for complying with
workplace social norms such as fairness. As a consequence, the provision

of incentives can result in a negative impact on overall performance”

What can HR teams do to promote intrinsic motivations? We suggest two fun-
damental actions. First, apply “design thinking” to all your HR programs. Rather
than rely on the classical economics worldview, traditional “best practices,” or busi-
ness-guru books, think about people from the inside out; begin with psychological
insights about what motivates superior performance and ethical behavior. Second:
Test everything.

Let’s start with the psychological insights. There is an emerging consensus that
intrinsic motivation is characterized by the desire to achieve mastery of a craft, the
desire for autonomy in going about one’s work, and the need to infuse one’s work

with a sense of purpose. Psychologist Barry Schwartz is eloquent on this point:

We want work that is challenging and engaging, that enables us to exercise some dis-
cretion and control over what we do, and that provides us opportunities to learn and
grow. We want to work with colleagues we respect and with supervisors who respect
us. Most of all, we want work that is meaningful—that makes a difference to other

people and thus ennobles us in at least some small way.*

Such principles are often honored more in the breach than in the observance.

Deloitte Review | DELOITTEREVIEW.COM



HR FOR HUMANS

But successful organizations increasingly exemplify them in their practices:

o Mastery: Some organizations make active efforts to inculcate a learning
culture. For example, Google holds a celebrated TechTalks series attracting
prominent thinkers to share leading-edge thinking with its community.
Deloitte Consulting LLP holds an annual data science summit at which the
firm’s data scientists can bond with, and learn from, each other. Beyond the
economic efficiency of self-training rather than paying for external train-

ers, enabling employees to gain recognition as teachers who are masters of

their domains is a powerful motivator.

o Autonomy: Give people opportunity for creativity and innovation in their
jobs. One of 3M’s scientists developed the post-it note during his “15 per-
cent time”*® Google’s Gmail and AdSense are credited to the company’s
similar “20% time” program, in which employees were allowed a day each
week to work on side projects.” In The Good Jobs Strategy, Zeynep Ton
argues that retailers who give employees more training, freedom, and flex-
ibility outperform higher-paying peers.”> Zappos, known for excellent cus-
tomer service, does not monitor its customer representatives’ call times or

assign them scripts to read. The company simply instructs the reps to serve

its customers well.>

o  Purpose: Netflix’s influential 124-page culture slide deck starts out with a
clear statement that its corporate values are not words on a page but, rather,
the behaviors and skills that colleagues value.** In Work Rules!, Bock com-
ments on the ability of Google’s concise mission statement—“to organize
the world’s information and make it universally accessible and useful
to help give individuals’ work meaning.”* And the need to give work intrin-
sic meaning is hardly restricted to professional jobs. For example, in the
essay quoted above, Barry Schwartz discusses a study of custodians work-
ing in an academic hospital who, for no extra pay, took it upon themselves
to comfort patients and their families, and to help professional staff with

patient care. The custodians stated that this “extra,” unpaid work was the

aspect of their jobs that motivated them the most.”

These examples can help motivate good HR “design thinking.” But of course,
organizations differ, and you will need to experiment to nail the execution. Harvard
Business School professor Teresa Amabile points out that finding the right mix of
intrinsic and extrinsic rewards can be tricky.*® For example, Google experiment-
ed with—but ultimately dropped—a start-up-like “Founders’ Award” program

rewarding exceptional performance with commensurate (up to seven-figure)
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financial rewards. The company found that the program inadvertently celebrated
money above other values and pleased almost no one. People in vital but back-
office roles knew they had little chance of winning, near-winners experienced ex-
cruciating cases of loss aversion, and even many of the winners were disappointed
by smaller rewards than they expected. Learning from this experience, Google has
shifted from providing monetary rewards to experiential rewards such as gifts and
dinners out.”

Performance management should be a big area of focus: Research shows that

simply rating people reduces their self-esteem and creates animosity and competi-

Culture, engagement, and retention of
people are the foremost issues on the minds
of business and HR leaders. Behavioral
economics provides a new and powerful

set of principles to help us improve the
slippery and complex process of hiring and
promoting the right people, motivating our
teams, and driving superior performance.

tion among peers.” Amabile found that manager evaluation of subordinates (char-
acteristic of traditional performance evaluation and rank-and-yank) can crowd out
creativity, since people hesitate to suggest unusual ideas for fear of a harsh evalua-
tion. Yet absence of feedback also causes problems—it makes people feel uncertain
and nervous. The right balance is work-relevant feedback that is frequent, informa-
tive, and constructive. Some organizations are beginning to experiment with new
approaches such as a frequent “check-in” process.”!

So for example, a large health care company is simultaneously A/B testing four
different forms of performance evaluation: One group is using the traditional rat-
ing and ranking process, the second is using a simplified rating process, the third is
using no ratings at all, and the fourth group is letting people rate each other. After
six months, managers plan to look at how each group performed, to see which one
delivered the highest output measured by employee performance, engagement, re-

tention, and learning.
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Consider one of the biggest issues businesses face today: corporate scandals and
the increasing need for regulation in almost every industry. Research by Deloitte
Australia suggests that threatening more draconian punishment actually results in
lower compliance than does building a “culture of compliance” Other research
shows that “toxic employees” (that is, those who steal or cheat) are infectious and
create patterns of bad behavior among those who sit nearby.®® Rather than punish
or threaten people to comply, we have to build a culture of “doing the right thing”—

driving the intrinsic motivation to “be good” and model the behavior of others.

THE CHOICE IS OURS: BETTER HR THROUGH BEHAVIORAL ECONOMICS

R professionals—the architects and designers of the people and manage-

ment processes by which we work—play a crucial role in their organizations.
By applying the proven principles of behavioral economics to rethink programs,
HR can make them simpler, more effective, more scientific, more economically
efficient—and more “human”

Marketing science, another domain concerned with human behavior, has
taken this lesson to heart: Online retailers use A/B testing to evaluate advertise-
ments and optimize the placement of web pages, and even test offers, prices,
colors, and fonts. Similarly, HR departments should be testing new ideas to see
what policies, programs, and messages best motivate people. HR owns the choice
architecture of the workplace and should design it carefully, iterating and using data
wherever possible.

Both the US and British governments now have “nudge units” dedicated to the
people-centric design of programs and policies, and the data-driven evaluation of
what works.®* HR departments can do the same, perhaps even including their own
behavioral insights teams led by a chief nudge officer.

Culture, engagement, and retention of people are the foremost issues on the
minds of business and HR leaders.® Behavioral economics provides a new and
powerful set of principles to help us improve the slippery and complex process
of hiring and promoting the right people, motivating our teams, and driving
superior performance.

It might take more than a nudge to get there, but the goals are worth

striving for. pr

James Guszcza is the US chief data scientist for Deloitte Consulting LLP.
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