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Award-winning economist Steven Levitt has figured out what he calls
By: Kristin Clarke, CAE 

Steven Levitt, author of the bestseller Freakonomics, shows how the use of incentives can convince members and customers to do everything from call a legislator to volunteer for board service to sign up as a monthly donor. 

	Be the first to rate this article: 

· [image: image1.png]



· [image: image2.png]



· [image: image3.png]



· [image: image4.png]



· [image: image5.png]




Please Sign in to rate this. 
	[image: image6.png]


[image: image7.png]






 

"The typical economist believes the world has not yet invented a problem that he cannot fix if given a free hand to design the proper incentive scheme," although the solution "may not be pretty," writes Steven Levitt, Ph.D., who is anything but an average economist. Winner of the prestigious John Bates Clark Medal, awarded biennially to the best American economist under age 40, and author of the runaway bestseller Freakonomics: A Rogue Economist Explores the Hidden Side of Everything (HarperCollins Publishers, 2005), Levitt argues that "economics is, at root, the study of incentives: how people get what they want or need, especially when other people want or need the same thing."
We all respond to various incentives every day, throughout the day, with little reflection on these "tiny objects with astonishing power to change a situation." Tax incentives for charitable giving, compensation incentives for executives, that nickel deposit reimbursement for your soda can--generally, incentives are created to push you in the direction of doing the "right" thing or not doing a "bad" thing (or, sometimes worse, doing nothing).
Incentives hold a highly valued place in the annals of American business, yet many association leaders have never taken a close, comprehensive look at how a properly constructed incentive strategy can convince members and customers to do everything from call a legislator to volunteer for board service to sign up as a monthly donor.
Levitt says this underappreciated tool may be a result of the culture of the nonprofit sector. "Many people [enter] the nonprofit sector because they don't want to be part of what they perceive as a corporate mentality. Part of what a corporate mentality includes is often high-power incentives for people to work really hard and to produce great results…."
It's hard to generalize," he continues, "but I would guess that with nonprofits and trade associations, you could divide them into three basic groups: the ones who feel guilt about using incentives to accomplish their goals, the ones that are disorganized enough that they're not even thinking about using incentives to accomplish their goals, and … [those] that are very effective in using incentives to accomplish those goals."
For leaders who recognize their own associations in the first two categories, be forewarned that the learning curve for mastering incentive systems can be steep--but well worth the effort. "Few people are really good at using incentives," Levitt acknowledges. "Even professional economists are not so good at using incentives effectively, and part of the issue is that whenever you design an incentives scheme, it's hard to see through to all the ways in which this system will be gamed by people on the other side of it. Economists, politicians, and business leaders fall prey to this all the time. …Something that has to be appreciated about incentives is you have to be constantly vigilant about what kind of perverse incentives you're creating at the same time that you're trying to create positive incentives."
The Incentive Trifecta
Association leaders eager to create a broad incentives program have three flavors from which to choose: economic, social, and moral. Naturally, most people think of financial incentives first, such as paying a fundraising director based on how much money she raises.
A social incentive makes us feel liked, respected, or appreciated. In a business context, a social incentive might look like an employee-of-the-month program, special recognition for a job well done, or the occasional party to celebrate a success.
Social incentives also can be negative, Levitt cautions, such as publicizing relative performance so people know who's doing well and who's not. Think of the coaches who post the freethrow percentages of basketball players to try to bully the poor free-throw shooters into practicing more. "It may not be a good business idea, but you can imagine the negative social pressure to try to get slackers to not be slackers," he says.
Finally, leaders can turn to moral incentives, which are based on the idea that everyone has internalized what behavior they view as right and wrong. The goal is to portray particular activities as a way for someone to act on his or her personal moral code. Moral incentives could be particularly strong tools for associations, since the nonprofit sector has a strong belief that what it is doing is important and right, Levitt explains.
He points to nonprofit organizations focused on boosting organ donations as an example. "A lot of their goal is to shift the focus from 'I don't want somebody cutting up my body after I die and taking out my organs' to the fact that a donation saves people's lives," Levitt explains. "That's very much playing off a moral incentive."
The issue is this: Should associations try to use all three flavors, or should they emphasize one over another? "The question is an interesting one, because you can say you want people to donate organs. But one way to get people to donate organs is to pay them for them," Levitt continues. "And it's a question where, morally, many people are against that, although I don't completely understand and agree with their logic. But that's a case where you could use financial incentives to elicit particular behavior. You also could use social pressure by giving rewards to people and letting other people know, giving rewards to those who 'commit to committing' their organs, or celebrating the families of organ donors. And you can use moral incentives like trying to focus people on the fact that they're saving lives. So you can be very successful on any different dimension, but it may actually be very difficult to combine financial incentives with the other ones, because … they tend to really weaken the moral and the social side of it."
Levitt and coauthor Stephen Dubner cite an example of this in Freakonomics when they write about an experiment involving fees charged to parents who come late to pick up their children at day care. Researchers had conducted just such an incentives experiment at 10 day-care centers in Israel for 20 weeks. "What they find is, if you charge a small penalty--$3 a day for coming late to day care--more parents come late, not fewer," Levitt says. "You start with a situation where there's no charge for coming late; there's only a social or moral penalty associated with knowing you made the day-care providers wait longer with your children. But once you put a dollar value on it, the financial side actually crowds out the social and the moral side of it and makes the problem worse, so it's very difficult indeed to combine the three [types of incentives]."
Conducting an Incentives Audit
With greater understanding of incentive options, association leaders can begin to audit their own organization's likely very loose incentive system. If you are examining your internal incentives structure first, which is generally easiest, Levitt advises beginning with a comparison of your best and worst employees within a given job class and "think about how they're treated differently within the organization" in terms of finances, responsibilities, public acclaim, and other areas. Then ask yourself whether those are the dimensions on which you want to reward or punish. Use those answers to work toward "setting up an incentive system that you think fits better with your vision of how the organization should work."
External incentives, meanwhile, are often customer oriented; in an association environment, these might include enticements to convince members to volunteer for committees or attend a conference. The audit process for external incentives is the same, Levitt continues: Compare the members who volunteer for committees to members who don't volunteer. In what ways are they treated differently? How are you recognizing volunteers for their committee work? With perks? Public accolades? The simple satisfaction of getting certain policies passed? If the answers are that members who volunteer on committees are treated exactly the same as people who don't, then people have to be completely internally motivated to volunteer. In that case, leaders might want to develop incentives that address the need to bring respect or attention to the true worker bees so that volunteering will increase.
"But it's also a question of enlisting the right people," Levitt warns. He points to a finding by one of his students, who learned that when fostercare administrators decided to raise the amount they pay to families for taking in foster children, the financial incentives didn't work well. Administrators discovered that the kind of people who are motivated to become foster parents due to small changes in the generosity of foster-care payments also tended to be the type of people willing to do it only if you offered them more money. These adults were, in fact, the worst foster parents; the best foster parents are motivated by reasons other than money.
"Again, you have to be very careful of financial incentives in particular, but even if you're talking about other kinds of incentives--social or moral--you want to make sure that the kinds of incentives you're giving are the right kinds of incentives," Levitt says. "If the incentive you're giving is that all association committee members receive season tickets to professional football games, you can bet that the kind of people you're going to be attracting as committee members are going to be people who love football. That may or may not be the right thing to do. They may not be people who are committed to doing the committee work well."
The challenge for leaders examining their incentives structure lies in matching the incentive with the desired results. Unfortunately, it's usually not as simple as asking members what will make them respond. For instance, even good foster parents likely would respond to a query about the desire for higher payments by saying, "Sure, we'd love a bit more money to offset the children's costs," although that's not really why they're involved. So how do you get the right incentive flavor and mix?
"One way to get answers is to ask both types of foster-care parents how responsive they would be to raising the fees that they're paid versus getting more training or finding ways to get support groups for foster parents," Levitt offers. "It may be that that question really gives you a great answer, which is 'I should be trying to shift my set of services in the direction of the services of the people who are really good, toward what they like and value, and away from what the worst providers are doing.'"
Is it possible for organizational leaders--who are so close to their associations' operations--to see what combination of incentives is likely to evoke the desired response? Can they truly identify and evaluate all the incentives at work within their own organizations? Ask most associations for cause-and-effect data for every incentive they offer, and few seem likely to be able to confirm whether a dues discount, for instance, improves long-term membership gains--and if they do have that data, organizations often are not pulling those numbers from the system to use as the basis for future membership strategies.
Levitt is not surprised. "We live in a society where it's more and more possible to have data to analyze issues, and these data are not actually tapped by [organizations] as much as they could be," he acknowledges. "[Let's take] experimentation--to the extent that you can try within an organization to offer price cuts or other perks to some members and not others on a trial basis, for instance. You can generate a lot of information about what works and what doesn't. Now, the risk that comes with it is that clients and customers don't generally like experimentation. They don't like differences in treatment, so it's a little bit risky."
Planting Carrots
Levitt suggests two ways to test incentive packages. First, leaders could integrate incentives one at a time so each can be measured or aligned more easily than if it were offered with a batch. Second, organizations could take a more segmented approach, with a range of treatments for different groups.
"It does make sense to introduce treatments one at a time to better measure [return on investment], but at the same time, you're never quite sure whether other factors are changing," Levitt explains. " The best of all worlds ...is to try to exploit something like randomization. The ideal is if you can randomly take your group of 100 potential clients and provide 50 of them with one incentive and 50 with another. You really learn quickly in that environment. It's tricky, and there are costs--you want to be careful that you don't antagonize people. But I think that's the best way if you want to replicate--almost like a scientific experiment."
But in his book, Levitt also warns leaders of the dark side of incentives and urges them to use care and move slowly when changing their incentives systems because of possible "drastic and often unforeseen results."
"I still think caution is warranted for two reasons," he explains. "One is that a slight tweak can lead to large changes. The other is that the changes that you get are often unanticipated. Let's say you're a national organization, and you introduce something in one region of the country first. You can learn a lesson from that part of the country before rolling it out to the rest of the country. That kind of caution is ...warranted, because it both helps you measure whether the entire scheme is working and allows you time to learn from mistakes on a small scale rather than a large scale."
And thanks to the finicky nature of humans, mistakes are sure to be made. The challenge for association leaders will be ensuring that an incentives strategy inspires not only tremendous activity among their members and stakeholders but also drives the right activity. Finessing the difference might energetically drive your organization to accomplish even the most grandiose goals rather than operate in ho-hum gear.
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