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REVIEW

Business excellence practice: efficiency wages versus individual
economic incentives

Esteban Fernández , Sandra Valle * and Guillermo Pérez-Bustamante

Facultad de Economía y Empresa, Universidad de Oviedo, Avda. del Cristo s/n, 33071 Oviedo,
Spain

The objective of this conceptual paper is to analyse why the use of efficiency wages
accompanied by informative feedback can be a substitute for the use of individual
economic incentives. Efficiency wages lead to the same positive outcomes as these
incentives, but without incurring their multiple dysfunctionalities, which are difficult
for companies to manage. The research methodology followed is an integrative
literature review of different conceptual schools of thought: economics, experimental
economics and behavioural economics. The result is the design of a conceptual
framework that offers a new perspective on how companies can motive more
effectively employees while achieving organisational objectives. Efficiency wages can
attract employees that are more productive and motivate them to be more diligent.
When accompanied by informative feedback, they can also orientate employees’
behaviours towards the achievement of organisational objectives. Efficiency wages
fulfil therefore the objectives of incentives, but they are a fairer and less
discriminatory alternative. This paper makes two relevant contributions. First, it offers
managers an alternative to the use of individual incentives, and a powerful
mechanism in the achievement of business excellence. Second, it promotes the
academic analysis of novel hypothesis and research perspectives, constituting thus a
relevant step for further theory development.

Keywords: Efficiency wages; individual economic incentives; motivation; business
excellence; informative feedback

Introduction

In their famous book entitled In Search of Excellence, Peters and Waterman (1982) recog-
nise ‘productivity through people’ as one of the eight attributes of an excellent business,
which requires highly motivated and involved staff. More or less explicitly, any model
of business excellence reflects this criterion (see de Waal, 2013; Mohammad et al.,
2011; Dahlgaard-Park & Dahlgaard, 2007). To motivate employees, many companies
use wages. While some authors do not consider wages to be a motivating factor (Herzberg,
1968), there is sufficient evidence to support that money is a powerful motivator. Money
contributes to satisfying the needs of Maslow’s hierarchy of needs, while remaining a
symbol of one’s social status and thus acknowledgment of one’s personal accomplishment
(Aguinis et al., 2013). People defend the use of economic incentives because they consider
that – although they do not feel motivated by vile metal – everyone else does (Jurgensen,
1978).
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Under these premises, it is common practice for companies to opt for wage policies
based on the use of economic incentives. In particular, companies use economic incentives
linked to individual performance, resulting in individualised payrolls that are adapted to
high levels of compensation and related to high levels of demand or results (Gerhart &
Fang, 2014; Shaw &Mitra, 2017). In general, it is assumed that the use of this type of incen-
tive induces people to work more diligently, while aligning their personal interests with
organisational objectives (Milgrom & Roberts, 1992; Lazear & Gibbs, 2009). This argu-
ment would explain the existence of extensive empirical evidence revealing a strong posi-
tive relationship between individual economic incentives and organisational productivity
(Combs et al., 2006; Shaw & Gupta, 2015).

Today, however, there is also agreement that economic incentives linked to individual
performance have an undesirable dark side (Gerhart & Fang, 2014). It is not difficult to
observe that the use of such incentives triggers a series of dysfunctional behaviours and
negative effects that lead to results contrary to those initially pursued (Kerr, 1975;
Gneezy et al., 2011). This reality suggests that, in their search for motivation, performance
and involvement, managers must consider alternative wage policies to the use of economic
incentives; one of these may be efficiency wages. It is no coincidence that in business reality
many excellent companies with high-quality products and services, instead of linking pay to
individual performance, choose to give their employees fixed wages that are above those of
the wider market.

Efficiency wages have been extensively studied by economists who, in addition to
developing several explanatory theories (Akerlof, 1984; Katz, 1986), have analysed their
effects on both macroeconomic (Malcomson, 1981; Akerlof & Yellen, 1986) and microe-
conomic (Cappelli & Chauvin, 1991) indicators. However, there is scant literature investi-
gating efficiency wages from the perspective of managers or employees’ behaviour.
Therefore, by analysing efficiency wages from the tenets of behavioural economics, this
work aims to fill some of this gap. Its main objective is to present efficiency wages as an
efficient substitute for the use of individual economic incentives; it conjectures that effi-
ciency wages allow for the same positive results as incentives, but with the advantage of
not having to deal with their highly distorting effects. Experimental economics and behav-
ioural economics give support to this claim. The first theory presents efficiency wages
acting as an incentive paid in advance (Hossain & List, 2012); the second explains that,
in order not to lose that incentive (the endowment effect), the employees will strive to
enhance their performance (Kahneman & Tversky, 1979; Kahneman, 2011; Thaler,
2015). However, efficiency wages do not direct behaviours towards the achievement of
organisational objectives, so informative feedback should complement them in order to
reveal to employees the path to increased efficiency.

The reflection made in this paper allows us to present efficiency wages as an effective
tool to achieve one of the most critical aspects of any business model: human resource plan-
ning (acquisition, utilisation, improvement and retention) and its total involvement
(Mohammad et al., 2011; Dahlgaard et al., 2013).

Methodology

The research methodology followed to reach our objectives has been a literature review of
different conceptual schools of thought. The integration of literature is one of the most
appropriate methodological tools for conceptual papers like the one we present here, in
which the objective sought is to bridge existing theories in novel ways, link works
across disciplines, and provide new ways of thinking (Gilsom & Goldberg, 2015).
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Using this methodology – review, criticism, and synthesis of representative literature on
a topic (Torraco, 2005) – we propose new relationships and links among our paper’s focal
constructs (individual economic incentives, efficiency wages, employee motivation and
performance), and we also develop logical arguments to support these new associations.
The literature review is performed on the tenets of different disciplines (economics, as
well as experimental economics and behavioural economics), and focuses on the distorting
effects of individual economic incentives, since previous research on these dysfunctional-
ities is critically examined and evaluated.

This methodological approach, which integrates and reviews literature from different
perspectives and integrates existing ideas with new ones, results in the design of a concep-
tual framework that offers a new perspective on the economic motivation of employees,
provides value added, and highlights directions for future inquiry.

Conceptual background: lights and shadows of individual economic incentives

An incentive is a reward for any effort made. The effort is a broad metaphor that represents
whatever is sought because it is valuable to the employer, and that the employees might
either dislike performing (find it onerous) or that is not a high priority for them. Incentives
aim to induce employees to not only work harder, but also to become involved in the
achievement of organisational objectives. The underlying belief is that money motivates
people (Jurgensen, 1978) and, since motivation has a singular influence on performance,
economic incentives are the most powerful motivating factor.

Effectively designed and implemented incentive systems can increase organisational
productivity (Shaw & Mitra, 2017). Schematically, three reasons support such a con-
clusion. First, incentives have a strong and positive impact on the intensity and persist-
ence of the efforts made by the employees (Prendergast, 1999). This is the ‘effort’ effect.
It causes employees to be more diligent in the performance of their activities. Second,
the existence of high incentives acts as an attraction and retention mechanism for the
best employees, and induces under-performing ones to leave the organisation (Lazear,
1986). This is the ‘sorting’ effect, which strongly determines the effectiveness of incen-
tives (Larkin & Pierce, 2016). Finally, the use of incentives implies that employees
direct their efforts towards the achievement of organisational objectives (Gerhart,
2009). This ‘direction’ effect already implies an improvement of performance. Thus,
even if the incentives failed to produce a greater individual effort, they would at least
promote more qualitative efforts, because they focus on the objectives sought by the
organisation (Marsden, 2010). It should be recalled that, despite incentives increase
total payroll expenditure, labour unit costs decrease because total productivity increases
at a greater proportion.

Each company must measure the success of the three effects indicated in terms of their
overall performance. To do so, it is necessary to design KPIs (key performance indicators)
that measure the employees’ level of productivity, give visibility to different aspects related
to performance, and check whether work dynamics are related to the organisation’s stra-
tegic objectives. Despite the existence of multiple KPIs – interested readers can identify
the most relevant ones for human resources in Iveta (2012) –, each company must carefully
plan their own KPIs.

In spite of all this, ample evidence identifies that incentives might also lead to conse-
quences contrary or different to those expected. Too often, economic incentives can
either discourage the desired behaviours or encourage different ones (Kerr, 1975), offset-
ting the positive outcomes of the three aforementioned effects. This distorting impact of
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incentives – which will be dealt later in the paper – cannot be dissociated from their motiv-
ating nature (Larkin & Pierce, 2016).

Incentives may discourage people from undertaking risky activities that embrace new
challenges simply because their focus is not to analyse new ideas, but to reach the immedi-
ate rewards (Kohn, 1999). When individuals are informed that they will receive an immedi-
ate tangible reward (usually money), they tend to focus more heavily on achieving the
reward than on performing the task well (Deci et al., 1999). In this sense, incentives will
be counterproductive when the results of the task are so broad and open that the necessary
steps to reach a solution are not obvious. Incentives also focus employees’ attention on
short-term gains and narrow numerical objectives, rather than on pursuing the long-term
wealth of the firm, and thus they may become dysfunctional (Deming, 1986).

Usually, individual incentives are built on the false perception that the effectiveness of
an organisation arises from a simple combinative addition of different individual perform-
ances. This is a reductionist perspective that disregards the value, relevance, and nature of
collective interactions (Milgrom & Roberts, 1992; Larkin et al., 2012). Furthermore, the use
of incentives also overlooks the fact that individual performance can be the result of an
exchange of ideas and resources with other colleagues, thus neglecting the existence of
indirect contributions within a wider exchange ecosystem. Therefore, another relevant
casualty is cooperation. Incentives discourage cooperative behaviours because the time
devoted to helping a colleague reduces the helper’s absolute performance (Fehr &
Gächter, 2002). Moreover, according to Deming (1986), a lack of cooperation results in
a lack of product quality; such a negative effect is particularly relevant in the actual
labour environments characterised by tasks that frequently require cooperation.

Economic incentives linked to individual results also lead to pay dispersion among
employees. The larger the incentive’s intensity, the larger the pay dispersion will be.
Some firms feel that only a small part of their workforce deserves to receive incentives
(Welch & Welch, 2005). As long as it is fair, some scholars are of the opinion that pay dis-
persion is positive because it avoids any free-riding or social loafing behaviour (Trevor
et al., 2012). Some scholars – albeit not all – consider pay dispersion to be a source of frus-
tration in the workforce, which might be perceived to be unfair and thus contributes to low
morale, increased job rotation, absenteeism, and lower quality goods and services. Employ-
ees might even be predisposed to steal or sabotage (Bartling & von Siemens, 2010).

Likewise, for employees, incentives inherently imply the risk of not achieving them.
However, employees might consider that they are entitled to a minimum monetary sum for
the efforts made, so any payments below this amount create discomfort and the feeling of
abandonment. In practice, not getting the expected reward has a similar effect to a punishment
(Kohn, 1999), which can result in negative emotions and antisocial conduits.

The assumption that the performance achieved is under the control of the employees
and, therefore, that individual actions drive results substantiates using incentives to motiv-
ate employees (Pfeffer & Sutton, 2006). Nevertheless, frequently the results are not always
under the full control of the employees. Performance is often dependent on the leadership
enforced, on the job design or on other factors that are beyond the employee’s full control
(Deming, 1986; Kohn, 1999). The consequence is that, through incentives, for the same
effort and work conditions, employees might receive different earnings. Habitually,
results may depend on factors that are unrelated to the incentive menu. Those factors are
not dependent on the employees’ efforts, intelligence, honesty, or diligence while perform-
ing a task and thus are well beyond their control. As a result, the use of incentives produces
an uncontrollable risk for employees that generates dissatisfaction and a feeling of injustice
and unfairness.
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For those tasks that are simple, independent and easy to measure, incentives linked to
results tend to be effective (Gerhart & Fang, 2014). These tasks facilitate the design of
incentives that are straightforward and easy for the employees to understand. However,
quite often the tasks to perform are complex, interrelated, or diverse, so it is difficult to
find objective measures for the result and thus for the effectiveness of the incentive. In
these circumstances, the incentive should be set taking into account multiple factors, in a
dimension between broad and strict performance measures. Broad incentives take into
account several performance measures, thus clarifying the functioning of incentives.
However, they accentuate the risks associated with their use because there could be more
measurement errors and associated problems. Strict incentives would exclude many
facets, thus facilitating the measurement issue and reducing the risks associated with
their use (Lazear & Gibbs, 2009). However, this stimulation of a limited number of beha-
viours distorts their functioning. Those employees assigned various tasks might intention-
ally or unintentionally over-direct their efforts toward the rewarded tasks at the expense of
the others. This is known as the multi-tasking problem (Milgrom & Roberts, 1992). Some-
thing similar occurs when a task has several dimensions that might be difficult to cover sim-
ultaneously, or might even be conflicting, for example, quality and quantity. Multitasking
also arises when employees have two supervisors, as in matrix organisations. In these cases,
employees might focus only on the incentivised task or dimension, or follow only the orders
given by the supervisor who most influences their final payroll. Accordingly, the informa-
tive role of incentives should not be minimised, because incentivising a desirable task might
create a negative incentive or send the wrong signal that other relevant tasks should be
ignored (Kerr, 1975).

Distorting effects also occur if incentives are associated with the employees’ conduct.
On the one hand, it is difficult to evaluate employees’ actions and obtain information on
how they perform their job. Similarly, measures of conduct also tend to be imprecise.
On the other hand, supervisors may reject the assessment of their subordinates when this
is going to have a direct effect on their payroll. In other words, if a superior judges employ-
ees’ conduct, they might not work cooperatively to learn or advance in their professional
careers, but instead seek approval for what they do in order to receive their incentive.
Employees are thus encouraged to hide problems, to portray themselves as extremely com-
petent individuals and to devote efforts to try to adulate or impress people with power
(Kohn, 1999). It is also unlikely that someone would seek advice or help from the
person offering both carrots and sticks.

All these limitations and dysfunctionalities of incentives originate from inadequately
structured incentives and have become a traditional source of criticism of pay for individual
performance incentive systems. However, other limitations and negative consequences of
incentives arise from specific employees’ reactions to the implementation of incentives.

There is no solid evidence for the theory that paying employees more will motivate
them toward a long-lasting greater effort (Kohn, 1999). While it is true that being paid
little money can be irritating and can thus become a factor of dissatisfaction (Herzberg,
1968), being paid more money will not necessarily result in greater satisfaction. I.e.
NYC taxi-drivers rent cars for a fixed amount per day and keep all payments for them
and will want to earn a similar income every day. Consequently, on days when demand
is high, they reach their target sooner, so they stop working and work fewer hours
despite the opportunity cost of doing so (Camerer et al., 1997). In accordance with the pro-
spect theory (Kahneman & Tversky, 1979), taxi-drivers perceive their failure to achieve the
self-set daily income as a loss and thus they are willing to work harder. Meanwhile, when
they surpass their self-set daily income, they perceive it as a gain, and thus they are less
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willing to continue working. To summarise, once the employees reach a given income, they
might not be encouraged to produce greater effort because employees might place greater
priority on other values than money (i.e. better working conditions, less stress, or better
work-life balance).

Similarly, incentives can lead to opportunistic behaviours because both the employer
and the employee can purposely manipulate the incentive system to improve their situation.
Such manipulation is possible because once the incentive system has been defined both the
employees and the employers can use asymmetric information to derive a benefit. This
degrades the effectiveness of the incentive, since it does not correlate with value to the
firm and thus becomes useless. A common practice that impairs the functioning of any
incentive system is the ratchet effect (Milgrom & Roberts, 1992), which refers to the man-
agerial tendency to raise standards after a period of good performance. In addition to being
unfair, this increase may also be unproductive. If employees fear that their current perform-
ance will be the benchmark for the future standard, they might not cooperate with their man-
agers to improve organisational productivity, despite losing remuneration. Their purpose is
not to reveal how productive they can become individually. For example, for years Hauser
Food Products Company observed that their Florida district sellers in the children’s food
sector showed a sustained outstanding performance, far superior to those attained in
other geographical areas. This continued until it was discovered several years later that
these products had a high demand in a market segment (the third age) that had been
ignored by the company. The employees did not disclose this information, fearing that man-
agers would increase their sales quota the following year (Tushman, 2002). It has also been
observed that when results achieved at the year’s end are incentivised, employees fre-
quently delay or speed up sales in the last quarter of the year to match the annually set
figures or to not ‘squander’ sales exceeding their annual target. Similarly, the employees
might reduce their productivity in the actual period to feel less pressure in the future.
The situation described by Lawler (2000) provides a clear example. During a strike, a sec-
retary was asked to work on the factory floor. Despite lacking previous experience, in a few
days she was able to beat all production marks by 375%. The worker who occupied the job
had more than ten years’ experience and had continuously complained that the production
standard was too demanding.

Other times, the group will put pressure to set the same results for all the units of the
system, even forcing the most productive ones to reduce their output. The social pressures
of the group can also push the most efficient employees to reduce their performance or to
quit the organisation. Incentives can also lead employees to engage in all sorts of illicit
behaviours. One major problem with incentives is that people will choose the fastest
way to achieve a goal, even if that means cheating or avoiding laws and norms. One
example of such practices occurred in New Orleans when the police were encouraged to
make the city a safer place. The local city government team established a programme
whereby those districts that improved their crime statistics would receive bonuses and pro-
motions. In some districts, the police cut corners to improve their crime statistics; they did
not reduce criminal offenses but reclassified them as less serious. Five prominent officers
were dismissed when this cheating was discovered (Pfeffer & Sutton, 2006). Some athletes
also cut corners by doping themselves to get better rankings and thus be able to sign lucra-
tive advertising contracts. In fact, the majority of scandals and reprehensible behaviour in
today’s society are linked to cutting corners due to a lack of ethics and moral standards.

Some scholars consider the use of incentives to undermine intrinsic motivation (Deci
et al., 1999), and even advances related to performance can be an unsurmountable
burden. Counterintuitively, incentives may produce a crowding-out effect, because
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people’s willingness to execute an activity governed by intrinsic motivation might decrease
when its performance is associated with attaining a monetary or material reward. However,
the evidence of this crowding-out effect is strange because it would imply that if the incen-
tivised increase in extrinsic motivation is smaller than the decrease in intrinsic motivation,
employees would work less hard regardless of receiving higher pay (Larkin & Pierce,
2016). Other scholars consider this crowding-out effect to be a myth (Cerasoli et al.,
2014) and counter-intuitive.

Economic incentives can also alter the social or moral behaviours of employees. Some
people perform their activities at maximum effort simply because they feel that it is their
moral or social obligation. However, when an incentive is set to perform a task, the trans-
action stops being ‘social’ or ‘moral’ and becomes ‘economic’. As a result, individuals
might reduce and relax their moral or social responsibility, leading to results contrary to
those targeted by the incentive.

In the social behaviour displacement, the distortion in the behaviour is due to the per-
ception that paying the agreed price is, on its own, a responsible act. Gneezy and Rusti-
chini (2000) evidenced such an effect in their study of 10 private day-care centres for
children located in Haifa, Israel. Imposing a fine to those parents arriving late to
collect their children transformed the social obligation of being punctual into an economic
transaction for which parents were inclined to buy time to arrive late. The number of
delays increased steadily after the introduction of the fine. The rate eventually settled
at a level that was almost twice as large as the initial one. The penalty gave parents the
freedom to decide whether they were late. This implies that incentives can make
people change the questions they ask themselves from ‘are you good or evil?’ to
‘would you pay the price?’ In Haifa, when the fine was removed the rate of late arrivals
did not change. Eliminating the fine did not make parents consider it their social duty to
follow the social norm of being punctual; it just set a fair price to pay (equal to zero) to
eliminate the delay. As a result, once economic norms displace social ones, they are more
difficult to re-establish.

The risk associated with transforming moral behaviours into economic transactions is
the adverse selection of those individuals exclusively motivated by money. Titmuss
(1970) observed that the majority of U.S. blood donors received a monetary compensation,
while in Britain the donations were voluntary. However, relative to the American system,
the British blood donation system had higher quality blood (with less Hepatitis B) and there
were fewer shortages. When in the 1970s the U.S. adopted the system of voluntary
donations, altruistic donors more than offset the decrease in paid donations. This occurred
exactly as Titmuss had predicted, and contrary to other scholars, among which was the
Nobel Laureate Economist Kenneth Arrow, who considered that payment (economic
rewards) should not deter altruist donors, whereas if the payment was eliminated it could
deter paid donors, thus reducing the total number of donations. Once the economic incen-
tives were removed, blood donations increased both in quality and in quantity, and the
system as a whole was more effective and steady than before (Benkler, 2011).

Finally, it should be borne in mind that incentives find support in their fairness (or
merit). Fairness is just one mechanism to distribute resources. Another standard is equality.
Since they rely on beliefs, there is not such a thing as a true or false rule. Individualist cul-
tures promote equality (Leung, 1997). In those cultures in which people possess communal
rather than individual thinking schemes, the rewards will likely be equally distributed rather
than given to those individuals who obtain the best results. Relative to men, women are
more likely to prefer equality as distributive criteria (Sampson, 1975). This leads women
to reject incentives (Niederle & Vesterlund, 2007). Hence, it could be possible that,
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unintentionally, an incentive system could lead to discrimination against women in the
labour market.

Discussion: efficiency wages as an alternative to individual economic incentives

Some organisations offer wages that are higher than the market-average as a compensation
mechanism. Any firm can replicate this practice for any task. Counterintuitively, paying
higher wages can make firms more productive. The reason is that these wages do not encou-
rage employees to engage in free rider or social loafing behaviours, but they instead help to
hire and retain the best talent. Ford’s minimum wage increase provides a good example of
efficiency wages. On January 5th 1944, Henry Ford announced a new minimum wage that
doubled the average wage in the industry, which was set at US $2.38 for nine working hours
a day. Absenteeism and workers’ monthly turnover were sharply reduced. Henry Ford
claimed that ‘paying 5 US$ for eight working hours per day was one of the best cost
reduction tactics that could have ever been implemented’ (Ford, 1922). Henry Ford had
rediscovered an ancient truth: paying employees more than what they can earn in other
firms allows for a more enthusiastic and loyal workforce and lower rates of absenteeism
(Raff & Summers, 1987). For firms, labour turnover is costly; the higher the wages, the
lower the rate of turnover is because the wage exceeds the employee’s opportunity cost.
In addition, the adverse selection effect predicts that employees with greater skills will
reject those firms offering lower wage levels (Eisenhardt, 1988). Consequently, high
wages will attract the most productive employees.

From the perspective of behavioural economics, two arguments support the use of effi-
ciency wages. The first argument is related to the endowment effect (Kahneman et al.,
1990), which refers to the greater suffering experienced by people when they lose some-
thing they already possess, as opposed to the pleasure felt when they receive or win that
thing; in absolute terms, this difference might amount to twice the value (Novemsky &
Kahneman, 2005). That is to say, people value more what they already possess than
what they do not yet possess, even in the case of it being an incentive paid beforehand,
which should be paid back if the desired result is not achieved or that will be kept if the
result is achieved. Scholars from the behavioural economics field have made an interesting
finding: it seems that giving the employees the incentive before completion of the work –

and threatening to reclaim it if they do not meet the results – increases their performance
more than the promise of giving them the incentives afterwards (Hossain & List, 2012).
Gneezy and List (2013) confirmed this finding in a manufacturing setting evidencing
greater productivity amongst those teams that were given the incentive in advance as com-
pared to those teams that were given the incentive afterwards.

The second argument considers incentives that are paid beforehand to be leveraged by
the rule of reciprocity (Fehr et al., 1997), which claims that individuals act according to how
they have been treated previously. This rule supports the managerial practices that give
employees a gift in the form of an additional reward, expecting more effort than the required
minimum (Akerlof, 1984). If it were not for the feeling of self-imposed individual obli-
gation, this demand for increased effort would surely be rejected. Among physicians,
Berry and Kanouse (1987) verified that their response rates to a questionnaire increased
from 66% to 78% if the questionnaires came together with an incentive in the form of a
US $20 check, instead of just promising the participants that they would give them a
check afterwards.

It is thus possible to build a conjecture that the difference between efficiency and market
wages could be considered as an incentive paid in advance. This ‘incentive’ would be lost
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should the employee be fired and work elsewhere for market wages. Despite efficiency
wages being considered fixed pay, they implicitly act as an incentive that fulfils the first
of its two objectives: to motivate employees to increase their diligence. A firm paying effi-
ciency wages will attract the best candidates and those who are hired will be less encour-
aged to shirk or to be lazy for fear of losing their additional economic reward. Idle
employees can be easily noticed and their sanction will be their dismissal, being thus
paid market wages by their new employers. Hence, efficiency wages contribute to promot-
ing the effort and the sorting effects, exactly as economic incentives do. Efficiency wages
help retain employees, who also seek to keep their high wages, thus efficiency wages also
promote long-term employment relations, helping to eliminate the short-term orientation
problem. This allows employees to accumulate experience and become familiar with
strong reciprocity norms. Confidence facilitates communication processes and improves
the flux of information, contributing to the construction of social capital and reduction of
the problem of individualistic competitiveness that creates incentives. In sum, efficiency
wages help to attract the most productive employees; they increase employees’ morale
and loyalty – because they perceive them as a fairer and less discriminatory compensation
mechanism –; they favour cooperative behaviours, they contribute to maintaining the
organisational social peace, and they prevent employees’ unionisation (Katz, 1986). There-
fore, firms can invest in training and personnel development without the fear that their
employees will abandon the firm once they finish their training. This should also be
measured in terms of its impact on overall performance through adequate KPIs.

Regardless, if efficiency wages are a potential substitute for incentives, they should also
address their second objective: to align organisational objectives and employees’ personal
interests, thus supporting the direction effect. For this purpose, employees need feedback
about their level of performance and the results of their actions (Smilko & Van Neck,
2004; Stone & Heen, 2014). Without specific feedback, employees do not know how
(right or wrong) their effort leads to the achievement of organisational objectives
(Kluger & DeNisi, 1996; London, 2003). Therefore, efficiency wages should always be
awarded alongside an effective informative feedback system.

Feedback performs an instructional role. Objective information about the employees’
level of achievement, their behaviour, or the attainment of organisational objectives, clari-
fies roles, shows new behaviours, or communicates relevant facts about the use of resources
or the achievement of organisational objectives. Thus, feedback is an opportunity to work
with the employees and to help them in their development and involvement.

To achieve a positive effect, feedback has to be planned and programmed as a continual
activity and not as a unique annual or term appraisal event. It is a double communication
process free of performance appraisals or compensation activities (Kohn, 1999; Doerr,
2018). In addition, the instructional function of feedback can be significantly enhanced if
the specific feedback on the results is linked to challenging and quantifiable objectives
(Earley et al., 1990).

The need for - and relevance of - feedback varies among individuals and contexts,
though it always remains necessary and has to be both fast and truthful. Usually, an employ-
ee’s performance improves according to the quality of the feedback provided (Jackman &
Strober, 2003). Additionally, evidence shows that, if feedback is informative and positive
rather than negative and control oriented, it leads to better performance improvement. It
also shows that a positive feedback is remembered more exactly than a negative one (Bann-
ister, 1986). Praises develop a positive concept in individuals and lead to greater perform-
ance (Luthans, 2008). Likewise, self-generated feedback (which allows employees to
follow up on their own progression) is more effective and provides higher performance
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than feedback provided by third parties (Ivancevich & McMahon, 1982). There is also evi-
dence that individual feedback produces better results than collective feedback. Similarly, it
seems that public feedback is more effective than if done privately (Kopelman, 1986).

Therefore, feedback becomes an essential element of any excellence model, for which
people development and involvement that this feedback encourages are a fundamental
concept (see Dahlgaard-Park, 2008). Despite it is not a complement of efficiency wages,
providing information about the level of achievement, or whatever is important for the
employer, has a significant effect on behaviour (Kluger & DeNisi, 1996).

Conceptual framework

Figure 1 synthesises the conceptual framework built under the behavioural economics
tenets that gives support to the conjecture presented in this paper.

According to extensive empirical evidence on wage policies, most excellent companies,
on the grounds of classical economics, conceive and give support to the use of incentives as
a motivational factor. In this work, on the grounds of the conceptual framework of Figure 1,
we propose the use of efficiency wages accompanied of informative feedback as an effec-
tive alternative to incentives. In addition to achieving the same motivational and aligning
roles as incentives do, they reduce many of their recognised and dangerous dysfunctional-
ities, thus becoming a less discriminatory motivational tool that also enhance more
cooperation amongst employees. A basic criterion of any excellence model is the human
resource management, with reward and recognition being one of its essential sub criteria
(see Dahlgaard-Park & Dahlgaard, 2007). Additionally, cooperation is a necessary ingredi-
ent for successful business excellent model initiatives (Dahlgaard-Park, 2012). Thus, effi-
ciency wages accompanied of informative feedback would be a very useful tool to fulfil
effectively these sub criteria and to achieve one of the most sought results of these
models: employee motivation and satisfaction. In fact, lack of staff involvement is one
of the main barriers for excellent models to succeed (Corbett & Angell, 2011).

Conclusion and discussion

One of the most difficult tasks for any firm is to match the employees’ effort to an adequate
and fair remuneration. Perhaps this explains the use of variable pay and individualised pay-
rolls, which take into account the professional category of each employee alongside their

Figure 1. Conceptual framework.

Total Quality Management & Business Excellence 1541



personal performance. Despite this, it is not always easy to implement variable pay policies
associated with the achievement of specific objectives. In fact, all too often, after having
incurred relevant costs to implement a compensation policy based on incentives, many
firms fail to achieve their two main objectives: greater staff motivation and alignment of
their interests with organisational objectives. In practice, firms have to manage multiple
challenges in order to reduce the risks of incentives producing effects contrary to those
sought after.

This paper addresses these challenges and proposes that efficiency wages are an effec-
tive substitute for incentives. On the grounds of behavioural economics, we argue that,
although efficiency wages are a fixed pay, in practice they act as an incentive paid in
advance. Since efficiency wages are paid in advance, due to the endowment effect they
motivate employees more than what individual economic incentives do once their objective
is achieved. Additionally, the reciprocity rule – which increases employees’ motivation to
make voluntary additional efforts when they are paid higher than average market wages –
also reinforces the motivating effect of efficiency wages. Higher wages also help to attract
the most productive employees, increase employee morale and loyalty, favour cooperative
behaviours, and contribute to maintaining the organisation’s social peace. Overall, this
means efficiency wages possess the same positive ‘effort’ and ‘sorting’ effects as individual
economic incentives do, but they also, as is particularly relevant, minimise most of the risks
associated with their distorting effects. Efficiency wages discourage employees’ non coop-
erative behaviours, short-term orientation, and risk aversion; discourage the advent of
opportunistic, illegal, and non-social behaviours; minimise the risk of a reduction in the
employees’ intrinsic motivation, morale, and loyalty due to their perception of unfairness
and discrimination; reduce pay dispersion, multitasking problems, and the need for
precise multidimensional evaluation procedures.

However, managers should be well aware that paying efficiency wages does not necess-
arily imply employees are aware of the objectives to meet and thus their expected behav-
iour. Consequently, in order to achieve the third effect of incentives, the alignment of
the employees’ efforts and the firm’s objectives, the employees should receive informative
feedback on their behaviour. This implies that, in order for efficiency wages to become
effective substitutes of individual economic incentives, their use has to be accompanied
by informative feedback and recognition.

Managerial implications and future research

With these thoughts in mind, this paper aims to contribute to business practices and to com-
municate the following messages to managers. First, the relationship between the use of
incentives and motivation is not always positive. Second, other alternatives to variable
pay can optimise their employees’ compensation, while increasing their motivation. Rela-
tive to pay for objectives, which are currently more pervasive for firms despite their unde-
sirable dysfunctional consequences – and hence increasing detractors –, it is proposed that
efficiency wages are an effective form of compensation for any environment. Managers
should perceive efficiency wages – if accompanied by information feedback – as a powerful
tool to direct employees’ efforts towards achieving their business objectives. Overall, man-
agers should therefore consider the joint use of efficiency wages and information feedback
as another organisational practice that has to be included in any model of business
excellence.

Clearly, to be considered as a valid tool to achieve business excellence (see Asif et al.,
2011; Mohammad et al., 2011; Abdullah et al., 2012; Thürer et al., 2018), efficiency wages
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should not be considered in isolation. Efficiency wages are a necessary condition for good
organisational performance (low wages demotivate employees causing shirks and abandon-
ments), but they are not a sufficient condition. Business excellence requires a plurality of
values that must be achieved and maintained in the long-term; it is a complex path both
economically, technically, and socially (Ghicajanu et al., 2015). To achieve business excel-
lence, the use of efficiency wages must be complemented with many other measures, for
example, the development of effective leadership (Aladwan & Forrester, 2016; Raharjo
& Eriksson, 2017). Huges and Halsall (2002), Ringrose (2013) or Ghicajanu et al.
(2015) exhaustively put forward in their works all the criteria, measures, and practices
that should encompass an excellence model.

In addition, as it is proposed by Dahlgaard-Park and Dahlgaard (2007), all these
measures have to be implemented as parts of a dynamic continuum between the micro–
macro level. Between both levels there are mutual interrelationships and they cannot be sep-
arated. Managers should work with excellence models that integrate all the practices and
tools used to have an incidence on individual behaviours (micro level) with its organis-
ational characteristics (macro level). We cannot ignore that individuals’ behaviours and
actions are most of the times constrained and shaped by organisational characteristics
(vision, mission, hierarchical structure, organisational culture,…).

The paper also makes an academic contribution. It presents the underlying theory to
develop the conjecture that efficiency wages can perfectly replace economic incentives.
A future empirical research would consist in examining the existence of a positive relation-
ship between the joint use of efficiency wages and informative feedback on higher business
performance through the verification of the ‘effort’, ‘selection’, and ‘direction’ effects.
Additionally, there will always be employees who will devote more effort than the rest,
and who will prefer to have an incentive system to obtain higher pay. How can a firm
attract those employees? Would it be feasible to jointly implement efficiency wages and
an incentive system that only compensates for excellent contributions?

On the other hand, fairness is a standard for impartiality, just as much as equity is. Since
both standards rely on values and beliefs, their interconnection to different cultures might
be vast. In communal cultures, employees might prefer efficiency wages, whereas in indi-
vidualistic cultures employees might prefer incentives. It would be opportune to perform
additional research to confirm this conjecture, which could also incorporate the analysis
of different business cultures. Another engrossing direction of potential empirical research
would be to check whether the effectiveness of efficiency salaries is the same in the public
sector as in the private one.

Additionally, an intensive (high-powered) incentive system favours the exit of the least
productive employees and minimises shrinking. What are the effects of efficiency wages?
Will all the employees aim to be diligent? Do unproductive employees voluntarily quit the
organisation or are they fired? In summary, it should be analysed if, relative to incentive
systems, efficiency wages provide superior results. Despite the facts and reasons that
give support to the use of efficiency wages, there is still a need for additional research.

Finally, several excellent firms stand out due to their efficiency wages, low turnover
rates, investment in training, provision of informative feedback, and employees’ profit
sharing schemes. Studying the causality of these variables could provide enriching infor-
mation in the field of efficiency wages. Although scholars in the economic field have
studied efficiency wages, their analysis lacks the behavioural perspective that is proposed
in this paper. Under this theoretical framework, future research could also be directed to
corroborate the theoretical analysis presented in a context in which efficiency wages are
complemented by collective incentives for the plant, department, or business levels.
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Limitations

Despite its potential to become the grounds of future research, this paper is not exempt of
limitations. It is a conceptual study, and the conjecture developed is conducted through a
literature analysis. Thus, the main limitation is its need for empirical validation. The
absence of the use of qualitative and/or quantitative techniques limits the value of the con-
clusions drawn.
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