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Functions of incentive plans

Incentive plans have two functions

· Support performance management

· Provide variable rewards within a target rewards approach.

Both of these functions depend on  :

· Performance targets and measures 

· Management activity which supports the incentive plan, and which obtains support through the reward system.  This must be evident at the micro level, not just the macro.

Incentives are a performance linkage mechanism. The linkage is not rigid, but more like the clutch or transmission in a car.  It transfers power, but if it is too rigid, it will break because of pressure at one end or the other.  

Incentives are part of the performance management system, which is part of the total management system.  Before implementing incentives, you need to check whether the rest of the management system is reasonably healthy.

Incentive plans are not a substitute for effective management.

How important are incentive plans ?

This depends on the "total rewards model" the organisation is choosing to adopt (see later section).  

It is possible to run very successful organisations without incentive plans, depending on the Mission, workforce (current and prospective), leadership, environment and culture.

It is becoming increasingly risky in the private sector to operate without incentives.

Performance management system

Incentive plans are part of performance management.

Other components of the performance management system are :

· Goal-setting : organisation, team, individual.

· Measurement

· Personal Feedback

· Development opportunities

· Outcomes.

Performance culture

An effective performance management system tends to lead to a positive performance culture.  A performance culture exists when performance management has moved from a "learned" behaviour to an instinctive behaviour.

Performance Measures

Measures need to be meaningful, but not necessarily perfect.  Perfect measures would only be possible in a simple and static environment.

The development of performance measures to be used is (clearly) one of the most critical pieces of incentive plan design.

Variable rewards

The Total Targeted Reward approach is the best practice model for remuneration, and in particular for incorporating variable rewards into the pay system.

Total Targeted Reward = sum of :

· fixed pay

· target short term incentive (STI)

· target long term incentive (LTI).

The word target, as used above for STI and LTI, relates to both "performance targets" and "remuneration targets".  A range of reward around the target is paid for performance around the target.

STI

Rewards linked to a profit outcome provide an automatic performance linkage.  They make part of the payroll cost variable with organisation performance.  This is the most basic form of variable (short term) incentive pay.  It directly meets the incentive plan objective of providing variable rewards based on performance.  Many other measures are also used in addition to profit.

This profit-related aspect of incentive plans is possibly unsuitable for the public sector.  Accordingly, target incentive quantums in the public sector may need to be lower than in the for-profit sector.

LTI

Most listed companies now provide various forms of share and rights plans, providing different levels of performance pay leverage, based on organisation performance as measured by the share price.

The provision of long term incentive is particularly difficult for the public sector.

Variation by income bracket : the absolutely clear evidence from practice is that incentives are larger in percentage terms at higher income levels.  It appears that the amount of money required to attract attention is much higher, as income increases.

Total Rewards Model 


The Total Rewards Model is a reminder that financial rewards are not the only reason people choose to work in a particular organisation .  The Total Rewards Model comprises :

1. Financial rewards, fixed and variable.

2. Job satisfaction.

3. Career satisfaction.

4. Work environment.

Within each factor, the organisation can disaggregate and set specific policies.  For example, financial rewards includes the mix and delivery of salary, benefits, short term incentive and long term incentive.

If motivation can be achieved through non-financial rewards, then the focus should be on these components.  This does appear to be the case in the public sector (in general terms).

The labour market has different segments, as does any market.  The "executive" segment will increasingly demand incentive pay, if people are to be attracted from outside the public sector career stream.

Do incentive plans work ? A pragmatic view.

Yes, if they are believed in by participants.  This is a slightly circular argument, reflecting the reality that they are part of an iterative internal feedback system.  

For example, you cannot "glue an incentive plan on" to an organisation, and expect it to be successful.  It needs to be developed in-house, in order to be tailored and to be believed in.  On the other hand, two similar organisations could develop very different plans and make them each succeed, demonstrating that there is no "best" design.

Belief can be created and reinforced by :

· In-house development of the plan (within a framework, with expert assistance)

· consistency of the incentive plan with business management 

· consistency of the incentive plan with performance management

· effective communication of the plan

· effective operation and administration of the plan.

Why do most private sector organisations have incentive plans ?  

There are three reasons.

1. On balance, they believe they can create greater performance management benefit with a plan in place, 

2. they want part of payroll costs to be variable (downward)

3. market competitiveness requires an incentive plan, both for perceptions and for competitive target rewards.

Do incentives change behaviour ?

Yes, and sometimes for the better, but there are risks.   The major risk of adverse results is creation of internal competition and problem-shifting.  The second risk is that the plan mechanisms will chew up more resources than the benefit created.

Do incentives create better performance : they can; but this will be sustainable only if used as part of effective management.  The micro-environment is more important than the macro.

You need to decide whether BOTH the macro and micro environments will be sufficiently supportive that an incentive plan will do more good than harm.

Other related issues

Types of "public sector" organisations differ significantly.  For some, there are no "external" performance benchmarks.  For these, there may be no satisfactory starting point for a true incentive plan.  The only viable approach for these is a "personal performance bonus", based on agreed personal performance and outcome plans.  This will necessarily be quite subjective.  For this sort of organisations, it is often more effective to invest in other components of the Total rewards Model ie not direct financial incentives.

APS has the biggest internal labour market in Australia.  In general, supply / demand is not an issue.  There may be specialist job families requiring review.  What % of jobs which are advertised outside the APS are filled from outside ?

The Non-executive Director (NED) role is lacking in public sector employment, and in individual departmental governance.

Transparency

In the private sector, plan designs are transparent, while individual performance plans, assessments and rewards are private.

Recommendations : Applying incentive plans in the public sector

Will you ever get enough evidence to decide with certainty whether incentives should be applied in "the public sector"?  Probably not.

Need to make an operational judgement call.  

I would recommend four control elements :

1. An approved framework, developed centrally

2. Initiatives by individual organisations to consider and develop incentive plans

3. A central assessment and approval process

4. A managed audit process.

This is the way large global organisations manage "employee compensation" policies.

The four elements above are elaborated on the following pages.

Framework

It is reasonable and appropriate for a framework to be put in place for APS incentive plans. 

The framework should contain:

· Guidelines

· A plan development process (see attached chart)

· Plan approval processes.

Organisation initiative

Individual APS organisations can be allowed to work on developing incentive plans, within the framework and guidelines.

The first step is for the organisation to consider at "Board" level whether it wants/needs incentives, and is ready for them.  Then there is a plan development stage.  Then an internal plan approval stage, resulting in a "commitment" stage.

Final plan approval processes should involve an "independent" body (PSB ?) assessing whether the organisation is ready for incentives, by review of the assessment factors listed above, and whether the plan design is likely to work.

Assessment factors

It is critical to assess the factors for each unit (Department ?) for which an incentive plan is being considered:

· Total Rewards Model

· Supply / Demand

· Performance targets and measures : availability, measurability, sensitivity.

· Macro environment and culture

· Micro environment, including skills in performance management.

Audit / Post-implementation review

Plans should be subject to effectiveness review, both internally and externally.  Plans typically have a lifetime of less than five years.
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STI Design Process



1.	Identification of business  need for STI plan





5.	Post Implementation Review





4. Implementation & Communication





3.	Plan Approval 





2.	Analysis and Design
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