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Perspectives on performance pay in government organisations: a short review of history, research and theory so far, and main trends in OECD Member countries
Diversity of public service pay systems across OECD countries.

Performance related pay (PRP) has spread quite widely across the public services of the OECD countries in the past two decades. It remains more common among senior managers than among other public service staff. Particularly strongly represented among countries using PRP are the so-called ‘Anglo-Saxon’ countries, Australia, Britain, Canada, New Zealand and the US, but there have also been significant developments in other countries, including Denmark, Finland, Germany, Hungary, Korea, Spain, and Switzerland.

There are also many different types of PRP, ranging from individual to group performance schemes, from those based on largely objective performance criteria to those based on judgemental appraisals, and from those where PRP is paid as a one-off bonus to those where it is consolidated into base pay. Examples of all of these types can be found in the public services of the OECD member countries.

Performance pay may also be articulated with organisational performance objectives in different ways. Particularly in some of the early schemes, performance was defined in relation to organisation-wide standards, such as might fit a classical bureaucracy. In more recent years, as many public organisations have sought to be more citizen-oriented, by analogy with customer-oriented private organisations, there has been more emphasis on targets and performance agreements for individual employees that are adapted to their section of the organisation.

One has also to consider PRP in the context of performance targets and performance management of the whole public service. Logically, individual employees’ performance objectives should be framed so as to contribute to the performance objectives of their own organisation, be it a tax department, a local government service, or some other government agency. Different OECD countries have gone further down the path from centralisation towards devolving management to individual agencies or similar bodies in which public management is given responsibility for an identifiable service, such as administering the national employment service, or public highways.

Finally, when considering changes in pay systems, one has to take account of the wider relationship with pay-setting institutions and with employee organisations. Figure 1 gives a rough illustration of the range of procedures used across some OECD countries for determining pay, and for changing the rules governing incentive systems. At one level, this illustrates that public employers in different countries have to go through different channels in order to change pay systems. It may also matter whether or not the procedures are highly centralised. One could imagine that decentralised arrangements are more appropriate to a performance culture because it is almost impossible to define performance in the abstract in a way that has any meaning to ordinary public employees. More decentralised structures, with more devolved management decision-making, are generally better able to define organisational objectives, given the great diversity of services provided by the state, and then to link individual employees’ objectives to these.

Figure 1. -- Predominant patterns of public service pay determination 
in selected OECD countries c. 1992.




Reasons for linking pay to performance

A number of reasons are commonly put forward to linking pay to performance. The main ones might be summarised as follows:

· Improved motivation

· Improved goal setting

· Organisational change and new methods of work

· Renegotiating the ‘effort bargain’

· Improved hiring

In the next sections, I should like to examine the underlying rationale behind these in an effort to understand what PRP might be expected to achieve, and what are some of the traps to be avoided.

Improved motivation

The psychological theory of expectancy, pioneered by writers such as Lawler, Porter and Vroom, proposes a simple relationship between the strength of employee motivation, the value of the reward to them, and the likelihood of gaining it if they provide the necessary effort. Some writers have tried to develop a mathematical formula to calculate the strength of the motivation involved, but in the present context Figure 2 provides the essential insights.

Figure 2. -- Outline of the 'expectancy' framework.
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This shows the relationship between an employee’s effort, her performance and the reward identified in psychological research. It also highlights some of the conditions that are needed for a performance incentive scheme to be effective motivationally. These conditions are also a guide to potential pitfalls. Employee effort may not translate into improved performance for a variety of reasons, such as lack of skills or poor management. Performance may not translate into reward if it is inaccurately measured, or if there are budgetary constraints. The rewards may not be valued, perhaps because public employees are motivated by other goals, such as the intrinsic interest of their work. Finally, the rewards, even if valued, may not call forth extra effort if, for example, employees’ jobs give them no scope to increase their performance. A close reading of the boxes marked ‘obstacles’ gives an overview of the areas on which design of a PRP scheme should concentrate in order to ensure its effective operation.

Incentive and performance measurement

A second approach, from ‘agency theory’ highlights related aspects of incentive pay schemes, and reinforces the importance of good performance measurement for effective PRP schemes (Figure 3) (see for example, Lazear).

Figure 3. -- Distribution of performance or output for two given levels of ‘effort’
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For simplicity, let us suppose that employees can choose between two different levels of effort, or care, or whatever aspects of the work that management wishes to encourage. Let us assume that employees have a strong instrumental orientation in their work, so that if they could get the same money for less effort they would do so. Most important, let us assume that management cannot easily observe employees’ effort, although they can observe certain performance outcomes, perhaps at a later date, and that there is a lot of ‘noise’ in the relationship between effort and performance, for example, because an individual’s performance depends on many other factors, such as on how well colleagues are working, the supply of work, and on management quality.

Given this situation, if management were to pay a fixed salary, independent of effort, then many employees are likely to choose the ‘low effort’ level ‘a1’. Even those employees who would like to work hard could be demoralised because they see their colleagues getting away with little effort.

One way of solving the problem is to link pay to the aspects of performance that management can observe. Then employees have an incentive to provide the higher level of effort ‘a2’ (see Figure 3). The crucial point, however, lies in the measurement. Consider the bell-shaped distribution curves in Figure 3. If an employee puts in effort level ‘a1’, maybe on average, her performance will equate with ‘a1’ output. However, it is very likely that week to week, for the same level of effort, her achieved performance will fall on either side of this. Sometimes, her performance will be quite good: her colleagues work well, there is a good supply of casework, and even with ‘low effort’ she can achieve output level ‘x’. In other weeks, however, she may be less fortunate. Likewise, an employee working hard at effort ‘a2’ will experience good and bad weeks. This poses difficult problems for PRP. Management has only information on observed performance ‘x’, and then has to decide whether to award PRP. Management will want to avoid giving a performance award to the person who was ‘lazy but lucky’, but equally to avoid punishing the one who was hard-working but unfortunate. The latter would almost certainly feel demoralised and unfairly treated.

One way in which management can try to address the problem is by improving performance measurement. Figure 3 shows two bell-shaped curves for each level of effort. The black one is compressed, showing a close relationship between effort and achieved performance; the grey one is spread out, showing a weak relationship. In the latter case, it is difficult for management to be certain whether the person who achieves output ‘x’ has been working hard, and there is a high risk of denying rewards to those who have worked hard. In the former case, the decision is relatively safe.

Thus, one can consider two alternative policies for management. The first is to compensate employees for the greater risk attached to their rewards by offering large performance payments – this is the principle of the lottery. However, it may not be practical in many public service organisations where rewards a typically compressed compared with the private sector. The second, is to invest more resources into performance measurement, to reduce the risks of rewarding lazy employees and punishing those who have worked hard. One notable feature of the pay systems used in many large Japanese firms, where the ‘nenko’ system ties pay to both seniority and performance, is that management devote a great deal of time and resources to performance appraisal.

Improved goal setting

A third analytical approach, related to that just discussed, is provided by ‘goal setting’ theory (see for example: Latham and Locke). Its most extreme proponents argue that improved goal setting alone will suffice to raise performance. The most relevant consideration is the contribution to our understanding of the goal setting process. The way employees’ goals are set has been found to influence how hard they will seek to achieve those goals. In particular, when employees are closely involved with the choice of goals, they are more likely to accept them as legitimate and to take them up as their own.

This raises a dilemma for public management because we elect our governments to set the overall goals of public organisations, and so one naturally thinks of public service goals within the agencies delivering them in a ‘top-down’ manner. Why should public employees have two votes on how taxation revenues are spent? There are, of course, major disagreements over the orientation of public service work, for example, in health the education services where many public employees may disagree in principle with the line taken by their governments, for example, over financial versus patient- or child-centred goals. However, there are also many practical issues where employee input into goal-setting is essential, and they are much more mundane than these issues of principle. The most important is that employees are generally better informed about the technical aspects of their work than are their managers. They know better what is feasible under certain circumstances, and what are some of the main obstacles. Neither side has a monopoly of the relevant information, so that goal setting can benefit greatly from an active dialogue between ordinary employees and their managers.

Organisational change

A major issue missing from much of the psychological and economic analysis of PRP in public services is that of organisational change. In many cases, the reason for moving towards PRP is not because public employees are lazy and unmotivated, indeed, the reverse often seems to be the case. For example, in my own survey work, many public employees score very highly on the standard scales of organisational commitment. Many public organisations are however trying to move away from a bureaucratic model of employee management that held sway for much of the twentieth century. Bureaucracy was set up to eliminate political patronage and to raise efficiency, and ‘neutral competence’, to use the words of the US public service, was sought. This rested on the idea that employees should achieve predetermined standards of performance, these being dictated by their job classification.

PRP has often been associated with a move to redefine the objectives of public service work, to make it more adapted to the needs of individual citizens, or at least, to be more responsive to the great diversity of requirements of different groups of citizens. When PRP schemes have a strong focus on goal-setting and organisational objectives can provide a vehicle through which management can communicate the new set of objectives to employees. For example, in the British tax service, one of the goals of the PRP scheme introduced in 1993-94 was to get away from defining job performance in relation to a set of fixed standards, and move towards objectives that were agreed between line managers and employees. The latter could be more easily adapted both to the abilities of individual employees, and to the varied needs of the different parts of the tax service.

The aims of such new approaches to work have to be communicated in such a way that individual employees can understand that this means in their own jobs – how does this affect the tasks they undertake each day, and how they should deal with tax-payers. One example is worth considering. Management’s idea of more tax-payer centred approach was that tax officers should follow through the whole file of an individual tax-payer, and that when tax payers phoned the office, they could speak to the same person as on the previous occasion, clearly important in the case of complex tax issues where there is a history. The employees in the office thought that this was ‘queue-jumping’, and that they could run things more efficiently if they banked up telephone enquiries. In this case, the old mentality was still strong, and line managers would seem the natural agents to communicate the changed orientation sought by top management. Goal setting and appraisal provide the kind of one-to-one contact between employees and their line-managers in which the manner of working can be discussed and explained.

It may be possible to use the goal-setting element of performance management without any precise link to money. However, in one hospital I studied, the HR Director was convinced that the link with pay was essential in order to make line managers and their staff take appraisal seriously. If staff did not get their pay increase until after completion of their appraisal, they made sure their line managers did the job, and that the paper work was completed.

Renegotiation of work norms

In all organisations, incumbent employees and their managers have an idea of what is a ‘fair day’s work’ for which people receive a fair day’s pay. In the older industrial relations literature, scholars would describe this as the ‘effort bargain’. It might be unwritten and implicit, but it was nonetheless a powerful force regulating management’s control of the pace and nature of work assigned.

This idea adds an important element to the discussion of goal-setting. It is not simply a process of defining and clarifying goals, but it is also something of a bargain, or at least, managers have to reach agreement with employees on their forthcoming objectives. Many of the preceding theories tend to treat employees as passive recipients of incentive schemes, a bit like laboratory rats. This is not very realistic because public servants can and do change jobs, and external labour market opportunities always set parameters on what public management can demand of their staff. In some parts of the public service, job tenures may be very long, and external opportunities limited, but this is not true of many other areas. Even though tax law may seem a very specialised subject, there is a lively external labour market for former tax officials to sell advice on tax issues.

Thus, when designing new schemes, management has to consider what will prove acceptable to large numbers of the staff in its organisations. It may be very expensive to design a scheme that satisfies all existing employees, far more than their budget for staff costs. Management then have to decide how much discontent they are prepared to face: should they satisfy 50%, 70%, 90% of their current employees? Should introduction of the scheme be voluntary? For example, in two hospitals I studied, incumbent employees could choose whether to go onto the new scheme, and get a bigger pay rise, or to stay on the old one. All new hires, and those promoted would go on the new scheme, and so gradually, the old one would be phased out. Although this might seem a bit messy, it was certainly cheaper than pitching the new pay rise so high that everyone would agree to go onto the new scheme. Other organisations have made the move compulsory for all staff, and arguably, they have paid a higher price in terms of discontent, but still felt they were better off to stay with the organisation than to leave.

Improved hiring

Finally, one often neglected aspect of PRP is that it might attract a different kind of recruit to the organisation. Figure 3 above showed that PRP brings employees a greater degree of uncertainty over their pay. Many long-standing employees may have chosen the public service because it was a safe job with a good pension. Some research in Germany suggests that the kind of people recruited there were ‘competent but risk averse’. If that is true of the public services in many OECD countries, then one can anticipate a degree of resistance from incumbent staff.

In a recent study, Lazear estimated that a high proportion of the increased productivity associated with the introduction of output-based pay (the case concerned fitting windshields on cars) could be explained by differences between the firm’s recent recruits and long established employees. The possibility of higher pay if one performed well attracted a different kind of job applicant.

This may be particularly important for recruiting senior managers and professionals from the private sector. It may also be useful for attracting other occupational groups when seeking organisational change in public services.

Experience of opportunities and pitfalls.

An obvious question is whether all these different analytical approaches matter in practice. To answer this, let me offer a summary table from my own work on PRP in selected public services in the UK. Most of the schemes involved were what might be called ‘appraisal-based pay’, that is they depended on judgemental performance appraisal by line managers. These schemes were quite sophisticated, and were designed with a good deal of input from private sector expertise, so the problems encountered cannot be explained by naïve design.

What is striking is that although many public servants approved of the principle of linking pay to performance (57% of Inland Revenue –tax service- staff in 1991 agreed PRP was a good principle). However, only small minorities said they found their own scheme motivating. More worrying is the percentages who said its operation caused jealousies, undermined cooperation with colleagues and with management, and that management used PRP to reward their favourites. Line managers too, who did the appraisals, reported some loss of cooperation. Nevertheless, a substantial minority thought that PRP had caused many staff to work harder.

Thus, the findings are somewhat paradoxical. Many of the pitfalls warned of by the theories appear to weaken the operation of PRP, a point recognised by the government’s Makinson report (2000) when it referred to employee ‘disenchantment’ with PRP. There is tentative evidence of increased productivity, although the evidence of increased quality of work is much less.
Table 1. -- Replies to employee attitude surveys in selected public service organisations.

	
	Civil Service

	NHS trust hospitals
	Schools


	Question: % in each cell replying ‘agree’ or ‘agree strongly’
	Inland Revenue1991
	Inland Revenue 1996
	Employment Service
	Individual PRP trust
	Group PRP trust
	Primary (NAHT)
	Secondary (SHA)

	Pay and work orientations
	
	
	
	
	
	
	

	PP a good principle
	57
	58
	72
	62
	52
	29
	42

	Motivation: perceived incentive
	
	
	
	
	
	
	

	PP gives me an incentive to work beyond job requirements
	21
	18
	12
	32
	22
	8
	10

	PP gives me an incentive to show more initiative in my job
	27
	20
	20
	36
	19
	9
	11

	PP means good work is rewarded at last
	41
	19
	24
	47
	34
	38
	40

	Motivation: perceived divisiveness
	
	
	
	
	
	
	

	PP causes jealousies
	62
	86
	78
	61
	51
	58
	70

	PP makes staff less willing to assist colleagues
	28
	63
	52
	22
	19
	51
	54

	PP has made me less willing to cooperate with management
	10
	30
	26
	19
	14
	7
	4

	Relations with management: non-manager replies:
	
	
	
	
	
	
	

	Management use PP to reward their favourites 
	35
	57
	41
	41
	27
	Na
	na

	There is a quota on good assessments*
	74
	78
	74
	57
	36
	48
	45

	Line manager views:
	
	
	
	
	
	
	

	PP has reduced staff willingness to cooperate with management
	20
	45
	39
	30
	27
	Na
	na

	PP has increased the quantity of work done
	22
	42
	28
	52
	34
	Na
	na

	N (total replies)
	2,420
	1,180
	290
	680
	900
	1,050
	860

	Response rate (%)
	61
	30
	33
	28
	21
	51
	21


Note: based on five-point Likert scales: ‘strongly disagree’, ‘disagree’, ‘no view’, ‘agree’ and ‘agree strongly’. NAHT: National Association of Head Teachers (mainly primary schools); SHA: Secondary Heads Association (mainly secondary schools). For an explanation of the nature of the surveys, see the methods appendix. Source: Marsden and French (1998)

Need for systematic evaluation of policies

There is a great need for systematic evaluation of PRP schemes, and of incentive pay systems more widely. Our current understanding is based on a rather small number of studies that have sought to measure the effects of PRP systematically.

We know even less about the articulation between organisational performance objectives and those of individual employees, and to what extent systems of integrated targets can improve or reshape performance.

We also need more research into the fairness aspects of PRP schemes. The replies in Table 1 show a high degree of distrust of management among staff, distrust of line managers who might reward favourites, as of top management, who might manipulate appraisal scores in order to stay within budget.
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