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Does Performance Pay Perform? Conditions for Success in the Public Sector
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Introduction

In the past 10 years, the potential for introducing elements of pay-for-performance into
government work has become a hotly debated issue in Washington. Based on the
approach called "New Public Management" in Britain, Canada and New Zealand, then-
Vice-President Albert Gore presented a proposal to transform federal agencies into
"performance-based organizations" in March 1996. The proposal identified ten
organizations, accounting for about 2 percent of the federal civilian work force, as
candidates for the reform." Some supporters argued that up to 75 percent of the federal
bureaucracy could be transformed into performance-based organizations and that the
proposal could cut operating costs by $25 billion by 2004 (Osborne 1997). One key
reform to be made was to liberalize civil service rules on employee pay so that
"discretionary" pay could motivate employees to work more effectively, and to permit

managers to clearly single out good performance.

This chapter offers a framework for deciding whether, and under what conditions,
pay should depend on output to increase incentives for performance. While the
"conditions for success" we present also apply more generally, we focus on the public
sector, specifically on the federal level in the United States. We acknowledge that many

other attributes of organizations, including monetary and non-monetary incentives (e.g.

Page 1



For The People Chapter 13
Does Performance Pay Perform?

promotion, training and travel opportunities, or awards such as the employee-of-the-
month award), may affect performance but we concentrate on the payment system here.
This chapter is to weave together analysis based on economics, human resource
management and social psychology to demonstrate not only what "should" happen
according to economic theory, but what we know can and does happen when live human
beings are involved, with all their deviations from the rational, money-maximizing

‘economic man.’

Pay-for-PerformanceLogic

Our reference point from economics is a fairly straightforward payment scheme where an
employee’s pay is tied to output in a proportional way—so that the more output, the
higher the pay. This is commonly known as a ‘piece rate system’ and simple examples
are found in garment factories, home production arrangements or farm work, where the
employee is paid a specified amount of money for each additional piece of work
completed. However, typically the piece rate is combined with some base wage that is
not contingent on performance, so that actual pay is equal to the base wage plus the piece
rate. Hourly wages or salaries supplemented with a per-piece rate for production above a
required minimum are an important part of any performance-based organization plan.
This is in part because the employee needs to be assured of a minimum wage as well as
the employer of minimum production. The concept arises directly from Taylorist
scientific management where there is a "most efficient way" to do each job, and the

employee has to be "motivated" by external forces to do the job more efficiently.?

Page 2



For The People Chapter 13
Does Performance Pay Perform?

Such payment systems are reported to have become more prevalent in the private
sector in recent years. Ninety percent of Fortune 1000 companies report that they rely on
incentive schemes that tie pay to some measure of output. More than 75 percent of all
US companies say at least some part of pay is pegged to performance and 93 percent of
the largest 460 European firms indicate that performance-based pay gained in importance
during the recent years. Unfortunately, the specifics of performance pay in these
companies are very poorly documented. Only rarely do we know how large the fraction
of pay that depends on performance actually is, and recent surveys suggests that it is

typically below 10%. >

State of the Empirical Research

The existing empirical evidence in economics is summarized by Gibbons, Dixit and
Prendergast.* These surveys stress that the few empirical studies on the effect of
performance pay all focus on "simple jobs" where a measure of performance is easily
available. These studies find a positive effect of pay-for-performance on productivity,
although the magnitude varies substantially. One detailed investigation of the impact of
piece rates on performance has been undertaken by E. Lazear.” He studied auto
windshield installation at Safelite Glass to measure productivity changes after a switch
from fixed hourly wages to piece rates. He found that productivity rose by approximately
35 percent after the change in incentive schemes, with wages increasing by about 12
percent. He showed that approximately one third of the impact was due to turnover,

where the less able were replaced by more talented workers.’
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A more recent study on the effect of performance pay on productivity has been
conducted by Iris Bohnet and Felix Oberholzer-Gee.” They investigate the effect of
financial incentives on the number and the quality of suggestions for improvement
submitted to about 1000 firms over 10 years. There are two differences in this work
compared to the earlier empirical studies: employees are confronted with a more
complex project than a simple task, and they are also charged with more than one task
(i.e. their "regular" job plus the creation of ideas). The authors find that higher piece
rates increase the number but decrease the quality of suggestions produced, and have a

negative effect on performance overall.

It is very difficult to find empirical studies on the effectiveness of performance
pay in the public sector. Anecdotal evidence suggests that the "Next Steps Initiative"
(NSI) in Britain was a success, but there is hardly any empirical evidence to support this
impression.® Roberts summarizes the main reasons for the missing research studies in
Britain, which was among the first countries to strengthen pay incentives: "One difficulty
is the lack of performance data for executive agencies for pre-reform years. A second
problem is a lack of consistent performance data for post-reform years: agencies have
often added, removed or modified measures from one year to the next. A third problem

is uncertainty about the effect of other reform initiatives undertaken after NSI."’
Some would argue that the lack of a definitive evaluation of performance pay is
no accident. Alan Blinder, introducing a collection of essays on pay-for-performance,

notes that “rising and falling tides of interest in the various incentive plans have more to
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do with changing social, political, and economic fashions than with accumulating

scientific evidence on how well the plans work.”"°

Organization of this Chapter

We argue that the "conditions for success" of any pay-for-performance plan depend on
three main factors: the kind of output produced (Section 2), the people producing the
output (Section 3) and the organizational setting in which the people produce the output
(Section 4). We suggest that the “conditions for success” are generally not met in the
private sector — and even less so by the in the public sector. We conclude in Section 5

with implications for managers and researchers.

QOutput

The type of "output" appropriate to pay-for-performance arrangements has three key
characteristics. These include: a) single task; b) clearly measurable; and c) linked to a

single individual.

Pay-for-performance works best if employees have to complete one well-specified task
Most employees are charged with not one but multiple tasks. If high-powered
incentives for output are used for one task alone , others will be neglected.'” As some
tasks tend to be more easily observable and measurable than others, using different
payment rates for different tasks may be tempting for employers but will often cause

employees to reallocate effort in undesirable ways.
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An example is the quantity-quality trade-off. A worker may pick more lettuce if
paid by the head, but she will not necessarily ensure that all lettuce is of high quality
unless the pay system incorporates quality. Research suggests that firms are aware of the
ubiquity of multi-tasking and are less likely to use piece rates when an employee
undertakes more than one task.”® In contrast to the single task in the auto-windshield
example, computer programmers, nurses, or intelligence agents, for example, are charged

with multiple tasks.

Most organizations, especially public agencies, are faced with multi-tasking
problems, making it more likely that their agents will focus on the task that is most easily
measurable. OSHA, the Occupational Safety and Health Administration, for example,
enforces laws to protect worker safety and health. The statistics show that industrial
hazards present a greater threat to worker health than to safety. Despite this, OSHA has

focused on safety rather then health concerns. Wilson writes:

“Regulation-writers find it much easier to address safety than health hazards. The
former are technically easier to find, describe, assess, and control than the latter.
A worker falls from a platform. The cause is clear—no railing. The effect is
clear—a broken leg. The cost is easily calculated—so many days in the hospital,
so many days of lost wages, so much to build a railing. The directive is easy to
write: ‘Install a railings platform.” But if a worker develops cancer fifteen years
after starting work in a chemical plant, the cause of the cancer will be uncertain
and controversial. The cost of the disease will be hard to calculate. The solution

will be hard to specify....”"
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Similarly, the IRS found after implementing its "pay-for-performance" plan, in which it
rewarded agents for the amount of monies collected, that some agents were becoming

belligerent with taxpayers in order to increase the amount of their collections.'

Pay-for-performance works best if output due to effort can be distinguished from
output due to luck

If an employee’s performance is not verifiable, what economists call "moral
hazard" arises. Rather than being able to directly pay-for-performance, the employer will
have to pay for some random outcome that is related to the employee’s effort. The
conditions for an incentive scheme to be optimal under these circumstances are very
restrictive. Generally speaking, the base wage will become larger and the "incentive"
portion smaller if it is difficult to determine how closely effort and outcome are related.

Existing studies suggest that in practice, pay-for-performance systems for non-
professional employees are used where the output can be easily measured—for instance,
the number of phone calls answered in a given time, the total number of lettuce heads
picked, the number of keystrokes made, or the number of windshields installed. At the
same time, performance pay is prevalent for the highest--level employees, namely CEOs,
whose effect on output often is hard to control or measure. It has been common to
reward CEOs with stock options to make sure that they act with the owners’ interests in
mind. Even before the scandals of 2002, CEO compensation studies found that incentive
pay is not properly calibrated to measure performance and therefore cannot be working as
planned.'® A recent study finds that CEOs are effectively rewarded for luck.'” These

researchers also report that pay for luck is strongest among poorly governed firms, and
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that adding a major shareholder on the board decreased the pay for luck by 23 to 33

percent.

Output in the public sector is more likely to be vaguely defined than in the private
sector. For example, the U.S. Department of State is asked to “Promote the long-range
security and well-being of the United States” and the Bureau of Indian Affairs to
“Facilitate the full development of the human and natural resource potential of Indian and
Alaska Native people.” Output measurement is further complicated by the fact that many
services public agencies provide benefit the community at large rather than separate
individuals (e.g. security or vaccinations). The value of such collective goods is harder
to measure than the value of individual goods. Such goods are not traded on the market,

so it is hard to set an appropriate "price.".

Pay-for-performance works best if output can be attributed to one person’s effort

The provision of public goods often requires cooperation and coordination within
agencies and across agencies. Team production is not a problem if the employer only
cares about the sum of the individual employees’ efforts and if each effort can be
evaluated separately and has no relationship with the efforts of others. Typically, this is
not the case, however, and an incentive system for the whole team must be designed to

reinforce people’s willingness to share and to work together with others.

However, performance pay distributed as a reward for team performance also
creates incentives to "free ride," or to slack off and let other people do the work.

Newhouse found that group incentives in a medical practice led to a rise in overhead
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costs and doctors working fewer hours as the fraction of revenues shared with others
increased.'® Investigating the effect of team-based compensation on individual
productivity for telephone operators in a large financial company, Hansen reported a
negative effect on the formerly more productive and a positive effect on the formerly less
productive employees.'” While Hansen's first finding supports the idea that some people
are 'free riding,' the second suggests that perhaps peer pressure may have induced the

formerly less productive to increase their productivity.

Measuring team output and arranging pay systems that avoid the problem of free
riding and co-worker resentment are complicated. While some such schemes have been
devised, most ‘pay-for-performance’ is implemented on an individual basis, and thus
does not fit well with today’s team-oriented workplace. In the unusual case where group
rewards are used, they function best if the entire work organization is aligned with the
rewards—"hybrid" arrangements that combined individual and group rewards were less
effective than either individual rewards (for truly individual work) or group rewards
(where the work was truly interdependent).”® In these instances, the size of the group is
important (smaller groups generally function better than large ones), the composition of
the group is important (the group must have all the skills required), and the support, both
material and in leadership and coaching, that the group gets also is critical to its
success.”! Pay is only one component of a much larger and more complicated set of

factors that require alignment to get good results.
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People

The characteristics of the people who do the work that are germane to the suitability of
pay-for-performance arrangements. Relevant lessons can be drawn from extensive
bodies of research on human psychology and the sociology of organizations. It is
important to identify and critically scrutinze assumptions behind any pay plan. These
include assumptions about how people are motivated, what makes them work harder, and
how they wish to be treated or viewed-- as well as how they view themselves. We will
focus on two characteristics crucial for the success of pay-for-performance: a) people
solely motivated by income and more specifically, b) people motivated by absolute,

rather than relative, income (e.g. those who do not care about how much others are paid).

Pay-for-performance works best if employees primarily work for money

Pay-for-performance systems generally deliver rewards primarily in the
“extrinsic” form of money. If people are not only interested in the income they earn but
also are motivated by other components of their job, e.g. satisfaction from task
completion or challenging work, then increasing pay may either have a smaller positive,
zero, or even a negative effect on performance. Most social psychological research
suggests that people do not want to believe they work primarily for money, and studies
show that public servants are much less likely than employees in business to value money
over other goals in work and life.”” In some professions, as in the case of a religious

vocation, a military career, or social-service delivery, other components may be so
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important that money does not make up a critical portion of the benefits derived from
work. Such individuals can be offended when they are treated as if they were only
responsive to money. Sometimes pay-for-performance plans are referred to as "bribes"
by employees and taken to mean that management does not respect their devotion to the
mission itself. Commitment to the job and employer has been shown to be strongly
related to performance and is closely tied to workplace motivation, perceptions of

fairness, and relationships with coworkers and supervisors rather than to pay levels.”

Essentially the assumptions behind "pay-for-performance” rest on a theory about
people that is grounded in what Douglas McGregor called "Theory X," which holds that
employees are averse to effort and would prefer not to work if they could get away with
it. McGregor argued that in reality, most employees would benefit from "Theory Y"
management, which assumes that most people like to work, gain psychic as well as
financial rewards from working, and want to do a good job.”* William Ouchi added, in
his “Theory Z”, the concept that people typically enjoy working in teams and groups;
thus, they gain benefits from social interaction at work and will not function best if

treated solely as independent agents.”

Clayton Alderfer presented a theory and evidence that all people require
"existence, relatedness, and growth."*® This was a response to Maslow's hierarchy of

needs, which asserted that material needs came before any such concerns as belonging,
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self-esteem or self-actualization. Alderfer, in contrast, argued that the three fundamental
human needs co-exist simultaneously —so that pay will help with "existence" needs, but
not with social or growth needs. A supportive structure of work, good management, and
well-designed organizations are required for employees to have successful group or team
experiences (for relatedness) and for continuous lifelong learning (for growth) as well as
a feeling of accomplishment. Thus a pay-for-performance advocate is implicitly putting
a great deal of emphasis on the 'material' needs of employees, and must be wary of

ignoring or underestimating other needs like social relationships or learning.

Performance pay can even decrease performance if it undercuts employees'
intrinsic motivation. Rewards have been found to undermine intrinsic motivation if they
are perceived to be controlling.”’ In many situations, firms must rely on their employees'
judgment, trusting that workers have the interest of the company in mind even if their
behavior can neither be precisely observed nor rewarded. If employees are intrinsically
motivated, they will try to meet their obligations even when they cannot be contractually
required to do so, and indeed even when their performance cannot be verified.
Remember also that precise 'monitoring' is not only difficult and expensive, but may
create an adverse reaction in employees who feel they are not trusted. If performance

pay undermines intrinsic motivation, overall productivity can be negatively affected.

In a similar vein, Frederick Herzberg called salary a "hygiene factor" or a
"dissatisfier" in an article that has become a classic.”® He argued that salary levels will

predominantly generate negative feedback to an organization, no matter how high or how
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constructed, especially when compared to intrinsically motivating factors like the
meaning of the job, a sense of satisfaction at the accomplishment of valued tasks and the
engagement with one's values. These are factors that managers can control without
performance-based pay. Alfie Kohn agrees, suggesting that managers should "pay
people well, pay people fairly, and then do everything possible to get money off their
minds."*’

If motivation because of the inherent value or worth of the job more important in
the public sector than in the private for-profit sector, the reduction of intrinsic motivation
through performance-based pay will be a correspondingly bigger problem. Various
studies have shown that those who choose to work for the public sectorare more inclined
to value public service and their ability to work for the public good than those who work
for private businesses.”” These differences, which were consistently documented in the
1960s through the 1970s, apparently began to decrease in the early 1980s, but then were

reconfirmed by later studies.”’

Some studies have tried to identify a specific factor called “public service
motivation,” and in a 1999 study of 10,000 federal employees, this motivation was
positively associated with performance.’> While we do not have a definitive answer yet,
it is reasonable to think that many public employees value the nature of their work for its

own sake more highly than do their private-sector counterparts.
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Heckman, Smith, and Tabor, discuss an interesting example of intrinsic
motivation related to the Job Training Partnership Act of 1982 where the absence of
performance pay for case-workers produced the desired outcome, namely to help the
most disadvantaged, while the presence of performance pay created adverse incentives
for the management.” The stated aim of the Job Training Partnership Act was to
improve employment prospects and earnings of the disadvantaged. About 600 training
centers all over the US were charged with this task. Their funding included performance-
based incentives. While only families below the poverty line or unemployed were
eligible, centers had some discretion in accepting applicants. Because employment status
and earnings after completion of program were used as performance measures, and
because incentive pay went to the centers and not to the caseworkers, the centers had an
incentive to select the more qualified applicants whose prospects look good.
Caseworkers, on the other hand, were intrinsically motivated to help the least-well-off
and tended to admit the least employable applicants. While case-workers' preferences are
more aligned with those of the general public (Congress) than with those of the
managers, this alignment gave their center a worse placement record and reduces the

performance payment it received.

Pay-for-performance works best if employees only care about absolute pay

If people evaluate compensation relative to some reference point, e.g. other
comparable employees' salary or the organization’s profits, then pay-for-performance
may not work well. While "relative income" is rarely considered by economists to be a

major concern, many people care more about changes than levels.** More importantly,
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changes to the better are valued less than changes to the worse. Whether a change is
perceived as a gain or as a loss depends on the reference point. The most obvious
reference point that workers use when evaluating their compensation is their past salary,
which has recently been supported by an interesting study by Bewley entitled "Why

Wages Don’t Fall during a Recession."*

The book investigates why salaries rarely decline during economic downturns and
asks: Why do labor markets not behave like product markets where excess supply
typically leads to a fall in prices? Bewley finds an answer to this question in interviews
with 336 managers, labor leaders and employment counselors in Connecticut in 1992/93:
Employees feel losses with disproportionate intensity, and managers know this. A wage
cut, say of 5%, hurts employees much more than a 5% wage increase pleases them. A
cut would negatively affect employees’ morale, their productivity, effort, creativity and

cooperativeness.

Comparisons with peers, or "social comparisons," are a second reason why
performance pay may not work; they involve considerations of both procedural and
distributive justice. This simply means that for a pay system to enjoy legitimacy and
acceptance (both are required for effectiveness), employees must see it as fair in terms of
process and outcomes. Recent research suggests that even if outcomes are agreed to be
fair, performance can be negatively affected if the process through which the outcomes

are achieved is perceived as unfair.*
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Human psychological processes make differentiation among close co-workers
extremely controversial. Garrison Keilor's description of Lake Wobegonas a town where
"all the children are above average" resonates in part because it also describes any given
adult workforce -- at least their view of themselves. Very few people wish to perceive
themselves in the bottom tier of performers; in fact, research shows that 80% of

individuals feel they fall into the top 30% of ability.>’

Even though the simple performance-based pay scheme does not provide
"tournament style" incentives—in which some win and others lose--employees often
perceive piece rate pay as doing just that. Not everyone can be a top performer, but
everyone would like to be a winner. Highly qualified people can be discouraged and
leave the organization if they do not “win.” The “silver medal syndrome,” based on a
study of Olympic champions, shows that the most disappointed people are those who
come in 2™ ina competition, having hoped that they would be first (Scully forthcoming).
Robert Behn agrees: "Any system in which most people are likely to lose is a poor
system for motivation," he notes. "You want to set a reward that everyone can achieve--

you don't want only the top 20% of people to succeed."

Studies of social comparison effects show that employees receiving bonuses are
likely to find ways to share them with their work group, to alternate or rotate who
receives them, or to do almost anything to reduce distinctions among group members.

This has been documented in the federal and state sector, as in the case of a group of
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Wyoming public sector workers who decided to hold a party with the annual 'bonus'

rather than endorsing the distinctions it was intended to promote.

What is perceived as fair? In some cases, there may be differences between the
public and the private sector. For instance, more than 40% of U.S. public employees are
unionized and are familiar with a system that reduces inequality between the lowest and
highest paid employees. Pay increases are typically a result of an increase in
responsibility and/or seniority. This system has a high degree of perceived procedural
justice, at least for those who have known nothing else since being hired in. Removing
the promise of increased pay after acquiring more experience or skills would be a major
culture and morale shock. In addition, unions typically oppose 'merit pay' unless there
are clear criteria for merit and all employees potentially can earn such pay. Unions
express serious concerns about the potential for favoritism and oppose what they see as

subjective evaluations that serve to divide employees who must work together.

Managers sometimes argue that the “carrot and stick” method of dealing with
employees at all levels is best. A well-known Harvard Business School professor always
asked his audience to imagine what kind of creature is usually depicted “between” the
carrot and the stick.”™® He then describes what he calls the “great jackass fallacy,” which
he suggests results in self-fulfilling behavior by employees. Further, pay-for-
performance is probably most effective if salaries are not public, which is often the case
in private business firms able to avoid exactly the kind of social comparisons we

describe above. However, most U.S. government salaries are public as a result of
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legislation or public disclosure laws such as the Freedom of Information Act. This would
be another barrier to meeting the ideal conditions for pay-for-performance plans in the

public sector.

Organization

One key organizational factor that affects the conditions under which pay-for-
performance can be successful is the degree to which employees know what to do and
whom to serve. This often relates to the problem of “multi-agency,” i.e. the fact that

some employees “have many masters.”

Pay-for-performance works best if the employees know which output to produce
Knowledge of an organization's objectives and goals is not a given for employees.
Often, the absence of clear goals can be attributed to multiple and/or changing leaders or
managers with different objectives. In the private sector, we often assume that a firm is a
top-down hierarchy with the CEO as "principal" and the top managers as her "agents."
While this is not always accurate for a private firm, it reflects the public sector reality
even less well. Typically, any public servant’s effort will affect many people higher in
the organization who may not be able to agree on one output to be produced because of

political or programmatic differences.
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The problem economists call "multi-agency" is especially pronounced in the
United States because the legislature has more influence in shaping the priorities of
government agencies than, for example, in the United Kingdom. "Senior executives in a
congressional system of government are compelled to serve many masters."” Roberts
reports that Congress indeed is reluctant about performance-based reforms: "A provision
to negotiate annual performance agreements had been included in the Clinton
administration's bill to reorganize the Patent and Trademark Office as performance-based
organization. The U.S. Patent and Trademark Office's user groups strongly opposed the
administration's plan, arguing that it would give the Commerce department too much
influence over the organization (American Intellectual Property Law Association, 1995).

The House subcommittee on intellectual property agreed... ." *

The National Performance Review seems to have been aware of multi-agency
problems as it included only those departments into its reform program that "have a clear
mission with broad-based support from its key 'stakeholders'--both internal and external
to the agency--regarding its mission."*! Excluded from the very beginning were those
organizations in which public servants also cater to reference groups outside of politics
such as economists and lawyers in the Federal Trade Commission or economists in the

Council of Economic Advisers.

Conclusions
Pay-for-performance as outlined in economic theory and in human resource management

research requires the existence of certain conditions to be an effective system for high
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motivation and outcomes. These conditions include key assumptions about the output
desired, the people providing the output, and the organizational context of the workers.
However, these conditions are often not met in the public sector, in part because of the
complexity of the typical government product, the nature of public goods, the increasing
role of teamwork and cross-agency collaboration, and the social comparisons and internal

motivational dynamics of employees in general and public employees in particular.

Performance pay in the public sector can be effective under specific conditions,
met, for example, by many of the National Research Laboratories.* We suggest that
managers examine whether their organizations, their employees and the jobs they
supervise meet the "conditions for success" identified here before introducing even
simple pay-for- performance schemes. We do not argue that contingent incentives are
not effective under the right conditions — only that the ideal conditions are rarely met
by empirical reality. Unfortunately, the current literature does not allow us to give
practical advice about the costs and benefits of pay-for-performance in a less than ideal
world. All we can say with confidence at this point is that the less well the conditions
presented here approximate reality, the larger the base pay and the smaller the piece rate
should be.

Managers will have to turn either to more complex monetary incentive schemes
and/or consider adding or substituting non-monetary incentives to motivate their
employees. While beyond the scope of this paper to describe in detail, many
opportunities exist to recognize and reward positive performance in public and private
organizations. These include programs such as public recognition, training and education

opportunities, development assignments that are challenging, cross-functional or career-
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building assignments, travel to desirable places, extensive autonomy and flexibility, and
others.** These, along with the opportunity for public service, can help employees feel
their jobs are part of making their own lives better, as well as contributing to the

effectiveness of the work and the social goals they value.

" We thank our discussants, Nancy Katz and Joseph Newhouse, for their very helpful suggestions,
and the participants of the 2002 Visions meetings for their comments. Financial support from the
Visions of Governance for the 21°' Century Project is appreciated.
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scholars cite Frederick W. Taylor, The Principles of Scientific Management (NY :Harper and
Row, 1911), as a basis for early management approaches to getting workers to produce more
output.

? A recent review on pay-for-performance concludes: "Despite the frequent use of pay-for-
performance as an incentive motivator because of presumed value of money to employees, many
lingering doubts remain regarding the effectiveness of this approach... In particular, with but a
few exceptions..., most of the evidence regarding the effectiveness of pay-for-performance is

based on anecdotal testimonials and one-time company cases, rather than on methodologically
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