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Abstract

Reforming the public sector occupies a centraltfmrsin the policy agenda of many
countries, Australia included. Two features ofate market activity have attracted
the attention of would-be reformers of the pubéctsr — the role of choice and
competition and the use of financial incentivesoddrnisers argue that only by
introducing these measures will we be able to im@raur public services;
traditionalists resist such changes arguing thaicehis not appropriate when it comes
to public services and that the introduction offinial rewards will drive out ‘public
sector’ motivation.

The lecture focuses on research on the secone d¢Wih planks of public sector
reform — the use of monetary incentives to motiwadéviduals who are delivering
public services. While the literature suggestsetae good reasons why a wholesale
importation of methods from the private sector wdk work, adopting the opposing
view that financial incentives do not matter fardo not motivate, public sector
workers is equally unhelpful. There are reasohg we might not expect to see as
much use of financial incentives in a public setttompared to a private firm. But
the lesson from this is not that financial inceasi\don’t matter; just that they should
not be as ‘high powered’ as in (some) private sdatms. | review recent evidence,
drawn from a series of case studies that have lie@ertaken on individuals
employed deep into the traditional public sectar secondary education, government
administration and public hospitals - which sholat incentives schemes can bring
about increased productivity and that policy makgmnere the important of financial
rewards at their peril.



I ntroduction

Reforming the public sector occupies a centraltfprsin the policy agenda of many
countries, Australia included. Two features ofate market activity have attracted
the attention of would-be reformers of the pubéctsr — the role of choice and
competition and the use of financial incentivesoddrnisers argue that only by
introducing these measures will we be able to imprur public services;
traditionalists resist such changes arguing thaicehis not appropriate when it comes
to public services and that the introduction oéfinial rewards will drive out ‘public
sector’ motivation.

In this lecture I'm only briefly going to addreseetissue of expanding chofce
Instead, I'm going to focus on research on the se@@d the two planks of public
sector reform — the use of monetary incentivesativate individuals who are
delivering public services. | will argue that wethe literature suggests there are
good reasons why a wholesale importation of metlfimais the private sector will not
work, adopting the opposing view that financialentives do not matter for, or do not
motivate, public sector workers is equally unhéelpflill begin with a review of the
arguments as to why the public sector is diffeesmdt why we might not expect to see
as much use of financial incentives in a publitisgtas in some private firms. But
the lesson from this is not that financial inceasi\don’t matter; just that they should
not be as ‘high powered’ as in (some) private sdatms. I'll then move on to some
very recent evidence, drawn from a series of cagbes that have been undertaken
on individuals employed deep into the traditionablic sector — in secondary
education, government administration and publighats - which shows that
incentives schemes can bring about increased pliiy@nd that policy makers
ignore the important of financial rewards at thpsril.

1.  Why thepublic sector isdifferent

Economists have stressed that public serviceseavecss that are produced, at least
in part, for the benefit of the public at large efé are three well-known reasons why
an unregulated market will underprovide ‘publichsees:

! See Propper et al (forthcoming) for a review oféhenomic evidence on choice in healthcare and
education.
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» External benefits — there are some goods that hemfonly those who
receive them but society at large. So schooling@awvgs not only the lives of
those who receive it, but also benefits societgt a$ole for example, by
improving the productivity of workers, increasirgetspread of ideas and
creating a flexible labour force. Better healthecaot only improves the lives
of those who receive it, but in the case of vadamgprogrammes for
example, reduces the spread of disease to others.

» Egalitarianism — society cares about the consumpmti@oods by the poorest
individuals

* Merit good — society wants to ensure that individ@®nsume a sufficient
amount of certain goods that the individual thensgimay not sufficiently
value.

The existence of these concerns leads to solutwribe provision of public services
that attenuate the use of the profit motive. Howetreere is much debate about the
precise form that this provision should take. Tiaglitional model in the UK has been
centralised government provision, with attemptadbieve a fairly uniform level of
provision across the country. But such arrangentente come under fire for giving
consumers little choice, being inefficient and am® cases, focusing resources on
those who are best able to operate the systemedtleated and articulated middle
classes (Le Grand 1991). The on-going reformsarattempt to move away from
this model, borrowing from the private sector af theas of competition, choice and
financial incentives.

The use of choice and competition has been a thenmeng through the reform of
UK public services since the late 1980s (Le Gra®@@ll) and is one that has been
personally promoted by the leader of the currentddkninistration, who has made
increasing choice in education one of the key @arfkhis last term. Other countries
have also seen widespread experimentation wittkceh&n the US, a strongly
espoused — though challenged - view is that choie€lucation is a ‘tide that raises
all boats’ (Hoxby 2002). The general view in U&ltiecare is that choice reduces
costs and may, in certain circumstances, improse @liality (Gaynor 2004). Nordic
countries - with a strong commitment to equalibave experimented with choice as a
means of increasing productivity in both their emtian and health care systems. But
some enthusiastic adopters have had less sucdfssueh policies: for example,
New Zealand’'s experiments with choice in educaiiothe late 1980s and 1990s.
(Burgess et al 2005).

For the use of financial incentives for those resiae for delivering public services,
the literature has identified three respects incWigiublic services production differs



from that of the private sector. Each will affdee tstrength of optimal financial
incentives. These are the difficulty of measuriegigrmance, the issue of multi-
tasking and the existence of multiple principles

* Measurability

In many cases public services are multifaceted and, result, the objectives of an
organisation are difficult to define and so to measSo for example, the
objectives of a school might be to provide a ‘geddcation’ but this is harder to
define than, say, the production of a cars or thexjaate collection of garbage.
Even breaking down the overall objectives into sabponents can be difficult;
there is for example, much debate about what datesia good measure of
hospital quality. This means that it can be harfind good measures of
performance and the measures adopted may be visgy-nthey impart relative
little information about the effort of an employaethe organisation (Propper and
Wilson 2003). As a consequence, linking rewardséomeeting of performance
targets does not give effective incentives, may ledgaming’ and imposes
unnecessary risk on employees.

* Multi-tasking

One of the reasons that these services are congpbecause they involve several
dimensions, some of which are relatively easy tasuee, others of which are
much harder to measure. Examples of the formesareol students’ performance
on standardised tests and the re-admission ofipaigdter operations. Examples
of the latter are becoming culturally aware or ioying the long term health of
patients. This difference in measurability may m#weat incentives can only
linked to the easy to measure outcomes. This na/tle an excessive focus on
these outcomes at the expense of other tasks.spitdie who receive financial
incentives which are linked to cost reduction mayéincentives to shave
quality, teachers monitored on student pass ratesdiuce the effort they put into
less able students.

* Multiple principles

Precisely because the services are public in nadaxeral groups in society will
be interested in their provision, cost and effickenThe tax payer is always one
party: tax payers’ desires to keep down costs maflict with those who are
providing the service who are interested in highligyr Within an organisation,
public service providers may serve several mastergsxample, doctors get
professional recognition from their research atiéigi but the managers (and

2 This section draws heavily on Besley and Ghatak (2003)



possibly the patients) of hospitals might prefeytfocused their time on other,
less professionally recognised tasks, such as mgluwaiting times for common
procedures. The economics literature stressednlia¢se cases - referred to as
multiple principles - financial incentives should Wweaker than in the case where
there is only a single principle.

Recently, Tim Besley and Maitreesh Ghatak (2008gtsaiggested that the type of
firms who produce public services have missionsckvbierve to attract workers who
share these missions. Missions have been definaaaléure ‘that is widely shared
and warmly endorsed by operators and managers @likison 1989). High-
powered financial incentives might destroy thesgsions, or at least be a sign of
poor alignment of missions. Patrick Francois (20t suggested that the not-for-
profit form of organisation with its lack of stroffigancial incentives may be a good
way of delivering public services precisely becatigefinancial incentives are weak.

All these reasons are ones why we might expechdia&incentives to be less
widespread in public service provision than in atesfirms where the output is easily
measured by a single number — profit - and perha@psions are less important. But
these arguments don’t imply thety linking of employee performance to financial
incentives is necessarily bad. It may be the tasiethe introduction of some link
between pay and performance will improve produgtiin public services. This is
essentially an empirical matter: theory statesttiincentives should be less *high
powered’ - less linked to performance - but empirgtudies are needed to say how
strong the link can be in practice.

In fact, while the matter is essentially an empirigne, there are relatively few
empirical studies of this issue (compared, for gxanto the many studies of whether
CEOs respond to stock options). This lack of eviggpartly arises because of the
inability or unwillingness of governments to caoyt experiments within the public
sector: changes are either introduced for all serdelivers or all eligible recipients,
or they are not introduced at all. This means ithatdifficult to net out the effect of a
scheme from other changes that mat have taken atdbe same time as the scheme.
So much of the early evidence is not very rob@insequently, a meta-analysis in
which it is concluded that the ‘bulk’ of the evid®nshows this or that cannot be
provided as — despite the strong positions taketh&yproponents or opposers of
attempts to incentivise the public sector - thered bulk (Burgess and Ratto 2003).

Instead, | present evidence for various differenugs of individuals who provide
public services. In selecting evidence | have $eclion the more robust evidence that
is taken from either actual experiments or frontatked ‘natural experiments’:
situations in which those subject to performantated pay can be compared to an
appropriate control group. Within this, | look betuse of performance related pay for
two types of individual. The first type are profiesgls who are employed in services
that we think of as traditional public service pgion — health and education. These
individuals often work in the public sector, buistis by no means always the case:
they may be employed in not-for-profit firms (foraemple, teachers in private schools
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in the UK, or doctors in not-for-profit hospitals Australia) or even in for-profit
firms (for example, doctors in hospitals in the UB)e second type are individuals
who have jobs that are closer to those of cleeogbloyees in the private sector, but
are public sector employees because the serviegptivide are funded and
provided by the state.

Some of the schemes studied are individual renardraes: that is, they link
individual performance to individual rewards. Othare team-based schemes, in that
individual rewards are linked to the performanca ¢édam. Team based schemes are
more appropriate where the output of a single eygdalepends heavily on the
actions of other employees around them (Holmstré82)L Team based production is
common in health care; it may also be importarttiver public services.

2. Evidence on incentivesfor public enployees’

2.1 Evidencefrom the professions

Doctors

There is a widespread literature on the resporfsésators to changes in financial
incentives, generally brought about by the changinfige schedules. Some studies
examine self-employed doctors, some examine doeatbesare salaried, but a
common feature is that they tend to show that dtols are paid more, they do more
(e.g. Scott 2000). Many of these studies suffemnftbe weakness that they are not
based on experiments, so cannot distinguish bettheeimcentive effect of schemes
and the fact that certain doctors — those thatevaianey — are attracted to schemes
which link output and pay, whilst those who valaeslre opt for schemes which are
less high powered.

However, there is a small amount of experimentalence, drawn from a variety of
settings and countries. In Denmark, a move frogm@ant per patient enrolled on a
doctor’s books to payment for each procedure uallent (known as fee-for-service)
saw family doctors increase their diagnostic anaitee services and decrease their
prescribing and referrals. This fits with the destdoing more work themselves,
rather than referring on to specialists or presugilmedication (Scott 2000). In
Quebec, in the late 1970s, in a bid to decreasécalezkpenditure, the government
reduced the reimbursement rate paid to doctora fat of activities once their total
expenditure on these activities had hit a targees€ targets were set for three month

® This section draws heavily on Burgess and Ratto (2808)Propper (2005).



periods, which meant that once the doctors ha$iit ceiling the financial payment
they earned for each activity above this level veakiced. Doctors responded to
these incentives by sharply decreasing the actiligy undertook in the third month
of each accounting period, some even moving totakegular vacations every three
months (Rochaix 1993). In the US, Gaynor and hiauthors exploit differences in
team size across doctors working in HMOs (heakimienance organisations) to
identify the impact of team based incentives (Gaywta@l 2001). They find that
contracts that provide $1 of income for every $dduction in medical expenditure
leads to a reduction of around 5 percent followthngy contract.

The UK internal market reforms provide evidenca@sponses of GPs to financial
incentives. The 1991 reforms, described as theldsglof market based reforms’ in
public health care, created, out of the publicaeseparate sellers and buyers of
hospital-based health care (Propper 1995). Omigeaivo sets of buyers were family
doctors (known as fundholders), who were given ltgltp buy elective care for the
patients in their practices. Crucially, fundhoklerere able to keep any surplus from
their budget (to be used at the level of the pcagti

For reasons that had nothing to do with the schiesal, when a GP wished to
become a fundholder, they had to announce th&niin and then wait for a year
whilst their referrals to hospitals were countedider to work out their budget. So
the obvious question to ask was whether GPFHsasegktheir referrals in the year
before becoming a fundholder in order to increhsesize of their budget once they
became a fundholder. In a study of GPs locateshenarea of the UK, Propper et al
(2001) found that fundholders did exactly thatytirereased their referrals to
hospitals relative to their previous referral patse(also controlling for changes that
were happening to non-fundholders) by about 10gmgr®©nce they became
fundholders, their referral patterns dropped byualdi®% and thereafter appeared to
revert to their long run normal levels. While tmsly have benefited both the
fundholders and their patients, it is clear thasthwho became fundholders did
respond to financial incentives. And in the pro¢cessause the total pot for buying
hospital care was finite, they also took moniesyafs@m patients served by practices
that weren't fundholdin

Teachers

Possibly the one areas where there are most papénsentives schemes in the
public sector is that of performance related paydachers, due to the recent
popularity of these schemes in the US. (It is working that such schemes are not

* A later study examining the end of fundholdingdtirGPs in England came to very similar
conclusions (Dusheiko et al 2004)



new: the UK had a performance related pay schemtedahers in the late 19
century: it was abandoned for fear of giving teashmeappropriate incentives.)

Of the early evidence on teachers, Burgess an@ R003) conclude that there is not
a great deal which is robust and credible. Howewere recent evidence appears to
show positive responses of teachers to performagiated pay. Lavy (2002, 2003)
reports on two different experimental schemes dpeyan Israel in the public school
system. The first examined a scheme in which sshominpeted on their average
performance and bonuses were distributed equatyl teachers in the winning
schools. This had a significant effect on pupiffpenance. The second was an
individual (teacher) level scheme, in which teasheere ranked on their pupil’s
performance and the bonuses awarded to the béstrparg teachers. The measure
of pupil performance was a sophisticated one, whltdwed for the previous
performance of the pupil and their socio-econorhigracteristics. The rewards from
good performance were high: teachers in the toptguaf the distribution were
awarded a bonus equivalent to around 25 of avessgher salary. A significant
impact of performance was found, and interestiigre appeared to be no obvious
negative spillovers to teaching of other subjectssy 2003).

The UK government also introduced a performancated|pay policy for teachers,
with pupil progress as one of its key criteria.sTtmcentive scheme was explicitly
teacher-based (rather than school-based). TherRenmhce Threshold scheme was
introduced in 1999 to give incentives to experieht@achers, who had been
previously paid on a unified basic salary scale @andd only raise their wages by
taking on extra administrative duties. The schemesdgeachers who performed well
in terms of pupil performance an annual bonus @©2per annum and put them on a
new upper pay scale where they could continuedeive increments without having
to take on extra duties. These increases, whicld¢ake a teacher’s pay up to
£30,000, were assessed against rigorous critetiaamnual targets. At the time, the
concept of bonuses for individual teachers was eomgkd by unions for being
divisive and unfair.

My co-authors and | collected longitudinal datddaiing around 180 teachers over
two complete two-year teaching cycles, before dtet the policy was introduced.

We linked pupils to the teachers who taught thenspecific subjects. For the pupils
linked to the sample teachers, we collected ptiairanent data, so we could control
for pupil characteristics and measure the targédt@scheme — pupil progress rather
than the level of attainment. By looking alsoted scores of those staff who were not
eligible for the increased pay awards and compdroth sets of results, we
concluded that higher pay did achieve better gratieschers eligible for the



incentive payment increased their value-added impsil half a GCSE grade per pupil
relative to ineligible teachets Put another way, pupils post the scheme goesaom
average half a GCSE point more than equivalentiptgught by the same teachers
before the scheme was introduced (Atkinson et @420

2.2  Clerical workersin the public sector

There are individuals who are employed in the muddictor, but who essentially
perform clerical tasks that could also be carrietio the private sector; for example,
tasks similar to those of clerical employees imiggbe insurance company. The
economics literature gives one example of a subdgssblic sector scheme in such a
setting —the impact on Brazilian tax collectiortloé introduction of performance
related pay (Kahn et al 2001). Reforms in 1989 Ive the payment of financial
incentives, based on both individual and team perémce, in detecting and fining tax
evaders. The amounts involved were significantulsomere often worth more than
twice the average annual salary. Examining thetiposbefore and after this reform,
the scheme had a dramatic effect: fine collectmrsinspection after the scheme
were 75 percent higher than before and while thlecas do not have an experimental
setting, they conclude that other factors — fomapda changes in the economy, are
unlikely to drive this results.

This scheme is very high-powered: the size of threuses was very large, and
arguably not of the size that many governments dvoutoduce. The UK government
introduced a more modest scheme in an attemptdstipublic sector productivity for
the government agency that places unemployed oha#s into jobs and administers
benefits to working age individuals who are outvoirk. The scheme ran from April
2002 to March 2003. The main features were asvslld-irst, the scheme was team-
based scheme: the team was a district. The tanggtsdefined at district level, all
workers in the district get the bonus if the targdtit. The teams were large - there
are only 90 districts covering the whole of thermtoy, varying in size from 5 to 39
offices in the team, and from 264 and 1535 peojitleinva team. The pilot scheme
introduced the incentive structure in 17 distritdgyving 73 districts as controls. In
common with many schemes, the form adopted waspafshction, based on a
threshold level of performance. Workers were paigight salary up to the threshold,
a bonus was paid for hitting the threshold, ana the further increase in
remuneration for further output. Thus incentives \aery sharp at output levels just
below the threshold but weaker further below onabo

® GCSEs are a key set of exams taken by English ptipéig:determine pupil’s future scholastic and
labour market options.
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The scheme designers recognized that individuajstrade-off hitting quantity and
guality targets and for this reason included tardet five different activities, one of
which was a quantity target, the rest of whichteglgo various aspects of the quality
of the work undertaken. Teams were offered 1% lairgdor each target hit (provided
a minimum of 2 were hit) and a further bonus of2.6n top of that if all five were
hit. So the payments were not huge — the largasithvorker could get was 7.5
percent of salary. In addition, the targets weeasured with very different levels of
precision. The quantity target — essentially thenber of persons placed into work —
is easily measured at the level of the office. BBetother targets were much less
precisely measured, and were, in contrast to thel@cement target, measured at
district, rather than office level and only basedaorandom sample of districts.

Our evaluation of this scheme is based on a beifiodeafter comparison of those
offices located in incentivised districts with tleakat were not. We found that
workers did respond to the relatively small incempayments, but only for the
guantity outputs. In terms of the measures of gu#iere was no change in
behaviour: we surmise this was because it was tyruneasured and the chance of
any one employee’s effort affecting this targetvamall. We also found considerable
evidence of ‘free-riding’: individuals relying ortheer workers to do their tasks for
them, so resulting in less productivity. We foyrdductivity after the scheme fell in
larger offices but rose in smaller offices. We siserthat this is because people
working in smaller offices could monitor each othexctivities more easily, so
alieviating the free-riding incentives given byeam based scheme.

2.3  Theimportance of design

The results from these studies of public sectorleyges show not only that
individuals in the public sector respond to monetacentives, but also the
importance of careful design: public sector workees/ respond to incentives but —
just as other workers - in ways that the schemiydess might not always war@ne
of the more general themes of the literature onsun@ag performance is that of
‘gaming’ by those whose actions are being monitgRrdpper and Wilson 2003).
When a target is introduced, individuals may woakder to achieve that target. But
they may also divert effort from other less wellasered activities to do this: a
current example from the UK is that University leers monitored on their research
papers may neglect their (less monitored) teacting.if the target is poorly
specified, individuals may put effort into appeagrio meet the target, whilst not
increasing productivity. When a target for numbmrshospital waiting lists was
introduced in the UK, hospital administrators spaorisiderable effort removing dead
individuals from these lists. This made the ligterser, so that hospitals were more
likely to hit their targets, but didn’t mean thhetliving got treated any faster.

Within the pay for performance literature there basn a focus on the unintended
consequences of the linking of pay to things tlaatlose measured. For example, an
examination of programmes to train unemployed imidials in the USA (the Job
Partnership Training Act) that gave bonuses - éndtder of 5 percent of the annual

11



budget - to organisations that hit annual targéesmployment of its programme
graduates found that training organisations maatpdl the graduation of their
enrolees to hit this target. Whilst such manipolatould simply be accounting, it
was found that these accounting practices reduredfficiency of the training given
the program participants (Courty and Marschke 2004 )a similar vein, Asch (1990)
examined a scheme in which US Navy recruiters \&er@ded bonuses if they
achieve a quota of recruits before a cut-off ddeefound that the number of recruits
was higher immediately prior to the cut-off datel &mwest immediately afterwards.
Crucially, the quality of recruits fell as the aff-date approached, suggesting that
recruiters shaded down their selection criteribitdheir targets.

In sum, the evidence does suggest that individeralsloyed deep in the public sector
do respond to schemes to link performance to pdynalhrespond quite rapidly to
often small financial incentives. Some responseg imaease productivity; other
responses might lower it. There are caveats arntl leturn to these below.

But first | want to look evidence on the more gahénk between pay and public
sector productivity, not from a scheme, but for dpperation of the labour market for
nurses in the UK.

3. Pay and performance in the UK NHS

As part of its efforts to increase productivityhiealth care, in 2001, the government
introduced a rating system that measures the peaioce of NHS hospitals against a
wide range of targets, including aspects of qualipfume and financial performance.
These were called the ‘star’ ratings: every hospites awarded between three (the
highest rating) and zero (the lowest rating) stdessharpen incentives further, the
government linked performance on these star ratmgjse degrees of freedom to be
given to hospital managers.

One striking feature of these ratings was that NidSpitals in the North of England
got more stars than those in the South. Why shitelee be a regional pattern to the
star ratings with hospitals in the North performbejter on average than those in the
South? It cannot be due to differences in the hexdlthe population since, in general,
this is better in the South than the North. Redearalertaken by colleagues at the
University of Bristol (Burgess et al 2003) suggektt differences in pay between
hospitals located in high costs areas — basidadfySouth — and those located in low
cost areas — basically the North — may be a kepifaiving the differences in star
ratings.

Pay in the NHS is still primarily set centrally. gfotals in London and the South East
pay more than hospitals located elsewhere. Allrdtlospitals pay the same amount to
staff at a given grade and experience. But wag#dseiprivate sector are not fixed in
this way. They reflect the state of the local ecopoAreas of high demand for labour
will have high private sector wages; areas with @mand will have low private
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sector wages. And since the pay differences betwegganswithin the NHS do not
fully reflect these private sector wage differelstighe differential between NHS pay
and private sector pay varies considerably actessauntry. Hospitals in high cost
areas are likely to pay less compared with thegpeigector than hospitals in low cost
areas. This means that hospitals located in highareas — those where wages
outside the NHS are high — face more competitiorsfaff than hospitals located in
low cost areas. Low relative pay can lead to tassible shortages: staff and quality.
It can cause problems in hiring and retention, Witian affect productivity and

quality.

Nurses are key staff in the NHS. The NHS facdsoatage of nurses: problems of
recruitment and retention are widespread and ateplarly an issue in the more
prosperous South. Research has shown that theemwhpeople working in nursing
is related to pay, as well as other aspects of ingriis a nurse, such as shift work
We examined whether the gap between what nursgmat@nd what they might earn
outside the NHS has an impact on the star ratirgsneasure of the quality — of NHS
hospitals. Unpacking the star ratings into therasate components reveals that
hospitals located in areas where the outside apfiennurses are good have poorer
outcomes in several areas.

» For the 2001 targets, the nurses’ pay gap is assacwith 7 of 21 targets. 4
of these are ‘key’ targets — the number of patier#iing for an inpatient
appointment, and measures of outpatient waitirdler waiting and hospital
cleanliness.

» For the 2002 targets, the pay gap is associatédMibut of the 37 targets. 10
of these are performance targets, 6 based on empatirveys.

» Across the two years, over a third of the individiaagets (18 out of 53) are
negatively associated with the pay gap. Many ofiéingets associated with the
pay gap are based on patient surveys. Patientierpes depend, to a large
extent, on their contact with nursing staff. Thetfhat these outcomes are
rated as better where staff are paid relativelyenpmints to a link between the
ratings and pay.

Recent research looking at another measure of tabsgjpiality — the number of deaths
following admissions of individuals with heart atta - supports these findings.
Hospitals located in areas where the NHS pay is pompared to the private

® Doiron and Jones (forthcoming) examine the factorsniseproblems of nurse retention in NSW.
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alternatives have higher death rates, holding ¢hiery else constant. We also find
that hospitals located in these areas have lovestugtivity.

The results suggest that public-private pay difigeds matter and that some of the
performance of NHS hospitals may be related lessanagerial ability than to the

labour market in which the hospital is located.sTIm turn, suggests that allowing

managers to raise pay in areas where it is relgtioes may be one way to improve
NHS productivity.

4. Conclusions

My aim in this talk has been to try to convince ybat individuals employed in the
provision of public services do respond to finahriaentives. This does not mean
that they lack what might be called ‘public sectastivation’: it is clear that teachers,
nurses, doctors, job placement officers care ath@uprovision of good quality
services to their students, patient and clients.tiis is not to the exclusion of also
caring about financial rewards. It seems clear ftbenevidence that individuals
located deep in the public sector do respond tgetad financial incentives, often
quite small ones, and often changing their beha\goickly. In addition, they also
appear to respond (negatively) to underpaymentivelto their options in the private
sector.

There are caveats. Most of the evidence comes ditirar the operation of schemes
that ran for relatively short periods or the ass®sgs only covered short periods. We
therefore do not know whether the effect of smajlrpents would wear off over time.
We also know that schemes that run over a long pien®d are plagued by ‘ratchet
type’ effects — the linking of present performateg@ast performance means people
lower their effort in order to make the initial fmance as low as possible (there are
countless examples from the former Soviet Uniosumh behaviour). It is also clear
that schemes have to be carefully designed; thagms of measurability and multi-
tasking meaning that unintended consequences nsily adse, some of which may
actually reduce rather than increase productifiigancial incentives alone are also
not enough to induce productivity increases: infimdg a scheme into an
organisation in confusion about its objectives amskion is very unlikely to improve
matters, and may well make matters worse.

But in sum, the lessons appear to be that finanwaintives are one tool that
government seeking to raise public sector proditgtimay use. More generally, a
blurring of the traditional distinctions betweerbfio and private sectors is important
for the success of government’s attempts to impoawehealth care, our education
and our government administration.
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