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Executive summary®

The Covid-19 crisis has put the State and its functions back at the center stage of the political

debate. The epidemiological crisis has clearly shown that the public sector has a unique role in
coordinating activities, regulating market behavior, mobilizing resources across sectors and
areas, which the private sector is not responsible of. This report focuses on the way its internal
labour market and personnel policies contribute to public service provision, such as education,
health care and other government services.

The first chapter outlines the contour of the public sector across several OECD countries. On
average, the public sector employs 17.9% of workers in OECD countries, with variations
between 30% in Nordic countries and 6% in South-Asian countries. The public sector employs a
larger share of women: on average 58% of government workers in OECD countries are women.
Two factors contribute to the large share of women among public sector employees: first, some
government occupations, such as teachers or nurses, are historically female-dominated. Second,
public sector jobs typically offer generous child and family-work reconciliation policies.

We then discuss the role of the public sector in both the ex-ante and ex-post disaster mitigation
as government can internalize collective action problems and externalities and quickly mobilize
resources. The importance of coordination has also become apparent during the current covid-19
pandemic, where coordinated, drastic, and costly measures appear to have contributed to damage
mitigation in countries like China, South Korea, and Italy.

The chapter then discusses the challenges introduced by the New Public Management approach
to the organization of public services, discussing advantages and limits of such approach,
especially when taking into account the historical development of public bureaucracies. Starting
from the observations of heterogeneity on service delivery, many studies have focused onto
managerial practices as one of the drivers. It is also important to distinguish within public
employees, in particular between “civil servants” (mostly administrators and functionaries, with
special statute with several privileges, as well as more generous retirement benefits) and frontline
service providers (e.g., teachers, nurses, police, and garbage collectors) who often start their
career with a temporary appointment and experience more uncertain prospects of advancement
and earnings.

Service delivery is typically regulated by a rigid mix of legislative and executive acts, where
public sector employees are specifically selected to deliver those services. Most public sector
employees have permanent contracts, more stable jobs, and an almost automatic career
progression in several positions. They are also less likely to experience unemployment spells and
typically enjoy a lifetime job. Consequently, workers unions are typically more represented and
effective among public employees, though there is a reversal in people opinion towards public
employees unions. The presence of unions does not characterise an optimal level of wage
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for the possibility to revise some part of it, after the Covid-19 epidemiological crisis. We would like to thank Tito
Boeri and Paolo Pinotti for useful feedback and discussion. We also thank Alessandro Caiumi for help with the data
and Ravi Somani for his thoughtful discussion of productivity measures in the public sector.



bargaining, which has become more and more decentralised in many OECD countries. However
there is a large variety in bargaining levels across countries, with Sweden and UK being at one
extreme of decentralization, with France and Germany at the other extreme. The wage rate tends
to be centrally determined, but individual pay rise and working conditions tend to be negotiated
at lower levels.

Unions in the public sectors have been unable to prevent the increase in flexibility taking the
form of a two-tier segmentation of the labour market. Liberalizations and privatizations have
contributed to generating a large set of precarious public sector jobs. One of the first things that
newly privatized companies do after privatization is to withdraw from the central public sector
collective agreements and renegotiate the terms of employment. Some examples of this two-tier
workforce can be found in the postal sector, local public transportation and hospitals. In this
process unions have often tried to protect the existing workforce and agreed in exchange to
poorer working conditions for the new hires. Another factor that has contributed to the creation
of a two-tier public sector labor market is the rise in outsourcing of public services.

Another salient feature of many public organisations is the existence of internal labour markets,
which consist of a series of job ladders. Jobs that are higher in the ladder are typically associated
with more responsibilities, higher wages, and require more complex skills. Internal labour
markets help to develop and retain valuable skills and know-how that would be costly to source
from outside the organization. However in more recent years decentralization in hiring, firing,
and promotions and the shift from collective bargaining to site or individual bargaining have
generated very fragmented internal markets within each organization.

The final section of chapter 1 review theoretical aspects related to public sector jobs and
incentives. Acknowledging the collective nature of government implies that government
agencies are not the sum of their individual members but the product of the interactions between
its affiliates and the inefficiencies and complementarities that come with it. Therefore an
information and incentive problem hinders the extent to which individuals collaborate efficiently.
In many public sector jobs, the services that are provided to the public are often multi-
dimensional, are imprecisely measured and only vaguely related to specific goal of the agency
they belong to.

Public sector employees often have considerable discretion in performing their task and possess
specific information of the service they provide, which they can manipulate misreporting
performance or effort to preserve their benefits gain in terms of earnings, career or power.
Hence, standard incentive schemes, generally, have a low power and work imperfectly. In this
setting, performance is hardly verifiable or very costly to measure — as in education and health
care —, thus limiting the scope of incentives linked to performance or, in some cases, even
making them counter-productive. Hence due to the presence of imperfect information and
problems in contracting employees’ performance, on the one hand, and highly protective
institutions and low monitoring, on the other, poorly motivated individuals may free ride and
shirk on the job. A thorough discussions of experiments conducted to appraise public employees’
performance is contained in this part of the report.

The second chapter provides empirical evidence on public versus private employees. Data are
drawn from drawn from two international surveys covering 28 European countries (6" European



Working Conditions Survey) and the United States (2" American Working Conditions Survey
Data), both fielded in 2015. In Europe wages are higher in the public sector, while the opposite
occurs in the US. This has obvious implication for the attractiveness and workforce composition
of public sector jobs: in Europe, public employees tend to be more educated, while natives
occupy a larger share; this is not the case in the US, where non-white minorities occupy a larger
share in the public sector. We show that prosocial attitudes are an important feature of public
employees, especially among the European countries, though it is impossible to say whether
causality run in one direction (pro-social individuals self-sorted into public employment) or
another (working in the public administration enhance pro-social attitudes).

The existence of pro-social intrinsic motivation within the public employment has important
implications for wage policies, as long as mobility across sectors remains limited. As long as a
government is capable to attract and select intrinsically motivated workers, the monetary
incentives lose importance, jointly with the problems associated to productivity measurement.
When going to the data we document a positive public sector differential in the healthcare (11
percent) and education services (15 percent) in Europe, and a negative differential, though not
statistically significant, in the US. Both in Europe and in the US, the public sector pay gap for
central administration appears to be imprecisely estimated. By referring to the question about the
wage composition, we document that there is a striking difference between the two sides of the
Atlantic: in US two out of three workers are exposed to some performance-related pay scheme,
while in Europe it is one out of four, creating different pressure for individual performance
assessment.

Public workers enjoy more relaxed work pace, which is compatible with better work-life
balance; in addition public employees appreciate the greater level of autonomy in executing their
tasks and a lower level of routinization. On the other hand, public employees lament a lower
level of involvement in decision making in the work place. Despite the frustration of not being
given more decision-making power, public employees enjoy better employment prospects. In
addition public employees, net of compositional effects, work approximately 1.7 hours less per
week. Interestingly enough, European public workers are satisfied with their current working
hours, while their American counterparts would like to work almost an additional hour, possibly
to compensate their lower salaries.

Overall, there is no clear evidence that a public employer ensures a fairer environment.
Cooperation in the workplace is even lower in the public sector, and discrimination or obnoxious
attitudes appear to be quite prevalent. The discontent of public workers may be influenced by
prevailing work organization that gives them more autonomy but no decision power, leaving
them to be subordinates of their immediate bosses.

The chapter argues that the structure of public sector pay differentials along with the
administrative rules that govern career advancement and the functioning of internal labour
market have important implications for selection into the public sector and public service
delivery. Individuals with high intrinsic motivation, higher education and good social skills are
more likely to be attracted by public sector jobs. Analysis of wage determinants suggest that the
structure of monetary incentives in public sector jobs is far from optimal, and that large public-
private sector pay differentials (both across countries and along the skill distribution) may



determine an adverse selection of workers into the public sector and fail to attract the highly
skilled employees that the State necessitates to deliver high-quality services.

The third chapter considers four case studies, which highlight some of problems indicated in
previous chapters. More specifically, the first case study analyses merit-pay for teachers
exploiting a reform that introduces a merit-pay scheme in the Italian public education sector.
This pay experiment was clearly not intended as an output-based incentive, for various reasons:
first, it was not announced in advance; second, the government did not track individual teachers’
performance; third, there was no explicit request to tie the bonuses to student performance.
Despite all limits, the first year of application saw an average of 1 out of 3 teachers obtaining the
bonus, possibly indicating that teachers are open to wage differentials (though of limited amount,
less than 1% of the salary).

The second case analyse the problems of performance related systems when introduced in
universities promotions and funding. This case point to the importance of individual appraisal as
precondition for introducing incentives intended to elicit productivity. Under a veil of ignorance,
everyone has merit and therefore equal right to be rewarded. Disclosing individual differences
(like the experiment in the previous section for Italian teachers) may have polarizing effects,
inducing more effort among those who are already more productive but discouraging effort
among the least productive. For this reason, many argue that collective incentives may be
preferable to individual incentives, since they do not impose differential treatments among
participants, but only among groups of them. Taking the research assessment as a case of group
incentive, it highlights the risks associated to the performance-based rewards: individuals or
groups respond to the incentives, but in the wrong way, namely by modifying the indicators that
are measured without altering the quality of the performance.

The third case study uses the World Management Survey (WMS) data to study differences in
managerial practices between public and private sector hospitals. Defining as “good practice” a
hospital with intensive monitoring of performance, well identified targets, and supporting
performance-related-incentives, in general private hospitals seem to be better managed (scores
are systematically higher), compared to public ones. The difference in management quality
between public and private hospitals does not seem to be driven by unobservable characteristics
associated to hospital ownership, quite the opposite sorting is associated with better unobserved
management quality in public hospital. In addition, there is evidence in the data that for public
hospitals reduced competition is associated with worse management practices.

Finally, the fourth case study analyses the productivity impact of public sector managers on
social security offices. This is an ideal setting to study the impact of managers on office
performance as the same rules apply to all social security offices, all sites produce a homogenous
product, and all employees work on the same software. The research strategy to assess the
contribution of managers to the productivity of worksites is comparing the performance of each
office under different managers and uses this information to estimate how productive these
managers are relative to one another. It is claimed that managers have a quantitatively
meaningful impact on office performance even in a very constrained environment where they
have limited discretion in personnel decisions.



Introduction

_“This crisis has reminded us that Government matters,
has reminded us that “good” Government matters
has reminded us that facts and science matter”

(Barak Obama, 14/4/2020)

The State is the largest employer in all countries and governments generally employ many
people. Most of the services that are provided by the State are key to the well-being of all
individuals. While public sector jobs exist in all countries, their number, characteristics and what
services they provide can differ significantly. The Covid-19 crisis has put the State and its
functions back at the center stage of the political debate. After decades of public sector
retrenchment, the role of the State as insurer of last resource to protect citizens’ health and their
welfare against shocks that the private sector is not able to absorb, is now advocated by many.
While this function, during peace times, has always been there in the face of national
emergencies (such as earthquakes, hurricanes, and epidemics), the whole world has never
experienced such an unprecedented change in the size and role of the Public sector. The
epidemiological crisis has clearly shown that the public sector has a unique role in coordinating
activities, regulating market behavior, mobilizing resources across sectors and areas, which the
private sector is not responsible of. This report however, is not strictly about the size or function
of the State, but focuses instead on the way its internal labour market and personnel policies
contribute to public service provision, such as education, health care and other government
services. While some of these services are provided exclusively by the State, in many settings the
public and private sector compete (or cooperate) over a number of services and employees select
where they want to be employed or whether to move between sectors over theirs career. Even
among high-skilled workers, movements between public and private sector jobs are not unusual,
generally depending on relative pay and career opportunities between the two sectors. We

investigate how the public sector recruits, retains and motivates its employees and to what extent



it differs from the private sector. We find that there are some fundamental differences between
public and private sector jobs.

First, public service delivery is typically regulated by a rigid mix of legislative and executive

acts, where public sector employees are specifically selected to deliver those services.

Second, most public sector employees have permanent contracts, more stable jobs, and an
almost automatic career progression in several positions. They are also less likely to experience
unemployment spells and typically enjoy a lifetime job. Moreover, individuals with high intrinsic
motivation, higher education and good social skills are more likely to be attracted by public

sector jobs.

Third, public sector employees may have a different statute. The so-called “civil servants”
are mostly administrators and functionaries, are selected through public competitions and have a
special statute with several privileges, as well as more generous retirement benefits. While in
some countries civil servants are generously remunerated, in general the compensation package
they receive is rather limited compared to private sector managers and CEO. Other public sector
employees, instead, are frontline service providers (e.g., teachers, nurses, police, and garbage
collectors) who often start their career with a temporary appointment and experience more
uncertain prospects of advancement and earnings. These differences suggest that in order to
adequately comparing public and private sector jobs, the analysis should go beyond the simple
wage differentials and consider the lifetime value of a typical career in the public or private
sector (Dickson et al. 2014).

Fourth, in many public sector jobs, the services that are provided to the public are often
multi-dimensional, are imprecisely measured and only vaguely related to specific goal of the
agency they belong to. Public sector employees often have considerable discretion in performing
their task and possess specific information of the service they provide, which they can
manipulate misreporting performance or effort to preserve their benefits gain in terms of
earnings, career or power. Hence, standard incentive schemes, generally, have a low power and
work imperfectly. In this setting, performance is hardly verifiable or very costly to measure — as

in education and health care —, thus limiting the scope of incentives linked to performance or, in



some cases, even making them counter-productive (Burgess and Ratto 2003)2. Hence due to the
presence of imperfect information and problems in contracting employees’ performance, on the
one hand, and highly protective institutions and low monitoring, on the other, poorly motivated
individuals may free ride and shirk on the job. Extensive anecdotal evidence as well as results
from a number of studies show that public sector employees, in schools, hospitals or local
government, are more likely to be reported absent from work without justification and tend to
lower effort when they are not supervised (Cameron et al. 2017). The rate of absenteeism of
public sector employees is also documented to be more severe where institutional quality is

lower (Banerjee and Duflo 2006).

Last, but not less important, since public sector wages are paid out of tax revenues, both the

cost and performance of public sector jobs are generally a politically sensitive issue.

Overall, these considerations may explain why public sector jobs, particularly in selected
occupations or governmental functions, may considerably differ from their private equivalent
and why performance appraisal and incentives schemes are still scarcely diffused. While
improving efficiency of the public sector is one of the main challenges that Government face in
most countries, achieving high performance in public sector job is extremely difficult, though not
impossible. Carefully designing personnel policies is key to recruit, retain and motivate
managers and employees. In particular, the employment relationship and compensation schedule
of a public sector employee should account for the specific features of public sector jobs and
provide an optimal incentive scheme to overcome contracting imperfections and poor

monitoring.

In the first chapter of this Report, we discuss the role, contour and functions of public sector
jobs, and document their heterogeneous nature across countries. We compare public sector size
and composition across OECD countries, showing how some jobs are more diffused and are
valued also outside the public sector. Others jobs are, instead, very specific to public sector
organizations and shielded from private sector competition. We leverage on a number of field
studies, mostly implemented in developing countries, to investigate the behavioral responses of

policy changes in public sector jobs to improve employees’ performance, reduce absenteeism

2 Financial incentives attached to performance, in the public sector may have the undesirable effect of pushing civil
servants to be excessively bureaucratic and overzealous just to comply with norms and regulations as set by the
incentive scheme.



and enhance their motivation. In the second chapter, we focus on the empirical regularities that
characterize public sector jobs and we document the actual practices implemented in public
sector services comparing European countries with the US. We investigate a number of stylized
facts concerning who is in the public sector and the determinants of public sector choice. We
then analyze the structure of incentives and discuss how public sector employees are
remunerated comparing the level, composition and distribution of pay with respect to the private
sector. Performance measurement and appraisal are differentially enforced in the public and
private sector and we describe the various combinations of monetary and non-monetary
incentives that are used to enhance performance. While the State is often described as a ‘fair’
employer, we investigate the extent of discrimination and other obnoxious behavior in public
sector jobs. Finally, we focus on working conditions in public sector jobs, compared to private
sector, and describe the role of labour market institutions, namely trade unions and collective

bargaining practices.

In the third chapter, we present case studies intended to highlight implementation difficulties
emerging from actual experiences. We review the introduction of merit pay among Italian
teaches, showing that the lack of clear indications by policy makers led to substantial
ineffectiveness of the measure on school performance. We then consider Italian universities as a
sector invested by a series of performance related incentives. We show that promotions may act
as the most effective incentive devise, but require adequate knowledge of individual ranking. We
also review collective incentives, like funding related to research review exercise. A third case
study considers managerial practices in the health sector, indicating that the public sector lags
behind the private one in this respect. The fourth case study deals with the largest public agency
in Italy, dealing with pensions and social benefits: it documents the large variations in
performance across the regions and discusses how it could partially be amended. The fnal

chapter concludes.



Chapter 1

1. The contour of the public sector

In this chapter, we outline the contour of the public sector across several OECD countries. First,
we document the size and composition of the public sector; second, we discuss the role of
governments at the times of crisis and review the literature on the economics of disasters. Third,
we provide an overview of the evolution of management practices in the public sector and
discuss how they reflect into different contractual arrangements focusing on the distinction
between civil servants and front-line providers. Fourth, we review the main institutional features
and the industrial relation practices of public sector labor markets. Fifth, we discuss the main
theoretical issues that characterize the personnel economics of the state (the government as a
collective agent, the principal-agent problem, observability, multitasking, incentives and intrinsic

motivation, and measurement).

1.1. Size and composition of the public sector
The public sector represents a large share of modern economies. Its size and composition vary
tremendously across countries and crucially depend on the mix of services it delivers.
Governments often employ most of health care providers, teachers, and emergency workers and
deliver these services directly. However, some countries have a much leaner public sector and

provide healthcare, education, and security through a wide range of private-public partnerships

On average the public sector employs 17.9% of workers in OECD countries (Figure 1.1). While
almost 30% of the workforce is employed in the public sector in Nordic countries (such as
Denmark, Norway, and Sweden), this figure is as low as 6% and 7.6% in Japan and Korea
respectively (OECD, 2017).

The average size of the public sector has remained relatively stable in OECD countries in the last

decade, yet there is a considerable cross-country heterogeneity. While Turkey saw a 3.9%

growth in general government employment in 2015, the Netherlands experienced a 3.6%
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decrease in the same year. One notable example is Greece that underwent a reduction of

government employment of 7% as a consequence of the austerity measures.

Figure 1.1 Employment in general government as a percentage of total employment.
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Most OECD countries have embarked toward a process of decentralization in the last century.
On the one hand, decentralization brings governments closer to citizens and can enable them to
better tailor local public service provision to the needs of taxpayers. On the other hand, by
increasing variety in public service provision, it can exacerbate within-country differences across
regions. More specifically, the concern is that decentralization of public service provision might,
on one hand, improve the quality of service in the richer regions that can properly manage public
funds and target effectively their constituencies’ needs, but on the other hand, might substantially
worsen service provision in poorer regions (Putnam 1993).

While the legislative function is mostly held by the central government, public service provision
is often shared between the central and local governments. Figure 1.2 uses the fraction of staff
employed at the sub-central levels of governments as a measure for decentralization. This
indicator captures the extent to which public service provision is delegated to regional and local

governments. In 2014 one third of government workers are employed at the central level in
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Federal states on average, while unitary states® employ a much larger share. This number gets as
high as 90% in Turkey and Ireland (OECD, 2017).

Although these figures document a large variation across countries, the within-country
distribution of public sector employment between central and local governments has remained
remarkably stable over the last decade with the only exception of Hungary. Hungary recently
undertook a major reorganization of the territorial public administration that lead to a 30%
increase in the share of public sector workers employed at the central level.

Figure 1.2: Distribution of general government across levels of government, 2014.
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The size and number of local governments also vary dramatically across countries. France ranks
among the highest in terms of the number of local governments thanks to its 35,416

municipalities, while Slovenia and Sweden are at the other end of the spectrum with less than

® A unitary state is defined as a country with “no constitutionally entrenched division of power. Central government
retains ultimate sovereignty, even if some powers are delegated to subnational tiers of government.” (Pollitt and
Bouckaert (2017, 49-51)).
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300 local governments each (Thijs et al, 2017). Although larger countries tend to have more
local governments on average, there is a surprising amount of cross-country heterogeneity in the
average population per local government entity. The Netherland, the United Kingdom, and
Ireland have a compact government structure with more than 150,000 inhabitants per local
government, while Slovakia and the Czech Republic are characterized a looser structure with less
than 2,000 inhabitants per local entity. The number of Ministries ranges from 8 in Hungary to 26
in the United Kingdom and, interestingly, it does not seem to be correlated to population size.
For example, the number of Ministries in a small country like Croatia largely exceeds those in

more populous countries such as Spain or Germany.

Table 1.1: Characteristics of private and public sector workers

EU USA

1) ) ®) (4)

Private Public Private Public
Female 0.46 0.60 0.39 0.55
Age 40.50 43.65 40.24 40.97
Family Size 2.88 2.92 2.44 2.59
Cohabiting 0.69 0.74 0.56 0.52
Native 0.90 0.94 0.90 0.90
Years of Education 12.19 13.54 14.53 14.53
Health 4.04 4.06 3.60 3.53
Net Monthly Earnings 1548.94 1724.81 5065.17 4659.09
Weekly Hours 37.01 35.31 41.08 39.41
Observations 13402 5466 651 670

Notes: The full sample includes all employees in the public or private sector (excluding agriculture, farming, fishing,
and forestry) between age 20 and 60. The number of observations for columns 1-4 for female are 13398, 5465, 651,
and 670 respectively; for family size are 13357, 5453, 651, and 670; for health are 13390, 5463, 635, and 653; for net
monthly earnings are 10547, 4316, 621, and 641; for hours are 13195, 5405, 645, and 660. All summary statistics are
weighted using sampling weights. Health is a subjective assessment of overall health, which can range from 1 to 5.
Net monthly earnings are reported in Euros in column 1 and 2 and are reported in USD in columns 3 and 4.

Next we study the composition of public sector workers in Europe and in the US using data from
2015 wave of the European Working Conditions Survey (EWCS) and the American Working
Conditions Survey (AWCS) respectively.* Table 1.1 compares the descriptive statistics of public

sector workers to those employed in the private sector separately for European countries and the

* Refer to the description of the data we provide in Chapter 2.
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US. In Europe, public sector employees are more likely to be female, three years older and more
educated than their private sector counterparts. The same pattern characterizes the United States
although most of these differences are much less stark. While in Europe public sector workers
are more likely to be cohabiting and report on average higher net monthly earnings than private

sector workers, the opposite is true in the US.

Figure 1.3: Share of women in selected central government positions
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The fact that the public sector employs a larger share of women is a finding which is remarkably
stable across countries and on average 58% of government workers in OECD countries are
women. Two factors contribute to the large share of women among public sector employees:
first, some government occupations, such as teachers or nurses, are historically female-
dominated. Second, public sector jobs typically offer generous child and family-work
reconciliation policies (OECD, 2017). While the equal representation of women in public
employment is important to build a diverse and inclusive workforce, women do not yet play a
primary role in policymaking. Despite the large share of women employed in the public sector,
women are systematically underrepresented in senior management positions. Figure 1.3 shows
that the share of women monotonically decreases as they move up the ranks and only a third of

the senior managers are women (OECD, 2017). The underrepresentation of women in
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managerial positions is less pronounced in the public than in the private sector. One of the
factors contributing to greater gender parity among senior government officials is the active
effort of governments to recruit and promote women. The 2017 OECD report documents that in
2015 gender balance was the main goal of diversity strategies in 15 EU countries (of which 11
OECD countries), 10 OECD countries had hiring targets for women, and 6 OECD countries had

promotion targets.

1.2 Government in times of crisis
In this section, we discuss the role of government in times of crisis and more specifically its
ability to coordinate resources and act as the insurer of last resort. Governments are crucial in
both the ex-ante and ex-post disaster mitigation® as they can internalize collective action
problems and externalities and quickly mobilize resources. Kahn (2005) studies natural disaster
mitigation and finds that democracies and nations with high-quality institutions suffer fewer
deaths due to natural disasters, although they do not experience a lower number of disasters.
Humanitarian emergencies and natural disasters are often characterized by the presence of
externalities and collective action problems that the private sector does not internalize. For
example, during a shelter-in-place due to the presence of a worldwide pandemic, contagious
asymptomatic individuals oftentimes do not self-quarantine as they do not internalize the impact
that their actions have on the lives of the people they come in contact with. Likewise, local
communities do not invest in “natural barriers" (e.g., forests and coral reefs) that can mitigate the
damages of extreme weather shocks, soil erosion, and landslides; and, as a result, they are left
vulnerable to natural disasters. Citizens and the private sector more broadly are not able to

internalize the externalities and the collective action problems inherent in these examples.

The private sector does not aim at guaranteeing a minimum standard of living to its customers
and does not have the incentive to enter unprofitable segments of the market (cream skimming)
such as curing rare diseases that require expensive treatment or opening a school in a poor and
remote area of the country. The public sector mission is instead to guarantee minimum living
standards to its citizens. As a result, governments internalize (at least in principle) the

externalities discussed above and typically intervene quickly mobilizing a large amount of

® Refer to Kellenberg and Mobarak (2011) for a careful discussion of the economics of natural disasters.
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resources. A function of government that is often overlooked but is key in times of crisis is
fostering coordination at the systemic level. In other words, governments have the ability to
design and implement a large and coordinated action to address humanitarian crises and national
disasters and provide timely and effective aid. The importance of coordination has also become
apparent during the current covid-19 pandemic, where coordinated, drastic, and costly measures
appear to have contributed to damage mitigation in countries like China, South Korea, and Italy.

Government intervention is paramount for both ex-ante (e.g., issuing and enforcing building
safety regulations, developing an early warning system) and ex-post disaster mitigation (e.g.,
providing timely emergency care and effective aid). Some examples of effective ex-ante risk
mitigation governments have engaged in include the use of advance technologies to predict
natural disasters and the development of sophisticated warning systems to alert the general
public (Escaleras and Register, 2008); issuing and enforcing building safety codes, zoning
regulations, and licensing to engineers and contractors to mitigate the impacts of earthquakes
(Anbarci et al, 2005); investment on agricultural productivity to deal with adverse weather
shocks (Banerjee, 2007). Other interventions include reforestation efforts to reduce the impact of
floods, landslides, severe weather storms, and droughts (Kellenberg and Mobarak, 2007; Barbier,
2008), and providing accurate risk information on the occurrence of natural disasters like
wildfires and floods (Donovan et al, 2007; Stula, 2019). Several researchers advocate for natural
disaster insurance as one of the most efficient ex-ante mitigation strategies. Consumers are
typically underinsured against natural disasters due to a combination of their systematic
underestimation of risk, high search costs in the insurance market, and the reluctance of private
insurers to provide insurance against natural disasters. As a result, the government is often left to

provide ex-post disaster relief (Kellenberg and Mobarak, 2011).°

In the aftermath of a natural disaster or a humanitarian crisis, governments typically intervene
providing several forms of disaster relief. Barone and Mocetti (2014) examine the financial aid
given after the Friuli and the Irpinia earthquakes in 1976 and 1980 respectively. They find that

financial aid made up for GDP losses in the short-term, but uncover mixed results on long-term

® Kunreuther and Pauly (2006) advocate for government-provided mandatory comprehensive disaster insurance in
disaster-prone areas as they argue it to be more effective than government disaster relief that is often poorly targeted.
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growth. They argue that pre-existing economic conditions and social capital are crucial for long-
term recovery. Kirchberger (2017) studies the impact of earthquakes on the Indonesian labor
markets and argues that a substantial inflow of financial resources coupled with swift and
coordinated government response is able to sustain wage growth and aid a quick recovery. An
extreme example of disaster relief is the one provided by the German government in the
aftermath of the 2002 flood where affected households were almost fully compensated for their

losses (Berlemann et al, 2015).

In a sense, however, the coronavirus pandemic (COVID-19) differs from traditional natural
disaster or humanitarian crises, as its systemic nature poses a major threat to our fragmented
societies, and central governments struggle to coordinate efforts and have many actors to engage
with — i.e. private sector, local governments and the civil society (OECD, 2020). Since the start
of the pandemic crisis, Governments have learned that managing the health and socio-economic
consequences requires swift policy intervention to activate healthcare systems, guarantee
education, preserve businesses and jobs, and reduce volatility in financial markets. Political
action is essential to cope with the complex decision making process of containment measures,
the provision of essential services, as well as coordinating with lower levels of government.

The resilience of countries in responding to the health consequences of the COVID-19 pandemic
crisis has been quite differentiated both in terms of countries’ ability to re-organize and activate
healthcare systems, as well as in terms of co-ordination bodies to support the decision-making
process. In a number of OECD countries, regions, and municipalities carry responsibility for
public health services and hospital spending, which poses a significant challenge in a public
health crisis, as resources have to be mobilized at the national level to face the heterogeneous
distribution of COVID-19 outbreaks. To tackle the COVID-19 crisis most OECD countries have
adapted existing structures for crisis management, often rooted in civil protection bodies or
Health ministry to support government responses (OECD, 2020a). In Italy, for example, the head
of the Department of Civil Protection, located at the Prime Minister’s office, was designated as
special commissioner for the COVID-19 emergency already in January 2020. In the United
States and in Ireland the appointed coordinators were public health officials. France appointed a

special déconfinement coordinator from the Health Ministry to address and liaise with all levels
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of government. In Belgium, the National Security Council, chaired by the Prime Minister and
composed by presidents of the various regions, was charged of the COVID-19 crisis.

While coordination mechanisms proved to be very important during the COVID-19 crisis to
prevent escalation and control damage, what really made the difference in the diffusion of the
contagion and the number of deaths associated with the SARS-CoV-2 pneumonia, especially at
the outset, was the capacity and efficiency of the health sector. Such capacity depended crucially
on the number of health staff who could be mobilized (mostly from the public sector) and the
number of hospital beds, particularly the intensive care units (ICU) necessary to provide
emergency support and mitigate further crisis-induced damage. Since the spread of the contagion
does not respect borders nor discriminate between individuals, the ability of health systems to
cope depended on the efficacy of the containment measures and the capacity of health systems to
respond to the surge in the demand for care associated with COVID-19 cases (OECD, 2020b).

In figure 1.4, we show the initial outbreak in the evolution of the 14-day truncated cumulative
incidence (>4.0 cases per 100,000 population and > 30 notified cases) of reported COVID-19
cases comparing countries in the European Union and the United Kingdom with the Hubei
Province in China. While most countries follow a similar growth pattern, a substantial cross-
country heterogeneity in the levels can be observed (Kinross et al. 2020). Mortality follows
similar patterns, with the elderly and fragile populations at highest risk. The fatality rate — i.e. the
number of deaths on the number of people with a known diagnosis of the disease — follows an
exponential curve by age, with relatively low case fatality rates for those aged below 50 and
growing fatality rates for the over 75. Individuals with other chronic conditions such as

cardiovascular diseases and diabetes were also shown to be at higher risk.
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Figure 1.4: Evolution of reported COVID-19 cases
(>4.0 cases per 100,000 population and > 30 notified cases)

A. 14-day truncated cumulative incidence & 4.0 cases per 100,000 population and » 30 notified cases
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As doctors, nurses and hospital facilities were mobilized to face the surge in the demand for care
associated with COVID-19 cases, health systems tried to increase the number of staff available
and re-organize health care facilities. Countries with a large public health sector and a relatively
high numbers of physicians and nurses - assuming that the activities of some of these physicians
and nurses could be reallocated to deal with the crisis -, showed greater capacity to respond to
the COVID-19 epidemic. In Italy and France, for example, the Government decided to increase
temporarily the supply of health workers, hiring retired doctors, nurses and medical students (for
6 months), to boost the health workforce during the emergency. Conversely, countries with a
smaller health sector and fewer doctors and nurses per population found more difficult to address
the demand for care arising from the epidemic.

In figure 1.5 we provide suggestive evidence that the number of confirmed cases (per million,
cumulated as of September 2020) are negatively related with the total number of physician and

hospital beds, and to a smaller extent to the total number of nurses.
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Figure 1.5: Confirmed cases and number of physician, nurses and hospital beds (per million)
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Of course, the death toll also follows a similar pattern as shown in figure 1.6, where we correlate
the total number of COVID-19 deaths, with a known diagnosis of the disease (per million,

cumulated as of September 2020), with the total number of physician, nurses and hospital beds.
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Figure 1.6: COVID-19 deaths and the number of physician, nurses and hospital beds (per

million)
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We believe that this discussion is extremely relevant in light of the current COVID-19 epidemic
and the more frequent and violent natural disasters that are likely to occur in future years due to
global warming. The dramatic experience of this public health emergency highlights the pivotal
role of government in coordinating economic actors in times of crisis. Many countries have
implemented dramatic measures to contain the spread of the virus including restricting travel,
closing schools, imposing quarantine, and shutting down non-essential businesses. The fact that
these measures have large economic costs and are effective only if implemented at scale makes
the covid-19 epidemic the textbook example of government intervention in the presence of large
negative externalities. Health systems that are at the forefront of epidemic crises need to be
strengthened and become capable of providing real-time surveillance and emergency response.

Governments have also mitigated risk by disseminating timely and accurate information on the
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pandemic, encouraging the adoption of best practices (e.g., social distancing, handwashing etc.),
and ramping up hospital capacity. Nations are now experimenting with several types of
interventions aimed at tracking the evolution of the pandemic (e.g., the extensive covid-19
testing efforts) and offer relief to families and businesses. As with any problem of the commons,
it is unlikely that a few countries alone can tackle this issue, multilateral action is essential, for
example to track spread across borders, share information on containment and treatment
interventions that work, and make sure international supply chains of medical supplies keep
going (OECD 2020b).

1.3 Public sector jobs
In this section we first discuss the evolution of management practices in the public sector over
the last few decades. Second, we examine the role and the contractual arrangements public sector

employees focusing on the distinction between civil servants vs front line providers.

1.3.1 Managers and Managerial Practices in the Public Sector
The traditional management practices in the public sector used to be modeled off the Weberian
model of bureaucracy. Weber envisioned the ideal bureaucracy as an apolitical and hierarchical
organization governed by formal procedures aimed at limiting bureaucrats’ discretion and
preventing corruption. In this framework, public sector officials are expected to implement
policies in a uniform and efficient manner, promotions are a function of tenure and
qualifications, and employees enjoy strong job security (Wise, 1996). The traditional model of
civil service is characterized by the unilateral appointment of civil servants and unilateral state
determination of pay and working conditions; however, this model often coexisted with unions
and collective bargaining agreement. During the 1990s public administration went through a
deep transformation that gave rise to the so-called “New Public Management” (NPM) (Bach et
al, 2000). The NPM is a set of managerial practices that resemble those employed in the private
sector and are aimed to improving efficiency and reduce costs. Bach et al (2000) argue that while

this term populates the discussion of management practices in the public sector, it does not have
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a clear definition and it is used to indicate a wide array of different practices.” These authors
argue that three key dimensions define NPM: strengthening of management functions, changes
in the organizational structure, and market orientation. The first element of NPM is the
strengthening of the role of public sector managers who were given greater discretionary powers
and tighter control over personnel through performance targets and appraisals. In exchange,
managers are expected to improve the efficiency and effectiveness of the organization they
oversee and are held accountable for performance. This shift was accompanied by a significant
increase in pay levels relative to the median public wage. Britain strongly promoted the
introduction of public management to the extent that several private sector managers were
appointed to prestigious public sector positions to be the drivers of this transformation. Italy also
passed important reforms in the 1990s that made managers responsible for achieving measurable
results, gave top-bureaucrats more autonomy with respect to financial and human resources, and
limited the power of unions. The second characteristic of NPM is the deep transformation in the
organizational structure of public sector organizations that are no longer seen as monolithic
agencies but as a collection of smaller and partially independent units. In other words,
managerial responsibilities have been devolved from central government to the local level.
Britain is again the champion of this type of reforms with the introduction of the multi-divisional
company model. In this framework, the central office monitors the performance of the business
units that have considerable autonomy over their financial decisions and public good provision.
Denmark represents another example of devolution of responsibility from the central government
to municipalities. The third dimension of NPM is a market orientation where competitive
tendering and internal markets are used to increase competition across units belonging to the
same organization. For example, Britain introduced compulsory competitive tendering in health
and local government sectors; this policy leads to considerable reductions in the workforce and
in costs. Similarly, Italian schools (and universities at a lesser extent) can get funding for new

activities by competing for grants by submitting project proposals at various levels.

The New Public Management swept across all OECD countries and is extremely prevalent in

Anglo-Saxon countries. Yet, this new approach to public management fell short of the

" In this paper we review the main features of NPM and provide a brief overview of some the reforms that have
introduced management practices in the public sector. Refer to Bach et al (2000) for a thorough discussion of these
issues.
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expectations it had generated and failed to incorporate two important functions of government:
coordinating resources and acting as the insurer of last resort in times of crises (which we

discussed above in Section 1.2).

We now consider the impact of managers and managerial practices in the public sector. The
presence of large productivity differentials between units operating in narrowly defined markets
is a stylized fact that is robust across a wide set of countries and contexts. Scholars documented
stark differences in performance between firms (Syverson, 2004; Syverson, 2011; Bloom et al,
2007), schools (Bloom et al 2015a), hospitals (Kessler and McLennan, 2000; Hall et al, 2008),
and public offices (Fenizia, 2020). Managers and managerial practices are often brought forward
as one of the main drivers of these productivity differentials, yet most of these claims are based
on anecdotal evidence and case studies as opposed to systematic quantitative evidence (Bloom et
al 2009). In this Section, we present an overview of the literature on managerial practices and we
delve deeper into the management of public and private sector hospitals in section 3.3 below. In
their seminal paper, Bloom and Van Reenen (2007) developed an innovative double-blind survey
methodology to measure management practices among manufacturing firms. Their measure
appears to be robust to measurement error and correlates very strongly with firm performance.
The authors expanded their methodology to measure management practices in other contexts
such as hospitals and schools. Bloom et al (2015a) focus on schools and document a tremendous
variation in the basic managerial practices both within and across countries. While the UK,
Sweden, Canada, and the US score very high on the management score index, India falls on the
other side of the spectrum. Higher values of this management index correlate positively with
pupil outcomes. Interestingly, there is a larger within-country variance in management in schools
than in other sectors such as manufacturing; the authors argue that differences in the institutional
environment have much larger effects in the way schools as managed compared to private sector
firms. Di Liberto et al (2015) corroborate this finding and document a large within-country
variance in school managerial practices in Italy as well as a strong positive correlation between
management scores and students’ outcomes. Bloom et al (2009) adapt this methodology to study
hospital management practices and find that management scores correlate positively with a wide
range of performance measures such as lower mortality rates from acute myocardial infarction

and general survey, waiting lists, staff turnover, and composite measures of performance. In a
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companion paper (Bloom et al, 2015b) the authors show that competition increases management
quality and hospital performance.

A large literature has documented that better teachers and principals substantially improve
student’s learning and long-term outcomes®; yet, little attention has been devoted to the role of
managers in the public sector. Two recent studies evaluate the impact of managers on the
performance of public sector organization. Janke et al (2019) examine the impact of top
managers on large and complex public sector hospitals in the UK. This is the ideal setting as
hospital approach management in a very decentralized fashion and CEOs are given full
responsibility for the performance of their organization. The authors find that there are large pay
differentials across CEOs reflecting the fact that the market perceives them as being
differentiated. Yet, they appear to have a very limited impact on hospital performance across a
wide range of indicators. This finding is at odds with the large literature that focuses on smaller
public sector organizations and documents large impacts of teachers and principals on student
performance. The authors argue that this finding is likely to be driven by two factors: first, the
structure of incentives in the National Health System that may have distorted CEOs effort toward
the pursuit of political targets as opposed to performance targets; second, the size and complexity
of hospital production. In line with previous studies, Fenizia (2020) finds that Social Security
managers have a quantitatively meaningful impact on the performance offices they oversee (we

postpone the discussion of this study to section 3.4).

1.3.2 Civil Servants vs Front Line Providers
Economists often think of governments as unitary actors and fail to acknowledge their collective
nature. In this framework, the role of bureaucrats and front-line providers (e.g., nurses, teachers,
doctors, policemen, firemen etc.) has been overlooked despite their importance for state capacity
and public service delivery. Bureaucrats are the cornerstone of a well-functioning State as they
directly oversee policy implementation. Front-line providers deliver a wide variety of

government services to millions of people every day. In this Subsection, we review the

8 Refer to Janke et al (2019) and Munoz and Prem (2019) for a careful review of the literature on the impact of
teachers, superintendents, and principals on student performance.
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contractual arrangements of public sector employees and we defer the discussion on how to best

recruit, retain, and motivate workers to Section 1.5.

Government employees are hired through a variety of employment contracts [see also the box 1
on recruiting teachers]. Here we focus on the distinction between civil servants, who are
typically hired for life, and other public sector employees, who are often hired through temporary
contracts. Civil servants are hired on the base of merit, have a lifetime appointment, enjoy strong
job security, and receive promotions and pay raises that are often a function of seniority. The
conditions of their employment are typically regulated by a national statute and apply to all civil
servants in the country. At the other hand of the spectrum, front line providers' contracts are
typically based on civil law are often bargained at the sub-national level. These contracts have
conditions, which are comparable to those of workers performing similar tasks in the private
sector. While the distinction between civil servants and front-line providers is useful when
comparing contractual arrangements across countries, one should also be aware that the contract
types vary tremendously across countries and these differences are more nuanced than the
dichotomous comparison we are drawing.’ There are stark differences between countries that
have a civil servant career system and those that do not. In a career system young officers are
hired straight out of school and spend their entire career working as civil servants until they
retire. Career systems are typically characterized by unilateral state determination of pay and

working conditions while non-career systems mostly rely on contractual appointment.

In continental Europe (France, Luxembourg, Belgium, Austria, and Germany) and South-Eastern
Europe (Croatia, Greece, Bulgaria, Cyprus, Spain, Italy and Romania) most government
employees are hired as civil servants with unilateral appointment - especially at the central
government level. On the contrary, most of North and Eastern European countries mostly resort
to contractual employment. Overall European countries are progressively shifting toward a larger
and larger share of staff hired through contractual employment (Demmke and Moilanen 2012).
Although most countries still maintain this dual system, the working conditions under these two

types of contracts have been becoming increasingly similar over time.

° For a detailed discussion of the differences in contractual arrangements across European countries, refer to
Annex 4 of Thijs et al (2017).
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The contractual arrangements through which civil servants are hired have changed over time and
in the last two decades, many countries aligned them more closely with private sector contracts.
The United Kingdom represents an interesting case study to illustrate this transition toward a
system where working conditions and terms of employment of government officials are shaped
off private sector arrangements (Corby and White, 1990). Terms and conditions of employment
used to be centrally determined until the mid-90s when, as part of the broader shift toward cost-
efficiency, they were delegated to chief executives. The year 1995 represents a pivotal moment
of this transition: in that year the Civil service Terms and Condition Code was substituted by the
Civil Service Management Code, which introduced terms and conditions similar in flavor to

those of private sector contract.

The notion that the public sector was a large clunky bureaucratic machine and that the private
sector was better equipped at providing services efficiently and cost-effectively resulted, in the
80s and 90s, into a push toward liberalizations, privatizations ad outsourcing. This shift toward
private sector relations altered the contractual arrangements of many public sector workers and
contributed to the creation of a large share of precarious public sector jobs. We postpone the

discussion of these changes to Subsection 1.4.3.

Box: Hiring in the teaching profession.

Different countries adopt different strategies to recruit public employees, and it is not easy to
obtain cross-country comparative analysis. However in a recent paper, Braga et al. (2020) have
taken advantage of the PIRLS (Progress in International Reading Literacy Study -
https://www.iea.nl/studies/iea/pirls) surveys to characterize different educational systems
according to how they recruit primary and lower secondary school teachers into the profession.
Country national experts were required to indicate which are the salient features of their national
recruiting systems.

Table 1.2 reports information drawn from the latest survey conducted in 2016. From the table we
infer that the most of the countries (91%) require some training, which however may not be
selective. Alternative (or additional) strategies require educational credentials (56% of cases),
probation periods (42% with a large variation in the required length, from 1 to 36 months) or
mentoring by senior colleagues (33%).
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Table 1.2: Institutional features — PIRLS 2016

countries | Mean Std. Min | Max
Dev.
Any training before/during teaching curriculum 57 0.91 0.29 0 1
License or certification 57 056 | 0.50 0 1
Probationary teacher period 57 042 | 0.50 0 1
Length of probationary teacher period (months) 57 6.04 | 9.32 0 36
Mentoring or induction program 57 033 | 048 0 1
Examination required 36 075 | 044 0 1
Specific preparation on reading curricula 34 0.88 | 0.33 0 1
Table 1.3: Institutional features (Europe) — PIRLS 2016
Any training . Leng_th of .
before/during | License or Probationary | probationary Mentoring or
teaching | certification teac_her teac_her induction
curriculum period period program

Country (months)

Ireland 1 1 1 36 1

Germany 1 1 1 30 1

England 1 1 1 12 1

Portugal 1 1 1 12 1

France 1 1 1 2 1

Italy 1 1 1 12 0

Denmark 1 1 1 3 0

Netherlands 1 1 1 2 0

Slovak Republic 1 1 0 0 1

Slovenia 1 1 0 0 1

Poland 1 0 1 24 0

Austria 1 1 0 0 0

Belgium (FI.) 1 1 0 0 0

Belgium (Fr.) 1 1 0 0 0

Czech Republic 1 1 0 0 0

Hungary 1 1 0 0 0

Latvia 1 1 0 0 0

Norway 1 1 0 0 0

Sweden 1 1 0 0 0

Finland 1 0 0 0 0

Lithuania 1 0 0 0 0

Spain 1 0 0 0 0

However different countries combines these strategies in different ways, as it can be easily seen
from table 1.3 which restricts to the European countries, ranked by decreasing degree of
selection intensity. In order to characterize prevailing patterns, we have applied factor analysis to
these dimensions, finding the existence of at least two latent variables that account for 63% of
the observed variance and are orthogonal by construction:

a) the first one gathers the contribution of the dimension associated to PROBATION and
MENTORING, since the highest factor loadings are associated to these variables. Considering that
both institutional features are referred to a selection of teachers after having observed them on
the job, we could call this first dimension SELECTION EX-POST.
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b) the second one collects the contributions of the variables associated to TRAINING and
CERTIFICATION or EXAM. In such a case, the selection tends to occur before experimenting an
aspiring teacher on the job. For this reason, we call this second dimension SELECTION EX-ANTE.

If we observe the distribution of countries along these two latent dimensions (see Figure 1.7,
where we have plotted the European countries/regions only for readability purposes, but factor
scores are obtained from the entire 57-country sample), we notice that a group aligns along a sort
of frontier of the “maximal selectivity” combining, in different ways, the selections based on
certification/training and on probation/mentoring (notably France, the Netherlands, Canada, but
also US, UK-England, Singapore and Japan). But there are other countries (among which Italy,
the Netherlands and Spain) which are less demanding in terms of both selection criteria, and
therefore are located towards the south-west portion of the graph.

However this is only part of the story, since selection per se may be insufficient, due to self-
sorting of aspiring teachers being driven by expected wage in the profession. The wage paid to
teachers should be relative to the average wage paid in the economy for workers with analogous
level of qualification. While it is not easy to construct a dataset containing wage information at
the time of entry in the profession, one can rely on the OECD educational database, which
contains information over the ratio between the average salary of a teacher and the GDP per
capita, capturing the (monetary) ATTRACTIVENESS of the profession. When we analyse the
correlation between our dimensions and this proxy for attractiveness, we find that only
SELECTION EX-POST and ATTRACTIVENESS are positively and significantly correlated, which
seems reasonable: if you ask potential candidates to apply for a job with uncertainty about being
tenured, you need to make it more attractive in terms of expected rewards.

More generally, one could argue that despite the different intensities of selection methods,
countries draw from a pool of applicants that is affected by the relative attractiveness of the
profession, which is not only affected by monetary reward but also by the social prestige granted
by the public opinion. In addition, working conditions also affect the potential candidates. As
Dohmen and Falk (2010) have clearly shown, the presence or absence of monetary incentives in
the teaching profession induces the self-selection of different individuals.™

10« teachers are more risk averse than employees in other professions, indicating that relatively risk adverse

individuals sort into teaching occupations under the current system. Using survey measures on trust and reciprocity,
we find that teachers trust more and are less negatively reciprocal than other employees’ (Dohmen and Falk, 2010,
p. F256).
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Figure 1.7 — Country position with respect to selection criteria — PIRLS 1026
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1.4 Labor Market Institutions in the Public Sector
In this section, we describe the most prominent institutions that characterize public sector labor
markets. We focus on trade unions, collective bargaining, employer protection legislation, and

internal labor markets.

1.4.1 Trade Unions
In this subsection, we first define trade unions; second, we provide a broad overview of union
density and we analyze the differences between public and private sector unions. Third, we
review the earlier corporatism macroeconomic literature and we contrast it with the more recent
microeconomic literature on trade unions. Finally, we conclude with a discussion of the

challenges that unions face and a tentative prediction of what their role might be in the future.

Trade unions are voluntary organizations of workers who negotiate on their behalf. Unions vary
greatly in terms of geographic scope and workers they represent. In the United States unions

representing municipal employees would generally cover one category of worker within a
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geographical area (e.g. nurses in Illinois), while in the United Kingdom most municipal
employees are covered by national unions that negotiate on behalf of a variety of occupation

groups (Gregory and Borland, 1999).

Trade unions are present in all OECD countries and union density is traditionally higher among
public sector employees than in the private sector. In fact, 12.82% of US private-sector
employees are unionized vs 23.19% of public sector workers. European countries display the
same pattern although they exhibit higher unionization rates: 20% of private sector workers are
unionized vs 46% of public sector employees. Union membership has been steadily declining in
the private sector for the last four decades. The causes of this decline are not well understood but
there is some consensus that it is due to both compositional changes in the workforce and the rise
of high-technology sectors (Lipset and Katchanovski, 2001). Yet, the decline in unionization
rates is largely a private sector phenomenon. Marlow and Orzechowski (1996) argue that there
are three reasons why public sector unions have organizational advantages over their private
sector counterparts. First, the lack of competition in the public sector fails to discipline wages.
Generous compensation for public sector employees can be financed through higher taxes or

deficit while private sector wages gains are capped by productivity gains.

Gregory and Borland (1999) indicate three factors that might explain why union density differs
between the private and the public sector. First, public sector employees might have
fundamentally different preferences than private sector workers regarding unionization. Second,
these two sectors exhibit a different sectoral composition that translates into differences in the
costs and benefits of unionization. Third, institutional factors that influence membership may
differ between sectors. Despite the important role of unions in both the public and private sector,
there is little empirical evidence on unionization rates differentials. Robinson (1995) is one of the
few empirical studies that examine union incidence and concludes that the main observable
factor driving these large differentials in Canada is the larger average size of establishment in the
public sector compared to the private sector. Contrary to what many scholars have theorized,
workers’ characteristics do not appear to explain a sizable share of the differentials in this

setting. We will come back to this issue in section 2.5.
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The earlier corporatism literature argues that powerful central trade unions are able to internalize
the costs of higher wages and mitigate the trade-off between inflation and unemployment
(Cameron, 1984; Crouch 1993, Kropi and Shalev, 1979). This is because they have strong
incentives to care about the health of the national economy and restraint wage growth to
maintain high employment levels. Scholars dispute these claims and argue that what matters for
economic performance is the level of bargaining at which most wage bargains are struck
(Calmfors and Driffill, 1988) and the extent to which unions can coordinate large fractions of the
workforce (Golden, 1993). Garrett and Way (1999) are able to reconcile the work of Golden
(1993) with a recent empirical literature that finds a strong negative correlation between labor
strength and economic performance in Scandinavian countries in the 1980s (lversen, 1996;
Pontusson and Swenson, 1996; Thelen, 1993). They argue that as long as public sector unions
are not too strong, corporatist institutions are able to effectively restrain wages and foster
employment. When public sector unions become too powerful, they are unable to stop public
sector workers from demanding higher wages and having negative effects on the economy.
While the corporatist literature focuses on the impact of unions on economic performance from a
purely macroeconomic perspective (hence their emphasis on inflation and employment rates), a
parallel micro-economic literature has studied public sector trade unions. Marlow and
Orzechowski (1996) examine the impact of public sector trade unions on public spending and
claim that the main benefit of these institutions is their ability to organize public sector
employees in special interest groups. In this framework, unions are able to internalize the free-

riding problem inherent in collective action.

The association between union strength and employment for public sector workers appears to be
positive overall (Marlow and Orzechowski, 1996; Freemand and Valletta, 1988). Yet, this does
not necessarily imply that stronger unions increase public sector employment. One reason for it
is that union status is not exogenous with respect to employment; in other words, it might be the
case that larger government size makes union membership more attractive and draws in more
workers (i.e. reverse causality). Trejo (1991) focuses on municipal police and firefighters and
develops a model that accounts for the endogeneity of union status and documents that, once we
correct for it, the presence of unions does no longer correlate positively with the size of

employment. Another concern relates to the presence of other factors driving the positive
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correlation between unionization and employment levels (i.e. omitted variable bias). Valletta
(1993) exploits the panel feature of his data to control for bias using fixed effects. He still finds a
positive effect of unions on employment level when using fixed effects although the effects are

quite modest.

The evidence on attitudes toward public sector employees and trade unions is quite limited. New
York Times/CBS News pooled US citizens and inquired about their views on these issues. In
2011, 60% of respondents opposed taking away union rights for public sector employees and
56% opposed cutting compensations and pensions of public sector employees to reduce state
deficits. In recent years, local politicians and commentators started calling for limits to the
collective bargaining agreements and some US states have proposed or passed laws that
eliminate or severely lessen union rights of state and local government employees (Katz, 2013).
The arguments that these politicians made often related to public employees being overpaid and
their pensions system unsustainable. Katz (2013) examines these recent shifts and uses the
framework developed by Kochan et al (1986) to assess whether a fundamental change in the
labor relations in the public sector is underway.!! Katz (2013) claims that the influence of the
economic factors that induced a transformation in the labor relations in the private sector is quite
modest in the public sector. In this setting, international sourcing of public goods is quite limited
as well as the impact of multinational corporations. Moreover, the public sector did not
experience a shift toward more decentralized bargaining in the US but it drifted (if anything)
toward more centralized agreements. He concludes that labor relations in the public sector, while
facing a severe pressure, are not going through a fundamental transformation comparable to the
one that occurred in the 1980s in the private sector. He identifies four primary factors that have
the potential to severely change labor relations in the years to come: major shifts in the public’s
view of the role of trade union and collective bargaining agreements in the public, the decline of
total government revenues, substantial pension liabilities resulting from underfunding, the ability

of unions to deliver on cost-saving and service quality improvements.

™ Kochan et al (1986) studied the private sector collective bargaining agreements in the US and argued that labor
relations were fundamentally transformed starting from the early 1980s. In their view, the main driver of this
transformation was a shift in bargaining power in employer’s favor due to stronger international competition,
competitive domestic nonunionized sector, deregulation and a severe recession in the early 1980s. The reduction in
labor’s bargaining power translated into a change in the bargaining process itself: decentralized bargaining became
more and more common through either formal or informal shifts.
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The Great Recession and the introduction of budgetary austerity policies have further challenged
the role of public sector unions in Europe. During the financial crisis several governments
promoted consolidation programs aimed at restoring financial credibility and reduce public
expenditure (Glassener, 2010). Wage cuts and freezes were implemented unilaterally by many
European governments, even in countries that had previously been characterized by collective
bargaining agreements such as lIreland, Portugal, Spain, Italy, and the United Kingdom
(Glassener, 2010). These decisions were met by fierce union resistance and resulted in
numerous protests and strikes. Glassener (2010) argues that the unilateral decisions taken by
these governments during the crisis weakens public sector unions in the medium run and the

wage cuts are likely to spill from the public to the private sector.

1.4.2 Collective Bargaining
In this subsection, we first provide a definition of collective bargaining agreements; second, we
discuss the features of these agreements and illustrate the outcomes of the bargaining process;
third, we review the empirical evidence on the impact of collective bargaining agreements on

worker compensation and on their productivity.

Collective bargaining is the process in which employees and employers negotiate salaries,
working conditions (e.g. hours of work, schedules, and safety), benefits (e.g. sick leave,
maternity leave, health insurance), and other types of workers’ compensation. An important
feature of collective bargaining agreements is the bargaining level. Collective bargaining
agreements can range from nation-wide contracts that cover all public sector employees in a
country to decentralized agreements that cover one category of workers in a given administrative
area (Gregory and Bortland, 1999). There is no consensus on what the best level of bargaining is.
Centralized agreements are most common in countries that have a career civil servant system but
have become less popular over time as many commentators believe that they lead to high wages,
inflation, and unemployment. Decentralization allows for greater flexibility and the ability to

tailor collective bargaining agreements to specific local labor markets or industries. However,

12 Refer to Glassener (2010) for a detailed discussion of the austerity measures implemented in Europe.
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despite the great potential that decentralized agreements have in reaching more efficient
outcomes, they may also lead to fragmentation (Nomden et al, 2003).

Several types of agreements often coexist within any given country. In the United States, for
example, all white-collar federal government employees are paid according to the General
Schedule, while wages and working conditions of state employees vary across states. These
different collective bargaining agreements often reflect differences in wage-setting across labor
markets. On the one hand, nationwide agreements are often the byproduct of a highly
bureaucratic wage-setting process with no scope for negotiation. For example, the pay rates for
US federal government employees are determined as a function of wages and salaries of private
sector workers in similar occupations and are adjusted annually for inflation. On the other hand,
agreements covering a category of public sector employees in a given geographical area often
arise as the negotiation between local governments and trade unions representing public sector
workers (Gregory and Bortland, 1999). Collective agreements typically cover more workers than
the members of trade unions. This is because employers may extend collective agreements to
non-union members or these contracts may be extended by legal mechanisms to third parties
(Ochel, 2001).

We distinguish between countries with centralized collective agreements, those with
decentralized collective bargaining, and those that have both centralized and decentralized
agreements (Nomden et al, 2003). France, Greece, Germany, Austria, and Portugal belong to the
first group; in these countries, the pay scale and wage increases are negotiated centrally for all
civil servants. Nation-wide agreements are also common in the United Kingdom in the National
Health Service and in local governments. During the 80s and the 90s, the wage-setting process
shifted from a centralized towards a more decentralized system. The United Kingdom civil
service and Sweden were the front-runners in decentralizing collective bargaining agreements.
These two countries promoted major reforms to civil service after which public sector
employees’ wages were no longer set by the central government but were negotiated separately
by each agency. These reforms also introduced performance-pay schemes for senior managers
and white-collar employees hoping that financial incentives could raise employees’ productivity

(OECD report, 1996). Sweden represents a very interesting case study due to its three-tier
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collective agreement system (basic, general, and local). Basic agreements discipline the
negotiation procedure and are bargained at the central level between the Swedish Agency for
Government Employers and the central unions. The general agreements are negotiated at the
same level and they regulate salary levels and other general working conditions. Local
agreements instead determine individual pay and local conditions and are discussed by
management and union representatives.

In Belgium, Denmark, Ireland, Finland, Italy, and The Netherlands collective bargaining
agreement is partially centralized and partially decentralized.*® In Belgium social security, trade
unions statute, and federal labor legislations are negotiated at the national level. Working
conditions and typically bargained at the federal level while additional wage increases are
determined at the regional and local level. In Denmark, wage increases are negotiated at the
central level while individual allowances are bargained locally. Ireland has a similar system but
additional pay increases are negotiated by occupational groups. In Finland, across-the-board pay
increases are determined centrally while government agencies award further pay increases based
on performance and results. In Italy, all public sector contracts are negotiated by a central agency
(ARAN) separately for managerial and non-managerial positions. These bargaining agreements
are supplemented by sectoral contracts (central administration, local administration, education
and research and health) and local contracts negotiated by each public entity. Sectors like
defense, university, and the judiciary are excluded from sectoral contracts. Finally, in The
Netherlands, most collective agreements take place at the sector level with the exception of

matters related to social security and pensions, which take place at the central level.

A large theoretical literature argues that centralized collective agreements are inefficient as they
lead to excessively high wages, inflation and unemployment. Ferreira (2004) tests these claims in
the context of Spain and his empirical analysis does not allow him to conclude whether
centralized collective bargaining is more efficient than a decentralized one. Which system is
more efficient is still an open question. Campolieti et al (2016) take a different approach and
study the public-sector bargaining and contract outcomes using Canadian data from 1978 to

2008. The authors study the factors that affect the probability of how a contract is settled and

3 In this paper, we briefly outline the main features of collective bargaining agreements across European countries.
Refer to Nomden et al (2003) for a detailed discussion of these systems as well as the outcomes of collective
agreements.
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find that previous contract disputes and legislated settlements reduce the likelihood of bargained
contracts and that arbitration is associated with a lower probability of a bargained settlement.
One limitation of this study is that their sample period ends prior to the financial crisis and their
results might not directly applicable to the 2010s due to further changes to collective agreements.
Given the nature of decentralized collective agreements, many scholars have focused on workers
within a given occupation or sector. Considerable attention has been devoted to teachers as
collective bargaining is a prevalent feature of the US education system and over 60% of teachers
are covered by collective bargained contracts (Frandsen, 2016). While an earlier body of work
has found mix results on the evidence of unions on teacher compensation’®, a set of recent
studies exploit the changes in the ability of unions to negotiate contracts in several US states and
find that weakening union bargaining power has negative consequences on teacher pay. The
restrictions on collective bargaining introduced in 2011 in Wisconsin raise teacher wage
dispersion (Biasi 2018) and exit (Roth 2017) and has a small negative impact on average wages
but sizable negative effects on fringe benefits (Litten 2017). The 2011 Tennessee ban on teacher
collective bargaining generated similar effects: it reduced salary growth by one percentage point
over five years and employer-paid health insurance premiums by five percentage points (Quinby
2017).

1.4.3 Employment protection legislation
In this subsection, we first provide a broad definition of employment protection laws; second, we
review the theoretical and empirical literature on this topic with a focus on the public sector.
Third, we examine the emergence of two-tier labor markets in the public second. Fourth, we

conclude with a brief discussion of grievance procedures.

“Employment protection laws (EPL) and regulations deal with the rights of employees, including
the right to advance notice of termination, the right to redundancy payments upon termination,
rights to leave for maternity, disability, and other medical issues, and many others.” (IZA,

World of Labor). While employment protection laws vary considerably across OECD countries,

14 Refer to Cowen and Strunk (2015) for a review of this literature.
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they mostly aim at limiting the employers’ freedom to adjust labor inputs and are typically

enforced through worker’s right to appeal again their lay-off (Barone, 2001).

EPL are meant to protect workers, however, in practice they might have undesirable effects: if
firms know that it will be difficult to fire employees in the downturn, they might decide to hire
fewer of them. The most cited theoretical work on EPL is the paper by Lazear (1990): he shows
that, under some strong assumptions (workers are risk neutral, wages are flexible, and EPL
consists in severance pay), EPL can be neutral. In other words, under the optimal contract the
presence of EPL does not affect the demand or the supply for labor. However, the author finds
that in anything less than perfectly functioning labor market incumbent workers are more likely
to retain their jobs and new workers are less likely to be hired. Scholars have studied this
problem and have concluded that the impact of EPL on average employment and unemployment
are theoretically a priori ambiguous (Barone, 2001) while they have a negative impact on labor
turnover rates and job turnover rates (Boeri and Van Ours, 2013). On the one hand, EPL might
reduce the propensity of firms to hire employees as they will not be able to reverse this decision
in the case of a recession. On the other hand, EPL induces firms to employ more workers during
a downturn than those that would have been employed in the absence of these regulations. Cross-
country studies typically show that stricter EPL are associated with lower flows from and into
unemployment (OECD, 2004) but find mixed results on labor turnover rate and job turnover rate
(Boeri and Van Ours, 2013). The fact that the impacts on labor turnover rates and job turnover
rates do not align with economic theory highlights one major limitation of this literature: cross-
country studies do not take into account that EPL interact with other labor market institutions
that (potentially) mitigate their effects.

A lot of attention has been devoted to EPL in the private sector,™ yet relatively few scholars
studied this institution in the public sector in a systematic fashion. An important feature of public
sector employment is that workers typically enjoy strong job security (Shulten et al, 2008).
Consistent with this notion Anderson et al (2007) use survey data from 15 OECD countries to

study attitudes toward job security and show that public sector employees on average perceive

15 Refer to Barone (2001) and Boeri and Van Ours (2013) for an overview of the literature on EPL in the private
sector.
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their job as more secure than private sector ones. A related feature of public employment is that
firing is quite uncommon. Civil servants and those with an equivalent status are extremely hard
to fire and can be dismissed only in exceptional circumstances (Corby and White, 1993).
Schulten et al (2008) document that in some cases employees enjoy such strong job protections
that they cannot be reassigned to new posts within the same organization without their consent.
During the Great Recession austerity measures designed to reduce public expenditure were
implemented in several European countries. A number of governments decided to reduce public
sector employment and, as most public sector employees cannot be fired at will, they passed
reforms aimed at freezing hiring or replacing only a fraction of the retired workers in order to
downsize (Glassener, 2010).

The paradigm of a secure public sector job that would last for life has recently been challenged
by the slowing down of economic growth, the competitive pressure of globalization, the rapidly
changing markets, technological innovation and demographic pressure (Corby and White, 1999).
Flexibility has become a central theme of government policies on employment in Britain and
many European countries as well. Corby and White (1999) study the shift toward greater
flexibility in the United Kingdom and distinguish between “economic pull factors” and “social
push factors”. The former relates to employers seeking greater flexibility as a response to the
increased competitive pressure, while the latter refers to employees demanding more flexibility
and control over their working arrangements to achieve a better work-life balance. These authors
argue that the public sector is more likely to have introduced contract flexibility and job sharing,

employ part-time workers and have annualized hours schemes than the private sector.

Many recent EPL reforms have encountered strong opposition from unions and workers. To pass
EPL reforms, several governments conceived them as two-tier reforms, so that they would not
affect the EPL of public sector employees at large but only the status of new hires. These
legislative changes de facto created two-tier labor markets where older workers enjoy strong
EPL while the younger ones do not (Boeri and Van Our, 2013).

Liberalizations and privatizations have contributed to generating a large set of precarious public

sector jobs. These phenomena have also led to the creation of a segmented labor markets where
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some workers are protected by EPL (insiders) while others are not (outsiders), even within the
same workplace. One of the first things that newly privatized companies do after privatization is
to withdraw from the central public sector collective agreements and renegotiate the terms of
employment. Some examples of this two-tier workforce can be found in the postal sector, local
public transportation and hospitals (Schulten et al, 2008). In this process unions have often tried
to protect the existing workforce and agreed in exchange to poorer working conditions for the
new hires. This results in different employees performing the same tasks within the same
organization being paid differently depending on the time of their entry into the company. This is
the case of for public transport employees in Poland, Austria, and Germany, postal sector
workers in Germany and workers hired by the electric company in Germany (Schulten et al,
2008). These examples are reflective of the experience of privatizations in countries that had a
more decentralized or fragmented bargaining system. Overall, the impact of privatization has
been quite heterogeneous across countries and it appears to be strongly influenced by the features
of the collective bargaining system. Schulten et al (2008) document that workers in privatized
industries in countries with a strong tradition of comprehensive bargaining systems experience
very little change in working conditions after the privatization (e.g. postal service in Belgium and

Sweden).

Another factor that has contributed to the creation of a two-tier public sector labor market is the
rise in outsourcing. In the last three decades the public sector started contracting out services that
had traditionally been provided by public sector employees. The main reason for outsourcing
was the widespread belief that the private sector was better equipped to provide such services in
a cost-effective way. As a consequence, the workers employed in the contracted-out services
were no longer covered by public sector collective bargaining agreements and often had to

accept lower wages and poorer working conditions (Schulten et al, 2008).

1.4.4 Internal Labor Markets:
Surprisingly little work has been done on internal labor markets in the public sector and most
studies date back to the 1980s and 90s; in this Subsection, we review the most recent

contributions to this literature.
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Internal labor markets (ILMs) “involve the administrative policies and practices that determine
the way human resources are used and rewarded within an organization. They can be broadly
defined by the rules pertaining to job definition and classification, development, job security and

membership, and reward structure and wage rules” (Wise, 1996).

It is unlikely that organizations have a single internal labor market, typically multiple ILMs
coexist within the same institution. For example, the procedures that discipline promotions for
bureaucrats might differ from those for managers at the same agency. ILMs typically consist of a
series of job ladders. Jobs that are higher in the ladder are typically associated with more
responsibilities, higher wages, and require more complex skills. The structure of those ladders
represents the “typical” career of a bureaucrat who is hired in an entry-level position and makes
her way through the hierarchical structure of the organization. ILMs help to develop and retain
valuable skills and know-how that would be costly to source from outside the organization.
While in theory the structure of job ladders are designed to set employees’ expectation and help
them to advance through the ranks, in practice, they sometimes hinder their careers. For example,
in the French Civil service each ministry is organized in cadres and interdepartmental mobility is
severely limited by inconsistencies in job requirements even for workers with the same title and
grade (Wise, 1996).

ILMs differ greatly between countries that have a career-based vs a position-based system.
Career-based systems represent the most common systems across Europe and are characterized
by a strong distinction between public service and the private sector, closed-recruitment policy,
seniority-based promotion, and limited ability for outsiders to make lateral moves. Bureaucrats
are typically generalists who frequently change posts within the same organization and less
frequently across department or agencies. In recent years, however, on the wave of the New
Public Management position-based systems have become more and more common. These
systems more closely resemble private-sector arrangements with recruitment and promotions
being performance-based. Often these two systems coexist in the same country and workers may
be employed under one or the other depending on their occupation. For example, in the Czech
Republic and Estonia most public sector workers are hired under the position-based system with

the exception of police, army, and judges.
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ILMs are often characterized by the presence of customs and informal rules that may favor some
groups over others. In the presence of ILMs individuals with equivalent skills and aspirations but
belonging to different groups are likely to experience different labor market outcomes within the
same organization. For example, Bertrand et al (2019) show that chief ministries favor home
officers from their same home district. Likewise, professionally qualified women used to be
hired in the United Nations at either the top clerical grade or the lowest professional grade
regardless of their qualifications. Men instead were recruited in the second or third professional
grade and were able to work up the ranks up to sixth grade (Wise, 1996). Similarly, in the French
upper-civil service the officers were traditionally recruited among the French social elite and
officers hired in mid-level positions had virtually no chance of becoming part of these
bureaucratic elite (Bodiguel, 1990). This notion appears to be in stark contrast with the personnel
management style of public sector institutions where rules and procedure limit managers’
discretion and foster the image of fair and uniform treatment of employees. This image may have
only a limited application in practice as top-bureaucrats in practice are able to exercise discretion
even in the presence of a legal framework that aims at establishing a professional de-politicized
civil service (Meyer-Sahling, 2006). This tendency is reinforced by decentralization as public
management moves away from the traditional management style and fosters the creation of
customs and informal rules that differ from place to place. Wise (1996) argue that this

decentralization process increased the importance of public sector internal labor market.

Laegreid and Wise (2015) study ILMs in the public sector in the 21% century and document that
they have changed dramatically over the last two decades. While public sector ILMs used to
have features that distinguished them from the private sector ones (e.g., career service and
lifelong tenure), the recent reforms introduced private sector management techniques and
profoundly altered the nature of public sector employment to the extent that ILMs may no longer
warrant a separate treatment. Decentralization in hiring, firing, and promotions and the shift from
collective bargaining to site or individual bargaining have generated very fragmented ILMs
within each organization. These recent shifts have increased administrative complexity and made

it difficult to study the operating internal labor market system in the public sector.
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In this Section, we have discussed the institutions of public sector labor markets. In the next
Section we will review the theoretical consideration related to the principal-agent problem,

measurability, and incentives and discuss them in the context of public sector employment.

1.5 Theoretical Considerations
In this section, we provide an overview of the theoretical considerations on public sector jobs
and incentives. First, we discuss the collective nature of governments and its implication for
public service delivery; second, we review the principal-agent problem and how to design
contracts in the presence of asymmetric information and multitasking. Third, we discuss the
challenges related to credibly measuring the performance of government agencies and review a
broad set of measures that scholars have used so far. Lastly, we evaluate the effectiveness of
intrinsic motivation vs monetary and non-monetary incentives and examine their impact on the

recruitment of public officials and front-line providers.

1.5.1 Unitary Government vs Plurality

There is a wide consensus that state capacity, namely the ability of the state bureaucracy to
implement government’s policy choices, is central to economic and institutional development
(Williams, 2019). Yet, economists often think of government as a unitary actor as opposed to a
collective organization. Acknowledging the collective nature of government implies that
government agencies are not the sum of their individual members but the product of the
interactions between its affiliates and the inefficiencies and complementarities that come with it.
Williams (2019) argues that there are three challenges to studying state capacity: first, there is an
information and incentive problem that hinders the extent to which individuals collaborate
efficiently (which we will discuss in the next Subsection); second, it is not clear how to best
allocate talent in the presence of complementarities (we postpone this discussion to section 3.4);
third, relational contracts and organizational culture can give rise to multiple equilibria.'® In the
remainder of this Subsection, we discuss the most recent empirical work on state capacity in
developed countries.

For decades economists have been depicting public sector officers as malingering bureaucrats

who face perverse incentives to inflate government budgets via corruption and/or patronage

16 Refer to Williams (2019) for a thorough discussion of the concept of state capacity and its limitations.
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(Niskanen 1968); however, these allegations were not based on systematic empirical evidence. A
recent strand of literature argues that bureaucrats are the core of state capacity as they are
ultimately in charge of implementing government policies and studies their impact on public
service delivery across a wide variety of contexts. Best et al (2019) find that over 20% of the
variation in quality-adjusted prices paid in Russian public procurement is driven by the officers
who are in charge of procurement auctions. Removing the bottom 25% of bureaucrats and
substituting them with officers in the 75th percentile of the effectiveness distribution would
lower public procurement expenditure by 11% (or USD 13 billion) every year. Xu (2018) uses
historical data to quantify the impact of connections of the performance of officers in the British
Empire. He shows that connected governors are more likely to be assigned to more prestigious
posts although they provide higher tax exemptions, generate fewer revenues, and invest less.
Interestingly, these substantial performance gaps vanish after the abolition of the patronage

appointments.

Governments are aware of the importance of skilled and motivated civil servants for public
service delivery and different countries have experimented with a variety of contractual
arrangements and interventions aimed at improving government performance. In the remainder
of this Chapter, we discuss the theoretical challenges and the empirical evidence related to how

to best recruit and incentivize government workers.

1.5.2 Principal-Agent Problem, Observability, and Multitasking
Economists have long studied how to design contracts in the presence of asymmetric
information. The so-called “Principal-Agent Problem” is the textbook example of a situation in
which the parties would like to design a contractual arrangement that addresses the informational
asymmetries that arise either before (hidden information) or after signing the contract (hidden
actions); in this subsection we focus on the latter.” Most Principal-Agent models assume that a
risk-neutral employer (the principal) hires a risk-averse worker (the agent) and the employer
cannot observe the effort that the agent puts into her job. Under a fixed wage, as effort is costly

for the agent, she will exert a suboptimal level of effort, which will negatively affect the

7 Heinrich and Marschke (2010) and Burgess and Ratto (2006) provide an excellent review of the principal agent
problem in the context of public sector organizations. Refer to Garibaldi (2006) for a thorough discussion of
personnel economics in the presence of imperfect labor markets.
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performance of the organization. The contracting problem arises from the fact that, as effort is
unobservable, the principal cannot tie the agent’s compensation to it. If effort were observable,
the principal would be able to align the agent’s interest with hers and elicit the Pareto optimal

level of effort.

Many incentive-pay-schemes try to address this issue by tying a fraction of the worker’s
compensation (bonus) to a performance measure. While this appears to be a simple and
appealing solution, it is notoriously hard to design the contract in a way such that it aligns the
incentives of the agent with those of the principal and effectively solves the above-mentioned
contracting problem.

Linear incentive schemes are extremely popular both in theoretical work and in practice due to
their simplicity and transparency. Despite their attractiveness, they are optimal only under a set
of fairly specific circumstances (Holmstrom and Milgrom, 1987). Another common type of pay
for performance scheme rewards the agent if she achieves a given target. Holmstréom (1979) and
Mirrlees (1999) study these step-function incentives and show that they are optimal when the

output is very sensitive to the agent’s effort in a small neighborhood of the target.

Baker’s (1992) focuses on the design of optimal contracts in organizations that, like government,
lack a contractible performance measure. He argues that the agent’s compensation should be
more tightly linked to performance the more beneficial an increase in effort is. The intuition is
that pay for performance is costly for the organization as it increases the worker’s compensation,
therefore it is worth engaging in it as long as the benefits outweigh the costs. Moreover,
incentives should be stronger the greater the ability of agents to respond to them. In other words,
incentive pay schemes might be ineffective in contexts where bureaucrats are highly constrained
by procedural rules and cannot exert any discretion. Baker also observes that incentivizing
workers on a given performance measure can introduce a significant distortion if this measure is

not a good proxy for the value of the organization as a whole.

Related to this point, Holmstrom and Milgrom (1991) point out that workers typically perform a

wide variety of tasks and that they have discretion on how much effort to allocate to each of
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them. In this context, all tasks should be incentivized and the optimal contract should design
weights that reflect the relative importance of those tasks. This is extremely hard to implement in
practice as not all tasks are observable and often performance measures exist only for a subset of
them. For example, if teachers are incentivized on the base of standardized tests, they may
choose to focus on the repetition of test items that do not necessarily improve students’
knowledge as opposed to student learning (i.e., teaching to the test). This problem is pervasive in
public sector organizations as bureaucrats typically engage in several tasks that are not
observable and hard to quantify ex-post.® Some scholars have proposed using subjective
measures of workers’ performance as an input to the incentive pay-schemes. While appraisals
measures might be able to provide a more holistic evaluation of workers’ performance, they are

extremely problematic in the presence of implicit or explicit biases.

Some scholars have extended the principal-agent model to settings where there are multiple
principals (Bernheim and Whinston, 1986; Holmstrom and Milgrom, 1988; Dixit 1996, 1997 and
2002). These models are particularly relevant to the public sector as many commentators have
argued that bureaucrats serve many masters. The main intuition of these models is that each
principal incentivizes the dimension(s) she is interested in and this generates a negative
externality for those other principals who have a different objective function. Dixit (1997)
suggests two solutions to this problem: either separating the information regarding each outcome

or grouping together those principals with similar preferences.

Next, we turn to an additional challenge in designing the optimal contract, namely the ability to

credibly measuring the performance of government agencies.

1.5.3 The Measurement Curse
In this subsection, we discuss the challenges related to evaluating the performance of
government agencies and review some of the creative measures that scholars have adopted

across a wide variety of countries and settings.

18 We defer the discussion of the empirical evidence on multitasking to Subsection 1.5.4.
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Scholars agree that productivity (i.e., the ratio of output to inputs) is a sound indicator of firm
performance. Firm productivity is ideally measured as output per worker (output-based measure)
or, in the absence of information about quantities, as revenues per worker or revenues over the
cost of inputs (revenue-based measures). Unfortunately, these measures of productivity are not
readily available in the public sector and there is an ongoing debate on how to evaluate the

performance of government agencies.

There are five main reasons why it is notoriously hard to measure the performance of
government agencies. First, there are many government services where the output is not easy to
define (e.g., defense and public administration). Second, governments provide a wide variety of
public services (multidimensional output) whose relative values are hard to assess. Third, many
public sector services are exchanged in markets where prices are either absent (e.g., defense) or
are heavily subsidized and do not necessarily reflect the value of the service provided (e.g.,
school tuitions). Fourth, it is typically hard to define what a “good outcome” is as governments
do not have a single clear goal but often try to achieve both efficiency and equity. Fifth,
performance data is typically available at the team level rather than at the individual level, which
makes the design of the optimal contract extremely complicated. Holmstrom (1982) studies team
incentives and shows that if there are complementarities in production and the team output is
shared among members, team members have a strong incentive to free ride the effort of others.
This problem is more severe in larger teams. As a result, understanding team dynamics and

studying complementarities is paramount for the design of optimal contracts.

Scholars have tried to address these challenges by using a wide variety of objective and
subjective measures to evaluate the performance of government agencies. The choice of the
performance measure(s) is often constrained by the features of the context of study and by data
availability. A recent set of papers has used objective service delivery indicators to study the
quantity and quality of service provided. Propper et al (2007) use mortality rates for acute
myocardial infarction to evaluate the performance of hospitals in the UK. In the context of
schools, scholars typically use standardized test scores together with long-term student outcomes
such as high school graduation, college enrollment, and adult earnings to rank schools and
teachers’ performance (Chetty et al 2014a; Chetty at al 2014b; Rothstein, 2017). Fenizia (2020)
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combines a complexity-adjusted task completion with a quality index to measure the
performance of Italian social security offices (see section 3.4). In a similar fashion, Atkins
(2005) uses data from the national accounts and from the Office for National Statistics to
construct a wide range of service delivery indicators standardized by budget expenditure aiming

at quantifying government output and productivity in the UK.

Other researchers have used complexity-adjusted project completion rates (Rasul and Rogger,
2018; Rasul et al 2019) and quality-adjusted prices/road construction (Best et al, 2019; Lewis-
Faupel et al, 2016). Rasul and Rogger (2018) exploit the public projects audit data collected
during a period of sweeping reforms by the Nigerian government. These reports contained
detailed information on the completion stage of each project as well as the experts’ assessment of
its inputs and quality. Similarly, Rasul et al (2019) use quarterly and annual progress reports
mandated by OHCS to the Ghanaian government to identify completion rates of projects
undertaken by government agencies. Lewis-Faupel et al (2016) evaluate the effectiveness of
public procurement in road construction combining administrative data on costs, quality, and
delays with data scraped from several government agencies. Best et al (2019) are also interested
in public procurement and they develop a machine learning classifier to categorize purchases

into homogenous bins and construct a quality-adjusted price index.

Another strand of literature has focused on the role of front-line providers and developed
objective indicators for individual-level output. Ashraf et al (2014) study an HIV prevention
campaign and use condom sales as a proxy for the individual performance of local agents. Ashraf
et al (2019) evaluate health providers across a wide variety of indicators such as household visits,
attendance to community meetings, number of deliveries, immunizations, breastfeeding rates and
the provision of treatment. Similarly, Deserrano (2019) uses household visits and tenure as
individual-level proxies of the effort of village promoters. Khan et al (2019) focus on tax
collectors and evaluate their performance on the base of the value of the tax they collected.
Finally, Andersen and Pallesen (2008) evaluate professors’ output using a widely used metric in

academic institutions, namely the number of publications (see also section 3.3 below). In the

19 Atkins (2005) provides a careful discussion of the general principles that one should consider when constructing
indicators for government performance as well as detailed information on the measures that are currently used.
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absence of better measures, scholars have also used front-line providers’ attendance rates as
loose proxies for individual-level performance in the context of healthcare (Callen et al, 2018;
Banerjee et al 2006) and schools (Kremer et al, 2005; Banerjee et al 2006). Although
absenteeism is a pervasive phenomenon in the public sector, these measures mostly used in

developing countries.

The use of mystery shoppers is an innovative and creative way to construct reliable measures of
public sector output and quality in a variety of different contexts. This practice originated in the
first half of the XX century in the private sector and has recently been applied to public sector
organizations. Mystery shoppers impersonate a regular customer or citizen seeking assistance,
they do not reveal their identity to the organization being evaluated, and they keep detailed
records of the interaction. Sanchez de la Sierra and Titeca (2018) study corruption of traffic
police officers and hire 160 mystery shoppers (including individuals inside the police hierarchy)
who keep a record of when they observe police officers collecting bribes and their amounts.
Importantly, police officers are unaware they are being monitored and mystery shoppers do not
know that there is more than one of them at each site. Although quite costly, this method appears
to give a reliable estimate of briberies as the information on the frequency and amounts of bribes
collected by different agents displays a strong positive correlation. Similarly, Olken and Barron
(2007) have disguised surveyors accompany truck drivers along their route and collect detailed
information on illegal payments to corrupt officials. Bertrand et al (2007) study bureaucrats
issuing driver licenses and re-test all driver license applicants to construct an indicator for error
rate/corruption. A cheaper but less satisfactory approach to get proxies for the performance of
public sector employees is the use of vignettes. In this case, each worker is presented with a
stylized hypothetical situation (vignette) and she has to explain what procedure she would use.
This method is often used to evaluate physician’s competence (Das and Hammer 2004; Das et al,
2008; Mohana et al, 2015). There are two downsides to this strategy: first, public sector
employees are aware that they are evaluated and that they might change their behavior because
of it (Hawthorne effects); second, the vignettes are highly stylized and do not capture the

complexity of physicians’ work and human interaction.
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Some scholars have used subjective measures of bureaucrat and organization performance such
as performance appraisals and citizen/user satisfaction. The work of Bertrand et al (2019)
represents one of the most notable examples of how to use subjective evaluations to study the
performance of bureaucrats. The authors use a nationwide stakeholder survey to elicit the
subjective assessments on five dimensions of bureaucrats’ performance (i.e., effectiveness,
probity, ability to withstand illegitimate political pressure, pro-poor orientation, and overall
rating). The novelty of their approach relies on having multiple stakeholders (including 1AS
officers, state civil servants, elected politicians, representative of business associations, local
media, and civil service organizations) rate each bureaucrat and combining their survey
responses. Most studies using performance appraisal do not have rich survey data but rely on the
assessment of one stakeholder (typically the boss or supervisor). In this context, one concern is
that performance appraisals might reflect the worker’s performance as well as her supervisor’s
perceptions and biases. In this respect, Somani (2018) uses subjective evaluations of middle-tier
supervisor to document a substantial amount of supervisor bias that leads to worse allocation of
labor to tasks. Other scholars have used employee’s assessment of organizational performance to
construct proxies for organizational performance (Brewer and Selden, 2000; Kim, 2004; Kim,
2010). These measures have not gained much attraction in economics as most economists are
quite skeptical of the extent to which they are able to capture actual performance. Finally, a set
of studies uses citizen’s satisfaction to evaluate the performance of local governments (Abelson
et al, 2004; Andrews et al, 2005; Boyne, 2002; Olken, 2010). Although these measures
somewhat reflect the quality and quantity of public service provided, they are not immune to
(implicit and explicit) biases and selective non-response. In particular, it is often the case that the
citizens who decide to participate in these surveys are a non-random subset of the population and

they have often had a particularly positive or negative experience.

1.5.4 Monetary Incentives vs Non-Monetary Incentives vs Intrinsic Motivation: The
Crowding-out Hypothesis
In this subsection, we study the role of monetary incentives, non-monetary incentives, and
intrinsic motivation in the context of public sector employment. We discuss the extent to which
the features of the public sector limit the effectiveness of financial incentives and whether

governments can rely on non-monetary incentives and intrinsic motivation to improve the
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performance of its employees. There are only a handful of studies on the role of incentives in the
public sector in developed countries whereas most of the evidence comes from developing
countries, reflecting the greater propensity of these governments to experiment with recruitment

and performance pay schemes.?

While intrinsic/pro-social motivation is often mentioned as a desirable attribute of public
servants, we know little of recruitment on intrinsic motivation and whether this personality trait
can be nurtured. In the Principal-Agent framework discussed in Subsection 1.5.2 incentives are
crucial tools to elicit the desired level of effort from agents. If the interests of pro-socially
motivated workers are naturally aligned with government objectives, the agents provide the
Pareto optimal level of effort and there is no need for incentives. In this context, the use of
financial incentives may even be harmful to the extent that they induce workers to misallocate
their effort (Dixit, 2002) or crowds out employees’ motivation (Bénabou and Tirole, 2006). In
this respect, Bellé (2015) studies the role of intrinsic motivation among health workers in Italy
and provides compelling experimental evidence that monetary rewards crowd out employees’
motivation for prosocial behavior. A novel study by Meyer-Shaling et al (2019) addresses a
related question by studying the extent to which public service motivation (PSM) can be
activated and used to promote ethical decision making among public servants. The authors
design an experiment that primes a random subset of Chilean public officials by asking them
about PSM (activation) and then elicits reporting of unethical behaviors. They find PSM

activation increases the willingness to report ethical problems to management.

Although public sector employees typically display higher levels of pro-sociality than private-
sector workers (Finan et al, 2017), most economists believe that their incentives are far from
aligned with the government’s objectives. Scholars have focused on the role of monetary rewards
as a way to improve government performance and public service delivery. The evidence on the
effectiveness of financial incentives in the public sector is overall mixed. Among successful
stories, Kahn et al (2001) study tax collectors in Brazil and show that the introduction of high-

powered financial incentives dramatically increases fines collected. Similarly, Khan et al (2014)

20 Refer to Dixit (2002) and Burgess and Ratto (2003) for a review of theoretical and empirical studies on incentives
in the public sector and to Finan et al (2017) for a thorough discussion of the empirical evidence in developing
countries.
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show that incentivizing tax collectors in India increases tax revenues and taxpayer satisfaction,
although it also appears to increase briberies in control areas. Lavy (2009) studies incentives in
the context of schools and shows that rewarding teachers on student performance significantly
improves students’ outcomes. Likewise, Muralidharan and Sundararaman (2011) find that
monetary incentives are able to improve student learning both on incentivized and non-
incentivized subjects in India. This is one of the few studies that credibly show no empirical

evidence of multitasking.

On the other hand, a body of literature finds that pay-for-performance schemes are ineffective
and at times even harmful in the public sector. Burgess at el (2017) study the plausibly
exogenous introduction of team pay-for-performance in the UK government and find that this
scheme had no effect on average. Interestingly, the impact of the reform is larger for smaller
offices and decreasing in office size, which is consistent with free-rider effects and peer
monitoring. Baiker and Jacobson (2007) show that when US police departments are allowed to
keep a share of the revenues obtained from the drugs they seize, they increase drug-related
arrests but reduce arrest rates for petty crimes, suggesting that policemen selectively allocate
their effort to the incentivized tasks (i.e., multitasking). Glewwe et al (2010) examine incentives
aimed at improving student learning and document that even carefully designed incentive
schemes can generate perverse incentives. The Kenyan government introduced in-kind prices to
school teachers on the base of students’ performance on district exams. All absent students are
imputed the lowest possible score to minimize incentives for teachers to persuade the
underperforming students to stay home on test day. The authors find that, while these incentives
were successful at increasing attendance and performance on the district exams, incentivized
schools did not perform better than non-incentivized schools on an independent exam
administered by a local NGO. These results suggest that “teaching to the test” and multitasking
are serious concerns that are hard to address even with carefully designed incentive schemes.

Financial incentives may have a limited bite in the public sector as salaries, promotions, and pay
raises are often a function of seniority as opposed to individual performance. Governments
across the world have resorted to non-monetary rewards to improve the performance of their

employees such as performance-based posting and public awards. Khan et al (2019) study the
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performance-ranked serial dictatorship mechanism implemented in the Punjab property tax
agency. In this context, the government uses postings to provide incentives to bureaucrats who
sequentially choose their preferred locations in order of performance. This mechanism increases
revenue growth by 30-41 over two years. However, not all studies on performance-based posting
find large positive effects like those documented by Khan et al (2019). Banerjee et al (2014)
examine the use of officer transfers triggered by severe police misconduct and find no effect on
officers' performance. There are three main downsides to using performance-based positing as a
form on non-monetary incentive: first, there may be non-negligible costs associated with
bureaucrat rotation (e.g., disruption and relocation costs); second, there often are constraints to
how often bureaucrats can be rotated or whether they can be forced to rotate at all; third, the
government loses flexibility over officers' assignment, which becomes an issue if bureaucrats’
preferences are not aligned with government’s objective. For example, the government may want
to send the best teachers to the poorest (and perhaps less popular) areas. Khan et al (2019)
suggest addressing this concern by placing some restrictions on the preference set. Ashraf et al
(2014) study the impact of non-monetary rewards to incentivize condoms sales in the context of
an HIV prevention campaign in Zambia. The non-financial reward consists of a thermometer
display showing how many condoms packs each agent has sold and visually linking it to her
impact on the health of her community. Moreover, the agents who sold more than 216 packs are
awarded a certificate in a public ceremony. The authors find that this type of non-financial

rewards is effective at boosting sales and that this effect is stronger for more pro-social agents.

One related strand of literature examines recruitment in the public sector and how to attract both
talented and pro-social motivated workers. Most economists agree that offering higher wages
helps to recruit higher quality candidates; however, one concern is that if talent and prosocial
motivation are negatively correlated in the population, the government might attract one type of
worker at the expense of the other (i.e., crowding out effect). Dal B0 et al (2013) study the
recruitment of Mexican federal officials and is the most influential study in this literature thanks
to its unique design. The authors experimentally randomize wage offers for the same position
and show that higher wages attract more talented candidates and that this does not come at the
cost of recruiting less pro-socially motivated workers. The authors conclude that, in this setting,

the correlation between candidate quality and pro-social motivation is not negative enough to
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induce an overall crowding out of pro-socially motivated workers. As governments are typically
not amenable to offer different wages for the same position, the researchers working in this space
had to find creative solutions to work around it. The two studies we review in the remainder of
this Subsection randomize the way the positions are advertised as opposed to the attributes of the
position. Ashraf et al (2019) collaborate with the Zambian government to recruit health workers
and randomize advertisement for the same position across sites. In some districts, this position
was advertised emphasizing the career opportunities associated with it, while in other districts
the advertisement highlighted the social importance of this job. The authors find that the
applicant pool of those who answered to the career-ad is both more qualified and more pro-
social. In other words, their findings do not support the crowding-out hypothesis. However, the
finding that higher wages attract a more talented but less intrinsically motivated pool of
applicants is highly context-dependent. Deserrano (2019) experimentally manipulates the
salience of expected earnings for health promoters in Uganda and shows that emphasizing the
lucrativeness of the position discourages pro-social workers from applying but increases the
number of applicants and the probability of filling the position. Overall, the empirical evidence
on the crowding-out hypothesis is mixed and it ultimately hinges on the correlation of personal

traits among applicants in each any given setting (Dal Bo et al, 2013).

Having discussed the contour of the public sector, its institutions, and the theoretical
consideration related to public sector jobs and incentives, in the next Chapter we document
several stylized facts on how the public sector recruits, retains and motivate its employees using

survey data.
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Chapter 2

2. Personnel economics of the State: Some stylized facts

In this chapter, we document several stylized facts of public sector jobs, comparing and
contrasting differences with private sector jobs. We describe the main patterns on how the public
sector recruits, retains and motivates its employees, relative to the private sector. We start
discussing the fundamental challenges that affect any public-private sector comparison due to the
non-random allocation of workers. We then focus on incentives schemes facing both public and
private sector employees and show that the structure of incentives differs across countries: in
some countries there is a public sector pay premium, while in other the public sector pay
differential is null or negative. In general, we find that the public-private pay differential varies
along the wage distribution, with a positive pay differential for low-skilled employees and a
negative pay gap for the high skilled. We also document the use of incentive pay based on
individual and team performance. While the heterogeneous and complex nature of public sector
jobs may account for such differences, we also discuss whether the existence of compensating
differentials in selected occupations may be consistent with the data. Working conditions differ
substantially between the public and private sector, not just because there are not many manual
jobs that involve heavy and routine tasks such as in manufacturing, but also because the services
that are delivered by the State are intended to improve the well-being of the recipients and may
increase the satisfaction of employees who associate their job with a social cause. Moreover,
while pay and promotions are important to attract and motivate employees in both sectors,
intrinsic motivation may play an important role in the quality of the services provided by the
public sector. We also discuss the role of public sector unions for pay differentials and collective
bargaining. Where unions are stronger they typically promote more egalitarian standards for
public sector employees, while earnings and careers are rigidly regulated by collective
agreements. Unions also are found to discourage performance appraisal schemes and the
introduction of performance-related-pay. Since the State is generally expected to be a fairer
employer, we investigate whether public sector employees are less exposed to various types of

discrimination, mobbing on the job and other obnoxious behaviors.
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In conclusion, we argue that the structure of public sector pay differentials along with the
administrative rules that govern career advancement and the functioning of internal labour
market have important implications for selection into the public sector and public service
delivery. A talented and motivated workforce is key to deliver high-quality public services and
any problem in attracting and retaining an adequate pool of applicants will negatively affect the
performance of the public sector. Our main results suggest that the structure of monetary
incentives in public sector jobs is far from optimal, and that large public-private sector pay
differentials (both across countries and along the skill distribution) may determine an adverse
selection of workers into the public sector and fail to attract the highly skilled employees that the
State necessitates to deliver high-quality services. Given the heterogeneous and complex nature
of public sector jobs, as well as the low power of monetary rewards to motivate employees,
personnel policies should be better designed to overcome contracting imperfections and poor
monitoring and to attract suitable and more productive individuals. For example, the traits and
behavior of individuals — such as intrinsic motivation and social skills — are important features of
public sector employees but the recruitment system currently used in most country do not
adequately value this. Moreover, the fact that public sector agencies tend to pay a premium to
low-skill employees, compared to the private sector, but fail to match the pay levels that highly
qualified workers obtain in the private sector can have an adverse effect in the ability of public

sector agencies to recruit and retain their most qualified employees.
2.1. Who is in the Public sector?

We start our analysis by describing who is in the public sector and the characteristics more likely
to be associated with public sector jobs, compared to private sector ones. We use data drawn
from two international surveys covering 28 European countries (6" European Working
Conditions Survey) and the United States (2" American Working Conditions Survey Data), both
fielded in 2015. We select workers aged between 20 and 60 employed in either the public or
private sector of the economy, while we exclude the self-employed and those employed in the
non-profit sector. As already shown in Chapter 1, the public sector generally attracts a larger
share of women, and employees are on average older compared to private sector ones. In Europe,
public employees tend to be more educated, while natives occupy a larger share. This is not the
case in the US, where non-white minorities occupy a larger share in the public sector. A higher

unionization rate in the public sector, which is twice as large as the private sector one, could also
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contribute to the observed pattern.* Finally, in Europe wages are higher in the public sector,
while the opposite occurs in the US. This has obvious implication for the attractiveness and
workforce composition of public sector jobs, which we investigate further in a later section.
Here, we assess the main determinants of the likelihood of being employed in the public or
private sector of the economy, and estimate a simple linear probability model where we regress a
public sector affiliation dummy on a vector of demographic characteristics and personality traits
proxying for individuals’ prosocial attitudes and their intrinsic motivation for doing “useful
work”. As shown in the review of the literature in chapter 1, there is evidence that people who
engage in pro-social behavior are also more likely to apply to public sector jobs in order to
contribute to a social cause, and that they receive an implicit reward, due to their “intrinsic
motivation” for doing useful work (Bénabou, and Tirole. 2006). In practice, we proxy for
individuals’ pro-social attitudes using information about time-use (i.e. hours per week) on
“voluntary or charitable activity” and “political or trade union activity”’; as well as, drawing
information on intrinsic motivation from a question asking the individual about the feeling of
“doing useful work”.?* While pro-social behavior and intrinsic motivation are often considered
as time-invariant and individual-specific determinants of public sector choice, in our surveys
these traits are recorded jointly with individuals’ public sector status, such that particular care
should be used in the interpretation of the empirical evidence. One reason for this is that
individuals may self-select, in the public and private sector, based on their unobserved
characteristics. For example, individuals may differ in risk aversion and preferences for leisure,
which may be correlated with job attributes such as job security or shorter working hours, which
in many countries characterize public sector jobs. Hence, due to confounding factors that may
affect the probability of being in the public (private) sector, our analysis cannot go beyond
simple conditional correlations. The main set of results is reported in table 2.1. We first compare

the US and Europe (col. 1 and 2), then examine differences across country clusters (col. 3 to 7),

21 1n the European Working Condition Survey there is no specific question about trade union status, therefore in the
final section of this chapter we resorted to the European Social Survey.

%2 |n the data the pro-social behavior variable refer to the answers to the general question: “In general, how often
(How many hours per week) are you involved in any of the following activities outside work?” with the following
sub-items: “A - Voluntary or charitable activity” - “B - Political/trade union activity”. The variable is computed as
the sum of the hours devoted to activities A+B. The intrinsic motivation variable is drawn from respondents’
answers to the question: “You have the feeling of doing useful work”, defined on a 5-items Likert-type scale
(ranging from ‘always’ to ‘never’).
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and finally take a closer look at Italy on its own (col. 8)?%. Our estimates suggest that, other
things equal, both in the US and in Europe women have a higher probability to join the public
sector. In Europe (and in Italy) older and more educated employees are more likely to be
employed in the public sector. Also being native-born raises the probability of working in the
public sector (particularly in Italy), while in the US non-natives have a higher probability
(though the coefficient is not statistically significant). Also, within Europe, the evidence across
country clusters confirms the above overall picture - i.e. public sector employees are mostly
women, native-born (except Nordic countries) and more educated.

To get a sense of how the probability of becoming a public sector employee, relative to working
in the private sector, varies across individuals’ attributes, we analyze the likelihood of being
employed in the public sector for different stylized individuals. In practice, using the above
estimates, we predict a propensity score - ranging from 1 to 100 - and profile individuals
according to their observable characteristics and behavioral traits. On average, the sorting of
individuals across the public and private sector according to their observable attributes appears
much more pronounced in Europe, with a higher score in Nordic countries and a lower one in
Mediterranean countries. In the US employees appear to be more evenly distributed between the
public and private sector. For example, in Europe a female, native-born and highly educated
(type A) has a score of 52 out of 100 of being a public sector employee, this score jumps to 69
when prosocial behavior and intrinsic motivation are above the median (type B). Conversely, a
male, low educated, native-born (type C) has only a score of 19 (out of 100), which drops to 7
when prosocial behavior and intrinsic motivation are below the median (type D). In the US, there
seems to be much less differentiation in the likelihood of becoming a public sector employee
across stylized individuals (i.e., comparing A/B with C/D types). An individual of type A (B) in
the US is characterized by a score of 56 (67), out of 100, while the likelihood of type C (D) to
become a public sector employee is 42 (30), also suggesting that prosocial behavior and intrinsic
motivation play a much smaller role in the US, compared to Europe. Thus, while we find that
prosocial behavioral traits and intrinsic motivation are positively correlated to public sector
affiliation in Europe, and only weakly correlated in the US, we also find a sizable heterogeneity

across countries.

28 \We identify 5 different clusters: Nordic, Continental, Anglo-Saxon, Mediterranean and Eastern (Esping-Andersen
1999).
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Table 2.1 — Determinants of  Public sector employment (US and Europe)

1) ) @) (4) (®) (6) () (8)
Anglo- Continental

VARIABLES us Europe Nordic Saxon Mediterranean Europe Eastern Italy
female 0.152*** 0.105*** 0.245*** 0.164*** 0.053** 0.093*** 0.100%*** 0.065*

[0.045] [0.013] [0.024] [0.002] [0.013] [0.008] [0.013] [0.034]
age 0.002 0.006*** 0.004 0.006* 0.010*** 0.004** 0.007*** 0.010***

[0.002] [0.001] [0.001] [0.001] [0.000] [0.001] [0.001] [0.002]
native -0.004 0.080*** -0.073** 0.070**= 0.143*** 0.073**= 0.081 0.114***

[0.072] [0.013] [0.009] [0.000] [0.010] [0.014] [0.114] [0.044]
white -0.078

[0.056]
married / with -0.031 0.015 0.001 0.059 0.013 -0.002 0.007 0.004
partner [0.045] [0.012] [0.011] [0.012] [0.011] [0.025] [0.022] [0.036]
years of -0.003 0.033*** 0.043** 0.029*** 0.034*** 0.032*** 0.039*** 0.045***
education [0.010] [0.002] [0.005] [0.000] [0.004] [0.005] [0.004] [0.007]
prosocial 0.007* 0.040%*** 0.025* 0.056** 0.024*** 0.042%** 0.050** 0.017
behavior [0.004] [0.005] [0.008] [0.001] [0.004] [0.005] [0.016] [0.022]
intrinsic 0.022 0.038*** 0.057** 0.030** 0.042* 0.025%*= 0.050%*** 0.064***
motivation [0.020] [0.006] [0.010] [0.001] [0.017] [0.004] [0.012] [0.017]
country FE no yes yes yes yes yes yes no
Observations 1,257 18,661 2,058 1,785 4,309 6,228 4,281 790
R-squared 0.041 0.122 0.152 0.127 0.140 0.104 0.123 0.157

Note: EWCS and AWCS data (2015 wave). Robust standard errors in parentheses (clustered by country) - *** p<0.01, ** p<0.05, * p<0.1
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Figure 2.1 shows the cross-country correlation between the public sector employment propensity
score and a synthetic indicator of prosocial behavior and intrinsic motivation®. The pattern across
countries shows a positive relationship, suggesting that in countries where commitment to societal
problems and motivation to do useful work is stronger also the propensity to work in the public
sector is higher. This is the case in Nordic countries that are positioned in the upper-right corner,
while the opposite occurs with Mediterranean and Eastern countries. Anglo-Saxon countries exhibit
a similar public sector propensity, though Ireland shows a higher prosocial behavior and intrinsic

motivation compared to the US.

Figure 2.1 — Prosocial, intrinsic motivation and public sector employment score
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The above evidence is particularly relevant for public sector recruitment criteria and public-private
pay differentials, as with pro-socially motivated workers the need to provide incentives to elicit an
optimal level of effort should be lower (since they should obtain part of their reward from their
work). A higher proportion of low intrinsically motivated individuals (the so-called “slackers”)
requires the State to design and implement a proper incentives system to align employees’ behavior
with public sector objectives. Given that financial incentives have a low power in the public sector,
then recruiting and promoting intrinsically-motivated individuals (the so-called “zealots™) through

properly designed personnel policies should be a public sector priority (Cameron, 2016). In the next

2 The synthetic indicator of prosocial behavior and intrinsic motivation is computed extracting the first component of a
factor analysis run on the simple indicators of “voluntary or charitable” and “political or trade union” activity as well as
“doing useful work”. The score has an overall mean of zero and a unitary standard deviation.
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section we examine the size and distribution of public-private sector pay differentials and to what

extent job quality attributes differ between public and private sector jobs.

2.2. Incentives, Pay and Performance-Related-Pay

Any comparison of public and private sector jobs faces the issue of the non-random selection of
employees across either sector. As shown in section 2.1, some characteristics — such as education or
gender — are important for individuals’ decision to search for a public or private sector job, as well
as for their pay level. Other individual traits — such as intrinsic motivation for public service, risk
aversion or talent — are also important, but generally are not readily observable and are not part of
public sector recruitment criteria. This mix of factors that influence both pay and sector choice,
jointly with unobservable traits, constitute a formidable challenge for any public-private sector
comparison in terms of pay and other sectors’ attributes. It is also important to stress that despite the
public and private sectors compete for labor services, job mobility between them is generally quite
small. This feature, with the only exception of some selected occupations, creates the conditions for
the existence (and persistence) of gaps in pay between the sectors. Conversely, where mobility is
higher, public and private sectors jobs are expected to be more alike driving the public sector pay
gap closer to zero, as each sector needs to match pay to attract suitable candidates for the job. In this
perspective, the reforms implemented in many countries, over the past decades, through
liberalizations, privatizations and outsourcing of public sector services was expected to encourage a
strong convergence in pay levels and working conditions across both sectors. In practice, the
alignment of public sector contractual arrangements to those of the private sector, as documented in
Chapter 1, produced quite different outcomes across countries: in some countries convergence was
mainly achieved in some public sector divisions, while in other countries the prerogatives of civil
servants remained unaltered and a large share of temporary jobs were added instead. In other words,
while mobility is an equalizing force between sectors, in those public sector jobs where mobility is
low, the existence of pay differentials can make public sector jobs relatively unattractive (or
attractive), and create problems in recruiting and retaining employees. Of course, as extensively
discussed in the previous sections, the difference between public and private sector jobs goes
beyond pay levels, covering many other aspects related to job attributes, working conditions and
pension rights (Postel-Vinay 2015). Hence being employed in a better-quality job, with higher
intrinsic motivation and deriving more satisfaction from the work done, could imply that
individuals are willing to trade-off some pay for the utility associated to some of the non-pecuniary
aspects of the job. Similarly, more risk-averse individuals may find job protection and regulated
career advancements particularly attractive and be inclined to sacrifice some pay for that. This
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implies that depending on the distribution of job amenities and pecuniary incentives, the

attractiveness of public sector jobs may change along the wage distribution.

In the reminder of this chapter, we document the distribution of pay levels and the structure of
incentives linked to productivity between the public and private sector, across European countries
and the US. Before turning to the results, however, a number of caveats and limitations of the
analysis need to be discussed. First, as discussed above, the analysis of public-private sector pay
differentials constitutes a big challenge due to the presence of multiple confounding factors
associated to institutional differences, selection on (un)observable traits, heterogeneity both across
and within countries, as well as across different public sector agencies. Second, our analysis uses
data collected at a specific point in time, which might hinder the external validity of our results with
respect to changes occurring over the business cycle and over periods of reforms. Bearing these
caveats in mind, in the empirical analysis that follows we use a rich cross-country survey data to
document public-private patterns in wages and working conditions controlling for workers’
observable characteristics. Of course, the robustness of our comparisons between public and private
sector employees will strongly depend on the quasi-random allocation of workers across sectors and

the validity of the CIA (conditional independence assumption).

We start by comparing the distribution of pay levels in the public and private sector in both Europe
and the US. Figure 2.2 plots the log of net (after tax) monthly wages separately for public and
private workers. The difference in median pay and dispersion between the two distributions is
striking. In Europe public sector jobs are characterized by (unconditional) higher pay levels and
substantially lower dispersion. Conversely, in the US pay levels are lower, on average, in the public
sector, and pay dispersion is also lower®. Next we investigate the extent to which differences in
wage-setting practices, contract types, recruitment modes and rules governing career advancements

are driving these public-private pay differential.

In order to quantify the pay gap between public and private jobs, we specify a standard wage
equation for the US and Europe — i.e. first pooling all countries together and then estimating

separate regression for country cluster (c):

Yic = @ + B.Public;. + X';.6. + 0, + & (1)

% The standard deviation of log wages in European countries is generally lower in the public sector, ranging from 0.3 to
0.6, while in the private sector it ranges from 0.4 to 0.7. In percentage terms, log wage dispersion is approximately 6 to
15 percent higher in the private sector. In Italy the difference in pay dispersion across sectors is remarkable (0.5 in the
private sector and 0.36 in the public sector — i.e. 14% difference). Easter European countries are an exception, since pay
dispersion is often larger in the public sector relative to the private. In the US log wage dispersion is much higher
(around 0.9-1.0) and there is not a statistically significant difference across sectors.
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where subscript i denotes the employee and c¢ the country cluster (i.e. US or Europe). Given the
significant heterogeneity in the institutional setting across European countries, we always include a

set of country fixed-effects ... In all regressions we use sampling weights and cluster the standard

errors by country26. Our variable of interest is Public which identifies employees’ public sector
affiliation, while X’;. is a vector of individual characteristics and job attributes (e.g. gender, age,
citizenship, education, part-time, type of contract, main occupation and industry dummies)®’.
Moreover, since the differences in public sector outcomes (y;.) may not be fully accounted by
additive effects, we also estimate separate equations by country cluster. We first estimate a simple
unconditional public-private (log) wage differential and then we add standard controls to investigate
the extent to which (observable) characteristics matter when comparing public and private sector

jobs.

Figure 2.2 — Public and private sector pay distribution
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The main results of the estimated public-private sector pay gap (B.), for the US and European
countries, respectively, are reported in Figure 2.3 (full estimates are reported in Tables A2a and

A2b in the Appendix). The baseline specification (row 1) only includes a public sector dummy and

% We consider errors independent across countries but correlated within them, thus to avoid that standard errors
overstate estimator precision we cluster errors by country. However, given the small number of countries in our sample,
we incur in the “few” cluster case that can make clustering of errors counterproductive (Angrist and Pischke, 2009). In
this context, we take a conservative approach and refer to the rule-of-thumb discussed in Cameron and Miller (2015)
considering the number of countries (clusters) to be a border case (i.e. between 20 and 50 clusters). In a sensitivity
check we replicate our results with robust standard errors, and find that our estimated parameters greatly improve in
precision (results not reported are available with the authors).
" We adopt a parsimonious specification controlling for basic Mincerian controls. In selected regression we also
augment the specification with organization’s size, results are qualitatively similar though sometime point estimates are
less precise.
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country fixed-effects, we then add standard demographic, job attributes, industry and occupational
dummies (row 2), finally we implement a matching estimator and stratify estimates on the
propensity score (as estimated in section 2.1.).

Figure 2.3 — Public and private sector pay gap
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Source: AWCS and EWCS data. See Table A2 in the appendix for controls included
and SE clustering.

The baseline estimated public sector pay gap is positive in European countries (10 percent) and
negative in the US (-36 percent). Conditioning on a basic set of covariates or on the propensity
score, the public sector pay differential in Europe (in the pooled regression) halves and becomes
only marginally statistically significant (p-value 0.10), suggesting that part of the unconditional pay
differential is explained by the different endowments of public sector employees, in terms of
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demographic characteristics and job attributes (Fig. 2.3, panel a)). Similarly, in the US, adding
controls reduces the estimated public sector pay gap that remains negative and statistically
significant (Fig. 2.3, panel b)). Differentiating the public sector pay gap by gender we find a
positive and statistically significant effect for women when employed in the public sector (10
percent in EU, p-value 0.005; and 27 percent in US, p-value 0.10), which only partially
compensates for the female pay gap which remains still negative?®. The European pay differential
may, however, mask heterogeneity across countries. In this respect, following an established
literature on welfare regimes, we identify five different clusters in Europe (Nordic, Continental,
Anglo-Saxon, Mediterranean and Eastern) and replicate the estimation of the public-private sector
pay differentials separately by clusters (Esping-Andersen 1999)*°. As shown in Figure 2.3 panel c),
we detect substantial heterogeneity in the public-private sector pay gap across European country
clusters, with a negative pay gap in Nordic (not statistically significant) and Eastern countries and a
positive pay gap in Anglo-Saxon (p-value 0.07), Mediterranean, and Continental countries. While
the above results may still conceal substantial unobserved heterogeneity, the observed patterns are
intriguing suggesting that — under the assumption that public sector jobs are comparable across
countries — in some countries public sector employees are paid more than comparable private sector
while in others the reverse seems to be true. We investigate what this implies in terms of
recruitment and performance of public sector employees later in this chapter. Here, we also explore
another dimension of the structure of the public-private pay gaps, which is associated with the mix
of services that it delivers. As discussed in Chapter 1, the vast majority of public sector workers are
employed in specific services, typically healthcare, education, central government and other local
services. This implies that different features of personnel policy — such as how public sector
employees are recruited, how their career path unfolds and the pay levels they receive —, may differ
when teachers, nurses, doctors, policemen or public administrators are considered. In our analysis,
we identify four broad areas for public sector services, namely: education, healthcare and central
administration, while we regroup all other services in a residual category. In practice, to
disentangle the public sector pay gap across education, healthcare, central administration and
residual public sector services, we interact our public sector dummy with the specific public service,

keeping comparable private sector employees in each service as the reference group.

The main findings of this exercise are reported in Figure 2.4 and document a positive public sector
differential in the healthcare (11 percent) and education services (15 percent) in Europe, and a

negative differential, though not statistically significant, in the US. Both in Europe and in the US,

%8 To preserve space, we do not report the estimates by gender and other characteristics. The latter are available with the
authors upon request.

2 Results by country clusters are obtained using our preferred specification with a public sector dummy and a set of
individual and job controls.
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the public sector pay gap for central administration appears to be imprecisely estimated, probably
due to the low comparability with private sector employees, while residual public services show a

negative pay gap, which is not statistically significant in Europe.

The existence of a positive or negative pay differential between the public and the private sector has
significant implications for the ability of the State to recruit and retain its employees. While so far
the analysis of the public-private pay differential has been mainly framed around the ‘typical’
public sector employee relative to a (statistically) comparable private-sector counterpart, the focus
on the average employee is likely to be misleading in light of the wide range of skills employed in
the public sector. Simply focusing on healthcare service, the type of skills that are required to run
local health services, hospitals, maternity wards, pharmacy, etc. typically involve a wide range of
occupations from nurses to technicians, from physicians to scientist, as well as administrative staff,

which the public and private sector have to recruit on the market.

Figure 2.4 — Healthcare, Education and Public Administration pay gap (Europe and US)
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Source: AWCS and EWCS data. The reference category for each service is given by
comparable private sector employees. See Table A2 in the appendix for controls
included and SE clustering.

A similar example could be education, with porters, teachers, school principals, university
professors and researchers. In other words, if the public sector pays a higher wage to all its
employees is probably able to attract and retain the best teachers, doctors and managers. However,
when the distribution of pay is different across the public and private sector, the relative changes in
the pay differentials along the distribution are likely to affect labor supply decisions and the sorting
of employees between the two sectors. For example, if pay dispersion is larger in the private relative

to the public sector (as it was shown in section 2.1.), high skilled employees may be reluctant to
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apply to public sector jobs, or may be tempted to leave and move to private sector jobs; while the
reverse would apply to low skilled workers. Due to the presence of high unionization rates,
collective bargaining and affirmative action policies against discrimination, in general public sector
jobs pay higher wages to low skilled employees, while the public-private pay gap is often negative
for the high skilled®. We show this in Figure 2.5, starting from a simple Roy model where we
compare the pay progression over the skill distribution in the public and the private sector (Borjas
2002). Different regimes are possible depending on the distribution of relative pay across the
sectors. We start from the case described in Figure 2.5, where lower pay dispersion in the public
sector implies a flatter pay profile over the employees’ skill distribution, relative to the private
sector, and a positive (negative) public sector pay gap at the bottom (top) of the skill distribution. In
this context, the private sector is relatively unattractive to low skilled (low pay) employees since,
due to the higher pay dispersion, wage levels are lower relative to a comparable public sector job.
Hence, while a low skilled employee is more likely to apply to a public sector job, a high skilled
employee would be better off in the private sector. This scenario in the Roy model is defined
“negative hierarchical sorting” and is particularly unattractive for the public sector. Another regime
could be the absence of sorting, when competition in the labour market drives the public and private
sector pay differential to zero all along the distribution and the two schedules perfectly overlap.
Finally, the “positive hierarchical sorting” regime, mirrors the one reported in Figure 2.5 with
beneficial effects in the ability of the public sector to recruit and retain high skilled and high ability

employees.

Figure 2.5 — Public-private sector pay differentials along the skill distribution
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% Note that besides institutional factors, the presence of monopsony power or discrimination in the private sector may
contribute to a higher overall dispersion, particularly at the bottom of the pay distribution. This is less likely to be the
case in the public sector, which is considered to be a non-discriminating and ‘fair’ employer.
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Figure 2.6 — Public-private sector pay gap in Europe and the United States — by public service

(healthcare, education, central administration, residual)
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Source: AWCS and EWCS data. Each regression controls for broad industry fixed-effects.

In the rest of this section, we test the above hypotheses estimating the sign and magnitude of the
public-private pay differential along the (conditional) pay distribution. In particular, we estimate
equation (1), with quantile regression methods, and analyze the pattern of public-private sector pay

gap (B) at each decile of the distribution (J=1 to 9), respectively for the US and Europe.
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The main set of results are shown in Figure 2.6, where we report the estimated public-private sector
pay gap at different deciles of the wage distribution (continuous line), jointly with confidence

intervals (light gray lines) and the OLS estimate.

In particular, in panel a) we pool all European countries, in panel ¢) results for the US are shown,
while in panel b) and d) we analyze the pay gap by single public sector service, for Europe and the
US respectively. The pattern of public sector pay differentials along the skill distribution (panel a))
confirms an established empirical regularity, common to a number of European countries, in which
public sector jobs pay higher wages compared to private sector employees, with a larger gap for low
skilled employees which progressively decreases for the more skilled and even turns negative (and
statistically significant) at top deciles (Campos et al. 2017, De Palo et al. 2013). Comparable results
are obtained when the different country clusters are analyzed separately, though only the extreme
quantiles are statistically different from the OLS estimates (see Figure Al in the Appendix). When
we investigate the public sector pay gap across different services (panel b)) in Europe, a similar
overall pattern is detected, though point estimates are less precise and, with the only exception of
the central administration, pay differentials along the skill distribution are not statistically different
from OLS estimates. Consistently with previous estimates, a different pattern is detected instead for
the US, where the public sector pay differential is negative and essentially flat over the skill
distribution (panel c)), with the only exception of the central administration which shows the

standard negative slope, but always negative (panel d)).

The bottom line, given the observed structure of pay incentives, is that personnel policies in the
public sector in Europe may face problems in the recruitment and retention of highly skilled
employees, while low skilled employees will find the public-sector pay gain highly attractive. In the
US, instead, the negative pay gap may imply the difficulty of recruiting high ability workers along
the whole skill distribution. One explanation for the observed patterns is that high skilled public
sector employees being in general more (intrinsically) motivated are expected to trade pay with the
benefits associated with the prosocial aspect of their job. In other words, under this hypothesis, the
gap in pay at the top of the skill distribution in public sector jobs would be matched by a steeper
gradient in motivation such that the distribution of amenities compensates the pecuniary
disadvantage. We tested this hypothesis estimating a simple correlation between wage levels along
the skill distribution and our measure of (intrinsic) motivation for public and private sector
employees. We found no evidence of a different correlation between motivation and wages in the
public sector compared to the private sector, suggesting that other factors must play a role in

attracting highly skilled employees to public sector jobs. This is what we do next. In the next
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sections, we investigate the role of performance-related-pay and working conditions in public

relative to private sector jobs.

2.3. Performance appraisal, monitoring
Public and private sectors differ significantly in the adoption of performance-related pay systems. In
Table 2.3 we report the relative frequency of performance-related pay systems in different European
regions and in the US.*! There is a striking difference between the two sides of the Atlantic: in US
two out of three workers are exposed to some performance-related pay scheme, while in Europe it is
one out of four. The main difference between the two continents derives from the exposure to the
diffusion of individual performance schemes. While we ignore the fraction of variable pay over the
entire remuneration, it definitely implies the need for monitoring individual performance. In the
previous chapter, we have argued that performance measurement is more complex in services where
individual interactions are crucial (like education or health): this may explain why in the public
sector performance-related pay schemes are less frequent. In addition, there is also a significant
variation across European regions: continental Europe (including UK and Ireland) and the
Mediterranean area are characterized by the lowest diffusion of performance-related pay scheme,
especially in the public sector, where only one out of ten workers is exposed to monetary incentives.
The low diffusion of incentive schemes calls for alternative instruments to elicit the appropriate

level of effort and commitment from workers.

One may argue that the adoption of performance-related schemes may be driven by compositional
effects, including company size. In Table 2.4 and Figure 2.7 report the estimated probability
differential between the public and private sector for each incentive scheme, controlling for
observable characteristics including company size. The table shows that the size is more relevant
for the introduction of company-performance incentive schemes, which however are less frequent
in public sector organizations, where profits are harder to define and/or more difficult to measure.
When taking into account compositional effects, the probability difference between private and
public sectors increases to 20 percent in Europe (column 4 of Table 2.4) while it is not statistically

different from zero in the case of US.

® The information reported in Table 2.3 is obtained from the answers to the following questions: “Thinking about your
earnings from your main job, what do they include? f) Payments based on your individual performance; g) Payments
based on the performance of your team/working group/department; h) Payments based on the overall performance of
the company (profit-sharing scheme) where you work + i) Income from shares in the company you work for” (question
101 for EWCS, EF7 for AWCS).
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Table 2.3 — Public-private differential in performance related pay — 2015 - percent

individual team/working Cgrljgfr%nce an erformance
group/ department P . y P
performance performance and/or profit | related pay
sharing
private  public private  public private  public |private  public
Nordic 0.23 0.22 0.15 0.04 0.27 0.04 0.43 0.25
Anglo-Saxon 0.16 0.08 0.11 0.03 0.20 0.04 0.30 0.10

Mediterranean 0.08 0.10 0.05 0.05 0.06 0.04 0.13 0.12
Continental Europe 0.16 0.08 0.09 0.04 0.19 0.06 0.30 0.12
Eastern Europe 0.24 0.20 0.15 0.11 0.16 0.10 0.35 0.28

Europe 0.17 0.14 0.10 0.06 0.16 0.06 0.28 0.18

United States 0.51 0.56 0.13 0.06 0.23 0.09 0.67 0.61

Figure 2.7 — Performance related pay and union presence
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One possible explanation of these different trends across sector may be related to union presence,
which will be discussed in a sequent section. From column 5 of Table 2.5 we notice that the
public/private differential in union presence is negligible in US, while it is significant in the case of

Europe.*

¥ The measures of union presence in the two regions are not strictly comparable. In the case of Europe we are using the
answer to the question “Does the following exist at your company or organization ? a) Trade union, works council or a
similar committee representing employees?” (question Q7la in EWCS), thus proxying the union coverage,
independently from individual membership. On the contrary, in the case of US we use the question “Are you a member
of a labor union or of an employee association similar to a union?” (question N7 in AWCS), which refers to individual
incentives to membership. In a sequent section 2.5 we compare membership rates.
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Table 2.4 - Public-private differential in performance related pay — 2015 — linear probability

1 2 3 4 5
company an
individual  group performance y union
.. performance
performance performance and/or profit presence
) related pay
sharing
Europe
public-private -0.077***  -0.077***  -0.187***  -0.194***  (.241***
[0.017] [0.012] [0.035] [0.033] [0.033]
company size(000)  0.240*** 0.251*** 0.468*** 0.560*** 1.389***
[0.042] [0.038] [0.101] [0.096] [0.099]
United States
public-private 0.046 -0.071** -0.121***  -0.054 0.057
[0.045] [0.028] [0.042] [0.044] [0.038]
company size(000)  0.108 0.094** 0.277*** 0.197*** 0.195%**
[0.076] [0.040] [0.061] [0.074] [0.058]

Robust standard errors in brackets (clustered by countries in case of Europe) - *** p<0.01,
** p<0.05, * p<0.1 - Each regression controls for gender, age, years of education, being born
abroad, being white (in case of US) and country fixed effect (in case of Europe).

2.4. Job Quality and Working Conditions

Previous evidence regarding compensation in the public sector vis a vis the private one suggests the
presence of a trade-off between quality of the job and earnings. Potential workers could be induced
to enter the public sector attracted by greater motivation and/or greater autonomy in the execution
of their tasks. In order to test such a claim, we have investigated the existence of differences in the
perceptions of the interviewees. Table 2.5 reports the conditional mean differences in perceptions
between public and private sector jobs over several dimensions of working conditions.®* The
general picture is that working conditions are perceived as significantly different, at least in Europe.
Starting with work satisfaction®, the interviewees express comparable levels of satisfaction with
respect to workplace conditions on both sides of the Atlantic (column 1 of Table 2.5). This

indifference condition arises from the combination of contradictory feelings: on the one had

¥ Each coefficient is estimated on weighed observations, controlling for gender, age, years of education, being born
abroad, being white (in case of US) and country fixed effect (in case of Europe). It therefore represents the “pure” effect
of being employed in the public sector, net of compositional effects of the labour force and of country specificities.

* The question is “On the whole, how satisfied are you with the working conditions in your main paid job?” (question
Q88 in EWCS, Q76 in AWCS).

72



workers enjoy the more relaxed work pace,® which is compatible with better work-life balance®; in
addition public employees appreciate the greater level of autonomy®’ in executing their tasks and a
lower level of routinization. On the other hand, public employees lament a lower level of
involvement® in decision making in the work place. These results suggest that the frustration of
being given responsibility in the execution of tasks without having a say in the overall organization,
often regulated in a bureaucratic mode, may result in higher levels of dissatisfaction among public-
sector workers. The intrinsic motivation does also distinguish differentiate public from private
employees, with the former expressing a feeling of social usefulness.* Possibly due to the
requirement of greater autonomy, public employees have a negative perception of the adequacy of
their level of skill.*> Nevertheless, they obtain more on-the-job training (approximately one more
day per year, with a sample mean of 2.5 days in the working population, and a mean of 6.4 among

those who obtained some training).*!

% Column 2 of Table 2.5 considers as outcome variable the answers to the question “Does your job involve working at
very high speed” (question Q49a in EWCS, Q45a in AWCS), while column 3 of the same Table reflects the question
“Does your job involve working to tight deadlines” (question Q49b in EWCS, Q45b in AWCS).

% Column 4 of Table 2.5 reports potential differences between public/private sector in answering to the question “In
general, do your working hours fit in with your family or social commitments outside work” (question Q44 in EWCS,
Q41 in AWCS).

%" The dependent variables of columns 5 and 6 of Table 2.5 correspond to the first two principal components extracted
from the following items: “Generally, does your main paid job involve: a) meeting precise quality standards; b)
assessing for yourself the quality of own work; c) solving unforeseen problems on your own; d) monotonous tasks; €)
complex tasks; f) learning new things” (question Q53 in EWCS, Q49 in AWCS) . The explained variances are 35% and
18% in the European sample, while in the American sample only one component emerges explaining 30% of the
variance. The first component (‘“autonomy”) is mostly correlated with items b-c-e-f, while the second one (“routine™)
has positive loadings from item a-d.

% Column 7 of Table 2.5 identifies the first principal component extracted from the following items: “For each of the
following statements, please select the response which best describes your work situation: ¢) you are consulted before
work objectives are set; d) you are involved in improving work organization or work processes of your department or
organization; e) you have a say in the choice of working partners; f) you can take a break when you wish” (question
Q61 in EWCS, Q49 in AWCS). The variance explained is 53% in EWCS and 59% in AWCS.

% Column 8 considers as the outcome the answer to the question “You have the feeling of doing useful work” (question
Q61J in EWCS, similar wording in question N3F in AWCS). In the American sample we also explored the potential
differences in the first component extracted from the following items (question N3): “In general how often does your
work provide you with the following? a) opportunities to fully use talents; b) make positive impact on community/
society; c) sense of personal accomplishment; d) goals to aspire to; e) satisfaction of work well done; f) feeling of doing
useful work”, but we could not find any statistically significant difference between sectors (see column 9).

0 The perception analysed in column 10 of Table 2.5 is derived from the answer to the question “Which of the
following statements would best describe your skills in your own work? 1) | need further training to cope well with my
duties; 2) My present skills correspond well with my duties; 3) I have the skills to cope with more demanding duties”
(question Q64 of EWCS). Similar wording in Q61 of AWCS: “Which of the following alternatives would best describe
your skills in your own work? 1) | need further training to cope well with my duties; 2) | am currently acquiring the
skills needed (or learning them on the job); 3) My present skills correspond well with my duties; 4) | have the skills to
cope with more demanding duties”.

1 Column 11 of Table 2.5 considers the answer to the following question: “Over the past 12 months, how many days in
total did you spend in training paid for or provided by your employer?” (question Q66 in EWCS — in the American
sample there is only information on the type of training — question Q61 in AWCS).
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Table 2.5 — Public-private differential in job quality and working conditions — 2015 - OLS

1 2 3 4 5 6 7 8 9 10 11
autonomy  routine involve doing meaning adequate  training
wo_rk . vyorkmg t'ght. conciliation |[1st factor [1st factor ment useful fulness [1st | skill [d"%ys of
satisfaction |high speed deadlines [scale 1-4] mean 0 mean 0 [1st factor work factor [scale 1-3 training
[scale 1-4] | [scale 1-7] [scale 1-7] sd 1] sd 1] mean 0 [scale 1-5] mean 0 for EU 1-4 last 12
sd 1] sd 1] for US] months]
Europe
0.041 -0.41***  -0.43***  0.086*** 0.096***  -0.18***  -0.06*** |0.167*** -0.08***  1.357***
public-private
[0.025] [0.067] [0.067] [0.015] [0.026] [0.037] [0.021] [0.028] [0.019] [0.170]
United States
blicoori -0.009 -0.025 0.012 0.041 -0.158* -0.17** 0.125 0.102 -0.128*
public-private
[0.058] [0.161] [0.167] [0.070] [0.091] [0.079] [0.113] [0.094] [0.070]

Robust standard errors in brackets (clustered by countries in case of Europe) - *** p<0.01, ** p<0.05, * p<0.1 - Each regression controls for gender, age, years of
education, being born abroad, being white (in case of US) and country fixed effect (in case of Europe).
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2.4.1. Employment prospects and absenteeism
Despite the frustration of not being given more decision-making power, public employees enjoy
better employment prospects. In Table 2.6 we examine contract length. While permanent contracts
are slightly more frequent in the public sector (85% against 81%), this is not common across all
European countries. In the Mediterranean area, where some countries experienced fiscal crisis
(Greece, Portugal and to some extent Italy), permanent contracts were replaced by temporary ones

that have the advantage of introducing greater flexibility in the government budget.

However, worker perceptions remain different between sectors. In Table 2.7 we consider
expectations with respect to the future. Despite the absence statistical differences in the probability
of obtaining a permanent contract (column 1 of Table 2.7), public jobs are characterized by stronger
job security (at least in Europe) and better prospects in terms of employability. Nevertheless, public
sector employees may feel “trapped” by the warm glove of the Public Administration, which offer
limited possibilities of career advancement.* In facts, while they are less concerned about the risk
of losing their jobs in the short-run, expecting to be able to recycle themselves into a different
occupation, their career paths are typically based on seniority and not on competences and merit. In
order to reconcile these perceptions with a prospect of limited career advancement within their
workplace, one gets the impression that public employees perceive the labour market as clearly
segmented by sectors: once a worker enters the public sector, she gradually loses connection to the
labour market in the private one. Networking, standards of performance, promotions, everything
occurs according to internal labour market norms, and the worker gets more and more used to a
different work organization, thus making the transition between sectors for career promotion less
and less likely. There are additional advantages in self-sorting into the public sector. Public
employees, net of compositional effects, work approximately 1.7 hours less per week.*
Interestingly enough, European public workers are satisfied with their current working hours, while
their American counterparts would like to work almost an additional hour (though marginally

insignificant).**

2 Column 1 of Table 2.7 estimates a linear probability model where the dependent variable is one in presence of a
permanent contract. Columns 2 to 4 analyze the answers to the following statements: “To what extent do you agree or
disagree with the following statements about your job? g) | might lose my job in the next 6 months; h) If | were to lose
or quit my current job, it would be easy for me to find a job of similar salary; b) My job offers good prospects for career
advancement” (question Q89 in EWCS, Q77 in AWCS).

* See column 5 of Table 2.7, using as dependent variable the answer to the question “How many hours per week do
you usually work in your main paid job?” (question Q24 in EWCS, Q18 in AWCS). Sample means (standard
deviations) are 36.54 (10.72) in Europe and 40.25 (11.05) in the US.

* The dependent variable in column 6 of Table 2.7 is the difference between desired and actual hours, the former
obtained from the answer to the following question: “Provided that you could make a free choice regarding your
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Table 2.6 — Type of employment contract — Europe 2015

Europe public sector by region

private public Total Nordic Anglo-  Mediter  Continental Eastern

sector sector Saxon ranean Europe Europe
Contract of unlimited duration (UK:permanent) 81.73 85.68 82.82 85.37 88.02 82.57 85.62 86.93
Contract of limited duration (UK: fixed-term) 11.52 10.98 11.37 12.95 5.53 14.50 11.17 11.49

A temporary employment agency contract  1.71 0.82 147 0.90 2.13 0.73 0.44 0.26
An apprenticeship or other training scheme 0.48 0.23 0.42 0.00 0.05 0.32 0.23 0.42

No contract 3.52 1.22 2.88 0.48 1.68 0.96 1.86 0.16
Other (spontaneous) 1.04 1.07 1.05 0.29 2.59 0.92 0.68 0.73
Total 100 100 100 100 100 100 100 100

“What kind of employment contract do you have in your main paid job?” Q11 in EWCS

European public employees appear to enjoy greater freedom in terms of sick leave from work: if we
proxy potential absenteeism with the number of days of absence for health reasons, we find that
European public employees take a one-and-a-half day longer sick leave compared to their private-
sector counterparts, while there is no statistical difference among sectors in the case of the US.*

Table 2.7 — Public-private differential in employment prospects and absenteeism — 2015 - OLS

1 2 3 4 5 6 7 8 9
permanent p;gcewed career finding worked desired- aid  sick paid
contract L nsecurit prospects  another job hours worked absenteism ga s vacation

, scale 1- scale 1- ours ays
0.1 lsoale 1_% le 1-5 le 1-5 h 4 d
Europe

public-private  -0.001  0.224*** (0.101*** 0.207*** | 1.690*** (.232 0.004**
[0.016] [0.056] [0.033] [0.057] |[0.275] [0.175]  [0.001]

United States

public-private 0.114 0.048 -0.19 -0.687 1.454 -0.002 -2.292  0.963
[0.111] [0.131] [0.116] |[0.972] [0.996] [0.010] [3.637] [2.390]

Robust standard errors in brackets (clustered by countries in case of Europe) - *** p<0.01, ** p<0.05, * p<0.1 - Each regression
controls for gender, age, years of education, being born abroad, being white (in case of US) and country fixed effect (in case of
Europe).

There is significant regional variation in the number of sick leave, as it can be observed from Table

2.8. What is surprising is that across all Europe public employees tend to be more absent, whereas

working hours and taking into account the need to earn a living: how many hours per week would you prefer to work in
total?” (question Q25 in EWCS, Q19 in AWCS). Sample means (standard deviations) are 35.38 (9.17) in Europe and
39.19 (10.65) in the US. Thus all workers would aspire to a reduction of working hours: the unconditional difference
between desired and actual hours is negative for both Europeans (-1.16) and North Americans (-1.05).

* The proxy for absenteeism (column 7 in Table 2.7) is computed by normalizing to 365 the answers to the
corresponding question: “Over the past 12 months how many days in total were you absent from work due to sick leave
or for health-related reasons?” (question Q82 in EWCS, Q72 in AWCS).
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the opposite situation applies to the US.* This is likely to reflect differences in union power across

the two continents.

Table 2.8 — Mean days of absence for health reasons — 2015

private  public

Nordic 7.1 8.4
Anglo-Saxon 4.4 7.1
Mediterranean 3.9 6.4
Continental Europe 7.9 8.2
Eastern Europe 3.8 5.6
Europe 5.8 7.2
United States 6.1 5.2

2.5. The State as a fair employer: Discrimination and obnoxious behaviors

There is another dimension along which it may be desirable to obtain a public job: the fairness of
the public employer. At least in principle, access to public jobs and subsequent career development
are regulated through public competitions, while there is more discretion in the behavior of private
employers. The additional the role played by unions should prevent discriminatory behavior in work

organization (e.g., pay, hours, holidays, shifts, training).

Despite these differences in employer attitudes, the perceptions of the workers do not seem
consistent with them. To capture these perceptions, we have summarized answers to different items
using principal component analysis, and we have reported the conditional differences in Table 2.9.
Starting with collaborative attitudes between managers and executive workers, we show that
European public employees lament less cooperative environment compared to the perceptions of

private employees, but the difference is statistically insignificant.*’ This seems not appear to be

*® This may be due to the lower number of paid sick-leave available to public employees. The answer to the question
NS5A in AWCS “How many days of paid sick time are you given each year?” yields an unconditional mean of 15.4 for
the private and 12.9 for the public sector. This difference is emphasized when controlling for compositional effects (see
column 8 of Table 2.7). No noticeable differences are encountered with respect to paid vacation days, totaling 19.9 and
20.7 days respectively for private and public (see column 9 of Table 2.7). No corresponding information is available in
the EWCS.

*" The variable “cooperation” (column 1 in Table 2.9) is the first component extracted from the agreement/disagreement
statements in the following questions: “The next questions are about your workplace. To what extent do you agree or
disagree with the following statements? a) employees are appreciated when they have done a good job; b) the
management trusts the employees to do their work well; ¢) conflicts are resolved in a fair way; d) the work is distributed
fairly; e) there is good cooperation between you and your colleagues; f) in general, employees trust management”
(question Q70 in EWCS, Q61 in AWCS). The first component explains 60% of the variance in both samples and all
factor loading are positive.
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driven by their personal relationship with their bosses, since this dimension seems not differ among
sector.*® Despite female bosses being more frequent in the public sector (and especially in
Europe),*® this does not seem to produce perceivable differences in the perceptions of employer

fairness across sectors (see table 10).

Table 2.9 — Public-private differential in future prospects and absenteeism — 2015 — OLS

1 2 3 4 5
cooperation  respect female boss  discrimination harassment
Europe

public-private -0.018 0.029 0.136*** -0.009 0.209***

[0.031]] [0.037] [0.016] [0.025]  [0.039]

United States

public-private 0.138 0.128 0.02 0.218** -0.068
[0.089] [0.092] [0.041] [0.090] [0.085]

Robust standard errors in brackets (clustered by countries in case of Europe) - *** p<0.01, ** p<0.05, * p<0.1 - Each regression controls for gender,
age, years of education, being born abroad, being white (in case of US) and country fixed effect (in case of Europe).

Table 2.10 — Your immediate boss is a woman (2015) — percent

private  public

Nordic 30.84 62.76
Anglo-Saxon 30.96 58.51
Mediterranean 27.54 40.48
Continental Europe 25.56 42.52
Eastern Europe 28.97 47.77
Europe 27.62 47.63
United States 34.64 40.88

On the contrary, American workers perceive public sector employers as more discriminating than

their private-sector counterpart.® This is confirmed when looking at Table 2.11, we notice that

*® The variable “respect” (column 2 in Table 2.9) is the first component extracted from the agreement/disagreement
statements in the following questions: “To what extent do you agree or disagree with the following statements? Your
immediate boss: a) respects you as a person; b) gives you praise and recognition when you do a good job; c) is
successful in getting people to work together; d) is helpful in getting the job done; e) provides useful feedback on your
work; f) encourages and supports your development” (question Q63 in EWCS, Q58 in AWCS). The first component
explains 65% of the variance in the European sample and 57% in the American sample, and all factor loading are
positive.

" See column 3 of Table 2.9 and descriptive statistics in Table 2.10. Underlying questions are Q62 in EWCS, Q59 in
AWCS.

% The variable “discrimination” (column 4 in Table 2.9) is the first component extracted from positive answers to the
following items: “Over the past 12 months at work, have you been subjected to any of the following? a) age
discrimination; b) discrimination linked to race, ethnic background or colour; c) discrimination linked to nationality; d)
discrimination on the basis of your sex; e) discrimination linked to religion; f) discrimination linked to disability; g)
discrimination linked to sexual orientation” (questionQ72 in EWCS — similar wording in question Q65 in AWCS “Over
the past 12 months, have you been treated less favorably at work on the grounds of your...?”"). The first component
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discrimination in the labour market is a serious problem in the US, where at least one out of 12
workers reports episodes of discrimination, at a double rate in the public sector, while this occurs at
a much lower rate in Europe. On the contrary, the European labour market seems characterised by a
higher prevalence of obnoxious attitudes, especially in the public sector, as recognizable in Table
2.12.°" However the types of harassment are different among the two continents: threats and

humiliating behavior seem dominant in the US, while verbal abuse largely dominates in Europe.

Table 2.11 — Episodes of discrimination occurred in the last year — 2015 - percent

United States Europe

private  public |private  public
age 3.61 8.05 2.98 3.06
race/ethnicity/colour 4,50 5.39 1.87 1.48
nationality 3.08 5.62 1.90 1.09
sex 421 8.58 1.90 2.72
religion 2.83 7.42 0.93 0.66
disability 3.64 8.17 0.84 1.31
sexual orientation 2.59 7.20 0.69 0.39

Table 2.12 — Episodes of harassment occurred in the last month or year — 2015 - percent

United States Europe

private  public |private  public
verbal abuse - last month 4.90 5.33 10.30 18.31
unwanted sexual attention - last month  9.16 5.91 1.76 1.64
threats - last month 6.07 8.95 3.78 7.97
humiliating behavior - last month 8.06 6.86 5.57 6.83
physical violence - last year 6.74 3.97 1.32 4,53
bullying/harassment - last year 3.48 474 5.07 6.63
sexual harassment - last year 7.09 3.64 0.80 0.82

Overall, there is no clear evidence that a public employer ensures a fairer environment. Cooperation

in the workplace is even lower in the public sector, and discrimination or obnoxious attitudes appear

explains 37% of the variance in the European sample and 58% in the American sample, and all factor loadings are
positive.

*! See also column 5 of Table 2.9, where the dependent variable “harassment” is the first component extracted from
positive answers to the following items: “Over the last month, during the course of your work have you been subjected
to any of the following? a) verbal abuse; b) unwanted sexual attention; c) threats; d) humiliating behaviours” (question
Q80 in EWCS, Q70 in AWCS) and “And over the past 12 months, during the course of your work have you been
subjected to any of the following? a) physical violence; b) sexual harassment; c¢) bullying / harassment” (Q81 in EWCS,
Q71 in AWCS). The first component explains 38% of the variance in the European sample and 39% in the American
sample, and all factor loadings are positive.
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to be quite prevalent. The discontent of public workers may be influenced by prevailing work
organization that gives them more autonomy but no decision power, leaving them to be

subordinates of their immediate bosses.

2.5. Unions and Collective bargaining

A further dimension that characterizes public versus private-sector employees is unionization.
Unfortunately, this information is not available in EWCS at the individual level, and we have been
forced to rely on a different survey, the European Social Survey (ESS), which was fielded in
2016.°2 The ESS initially covered only a subset of European countries and aims at investigating
opinions and societal values. It contains a rich set of background information, among which
whether the interviewee has been or currently is member of a worker union. By using the same
sample selection rules as we did for the EWCS (i.e., dependent employee, aged between 20 and 60,
excluding agriculture and extraterritorial organisations) we are able to compute membership rates

by sectors, reported in Table 2.13.

There is significant variation across countries in membership rates. The highest values are obtained
in Nordic countries, where union membership is associated with unemployment insurance in the
labour market (the so-called Ghent system — see Boeri et al. 2001). In the rest of Europe, the
membership rate has declined to levels that are currently comparable with Anglo-Saxon countries,
but they were much higher as it can be appreciated by looking at the right panel of Table 2.13.

In all countries, the union membership in the public sector exceeds the corresponding rate in the
private sector. Traditional explanations refer to the lack of managerial opposition as well as the
greater control exerted by the workers on work organization (though we have seen in previous

section this does not correspond to workers’ perception — see Checchi and Visser 2005)

We documented earlier in this chapter sorting across sector as a function of gender, age, level of
education and pro-social attitudes. Once we consider factors that are positively associated to being a
union member, we find less clear-cut evidence. In Table 2.14 we report estimates of the impact of
these factors, but the more consistent are age (older workers are more likely to be member) and firm
size (it is easier to become member in larger companies, where union activities are more visible and
establishing a contact is easier). A third factor is working in the public sector, which leads to a
differential in probability between 14% (Continental Europe) and 43% (Anglo-Saxons), as easily
appreciable in Figure 2.8. There is a positive correlation between the size of the public sector and

the union membership in the same sector (correlation coefficient 0.61), as it can be clearly seen in

52 Data and codebook can be found here https://www.europeansocialsurvey.org/ . We use the 8" round of the survey.
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Figure 2.9: Nordic and Mediterranean countries lies at the two extremes of the cloud of country

experiences, with Germany and France close to the latter.

Table 2.13 — Union membership rates — 2015-16 — percent

current membership current and past membership

private  public  Total private public Total
Nordic 0.64 0.87 0.74 0.78 0.93 0.84
Anglo-Saxon 0.11 0.58 0.25 0.23 0.66 0.35
Mediterranean 0.09 0.27 0.13 0.18 0.43 0.24
Continental Europe 0.20 0.34 0.24 0.30 0.45 0.35
Eastern Europe 0.05 0.21 0.10 0.22 0.41 0.28
Europe 0.20 0.46 0.28 0.33 0.57 0.40
United States 0.07 0.31 0.20

For ESS variable MBTRU “Are you or have you ever been a member of a trade union or similar organization ?”
For AWCS variable N7 “Are you a member of a labor union or of an employee association similar to a union?”

Table 2.14 — Determinants of union membership rates — 2015-16 — linear probability model

1 2 3 4 5 6 7
Nordic 'g‘;}?{:g' 2222:6” Continental Eastern | Europe LSJtr;itteZd
public 0.184*** (0.430*** 0.167*** 0.124***  0.141*** | 0.185*** (.057
[0.018] [0.028] [0.025] [0.017] [0.017] |[[0.033] [0.038]
female 0.079*** -0.016  -0.016  -0.052*** -0.015 |-0.008  -0.025
[0.018] [0.019] [0.015] [0.014] [0.013] |[[0.013] [0.033]
age 0.005*** 0.004*** 0.003*** 0.004***  0.002*** | 0.004*** 0.008***
[0.001] [0.001] [0.001]  [0.001] [0.001] |[0.000]  [0.001]
white -0.14%**
[0.047]

born in the country 0.033 0.02 0.008 0.037* 0.045 0.025**  -0.009
[0.032] [0.024] [0.023] [0.021] [0.037] |[0.010] [0.040]

years of education -0.002  -0.001  -0.001  -0.009*** -0.001 |-0.004  -0.002
[0.003] [0.003] [0.002] [0.002] [0.002] |[0.003] [0.008]
workplace size 0.040%** 0.050%** 0.023*** 0.043%**  0,046%** | 0.042%** (,195%**

[0.007] [0.008] [0.007] [0.005] [0.006] |[0.005] [0.058]

Observations 2588 1729 1996 4366 3395 14074 1007
R? 0.173 0.281 0.089 0.134 0.119 0.345 0.089

Robust errors - country fixed effects included - *** p<0.01, ** p<0.05, * p<0.1
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Figure 2.8 — Membership differentials between public and private sectors — 2015-16
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APPENDIX

Data sources

Data from US are obtained from the American Working Conditions Survey Data (AWCS) which
was fielded on the RAND American Life Panel (ALP) in 2015.% Descriptive statistics are reported
in RAND (2017). It does not only collect data on standard personal and job characteristics, but it
contains detailed information on a broad range of working conditions in the American workplaces.
While sample size is not large (3131 respondents, 2066 actively working), it retains
representativeness by using sample weights, created “...to match the distributions of age, gender,
and interactions of age and gender with race/ethnicity, education, family income, marital status,
working status, occupation (white collar/blue collar), and industry (manual/non-manual) observed
in the July 2015 CPS”. Thus, even if it does not fully match sector/occupation representativeness
(see table 2.3 of RAND 2017), this survey remains informative about perceptions on pace and

pressure at work, autonomy and motivation, performance appraisal and reward.

The AWCS was closely harmonized with the European Working Conditions Survey (EWCS), also
fielded in 2015 (6™ wave) across a representative sample of workers in 35 countries in Europe.**
The target population is the resident population who is in employment at the time of the survey.
People were considered to be in employment if they had worked for pay or profit for at least an
hour in the week preceding the interview (ILO definition). Country-level samples were stratified by
region and degree of urbanization. In most countries, the target sample size was 1,000, though this
target was raised to reflect the larger workforce in larger countries. The total sample size for the
sixth EWCS in all 35 countries is 43,850 interviews.

From both surveys, AWCS and EWCS, we have retained demographic characteristics and
information on working conditions that were strictly comparable. In order to increase comparability,
we have imposed further selection rules: population aged between 20 and 60, actively working as

dependent employee (thus excluding self-employed) either in the private for-profit sector or in the

*® The data set and codebook, along with the main report and additional research briefs, are available at
https://www.rand.org/education-and-labor/projects/american-workingconditions.html .

> Questionnaires and methodology, in addition to research reports, can be found at https://www.eurofound.europa.eu/
surveys/european-working-conditions-surveys/sixth-european-working-conditions-survey-2015. The Eurofound
datasets are stored with the UK Data Service (UKDS) in Essex, UK, and can be obtained for non-commercial use from
that archive.

> The age restriction leads to the exclusion of 4528 individuals (10%) in EWCS and 799 (25%) in AWCS . We have
also excluded workers employed in marginal sectors (agriculture, farming, fishing, forestry and extraterritorial
organizations and bodies), corresponding to 2.2% in EWCS and negligible in AWCS. Eventually, in the case of EWCS
we have also left out 12 countries (either new entrants or non EU: Croatia, Cyprus, Estonia, Latvia, Lithuania, Malta,
Slovenia, Montenegro, FYROM, Serbia, Turkey, Switzerland and Albania) representing 32.6% of the EWCS sample.

83

Codic

Codic

2


https://www.rand.org/education-and-labor/projects/american-workingconditions.html
https://www.eurofound.europa.eu/

public sector (thus leaving out the so-called third sector, made of NGOs, confessional or non-profit
sector — see table A.1). The final sample consists of 19,582 workers for EWCS and 935 for AWCS.

Table A.1 — Sample sizes, before selection rules — 2015 (in bold our target sample)

EWCS AWCS
e e e Toa | BHC e rou
dependent 20,799 8,913 1,477 31,189 | 657 670 193 1,520
self-employed 5,244 113 112 5,469 120 29 9 158
other 36 4 2 42 6 7 6 19
not working 948 279 101 1,328
Total 27027 9309 1692 38028 | 783 706 208 1697
Table A2 - Public-Private Pay Differentials (Europe and US)
a) us b) EU
@) ) ®) @ ) @)
VARIABLES log_wage log_wage log_wage | log_wage log_wage log_wage
public -0.36***  -0.184** -0.185* | 0.0980*** 0.0449 0.0522
[0.110]  [0.0866] [0.0946] | [0.0298]  [0.0261]  [0.0306]
part-time -0.198**  -0.32*** -0.50***  -0.62***
[0.0987] [0.113] [0.0412] [0.0433]
female -0.415%** -0.218***
[0.0846] [0.0158]
age 0.0162*** 0.00651***
[0.00400] [0.000991]
white 0.106 ==
[0.105]
native -0.207 0.0260**
[0.136] [0.0116]
years of education 0.145%** 0.0465***
[0.0194] [0.00357]
temp. contract == -0.190***
[0.0184]
Country-FE No No No Yes Yes Yes
Industry-FE No Yes Yes No Yes Yes
Occupation-FE No Yes Yes No Yes Yes
Prop. score No No Yes No No Yes
Observations 1,257 1,257 1,235 14,863 14,824 14,743
R-squared 0.024 0.184 0.092 0.476 0.688 0.635

Robust standard errors in brackets (clustered by countries in case of Europe) - *** p<0.01, ** p<0.05, * p<0.1
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Figure A1 — Public-private sector pay gap (European country clusters)
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Source: AWCS and EWCS data. Each regression controls for broad industry fixed-effects.
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Chapter 3

3. Case Studies

After having examined the institutional features of public sector jobs in Chapter 1 and having
outlined a set of key stylized facts related to public sector employment in Chapter 2, we present on
four case studies on the performance of public sector agencies. As we discussed earlier, the public
sector spans across several industries among which there is a significant amount of heterogeneity.
The case studies allow us to focus on a specific industry and examine it in much more detail than

we have done so far.

Our case studies focus on different realms of public sector jobs: education, healthcare, and social
security administration. More specifically, the first case study investigates merit-pay for teachers
exploiting a reform that introduced a premium for best teachers in the Italian public education
sector. The second case analyses the problems of performance related systems when introduced in
universities promotions and funding. The third case study uses the World Management Survey
(WMS) data to study differences in managerial practices between public and private sector
hospitals. Finally, the fourth case study analyses the productivity impact of public sector managers

on social security offices.

3.1 Merit-pay for teacher: the Italian case™

In 2016 all Italian state schools were offered the opportunity to distribute wage premia to deserving
teachers, given earmarked funds equivalent to an average of 250 euro per teacher. Four out of five
(82%) schools appointed ad hoc committees and distributed the premia, on average to one teacher
out of three. The experiment seemed successful. However, in the following two years the system
was gradually dismantled without any public concern, suggesting that resistance to wage

differentiation in this sector of public employment remains strong.

% In this section we rely on data obtained thanks to a protocol between Fondazione per la Scuola and Ministry of
Education, in order to monitor the first implementation of the scheme, during school year 2015-16. A more thorough
analysis is contained in Checchi and Mattei 2019.
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3.1.1. Introduction

Education is public in almost all countries, especially at primary and lower secondary levels. The
output of schooling is multidimensional, since pupils are taught basic competences (literacy and
numeracy) as well as disciplinary knowledge (history, geography, science), but they are also
socialized (namely they receive the basic rules for living in a community of peers - civics for short).
For this reason, it is extremely difficult to devise proper incentive schemes in this setting.”” In the
literature there is flourishing of local experiments tying teachers’ pay to student performance,
usually measured by students’ achievements (reviewed in Ritter et al. 2019), but results are often
inconclusive. More consensus is found when pay is related to school presence (Duflo et al. 2010)
but a proper assessment should consider dimensions other than mere attendance. Teaching is a
typical collaborative and cooperative work. If performance-related pay schemes enhance
competition among teachers, this may have detrimental effects on students (Marsden 2010). In Italy
the issue of wage differentiation based on performance indicators has always been a taboo, due to
strong union resistance. However recently we have witnessed the introduction of a minimal dose of
merit-pay scheme®®, which we review in this case study. This scheme would have been simply
inconceivable ten years ago, and yet it lacks sufficient consensus even today. However, this
experience is suggestive that something may be changing among Italian teachers in the perception

of their profession.

The Italian government introduced in 2015 a new component of merit-based salary (law 107/2015
better known as “la buona scuola”) representing on average approximately less than 1% of the
salary. For the initial year, the funds allocated to merit-based incentives to teachers corresponded to
an average of 250 euro per teacher (a nationwide total of 200 million Euros).*® Locally formed
evaluation committees had complete freedom to select teachers and individual premia, though they
were required to keep minutes of the adopted criteria. The parliamentary debate signalled potential
opposition from the left wing as well as from the unions. While unions were clearly aiming to an
(almost) egalitarian distribution of the wage increase (and also collected signatures to call for a
referendum, without being able to reach the validity threshold of half million), the government was

> A review of the literature on incentive schemes for teachers is in Bertola and Checchi 2010.

*% One has to distinguish between performance related pay schemes (where a fraction of the salary is variable according
to some measure of productivity) and merit-pay schemes (where a fraction of the salary is related to teachers’
qualification and/or training). In the literature the former is alternatively indicated as output-based scheme, while the
latter is named input-based scheme.

% Taking an average of 30.000 euros as gross salary for an Italian teacher (OECD 2016, table D3, reports a figure of
32995 US dollars at purchasing power parity in 2014 for a teacher with 15 years of seniority) , 250 euros represent the
0.8%.
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informally supporting a more skewed distribution, by introducing among the procedural indicators
for the evaluation of school principals the degree of uniformity according to which these resources
were to be distributed. After the first year of implementation (2015-16), funds were gradually
reduced and transferred to the national contract. At the end of the third year, the law required an
assessment of this policy, but it has never implemented (due to the turnover of four Ministries of
Education among other reasons). Data on the premia distribution were made public in the first year,

but then never collected in the following years.

A previous experience of teachers’ evaluation had been conducted under the center-right
government in 2012.%° A so-called reputational method of evaluation was applied to a self-selected
sample of 33 schools: teachers elected a committee made of two colleagues, who joined the school

principal in selecting the best 30% of teachers in each school.®

A parallel experiment was
conducted during the same period, where teachers were assessed as a group according to the value-
added achieved in student competences.®* These two experiments took rather different perspectives
since the former was a one-shot initiative, based on self-promotion of candidates (teachers
volunteered by compiling a self-assessment template, but adhesion rate was limited, reaching only
903 out of 2809 teachers working in the school sample). The latter took three years to develop (in
order to gauge the progress of students over a significant time interval) and the premium was a
collective one (namely best schools were awarded a fixed number of premia — 20 premia
corresponding to 65000 euro each) which were then distributed among teachers within the school
according to local preferences (no information is available regarding the criteria). As often
happened in Italy, these two initiatives did not open a debate over the desirability of teachers’
incentive schemes, and they disappeared from the political agenda. Even the present case has been a
one-shot initiative, but it has the advantage of being a nation-wide experiment,®® thus more
representative of the current attitudes of Italian teachers towards their professional reward. The

experiment involved all state schools comprising preprimary, primary and secondary levels.

%0 See Trellle Fondazione per la Scuola. 2016.

 “The teachers’ assembly elected two of its members who joined the school head to form an evaluation committee
(nucleus). Each of the three evaluators carefully reviewed the questionnaires and the professional background of the
candidates and subsequently the evaluation forms completed by parents and students. [...] In conclusion each of the
evaluators drew up a personal list of those teachers considered most highly and widely respected for their professional
behaviour (up to 30% of the candidates in each school). Finally, the three evaluators gathered for the first time and
compared their lists: the teachers who had been chosen by all the three evaluators were selected. Subsequently,
candidates who were included in two lists out of three were examined and the “comparatively better” were added to the
general list, with the aim that the total would not exceed 30% of the candidates in the school. More than 900 teachers
were evaluated in the 33 participant schools and 276 of them were selected. The Ministry rewarded them with a bonus
equivalent to a month’s salary.” (Trellle Fondazione per la Scuola. 2016, pg.5).

%2 See Fondazione Agnelli 2015.

% Two autonomous regions (Valle d’Aosta and Trentino Alto Adige) were excluded from the application, since they
follow local pay rules based on local funds. For similar reasons, private schools were also excluded.
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3.1.2 The distribution of premia

In order to study the implementation of this new pay scheme, we combined information originating
from different sources. The first one is administrative data made available to all schools to endorse
self-assessment reports (called RAV-Rapporto di autovalutazione, available online for each school

in the website http://cercalatuascuola.istruzione.it/cercalatuascuola/). The second database comes

from results of student testing (prove SNV-Invalsi, a sort of PIRLS/PISA test which is taken at
grades 2, 5, 8 and 10) and the third database was directly created by the schools reporting their
accomplishment of the new pay scheme (called Monitoraggio della valorizzazione professionale® -
Merit for short). Our working sample consists of 8997 schools distributed in 18 regions. For 92.7%
of them we have information about the merit pay distribution, while for the remaining 653 schools
we presume they were unable to appoint a committee leading to the distribution of the merit premia.
In terms of teachers, these schools correspond to 668.979 tenured teachers (temporary contract

teachers were not entitled to the premium).

Within the school population we observe three behaviours, which are worth discussing: schools that
have been unable to start the process, because there is no evidence of the appointment of the
assessment committee (corresponding to 10% of the schools, but only to 5.5% of teachers); schools
that have appointed the committee, but for various reasons were unable to conclude the assessment,
and therefore to reach an agreement for premia distribution (corresponding to 7.6% of schools and
8.1% of teachers); finally, schools that distributed the premia, though with differential outcomes
(82.4% of schools and 86.4% of teachers).

One possibility to account for the fact that one almost one school out of five was unable to achieve
the distribution of this extra salary possibly relies in the terms of appointment of school principal. If
we cross-tabulate the distribution outcome with the information about the principal, we observe that
the more permanent is the principal position, the higher is the chance to complete the process of
distribution: while permanent principals achieve the full distribution in 87% of cases, the same
percentage declines to 17% in schools where the principal is a regent.

The patterns of distribution are nevertheless rather different among schools. The share of teachers
obtaining a premium among the total number of tenured teachers in the school has a mean of 41%

over 7281 schools where we have information about successful distribution, while the median is

® The forms were available to schools in the website http://ext.pubblica.istruzione.it/monprofdocenti/login.
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36% (meaning that in half of the schools one out of three teachers obtained a premium). Figure 3.1
reports the distribution of the share of teachers who were awarded the incentive. This distribution
appears to be skewed to the right relative to the normal distribution we overlaid and shows that
there is a large variation in the share of teachers who benefitted from this incentives scheme. There
are some schools (which one might even call “meritocratic” if we knew how bonuses were
distributed) that reward only 18 percent of teachers (5™ percentile); one-fourth of schools have
distributed to one teacher out of four (28% corresponds to the boundary of the first quartile). On the
other tail of the distribution, one-fourth of schools have awarded the premium to half of the teachers
(or more), and there is also a minority of schools (less than 3%) having awarded the premia to nine
teachers out of ten. This merit-pay experiment was clearly not intended as an output-based
incentive, for various reasons: first, it was not announced in advance; second, the government did
not track individual teachers’ performance; third, there was no explicit request to tie the bonuses to
student performance. Thus, the absence of statistically significant correlation between school
outcomes (as measured by student test achievements) and premia distribution is not surprising.®
This incentive-pay scheme was not a pure input-based measure either, since each school adopted its

own criteria to define who was a “deserving” teacher.

Figure 3.1 Distribution of the selectivity index among schools achieving the premia distribution

0 2 4 6 8 1
fraction of tenured teachers receiving the premium

% Since test are taken at different grades and are not directly comparable, we have standardised test score at grade level,
and then averaged them across grades, in order to get a single score at the school level.
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Table 3.1 documents that the schools that score high on the standardized test tend to award the
bonus to fewer teachers while poorly performing sites do the opposite. Yet, the correlation is weak
from a statistical point of view, and they it fades away once we replace student achievement with a
proxy for parental background such as the ESCS index measuring economic, social and cultural

status of the family of origin.

3.1.3 The degree of selectivity

In this subsection, we examine the relevant factors leading to a successful distribution of premia.
The first dimensions we consider are the school type and school size. We notice that school with
simpler structures (namely primary schools) are more likely to achieve a distribution of funds,
probably because the merit assessment is easier in less complex environments. The size of the
teaching body is negatively correlated with the probability of a positive conclusion of the premia

distribution: as a consequence, one could claim that simpler and smaller environments are more

favourable to wage differentiation based on merit assessment, possibly because teachers’ ability is

easier to identify. In a multivariate framework we have also controlled for features of the teaching
body (age composition and level of qualification), but we could not detect statistically significant
correlations. This would indicate that the easiness of the process is unrelated to who are the

participants, whereas it is associated with what they do and where they operate.

Table 3.1 Schools by student achievement and fraction of teachers obtaining the premium

number
50- of
0-28%  28-36% 36-50% 100% Total schools

test score (Invalsi) literacy

low 24.23 22.63 25.83 27.30 100 1564
middle-low 25.67 22.85 26.43 25.05 100 1593
middle-high 24.25 23.51 26.24 26.00 100 1608
high 26.99 23.08 25.22 24.72 100 1586
missing 22.26 20.43 27.20 30.11 100 930

Total 24.90 22.69 26.10 26.32 100 7281

numeracy

low 25.39 22.34 25.13 27.14 100 1540
middle-low 23.39 23.83 27.52 25.27 100 1599
middle-high 25.11 24.12 24.31 26.46 100 1625
high 27.28 21.74 26.78 24.20 100 1587
missing 22.26 20.43 27.20 30.11 100 930
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Total 24.90 22.69 26.10 26.32 100 7281

A second dimension that could impact on premia distribution is preexisting school habits in
allocating funds among teachers for extra works.*® However, irrespective of the average size of this
extra pay, schools tend to behave in rather similar ways vis a vis the probability of premia
distribution. The third factor that we examine is student outcomes. Once again no correlation
emerges with the outcome of the decision process. This is a somewhat surprising result since we
expected that best performing schools were the results of effective management by the principal,

who then would have been more likely to attain a consensual distribution of the premia.

While the decision process seems to be governed by consuetudinary attitudes in school
management, more interesting is the investigation of what drives the distribution of premia within
the subsample of schools that came to an agreement. In other words, we would like to understand
what drives the degree of selectivity (meritocracy) of a distribution.®” Starting with Figure 3.2 it is
easy to recognise that the share of awarded teachers declines with school size. This is easy to
account: larger schools usually consist of more than one building, often located in different
neighborhoods (or even municipalities). In this setup cooperation among teachers is harder to
establish, as well as conflict and envy are softened due to distance. Other things constant, it seems
therefore easier to adopt stricter distributions in these contexts without raising protests among the
teachers. A countervailing effect may derive by complexity: larger schools require more managerial
tasks to coordinate the teaching activity, and this increases the need for task redistribution among

more cooperative teachers.

% The labour contract for Italian teacher does not allow the possibility of working overtime (except for a marginal
variation of 2-4 hours a week in the absence of a colleague), but it allows the possibility for a school principal to assign
dedicated tasks (called funzioni strumentali — such as guidance for students leaving the school, management of
computer labs, development of an internal library, etc) to individual teachers in exchange for a variable bonus payment.
Schools receive an annual allocation to manage these tasks, and tasks are unilaterally assigned by the principal.

%7 In table 3.2 we report the regression substantiating the descriptive analysis in the text.
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Figure 3.2 Teacher obtaining the premium over total number of teachers
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As in the case of achieving consensus to the distribution process, also teachers’ characteristics seem
unrelated to the selectivity of the distribution: neither the age structure nor the level of qualification
of teachers exhibits statistically significant correlations with the share of awarded teachers. This
may sound as a good signal, since one of the risks feared by external observers was that schools
would have used these funds to prize seniority, in order to avoid any conflict among teachers. This
does not prevent full discretionary choices by school principals, who may have used this
distribution to foster patronage management, which may be unrelated to teachers’ observables. An
alternative interpretation is that merit assessment committees may have observed actual behaviours
of teachers in classes and have prized best performing ones, irrespective of their level of seniority or

qualification.®®

However, previous experience in fund allocation appears to be highly correlated with prize
distribution. This finding is consistent with a sort of path dependence in fund allocation. Table 3.2
clearly shows that schools distributing small amounts for extra work to many teachers tend to widen

the fraction of beneficiaries. Conversely, schools used to allocate more significant amounts

% These competing explanations of unrelatedness of the distribution with teachers’ observable should include also the
collusive hypothesis. Since school principals were aware of being monitored by the local educational authorities, they
may have agreed a universal distribution over a 3-year cycle, such that each teacher in the school would have got the
prize once, and the fraction of awards would have always been equal to 1/3 of the teachers.

93



(exceeding 1000 euros) to fewer teachers tend to follow similar patterns in allocating these premia,
thus achieving more restrictive distributions (the size of the difference with the other group of

schools being in the order of 4 percentage points — see Table 3.2).

Table 3.2 Distribution of awarded teachers by average amount of extra salary for extra tasks

(funzioni strumentali)

Average amount of extra salary (Fondo fraction of awarded number of

di Istituto per le funzioni strumentali)  teachers schools
<500 € 38.06 1840
500-700 € 37.93 2295
700-1000 € 36.18 2048
>1000 € 33.90 881
Total 36.74 7064

We also investigated two additional factors that may be correlated with the selectiveness of the
distribution. The first one is the degree of unionisation of teachers within each school. Though
being an aggregate statistic, this information is privacy protected. We proxied it with the turn-out
rate in the local election of shop-stewards (RSU — Rappresentaze Sindacali Unitarie) and we did not
find any statistical correlation with the fraction of teachers receiving the premium. The second
factor we have considered is the attitude of teachers with respect to meritocratic principles. We do
not have any survey of teachers’ attitudes, but we take advantage of a measure of students and/or
teachers cheating in tests.® If a teacher is available to let students copy during tests or to manipulate
item responses in order to produce a better result, we may expect that she will be reluctant to accept
the idea that some teachers are better than others. Consistently with such an expectation, in table 3.2
we find a robust positive correlation between the fraction of cheating and the share of teachers

obtaining the merit premium.”

% The testing agency (Invalsi) provides an estimate of the cheating by studying the covariance in item responses across
students in each class. Since the item responses are uploaded by the class teachers, they may correct the original
answers in order to raise the class outcome. It has been shown that external observers reduce cheating during the test
(Bertoni et al. 2013).

" 1t is worth noticing that these estimates control for regional fixed effects, thus exploiting variation within regions.
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Table 3.3 Share of teachers obtaining the merit-pay — OLS

(log) number tenured teachers

primary school

average share of student cheaters in tests
turn-out rate in shop steward elections
fraction of temporary teachers in the school
fraction of tenured teachers < 35 year old
fraction of tenured teachers > 55 year old
fraction of graduate teachers
appointement school head=temporary
appointement school head=normal
appointement school head=regency
experience school head < 1 year
experience school head 2-3 years
experience school head 4-5 years
pre-existing bonus <500 €

pre-existing bonus 500-700 €
pre-existing bonus 700-1000 €

fraction of pre-existing bonus allocated to teachers

fraction of teachers receiving the pre-existing bonus

Socio-economic status of students (ESCS)
Average student achievement in literacy
Average student achievement in numeracy
Between-classes variance in achievement

Observations
RZ

1
0.105%**
[0.008]
-0.013*
[0.007]
0.173%**
[0.061]
0.016
[0.028]

7093
0.078

2
0.099%**
[0.008]
-0.002
[0.012]
0.184***
[0.061]
0.025
[0.026]
0.063
[0.046]
0.015
[0.091]
-0.047
[0.031]
0.000*
[0.000]

7085
0.079

3
0.099%**
[0.009]
-0.003
[0.012]
0.188%**
[0.062]
0.025
[0.024]
0.065
[0.047]
-0.058
[0.110]
-0.045
[0.032]
0.000
[0.000]
-0.017%*
[0.008]
0.02
[0.026]
-0.008
[0.053]
0.005
[0.007]
0.014**
[0.006]
-0.01
[0.007]

6991
0.074

4
0.090%**
[0.009]
-0.001
[0.012]
0.203***
[0.066]
0.03
[0.024]
0.07
[0.048]
-0.056
[0.111]
-0.044
[0.031]
0.000
[0.000]
-0.019%*
[0.008]
0.024
[0.026]
-0.008
[0.053]
0.003
[0.007]
0.012**
[0.006]
-0.01
[0.007]
0.025%**
[0.008]
0.022%**
[0.007]
0.008
[0.007]
-0.001%**
[0.000]
0.000%*
[0.000]

6684
0.08

5
0.083***
[0.010]
-0.017
[0.013]
0.197**
[0.078]
0.038
[0.030]
0.035
[0.050]
-0.042
[0.122]
-0.043
[0.035]
0.000
[0.000]
-0.011
[0.009]
0.014
[0.031]
0.000
[0.054]
0.000
[0.008]
0.009
[0.007]
-0.01
[0.008]
0.039%**
[0.009]
0.027%**
[0.008]
0.015%*
[0.007]
-0.001%*
[0.000]
0.000%*
[0.000]
-0.002
[0.003]
-0.004
[0.003]
-0.003
[0.004]
0.038**
[0.017]
5614
0.082

Robust standard errors clustered by province in brackets - *** p<0.01, ** p<0.05, * p<0.1 - region fixed effects included

A final point relates to the distribution of the premium within the group of awarded teachers in each
school. In the absence of micro-data, the only information available indicates whether the
distribution was egalitarian or differentiated. Observing table 3.4 we notice that the distribution was
more restrictive when all awarded teachers obtained the same amount, while it should have been

necessary to distribute more premia when a committee intended to differentiate among the awarded.
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Table 3.4 Share of teachers awarded and premium differentiation

fraction of teacher

. - number of schools
receiving the premium

identical premium among the awarded teachers 37.21% 1484
differentiated premia among the awarded teachers ~ 42.91% 5797
entire population of schools 41.75% 7281

3.1.4 Concluding remarks

The mass experiment conducted by the Italian Ministry of Education in 2015 is suggestive of two
principles. The first one is that the majority of teachers started to accept the idea that not all teachers
are equally effective, and that these differences should be rewarded. The second principle is that
when these distributions are self-management without an imposed protocol, schools tend to
replicate previous management rules, without significant innovation associated to the availability of
new incentives. A large majority of schools completed the process of internal distribution of funds,
choosing their own criteria for defining what merit is and how much it should be prized. The dissent
that emerged in the initial phase gradually vanished, and lack of premia attribution can be accounted
by the limited effectiveness of temporarily appointed principals. The evidence reported in the
previous paragraphs suggests that schools who were accustomed to resource distributions for extra
tasks adopted more restrictive distribution, possibly because they had greater awareness of merit
assessment. Similarly, schools that were used to “relaxed” assessment methods for students

followed the same attitude towards teacher evaluation.

This experiment was eased by the limited amount of resources that were involved, as opposition
would have been fiercer in case of more significant amounts. Nevertheless this experiment was
discontinued after three years, preventing the potential dissemination of a meritocratic culture
among teachers, without leaving an accepted methodology to assess teachers. One of the limits of
this analysis is that we do not have information whether the internal climate of cooperation has
worsened because of the introduction of this merit assessment.” In addition we ignore whether the
introduction of merit pay may have long-lasting impact on attractiveness to the teacher profession.”

What we observe is that Italy has lost an opportunity to gain knowledge from an exceptional large-

™ Invalsi was expected to run a survey on teachers’ attitude in 2017, but it was suspended for lack of coordination with
the Ministry of Education. If this would have been undertaken, we could have correlated the degree of selectivity n the
distribution with teachers’ perception of school climate.

2 «Our results suggest that changes in the incentive system will affect well-being of incumbent teachers in the short
run and will change the composition of teachers in the long run.” (Dohmen and Falk 2010).
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scale experiment, where prize distribution could have been guided in order to study the potential

incentive effects of monetary reward on teacher performance.
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3.2 Incentives in Universities

Universities are a dominantly public sector where productivity measurement is more transparent,
since core activities (teaching and research) are clearly defined and measurable. As a consequence
incentives related to performance are easier to introduce, also taking advantage of the implicit or
explicit competition among agents, in a context where private provision is often available (Bas and
van der Ploeg 2006). In this section we summarise some findings of recent papers, substantiating

these claims and highlighting unsolved problems.

Public universities are typically characterised by limited variations in professors salaries, Pay scale
are often seniority based and independent of location, which reflect working conditions. In such a
framework, which is a common feature of other public administrations, career advancements remain
the only viable strategy to obtain recognition of individual worth as well as to speed up individual
salary growth. This creates a lot of strain on promotions, on both side of the market. From the
employer perspective, competitions and promotions become the main instrument for HR
management, but we know from the literature that tournaments are low-frequency effort-eliciting
devices, at the risk of disrupting cooperation in the work place. From the employee perspective,
competing for being promoted makes sense as long as the candidate has a reasonable expectation of
being selected among the winner. However, this is not always the case. Checchi, DeFraja and
Verzillo (2020) propose a model of academic productivity, where candidates to professorship exerts
effort in research taking into account the number of potential competitors, the number of vacancies
available, the extent at which the selecting committees take into account research productivity as
criterion for selection and their own position in the distribution of ability to undertake research. The
predictions of the model are intuitive: other things constant, a greater the number of competitors
and/or a lower number of posts make the competition fiercer, thus discouraging effort. Effort is also
discouraged in a situation where past competitions have shown the irrelevance of scientific merit
among the criteria for being promoted. Finally effort declines (in a non-linear way) with the relative
position in the ability distribution. These predictions are taken to the data of the Italian academia

over the period 1990-2012, finding support for all claims.

It is important noticing that these results are derived under the full information assumption about
the own position in the entire distribution of abilities. If research effort decisions were undertaken
under imperfect information, each candidate would consider herself as equally productive as any
other candidate, and therefore would have inferred an equivalent probability of being appointed. On
the contrary, when a candidate is aware of being the most productive one, why should she be

concerned of writing more papers if she is almost certain of being appointed ? This sounds like a
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sort of Peter’s principle (Lazear 2004), which is sometimes recognizable in their declining
productivity after being tenured as full professors. This tendency is counteracted by other types of
incentives: in addition to the pure pleasure of discovering new ideas and new results (intrinsic
motivation), one may consider the desire of visibility at the national and international levels
(extrinsic motivation) or the endeavor of retaining power in academia (by remaining member of
selecting committees for younger colleagues, when there are access thresholds computed on

research outcomes).

The full information assumption on individual ranking is challenged by empirical evidence. Bertoni
et al (2020) study an interesting case of research funds application based on the relative position of
the applicant. In 2017 the Italian government established the Fund to Finance Basic Research
Activities (FFABR) with the purpose of assigning an unconditional 3,000 euros research grant to
the most productive applicants among eligible assistant and associate professors. The assignment
rule was extremely simple: the 75% of the most productive assistant professors who applied (and
the 25% among the most productive associate professors) would have obtained the grant, without
any further requirement. However, only half of the relevant population applied, and the government
discontinued the measure after the first year of application. By analyzing the application rate by
individual productivity, the paper shows that, rather surprisingly, many low-productivity
researchers applied to the program while many high-productivity ones did not (despite a negligible
cost of application). The papers suggests that high-productivity researchers under-estimate their
own position in the productivity distribution relative to the assignment threshold, while the opposite

holds for low-productivity ones.

These two papers point to the importance of individual appraisal as precondition for introducing
incentives intended to elicit productivity. Under a veil of ignorance, everyone has merit and
therefore equal right to be rewarded. Disclosing individual differences (like the experiment in the
previous section for Italian teachers) may have polarizing effects, inducing more effort among those
who are already more productive but discouraging effort among the least productive. For this
reason, many argue that collective incentives may be preferable to individual incentives, since they
do not impose differential treatments among participants, but only among groups of them. In such a

way the individual “blame and shame” effect is attenuated, while retaining the incentive impact.

Within the university sector, the performance based funding schemes are probably the best example
of a group incentive. Checchi et al (2019) study the potential impact of introducing performance

based funding systems (PBFS) on national research systems, using information on the number of
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publications and their scientific impact (citations or publications in top-ranked journals) for 31
countries over the period 1996-2016. Table 3.5 describes the variety of country experiences with

respect to research evaluation.

Table 3.5: Classification of country experiences

country type of PBFS intyr?)?iijscggn
absence of research performance based funding
Bulgaria No PBFS na
Greece No PBFS na
Hungary No PBFS na
Ireland No PBFS na
Japan No PBFS na
Latvia No PBFS na
Romania No PBFS na
Slovenia No PBFS na
Spain No PBFS na
Switzerland No PBFS na
United States No PBFS na
funding not based on research performance but on other teaching indicators
Austria Limited PBFS 2002
Germany Limited PBFS na
Netherlands Limited PBFS 2012
funding based on research performance measure through peer review
Australia Peer review 2002
France Peer review 2008
Italy Peer review 2011
Lithuania Peer review 2009
New Zealand Peer review 2003
Portugal Peer review 2015
United Kingdom Peer review bef. 1996
funding based on research performance measure through bibliometric methods

Belgium Quantitative formula Bibliometric assessment 2003
Croatia Quantitative formula Bibliometric assessment 2013
Czech Republic Quantitative formula Bibliometric assessment 2013
Denmark Quantitative formula Bibliometric assessment 2009
Estonia Quantitative formula Bibliometric assessment 2005
Finland Quantitative formula Bibliometric assessment 1998
Norway Quantitative formula Bibliometric assessment 2003
Poland Quantitative formula Bibliometric assessment 2008
Slovakia Quantitative formula Bibliometric assessment 2013
Sweden Quantitative formula Bibliometric assessment 2009

The analysis is performed both at the aggregate level and separately at each of the six main
scientific areas identified according to the OECD classification. On average, PBFS are found to
increase the number of publications, though the effect is only temporary and fades out after some
years. When looking at the scientific impact, PBFS exhibit a negligible effect on excellence as

measured by the share of articles published in the top journals, irrespective of the type of
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assessment adopted. On the contrary, PBFS have some influence average research quality, as

measured by the number of citations per paper normalised with respect to the field.

Taking the research assessment as a case of group performance assessment, it highlights the risks
associated to the performance-based rewards: individuals or groups respond to the incentives, but in
the wrong way, namely by modifying the indicators that are measured without altering the quality
of the performance. If the PBFS associate funding to the number of published papers, academics
will respond with writing more papers. Vice versa, if PBFS tie funding to citations, academics will
respond by increasing the number of (reciprocal) citations, including self-citations. The possible
drawbacks in the adoption of such systems include the risk of creating perverse incentives for bad
research practices (ranging from the multiplication of irrelevant publication to plagiarism, self-
plagiarism and scientific fraud), as well as the risk of strengthening the so-called Matthew’ effect
and that of discouraging interdisciplinary and innovative research. Costs of implementation of

PBFS are also non-negligible.

One may argue that PBFS can be considered as a tide that raises all boats, and by so doing it creates
rooms for innovative behaviours. In Checchi, Mazzotta, Momigliano and Olivanti (2020) this effect
is illustrated with reference to the Italian case, where a PBFS was introduced for the first time in
2011. After a trial exercise, where participation was voluntary and there were no financial
implications, in 2011 a first nation-wide research assessment (VQR1-Valutazione della Qualita
della Ricerca) was launched, covering the research activity published in 2004-10. A second
assessment (VQR2) followed five years later, covering 2011-2014. Both exercises were highly
publicized, making a noteworthy impact on the reputation of institutions involved. They also had a
direct impact on a significant fraction of the public funding of universities: almost one fourth of
public funding to public universities (approximately 1.5 billion euro) was distributed according to
the evaluation outcome. By comparing the distribution of grades obtained by the same institutions
over the two exercises, one may infer whether their introduction was effective in altering the
research strategies of universities. By inspecting whether the dispersion of scores among
universities declines between two exercises, the paper finds a significant reduction in variability
(see figure 3.3). While fitting a standard model of mean regression (the so-called S-convergence), it

is not rejected by the data.

101



Figure 3.3: Distribution of Italian universities’ scores in the two research assessment exercises
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This result is not neutral in the debate over merits and limits of PBRF. Leaving aside the issues of
what should be the appropriate indicator of performance (whether including/excluding other
universities’ missions, like teaching or knowledge transfer) and whether one should/should not take
into account differences in resource endowment, finding evidence of convergence suggests that
universities at the bottom(top) of the distribution adopted strategies to regain(maintain) positions in
the national ranking. The paper argues that this mostly occurred through a more careful distribution

of recruitment opportunities of new faculty members.

The policy implications of these results are particularly relevant in the Italian context, where the
performance ranking of universities shows a clear geographical pattern. They are also in contrast
with the claim that a performance-based funding system, given the large dispersion in research
quality within and between institutions in different regions, is likely to foster further divergence and
inequality in the Italian higher education system. By documenting that the low performers revised
their strategies and were able to (partially) catch up the best performers, one can argue that the
performance-based scheme does not necessarily harm the system and may have possibly elicited

additional efforts from researchers and better recruitment decisions in low performing universities.
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3.3 Public-Private differences in management practices in the Health Sector’

3.3.1 Introduction

Evidence from a large literature on the determinants of firms’ performance has reported the
existence of large and persistent productivity differences across countries and different industries.
The evidence documented in many studies suggests that measured differences in performance are
quite sizable. In a comprehensive survey of the literature, Syverson (2011) reports that the average
difference in total factor productivity (TFP) between firms located at 90th and 10th percentile of the
distribution corresponds to a TFP ratio close to 2, suggesting that more efficient firms are twice as
productive compared to the least productive ones. While differences in efficiency and productivity
depend on a wide range of factors, which are generally difficult to measure, a number of recent
studies have shown that managers and management practices are important drivers of firms'
productivity differences (Bloom and Van Reenen 2010). Much of this research has focused on
cross-country differences in management practices across firms, comparing performance in
industries such as manufacturing, retail, education and healthcare. Differences in ownership have
also been investigated. Bloom et al (2012), for example, show that firms owned by family members
are generally badly managed compared to firms run by professional CEO. Also public sector
organizations tend to be characterized by worse management practices, even after controlling for a
number of compositional factors. Quite interestingly, despite the ‘“New Public Management”
(NMP) revolution of the nineties, managerial practices in the public sector still show lower
standards compared to the private sector. The presence of regulatory constraints, low power
incentives, strong unions and limited competition are often cited in the literature to explain the
lower performance of government-owned organizations (Bach et al, 2000).

In this section, to gain further insights in the public-private differences in management practices, we
focus attention on the healthcare sector, and specifically on hospitals. Hospitals behavior is an
interesting case to study for a number of reasons. First, as the recent virus epidemic has shown
hospitals represent the ultimate safety net to provide health assistance to the population at large and
in emergency situation only good management practices can guarantee an efficient provision of
health services and a coordinated response to unanticipated re-organization needs (e.g. recall retired
physicians, transfer patients to other public sector hospitals, convert hospital departments into
intensive care units, etc.). Second, in recent years, hospitals have experienced significant financial
pressure to improve quality standards, while facing cuts in their financing which increased

heterogeneity across areas, particularly in federal states. Third, while hospitals provide, more or

" The authors are grateful to the WMS initiative for making the data available. All remaining errors are our own.
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less, the same services across different countries, the healthcare institutional setting may differ
significantly. In particular, under emergencies it is primarily the network of public hospital that can
be mobilized through the coordination of a national health service. Countries mainly relying on
private hospital and selected health insurance coverage are ill prepared to provide health assistance
to the public at large in cases of general health emergencies. Fourth, in normal times, public and
private hospitals coexist and, to some extent, compete on the market.

The section is organized as follows. First, we describe the WMS methodology used to measure
management practices across hospitals. Second, we describe the data and present some descriptive
statistics contrasting management practices in private and public hospitals. Third, we present some
empirical regularities in the public-private management differentials and discuss their implications.

Finally, a number of policy implications to improve hospital performance are discussed.

3.3.2 Management practices in hospitals

The information on management practices we use in this section relies on the data collected by
Bloom and Van Reenen (2007) within the WMS initiative’. Below, we provide the main features
of the approach used in the WMS, while we refer to Bloom and Van Reenen (2010) for further
details. Management practices were collected in telephone interviews with clinical service leads (in
cardiology and orthopedics units) in acute care hospitals, who were asked about a number of key
day-to-day operations. The interviewers asked open questions’® on a checklist of 18 management
practices and then scored each practice using a grid ranging from 1 (“worst practice™) to 5 (“best
practice”)’®. The 18 practices refer to three broad areas: performance monitoring, target setting and

incentives (Table 3.6).

The scores provide a metric to identify and measure the best practices adopted in surveyed
hospitals. In particular, monitoring is intended to assess how hospitals monitor operations inside the
various units and whether this information is used for continuous improvement; targets refer to the
presence of objectives, the choice of outcomes and what action is generally taken when the two
diverge; incentives concern how employees are hired, retained and whether their performance is
rewarded. The overall measure of management practices is computed averaging scores out of the 18

practices recorded. In this context, a low score is associated with a “bad practice”, that is a hospital

™ The data has been downloaded from the World Management Survey website (https://worldmanagementsurvey.org/)
on the 20™ December 2019.

™ Managers were interviewed using a “double-blind” technique: managers were not told they were being scored, and
interviewers did not know anything beforehand about the hospital they surveyed.

"6 According to the WMS methodology, a high score corresponds to a “best practice” implying that by adopting it the
hospital will increase its productivity.
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with no performance monitoring, no target setting, and no rewards based employees’ performance.
Conversely, a “good practice” identifies a hospital with intensive monitoring of performance, well-
identified targets, and supporting performance-related-incentives. These criteria refer to standard
management practices, as traditionally taught in MBA courses and shared by HR professionals,
around the world. Finally, in order to address concerns about the self-assessed nature of managers’
answers and the relationship with actual performance, WMS data was validated through a number
of consistency checks, both ‘internal’ (i.e. cross-validation, double-scoring, re-surveys) as well as
‘external’ (i.e. “best practices” shown to be highly correlated with various performance indicators).
This methodology has already been used to assess the relevance of management practices in the
healthcare sector. Bloom et al. (2010) analyzed management practices in a large number of
hospitals in the UK, and found that “best practices” were associated with better patient outcomes —
i.e. hospital length of stay and risk-adjusted mortality rate. Chandra et al. (2013) found a positive
association between measured management scores in US hospitals and acute myocardial infarction.
A positive relationship between patient outcomes, hospitals’ management quality and proximity to
medical schools has also been shown in Bloom et al (2018). While all the above studies provide
suggestive evidence that management practices are positively correlated with better performance;
however, given the non-experimental setting of these studies, one concern is that this correlation
might not be causal. In other words, reverse causality - as better managers and better practices are
more likely to be adopted in high performing hospitals -, and unobservable factors - such as
environmental attributes, organization climate, personnel motivation, etc. -, may confound the
relationship between management and performance. The present study shares most of the caveats
discussed above. In particular, the cross-sectional nature of the WMS data on hospitals and the
scarce information on hospitals’ characteristics severely limit our ability to address the selection
between management practices and unobserved hospitals characteristics. However, even if we
cannot provide strong causal evidence about the effect of public-private ownership on management
practices, still by leveraging on variations across countries and institutions (in WMS data), we can
describe a number of interesting patterns in management practices across hospitals and countries. A

number of checks also support the robustness of the results.
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Table 3.6 Management Practice indicators

Performance monitoring

1) Layout of patient flow how well the patient pathway is configured at the infrastructure
level and whether staff proactively improve their own work-
place organisation

2) Rationale for introducing standardization / | motivation and impetus behind changes to operations and what

pathway management change story was communicated

3) Standardisation and protocols standardised procedures (e.g. integrated clinical pathways) that
are applied and monitored systematically

4) Performance tracking performance is tracked using meaningful metrics and with
appropriate regularity

5) Performance review performance is reviewed with appropriate frequency and
communicated to staff

6) Performance dialogue quality of review conversations

Target setting

7) Consequence management differing levels of performance (NOT personal but plan/ process
based) lead to different consequence

8) Target balance targets cover a sufficiently broad set of metrics

9) Target interconnection targets are tied to hospital objectives and how well they cascade
down the organisation

10) Target time horizon whether hospital has a ‘3 horizons’ approach to planning and
targets

11) Targets are stretching targets are appropriately difficult to achieve

12) Performance clarity easily understandable performance measures and performance
openly communicated

Incentives

13) Managing human capital senior managers evaluated and held accountable for attracting,
retaining, and developing talent throughout the organization

14) Rewarding high performance good performance is rewarded proportionately

15) Removing poor performers hospital is able to deal with underperformers

16) Promoting high performers promotion is performance based

17) Attracting human capital strength of the employee value proposition

18) Retaining human capital hospital will go out of its way to keep its top talent

Note: The questionnaires and questions associated to each practice are available on the World Management Survey website
(https://worldmanagementsurvey.org/). See also Bloom and Van Reenen (2007).

3.3.3 Data and descriptive statistics

In the empirical analysis, we use the hospital sub-sample in the WMS data. Overall, the data
provide information on management practices for 1,183 hospitals, operating in the following
countries: United States, Canada, United Kingdom, Sweden, Germany, France and Italy. The
majority of the hospitals surveyed have a public ownership (70 percent), though the public-private
hospital shares, in the sample, vary substantially across countries: for example, ownership is
distributed more evenly in the US, UK and Germany; less so in France, Italy and Canada. The
average size of surveyed hospital is close to 350 beds, with average hospital size significantly larger
in France, but much smaller in the US. Also public hospitals tend to be generally larger compared to

private ones, with varying differences across countries in the number of beds.

In Table 3.7, we report descriptive statistics of management scores for the pooled sample of

hospitals, with separate scores for public and private ownership. We also report separate scores for
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the three broad areas in which practices have been grouped: a) performance monitoring, b) target
setting and c) incentives. For ease of comparison, we report the mean and standard deviation, as
well as the minimum and maximum value of the scores. The overall distribution of management
scores shows a significant dispersion, with several hospitals very close to the best practice (score 5),
as well as hospitals very poorly managed (score 1). The average management score, reported in
Table 3.7, is slightly lower compared to the value that would result if the quality of practices were

randomly distributed across hospitals (score 3).

The area that appears to be better managed is performance monitoring, while the area of incentives
shows lower scores. In general, private hospitals seem to be better managed (scores are
systematically higher), compared to public ones. However, part of the observed dispersion in
management quality is likely to reflect differences across countries. In Figure 3.4, we report the
average score of management practice, separately for public and private hospitals, across countries.
Differences in average scores are sizeable, the United States exhibit the highest management score,
both in private and public sector hospitals, followed by the UK, Sweden and Canada, while Italy
and France are located at the bottom of the ranking. Moreover, in all countries, the (unconditional)
average management score of private hospitals always outperform public sector ones. It is
interesting to note that the country ranking, reported in Figure 3.4, closely mirrors observed

differences in cross-country productivity (Syverson 2011).

Table 3.7 Management indicators: Descriptive statistics

standard .
mean o Min Max
deviation
Management
] 2.70 0.53 1.20 4.35
Practice
Private  2.94 0.53 1.40 4.35
Public  2.59 0.49 1.20 4.20
a) Performance
o 2.92 0.65 1.00 4.80
monitoring
Private 3.15 0.64 1.20 4.80
Public  2.82 0.63 1.00 4.60
b) Target setting 2.59 0.64 1.00 4.60
Private 2.80 0.66 1.00 4.60
Public  2.50 0.61 1.00 4.20
c) Incentives 2.47 0.63 1.00 4.33
Private 2.83 0.62 1.17 4.33
Public  2.32 0.58 1.00 417

Source: World Management Survey (Hospitals sub-sample)
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Figure 3.4 — Public-Private Average Management Practices Scores (by country)
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Besides country rankings, one additional feature of management practices in public and private
hospitals concerns their distribution within country. In other words, we go beyond country averages
and investigate the actual distribution of management practices in public and private hospitals. In
Figure 3.5, for each country, we plot a hospital-level histogram of management practices for the
public sector and place on top of that a continuous line obtained fitting a kernel function to private
sector hospitals’’. The variance in management practices scores across hospitals, within country, is
considerable and consistent with a management quality ratio between 2 and 3, suggesting that
hospitals located at the top are two to three times better managed with respect to those at the bottom
(Skinner and Staiger 2015).

Comparing the distribution of management practices in public and private hospitals, we show that
continuous lines (private sector) are shifted to the right with respect to the histograms (public
sector) confirming previous findings suggesting that private hospitals are better managed than

public ones (Bloom et al. 2012). In particular, two main patterns emerge from Figure 3.5: the first

" Sweden is excluded from the exercise due to the scarce number of private hospital surveyed.
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one, for the US, UK and France, where a larger share of ‘best’ practices is found in private
hospitals; a second one, for Canada and Italy, in which there is a much thicker ‘left tail’ of badly
managed public hospitals. Germany is a special case due to a more compressed distribution of
management practices and a bi-modal shape of management density in public hospitals. While the
above features reveal interesting insights about how public and private hospitals are managed,
nevertheless they hide considerable heterogeneity across countries, and between sectors, in market

structure and hospitals’ size. We address some of the above features in the following section.

Figure 3.5 — Distribution of Management Practices Scores (Public-Private by country)
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3.3.4 Main results

We specify a simple linear relationship between management scores and hospital attributes, and
estimate public-private sector differences in management practices, pooling all hospitals across
different countries. We use information on management styles, hospital’s ownership and the
number of beds drawn from the WMS data. We define a dummy variable, which takes value 1 for
public sector hospitals and a set of dummies for medium and large hospitals, respectively 50 to 250

beds and more than 250. Finally, since, the survey covers different countries, we also include
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country fixed-effects to account for country specific characteristics. In Figure 3.6, we report
coefficient estimates — and their confidence intervals — for hospitals’ public ownership as well as
hospital size, both for overall ‘Management practices’ and separately for ‘Performance monitoring’,
‘Target setting’ and ‘Incentives’. In line with the descriptive evidence previously reported, public
owned hospital show a negative and statistically significant coefficient suggesting a lower overall
management score. Evaluated at the mean, public ownership implies a reduction of about 10% in
management quality, which corresponds approximately to a half-standard deviation. Comparable
results are found with respect to the scores in performance monitoring and target setting.
Conversely, the evidence associated with the structure of incentives to recruit, retain, promote and
reward high performing employees shows a much larger gap in the public sector — i.e.

approximately 30% lower.

Figure 3.6 — Public-Private Differences in Management Styles
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Figure 3.6, also shows the relationship between management scores and hospital size. Results show
that a larger hospital is always associated with better management practices. With reference to a

small sized hospital (less than 50 beds) a medium (50 to 250 beds) and a large hospital (more than
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250 beds) are associated with a higher score in management practices of about 6% to 10%,
respectively (i.e. the latter correspond to a half-standard deviation in scores). The highest increase
in management scores with hospital size is associated with ‘target setting’, supporting the view that
a larger organization commands a clear strategy in the planning and definition of objectives. Notice
that, as previously discussed, some care should be used in interpreting the above results, since large
hospitals may well have better procedures, but it could also be the case that better managers are
more likely to be hired in larger organization. These different hypotheses, however, cannot be
disentangled in our setting.

In a further exercise, we also interact the public sector dummy with the hospital size dummies.
Results show that the negative gap in management practices associated to public sector hospitals is
much larger in large hospitals - the gap due to public ownership is almost doubled (20%) -, while
there are no statistically significant differences between small and medium sized hospitals’®. In
other words, those factors that seem to reduce the performance of managers in public owned
hospitals appear to be reinforced in larger organization, to the point that almost half of the higher
management score associated to larger hospitals is dissipated by public ownership.

In the above analysis, we have pooled all countries together relegating any cross-country difference
in management styles to the country specific fixed-effects. However, since the structure of the
healthcare system, the organization and functioning of hospitals, and the role of the public sector
differ substantially across countries, the relationship between management practices and hospital
characteristics could also be affected in different ways. To evaluate the relevance of the
heterogeneous effects across countries, we estimate our model separately by country. Figure 3.7
reports the main set of results with the confidence intervals. The lower management score for public
sector hospitals is generally confirmed in all countries, except for Canada and Germany, where it is
not statistically significant. Also the positive gradient in management quality with hospital size is
found in most countries, particularly in larger hospital where management scores are significantly

higher (except in France where most of the hospitals in the sample have more than 250 beds).

" In order to preserve space results are not reported. They are available upon request with the authors.
111



Figure 3.7 Distribution of Management Practices Scores (Public-Private by country)
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3.3.5 Robustness checks

In this section we test the robustness of the estimated public-private management gap. In Figure 3.8,
we show coefficient estimates — and confidence intervals — of the effect of public ownership on
hospitals’ management score using alternative empirical strategies. First, using the same
specification as above, we report the gross effect of hospital’s public ownership including only
country fixed-effects (first coefficient in Figure 3.8); second, we add to the specification additional
controls, such as observable hospital characteristics (second coefficient in Figure 3.8). Third, we
estimate the propensity score of public ownership and use the score to stratify the sample and derive
the ATE (Average Treatment Effect) (third coefficient in Figure 3.8). Finally, we use a two-step
Heckman selection model exploiting information on the presence (absence) of competitors as

instrument for hospital’s public 0wnership79. Notice that while the “intensive” margin of

™ The likelihood-ratio test does not reject the null of no correlation between the unobservables of the selection and the
main equation, thus rejecting our hypothesis of endogeneity of management practices. The instrument is a dummy equal
to 1 if the hospital faces competitors. As expected, in the selection equation, the presence of competitors in a quasi-
market environment reduces the probability of observing a public sector hospital.
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competition — i.e. number of competitors — is unlikely to satisfy the exclusion restriction with
respect to management quality; our instrument exploits the “extensive” margin — i.e. presence
(absence) of competitors — which crucially depends on healthcare regulations and institutional
features, but is quite unrelated to management practices®. Overall, the different methods suggest
that the effect of public hospital ownership on management score is negative, statistically
significant and quite stable across methods. The Heckman two-step methodology uncovers a
positive correlation — though not statistically significant — between the unobservables of the
selection equation and management practices, suggesting that the negative management gap
estimated in the previous sections is unlikely to be driven by selection in the unobservables.

Figure 3.8 Management Styles: robustness checks
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3.3.6 Discussion

Much of the previous analysis has shown that larger hospitals are better managed, and that publicly
owned hospitals tend to underperform compared to private ones. Moreover, the difference in
management quality between public and private hospitals does not seem to be driven by
unobservable characteristics associated to hospital ownership, quite the opposite sorting is

associated with better unobserved management quality in public hospital. These patterns raise the

% Bloom et al. (2012), for example, use as “natural experiment” political control over hospitals presence in politically
marginal districts.
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question of what factors are associated with management practices dispersion. Several studies have
explored the factors that are associated with higher managerial quality, such as: higher-rated
hospital boards (Tsai et al. 2018), proximity to medical schools and MBA courses (Bloom et al.
2017), hospital quality and patients’ choices (McConnell et al. 2016), and hospitals’ competition
(Bloom et al. 2012). However, the effect of having more competitors could be different between
public and private hospitals, for example the discipline effect of competition on management
quality may depend on the substitutability of services provided by hospitals, on their proximity, size
and other factors. In this section, we pursue further the hypothesis that better management practices
are associated with increased competition, disentangling the effect between public and private
hospitals. We use the information reported in WMS data on the degree of competition that hospitals

face (i.e. measured by the number of hospitals)®".

Figure 3.9 —Management Practices and hospital competition, Public and Private
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8 The average number of (hospital) competitors in the public sector is 3.1, while in the private sector is 6.5.
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In Figure 3.9, we illustrate the (unconditional) relationship between the management practices score
and hospital competition in public and private hospitals. In privately owned hospitals we find no
statistically significant relationship, while evidence for public hospitals shows that reduced
competition is associated with worse management practices. A simple regression between
management scores and the number of competitors, controlling for hospital attributes and country
fixed-effects, returns a coefficient of 0.003 (p-value=0.003) and 0.011 (p-value=0.004) — with an
elasticity of 0.006 and 0.013 — for private and public hospitals, respectively. To get a sense of the
magnitude of the effect of competition, the above estimates indicate that an increase of 5 (hospital)
competitors — comparable to a shift from the first to the third quartile of the competitors’
distribution — is associated with an increase in the managerial quality score of private (public)

hospitals equal to 5% (15%) of a standard deviation .

These findings have important implications for health policies, as better managerial skills could
translate in higher productivity, better healthcare quality and improved patients’ health. Low quality
management, both in private and public sector hospitals, is generally associated with low
investments in R&D, insufficient training, small hospitals and limited competition, such that more
funding, better training for staff and managers and more stringent rules for small-sized hospital
could be part of a set of policies oriented at improving the value of healthcare system.

The recent corona virus epidemic has highlighted the importance of a well-funded and solid health
sector in the face of a public health crisis. In many countries, like Italy, public sector hospitals acted
as the ultimate safety net and disproportionally carried the burden associated with the epidemic.
Despite their lower managerial scores, public sector hospitals have been able to jointly mobilize
resources to fight the epidemic in a coordinated and effective fashion, which has been taken as an

example by many other European countries. The final outcome, though, yet remains to be seen.

82 Since better management quality may reduce the probability that other hospitals enter the market, reverse causality
may induce negative selection and result in an underestimation of the (positive) effect of competition. Bloom et al.
(2010) exploit a natural experiment in hospital closure and find a larger impact.
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3.4 Incentive schemes for managers in the Italian Social Security Administration (INPS)

Do managers matter in the public sector? How can we measure their performance and keep them
accountable? Some might argue that public sector managers can have at most a modest impact
on the performance of the organization they oversee due to the lack of tools to motivate their
employees to exert effort. Others claim that managers might be particularly important in the
public sector precisely because of the lack of other tools to incentivize employees to perform. In
this section we review a recent study that answers these questions in the context of the Italian

Social Security Agency (Fenizia, 2020).

The Italian Social Security Agency (Istituto Nazionale di Previdenza Sociale - INPS hereafter) is
a large centralized government agency with approximately 500 offices and roughly 30,000
employees. INPS distributes pensions, collects social security contributions and administers a
vast array of welfare and insurance programs. Measuring public sector output is extremely
challenging as it is often a multidimensional product. INPS developed a sophisticated quality
control and an internal monitoring system aimed at tracking every step of the production process
and increasing accountability. The two core pillars of the measurement system are production
volumes and quality of the services provided. INPS collects detailed administrative quarterly
data on office operations, and, crucially, on both output (measured by a standardized index of
claims processed by the office) and on full-time equivalent workers assigned to the office. One
might think that the counts of claims process by each office might be a rough but good measure
of office output; however, if there is variation in task complexity across sites, this naive indicator
will overstate (understate) the output of the offices that process less (more) complex claims. To
address this concern, INPS developed an innovative and sound measure of office output which is
constructed as a weighted average of the claims processed by the office weighted by their
complexity. The ratio of output to full time equivalent employment is used to construct an
output-based measure of productivity at each office. INPS also constructs an index of quality of
service provided. This measure reflects both timeliness of claim processing and error rates. This
agency is currently working on broadening the scope of its measurement system to include some
proxies for consumer satisfaction and wait times as evaluating customers’ experience both via
self-reported satisfaction and more objective measures (such as wait times) is crucial to provide a

complete assessment of office performance.
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Figure 3.10 reports the distribution of quarterly office productivity between 2011 and 2017. This
Figure documents a tremendous variability in office productivity within one large centralized
agency: offices at the 90™ percentile of the productivity distribution appear to be 2.6 times more
productive than those at the 10™ percentile. This finding is in line with the work by Syverson
(2011) that finds large productivity differentials even within narrowly defined industry cells (see
Section 1.3).

Figure 3.10: Distribution of quarterly office productivity. Source: Fenizia (2020)
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One might expect that a large share of the variation documented in Figure 3.10 is in fact driven
by the stark regional differences that characterize the Italian economy. Figure 3.11 evaluates this
claim by mapping the average productivity at the province level and shows that, although

Northern provinces are on average more productive than Southern ones, there is a surprising

amount of within-region variation.
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Figure 3.11: Province-level variation in average office productivity. Source: Fenizia (2020).
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At INPS, managers are in charge of all office operations and they ensure that resources are used
effectively. Their tasks include assigning workloads and responsibilities, monitoring the
production process and making sure that claims are processed correctly and in a timely fashion.
Nevertheless, managers have little control over personnel decisions and they have to make the

most out of the workers they are assigned.

This is the ideal setting to study the impact of managers on office performance as the same rules
apply to all social security offices, all sites produce a homogenous product, and all employees

work on the same software.

Unlike other government agencies, INPS has an incentive pay scheme. Bonuses are computed as

a function of the levels of productivity and quality of service as well as the improvements of
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these two indicators relative to the previous year. This incentive scheme is design to prevent
workers from increasing production volumes while neglecting quality or vice versa. Bonuses
represent a modest share of white-collar employees’ earnings, while they amount to 15% to 30%

of managers’ salary.

One might argue that managers should be evaluated on the performance of the office they over-
see. Although this seems a very natural approach, it generates strong incentives for managers to
move to highly productive offices. This is because, if an office performs poorly, it is not possible
to distinguish whether this is driven by the fact that the office is intrinsically unproductive or
because it is poorly managed. Therefore, if managers’ evaluations were purely based on the
performance of their office, the ability of managers who are in charge of highly productive office
would be overstated, while it would be understated for those who oversee poorly performing
ones. So, how can we evaluate managers’ ability taking into account the performance of the

office she oversees?

Fenizia (2020) addresses this problem by developing a two-way fixed effect framework which
exploits manager rotation across sites to decompose productivity into a manager and an office
component. To build some intuition of how this model works let us consider two extreme
scenarios: if productivity differences across offices stem entirely from manager ability (i.e., there
is no office heterogeneity), office productivity simply reflects manager quality and it should
sharply increase when a better manager takes charge. On the other hand, if these productivity
differentials are driven exclusively by office heterogeneity, changes in management should not
affect office performance. Reality lies somewhere in between these two extreme cases and this
model compares the performance of each office under different managers and uses this
information to estimate how productive these managers are relative to one another. This model
credibly estimates the ability of managers and the intrinsic office productivity if better managers
do not systematically relocate to offices whose performance is improving over time, if managers
do not pick offices where they would have a comparative advantage, and if managers are not
forced out after a few quarters of unsatisfactory performance. However, more productive
managers are allowed to move to better posts or to move to a specific geographical area without

violating the model assumptions. The author tests for match-driven sorting and sorting based on
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office-specific pre-trends and she finds no evidence of these phenomena which corroborate her

empirical strategy.

The author finds that managers have a quantitatively meaningful impact on office performance
even in this very constrained environment where they have limited discretion in personnel
decisions. More specifically, a standard-deviation increase in managerial quality is associated
with a 10% increase in office productivity. Productivity gains are mostly driven by the exit of
older white-collar workers who appear to retire when the new manager takes over. In this
context, productive managers keep up production without making use of hiring or more overtime
hours to compensate for the reduction in the office workforce. One concern is that the
productivity gains might come at the cost of lower quality of service provided, yet there is no
evidence of this phenomenon in this setting. These findings speak directly to the consequences of
downsizing the public sector. In particular, they suggest that reducing the number of public
sector employees does not necessarily lower the volume of services provided. As scope for
future research it would be interesting to evaluate the impact of downsizing public offices on

customer satisfaction.

A central question in the state capacity literature is how to best allocate bureaucrats to tasks and
organizations in the presence of complementarities. While the answer to this question depends on
the features of the context of interest, the author provides a framework for optimal assignment in
the context of the Italian Social Security Agency. In this organization, the most productive
bureaucrats tend to work at the least productive sites. However, her productivity model implies
that the optimal allocation would pair the best managers with offices that are both large and
productive. If managers were reallocated on this basis, the model predicts that the aggregate

agency productivity would increase by about 7%.

Can we apply what we have learnt to other agencies and possibly other countries? Although the
institutional details may differ from one country to another, most of the lessons we have learnt

from the Italian Social Security Agency can be applied to other agencies.

All governments can benefit hugely from promoting integrated monitoring systems that can be

used to inform and evaluate policies. By getting access to these integrated databases, local and
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central governments can learn what works best in the environment they operate in and use it to

improve public service delivery.

One of the most challenging tasks when designing these complex monitoring systems is to
credibly measure the productivity of public offices. The measure proposed by the Italian Social
Security Agency is well suited for contexts where employees mostly process paperwork and their
output is observable. This system could be easily adapted to some US agencies like the Internal
Revenue Service, the US Social Security Administration, and the Department of Motor Vehicles.
It is going to be challenging to apply this same measurement system to public hospitals and

schools as the output of doctors and teachers is multidimensional and harder to quantify.

Two broad lessons apply to a wide variety of agencies in the public sector: managers matter even
in a very constrained environment and improving managerial talent translates in productivity
gains. These findings are in line with the research on this topic which consistently finds positive
impacts of managers and managerial practices on office and firm outcomes. Nevertheless, the
mechanisms which drive these productivity gains may be context-specific and depend on the

tools that managers can use to motivate and incentivize their employees.

3.5 Lessons from the case studies

A number of lessons can be drawn from the case studies considered. The first case study,

concerning a merit-based salary scheme introduced in 2015 in ltalian schools, has shown that

teachers, one of the most unionized categories among public sector employees, accepted the idea

that differences in merit and performance could be rewarded. However, when offered the

possibility of distributing merit pay within each school, only one out of three teachers received

the award. The assessment of performance and distribution of the premia was allocated to a

committee composed by the school principal and a couple of elected teachers, indicating that

differences in (unobservable) effort and/or merit are perceived and can be assessed by peers. Of

course, one should consider whether peer assessment constitutes a valid alternative to

productivity measurement, which is always problematic, as we have discussed in chapter 1. The

second case study has reviewed a number of problems emerging from the attempt to measure

individual productivity among academics. The ltalian academia constitutes an interesting case

where tournament for promotions constitutes the only incentive to research productivity, given
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the absence of monetary and/or working conditions incentives. Tournaments represent a valid

alternative to other incentive devices, but they have the limit of being ineffective among low

productivity workers (who do not have any expectation of being promoted), as well as among

high productivity ones (who are rather sure to be promoted). In addition, promotion criteria are

to be announced well in advance and they must be held credible among prospective candidates,

otherwise the incentive power vanishes. An alternative to individual incentives based on

promotions is represented by group incentives, that leave to peer pressure the solution of the

problem of individual effort unobservability. Two pieces of evidence are offered in support of

this claim. First, the experience of performance based funding systems, adopted in many

countries as (partial) funding schemes for universities, shows that academics react to monetary

incentives by increasing their publications, though such increase is recorded in quantities

(number of published papers), less so in quality (the number of citations received by the same

papers). Second, evidence from the first introduction of a research assessment exercise in ltaly,

showed the existence of a regional divide. In four vears, this divide shrunk as low productivity

universities, under the pressure of declining public funding, improved considerably their hiring

policies.

The third case study introduces managerial behavior in the picture. Exploiting existing surveys

on managerial practices in hospitals, it shows the existence of poorer practices in public

organisations as compared to private ones. This difference is stronger when the size of the

hospital is larger, suggesting the possibility of public managers are less capable of coordinating

local needs at the expenses of global performance. However, the data show a large variation in

management scores within each country, indicating that there is room for improvement by

working on management styles, especially where they are proved to be effective in improving

performance (as it occurs, for example, in the case of schools).

The importance of management styles is also confirmed by the fourth case study, which

considers the impact on local productivity of rotating managers. Other things constant, allocating

a good manager to a low productivity branch raises local productivity from its original trend.

While we do not have detailed information on the techniques adopted by each (good) manager to

stimulate local productivity, existing evidence suggests that the early retirement of low

productivity workers is one of the adopted strategies. We thus face a contradiction embedded in

the public sector: on one hand it is attractive to intrinsically motivated risk adverse workers,
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because it offers permanent jobs; on the other end, discretion in hiring and firing seems an

important prerogative of managers striving at improving performance. The compromise between

these legitimate but contradictory needs shapes the institutional varieties of public

administrations across countries.

4. Concluding remarks

This report has investigated the role, the contour and the main functions of the public sector
across several OECD countries. After decades of retrenchment, the financial crisis of 2008 and
the current epidemiological crisis have renewed attention to the importance of the State as
insurer of last resource to protect citizens’ health and welfare face to national emergencies. An
unprecedented change in the size and role of the Public sector has occurred in relatively few
years, showing the unique role the public sector has in coordinating activities, regulating market
behavior, mobilizing resources across sectors and areas, most of which the private sector is
unable to do. Since in many public sector jobs, the services that are provided are multi-
dimensional and hard to measure, public sector employees often enjoy considerable discretion in
performing their task and the service they provide. The report, in particular, focuses attention on
public sector’s internal labour market and personnel policies, that is on how the public sector
recruits, retains and motivates its employees in core public services such as: education, health

care, defense, justice as well as many other public services.

We document the significant differences that exist across OECD countries in both the magnitude
and composition of public sector, but also some common features: the public sector employing a
larger share of women and, on average, more educated employees. These features are shown to
depend on a number of specific factors, since the government is the largest employer of teachers,
doctors and researchers, it typically offers more generous child and family-work reconciliation
policies, as well as the fact that some occupations are historically female-dominated. We show
that public service provision is typically highly regulated by legislative and executive acts, and
that most public sector employees are selected through public competitions, have permanent

contracts with a special statute, and typically enjoy lifetime job. Public sector employees, as
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compared to private sector employees, also tend to be more unionized, enjoy better working
conditions, lower working time and higher pay, though not in all countries. In particular, we
argue that unions’ resistance to reforms, intended to increase public sector’s flexibility and
efficiency, has mainly protected the “insiders” (i.e. civil servants and incumbent workers),
allowing a rise in subcontracting of public services and an increase in atypical public sector jobs

with poorer working conditions and more precarious job guarantees.

Such mix of privileges coupled with an imperfect observability of employees’ performance often
makes standard incentive schemes ineffective or even counter-productive. Indeed, anecdotal
evidence suggests that public sector employees are more likely to be absent from work without

justification and to shirk when not strictly monitored.

The above considerations may explain why public sector jobs differ substantially from
private sector ones and why performance appraisal and incentives schemes are still scarcely
diffused. Thus, though, improving public sector’s efficiency has been one of the main challenges
for most countries, achieving it has proven extremely difficult though not impossible. One key
message of this report, is that designing personnel policies to recruit, retain and motivate
managers and employees is key for public sector performance. While this is not new, it is argued
that the important reforms of the 1990s, inspired by the “New Public Management” approach,
fell short of expectations to improve public sector performance and transparency. On the one
hand, it gave public sector managers more autonomy, incentives and power, without really
holding them responsible for achieving results; on the other, it failed to incorporate important

functions such as coordinating resources and acting as insurer of last resort.

The main empirical analysis in this report has used microdata with a large set of information
on employees’ characteristics and their jobs, to compare pay levels and working conditions
between public and private sector employees across different countries on both sides of the
Atlantic. One clear message drawn from that analysis is that intrinsic motivation and prosocial
attitudes are important features of public sector employment, especially in Europe. Given the low
power of incentive mechanisms, good quality and intrinsically motivated applicants are a key
element of public sector efficiency. As long as a government is capable to attract and select
intrinsically motivated workers, monetary incentives and productivity appraisal are of a second

order importance. However, reliance on impersonal public competitions, when recruiting

124



employees; and on seniority when deciding career advancement, may crowd-out motivation and

personal attitudes from the functioning of public sector internal labour market.

Selection on intrinsic motivation is not easy. Motivation cannot be detected by test scores,

and not even by motivation letters, as often used in selecting top managers, in order to test their

planning ability. Motivation can be tested in field or assessed by specialists in face-to-face

interview, though imperfectly. In the above context, referencing and probation periods, on the

one hand, and rigorous attitudinal test oriented at assessing social and soft skills, on the other

hand, seem the best tools to identify motivated candidates. Still, both have limits, since they can

be manipulated. Anecdotal experience suggests that one strateqy to get rid of low productivity

workers is to provide them with good referencing, in order to help them finding another job.

Similarly, there is empirical evidence of increasing absenteeism at the end of probation period,

when workers are tenured (Ichino and Riphahn 2005).

The optimal contract design should combine workers’ desire for stability with

administration’s demand for high productivity. One strateqy could be temporary contracts with

increasing length: starting with a one-two year contract, which can only be renewed as four-year

contract, which can only be renewed as eight-year contract, and so on. This is equivalent to

designing an internal ladder of positions with the principle of up-or-out. But it can even be

designed considering downward demotion: one starts as professor, and is periodically reviewed.

After one or two negative assessments, there is a possibility of being downgraded (either in role

and/or in remuneration) to a lower position (assistant professor, research assistant, librarian, and

so on). Such hard punishments would be rarely enforced, since the shame associated would

induce low productivity workers to quit before the assessment take place.

A positive public sector differential is estimated both in healthcare and education (i.e.
compared to otherwise identical private sector employees), mainly in Europe; while a negative
differential, though not statistically significant, is found in the US. In particular, we found that
public sector employees receive a higher pay at the bottom end of the wage distribution, while
the pay differential is reversed at the top of the distribution. We show that this creates a perverse
self-selection of employees, whereby low-skilled queue up to be selected in public sector jobs,
while the high skilled shy away from the public sector for better remunerated private sector jobs.
Finally, we also document a striking difference between Europe and the US: as in the latter, two
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out of three employees have their pay linked to a performance-related scheme, while in the
former, only one out of four has pay linked to performance. Overall, there is no clear evidence
that the public sector ensures a fairer environment. Cooperation in the workplace is even lower in
the public sector, and discrimination or obnoxious attitudes appear to be quite diffused. The
discontent of public workers may be influenced by prevailing work organization that gives them
more autonomy but no decision power, leaving them to be subordinates of their immediate

bosses.

The report features a number of case studies, highlighting the difficulties of implementing
performance related schemes in different public sector’s department and agencies, such as
Education, Research, Healthcare and Social security. One case study analysed merit-pay for
teachers in Italian public education, showing that the main objective was distributing the premia
rather than linking it to teachers’ performance (i.e. more than 30% of teachers obtained a bonus
amounting to less than 1% of their total pay). A second case investigated the introduction of a
research assessment exercise related to funding schemes in Italian universities. The main finding
here showed the risks associated to performance-based rewards, as many individuals respond to
the incentives by manipulating the indicators, while leaving performance unaffected. A third case
focused attention on managerial practices in healthcare, comparing public and private hospitals
in different countries. After having identified the main features of a “well managed” hospital
(monitoring of performance, targets and performance-related-incentives), results show that
public hospitals fail on many of the above dimensions, managerial quality being the main one,
compared to private ones. In a fourth and final case, the analysis concentrated on the Italian
Social security agency (Inps) and evaluated the impact of managers on their subordinates’
performance. In this case, a significant impact on office performance was found, even in a very

constrained environment with limited discretion in personnel decisions.

An open question concerns the optimal combination of the conflicting needs within each

public administration. On the one side, there are final users’ needs, since they would like to

obtain the best service, quickly delivered and possibly accompanied by personalized attention.

On the other side, public employees ask for working conditions without excessive pressure, in

order to provide high quality performance. On top of this, public managers are expected to

organize service delivery with the best use of existing resources. In the absence of explicit prices

for these transactions, it is hard to identify where to allocate the final decision power. If
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excessive power is qgiven to clients (for example using customer surveys to evaluate

performance), manipulation becomes easier, as customers hardly know the underlying

complexity of service organization (as often happen in the parent-teachers relationship). If

excessive power is given to employees, they may take advantage of their position and arrange

service delivery according to their needs (as often happens with respect to opening hours for

many public services). Finally, if excessive power is given to the managers, employees may feel

demotivated when they have to stick to superior’s rules decided by their bosses, and service

delivery would become fully impersonal for the final clients. Surveying employees (i.e. internal

customer surveys, employees well-being surveys, just to name two requirements recently

introduced in the Italian public administration) does not seem to solve the problem, unless the

management is so farsighted to be able to innovate their own work organization. Unions could

potentially act as “voice” of workers and customers request, but they are mostly captured by

protecting their members’ individual needs.

Some have argued for customers to vote with their feet, opening the door to the private

provision of services and relying on public-private competitive pressure. Academy schools in

UK and charter schools in US seem to suggest potential improvements in service delivery from

these strategies, but self-selection of users prevent its full evaluation. A similar problem emerges

with hospital, where private structures often cream-skim the most remunerative activities,

leaving chronic diseases and first aid activities to the public.
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