
The perils of performance pay

LRD Bargaining Report Feature February 1999

Performance-related pay (PRP) has become a fact of life for many workers in the private sector and parts of the public sector. The UK government now says it wants to extend this system to schools in England and Wales, and possibly to the National Health Service. Bargaining Report looks at the arguments for and against PRP, which are once again in the spotlight. 

Summary  

- government says that "increased pay must be tied to improved results" in the public sector

- recent research highlights potential problems with performance pay, such as undermining morale and teamworking; lack of transparency and consistency; failure to motivate staff; and discrimination

- in the public sector there have been problems with local NHS trust-level PRP schemes and PRP continues to generate problems in the civil service despite having been in place for over 10 years 

- the government's proposals for PRP for teachers in England and Wales have drawn sharp criticism from teaching unions

At the end of last month prime minister Tony Blair explained how the government aims to "modernise" public services. It wants a greater focus on outputs and new ways of delivering public services, in which "mediocrity" would not be tolerated. Blair said: "Increased pay must be tied to improved results. And that may mean taking on some sacred cows to make better use of the pay bill. Do we need greater differentials within the public sector?

Should we decentralise pay more? What are the lessons of performance pay and where else should we be using it?" Although appearing to pose a series of questions, Blair had clearly already made up his mind that performance pay was the way forward for teachers. Two months earlier the government published its green paper on teachers' pay which placed performance-related pay at the heart of the planned pay structure.

Lessons of performance pay

While employees may be attracted by the idea of earning more for good performance, research shows they often find performance pay systems demoralising, divisive and unfair in practice. PRP can also be discriminatory.

Proposals to extend performance pay in the public sector have coincided with embarassing evidence about discrimination at the Department of the Environment, Transport and the Regions.

According to the IPMS professionals' and specialists' union last year's appraisal results (known as box markings) showed "ethnic minority staff to have been marked significantly lower than white staff; and women to have been marked significantly higher than men." The unions involved have protested at the implementation of pay rises on the basis of these results.

Many employers continue to use performance-related pay, but some have shifted their emphasis towards a "team" approach, and a greater "across-the-board pay" element in performance-based pay settlements. Other approaches such as competency and skills-based pay and market-related salaries are gaining more support.  

Three other recent studies published by the London School of Economics (LSE), the Department of Trade and Industry (DTI) and the Institute of Personnel and Development (IPD) raise serious questions about the policy of extending performance-related pay amongst public sector workers. 

What a performance, by David Marsden and Stephen French of the LSE, focused on performance-related pay in the public services. It looked at the Inland Revenue and the Employment Service; two NHS hospital trusts that have PRP schemes for the majority of staff; and head teachers in primary and secondary schools who have had PRP for several years. 

The LSE study found support among employees for the principle of performance-related pay - except among school head teachers (who would be covered by the green paper proposals). Gains in productivity and quality were found although a large number of line managers in the organisations surveyed reported no such outcome. But this effect seemed to stem from improved goal-setting, rather than any positive motivating effect of linking pay to performance. 

The study also revealed the down side of performance-related pay:

"Large numbers in the civil service and the hospitals believed morale had been undermined, that performance pay caused jealousies among staff, and that it undermined team working". 

The individualisation of employment contracts in Britain, published by the DTI, looks at ways in which employment relations had been "individualised", including PRP, mainly in workplaces that have de-recognised unions. 

The research "exposed predictable dissatisfaction" with performance-pay, although this hadn't put employers off or lead to the winding up of PRP schemes. 

One personnel director said:

"Money really is a demotivator. The best you can achieve is that it does not interfere with the management process - if things go wrong the anomalous pay levels can be disastrous for motivation".

At another company "the constant measuring of people against each other fed into staff's sense of job insecurity by generating 'evidence' of failure to meet job targets". 

The DTI report revealed other problems with PRP. These included:

- a lack of transparency and consistency; 

 - the same performance rating in different areas within a firm resulting in different pay rises; 

- favouritism; 

- damage to team work; and 

- problems being covered up in appraisals to avoid poor assessments. 

At a conference organised by the Institute of Personnel and Development (IPD) earlier this month David Guest, professor of occupational psychology at Birkbeck College, said that the latest performance pay proposals are doomed to fail:

"Performance-related pay is an old idea that has a lousy record. I cannot understand why the government is so keen to introduce it into teaching and the NHS. The evidence shows that it simply doesn't work". Guest added that the government was guilty of a fundamental failure to understand public servants' motivation in thinking that pay could be used to manipulate performance,.

A survey published early last year by the IPD seemed to show continued growth in the use of "individual performance-related pay" (merit pay or bonuses determined by agreed individual objectives). Three quarters of employers still believed it had a positive benefit on performance by encouraging employees to focus on organisational objectives (IPD 1998 Performance Pay Survey). 

However, only 25% of companies and organisations in the IPD survey operated individual performance-related pay schemes for non-managerial staff. Managers were much more likely to be covered by PRP and get bigger PRP awards than non-management staff but, even so, 60% of organisations did not use it for this group either (see table). 

The IPD survey flagged up familiar problems with employee perceptions about fairness and favouritism in PRP, the training of managers in the implementation of the scheme, and the level of pay awards (seen as too small to act as a motivator). 

Public sector employers in the IPD survey made much less use of nearly all forms of performance pay than the private sector, and were "much less likely to feel that their schemes are generating beneficial outcomes for their organisation on virtually every indicator". A majority (51%) saw PRP as having a negative effect on staff morale, as against 34% in the private sector. 

Seventeen percent of public sector organisations in the survey were in fact considering abandoning individual performance-related pay for management employees, compared to 5% in the private sector. The IPD survey also showed that use of performance-based systems other than individual performance-related pay, such as team pay or skill/competence pay, was growing more rapidly than PRP. 

A recent Incomes Data Services report on pay in the financial services noted "a stronger focus on market pay, with emphasis on comparability as much as individual performance in determining salaries and increases" (IDS Report 773 November 1998).

More recently, at an IPD conference in early February, Tony Hope of the French business school INSEAD condemned performance pay as having outlived its usefulness. He said that in the "knowledge-based economy" reward systems need to encourage the sharing of knowledge and cooperation: "It will be less pay for performance and more pay for participation". He argued the case for collective rewards based on the achievement of targets rather than divisive performance-related pay. 

NHS

Plans for a new pay system for the NHS, announced in February, include a possible extension of the use of performance pay. This is reflected in proposals relating to senior staff, and in the idea of replacing automatic annual increments with "local flexibility on how staff move up the pay spines".  

Until now the use of performance pay in the NHS has been limited. The LSE report What a performance looked in detail at PRP schemes in two NHS trusts. One had a pay system based on individual appraisal and the other on overall performance measures. The report concluded: "The group-based trust-wide scheme used by one of the hospitals caused much less damage to work relations than the individual scheme". 

The main weakness of the group-based scheme, according to the report, "lay in less effective goal-setting, and a smaller effect on productivity. There are two reasons for this. The trust-wide bonus did not focus on individual work objectives; and separating performance pay from appraisal removes one of the incentives to staff and line managers to do their appraisals. On the other hand, separation reduces the risk that pay will contaminate appraisal". 

Last year saw a move away from the existing pay system for NHS managers, which included performance- related pay. In the system that has replaced it, health authorities are not required to link pay progression to performance and some of them have decided not to. According to the Health Service Journal (2 April 1998), it was widely acknowledged that PRP for this group of NHS staff had "failed to live up to expectations as a great motivating force". Alistair Henderson, national officer for public services union UNISON, confims that it worked as a demotivator rather than a motivator. 

According to the LSE report, the NHS experience highlighted a "fundamental ambiguity" that can arise when appraisals are linked to pay. This is because appraisal comes to be seen both as an opportunity to agree on objectives, and as a vehicle for management to pressure workers into higher performance. This point is echoed in the The individualisation of employment contracts in Britain, in which one utilities company "made a virtue of not linking pay to performance and of choosing instead to reward high performers with more symbolic marks of personal recognition".

And it ties in with an earlier survey by the Industrial Society in which almost half the respondents made no direct link between the results of appraisal and an individual's pay (Managing Best Practice 37 July 1997) 

Civil service

Performance pay has been in place in the civil service for more than 10 years, yet the LSE report shows that it continues to generate problems. Comparing the current position in the Inland Revenue with an earlier survey in 1991, they noted "a big increase in suspicion of favouritism, and a tripling of those saying PRP had reduced their willingness to co-operate with management". Performance pay is seen as having "made the job of management harder", and output improvements may not be sustained if "the performance management system itself" becomes demoralised. 

The main 1998 Inland Revenue pay settlement promised a review of performance management and the pay system, on the basis of agreed principles. 

Jill Evans, senior national officer for the PCS public and commercial services union said: "the current pay structure makes a nonsence of the idea of performance-related pay. Two individuals can be doing the same job with the same performance assessment and be on pay rates Pst4-5,000 a year apart. There are recently promoted managers on pay rates below those of staff they manage."

The PCS and Inland Revenue have agreed a joint statement that different approaches to managing performance and links to performance-related pay would be examined, and there was agreement that new arrangements must be for the better and should gain the widespread support of staff. There was also agreement on the need for pilot studies to be carried out and a commitment that the review process would not be rushed, with a joint review of the timetable as work progresses.

Discussions on a new or substantially renegotiated pay structure aim for this to:  

- be easy to understand;

- support fairness and equal opportunities;

- be based on job evaluation;

- be informed (but not constrained) by the inter-quartile range of annual pay settlement covering non-manual employees outside the public services conducted by the Office for Manpower Economics and regular pay levels survey;

- provide for automatic annual negotiations unless both parties agree otherwise;

- provide for an across-the-board element; and

- provide a clear system of progression at an acceptable rate through a pay band, scale, grade or pay spine to a level acknowledged as the standard pay point (which might be a rate for the job or a target salary).

While performance continues to determine individual pay awards in most of the civil service, recent pay settlements have been geared more towards an across-the-board element and in some cases commitments on pay progression have been achieved. Last August's settlement at the Maritime and Coastguard agency, for example, guaranteed that all staff below grade 7 would progress to their current band maximum by August 2003. 

The 1998 pay deal at the Child Support Agency (CSA) included a decision to permanently abolish performance pay linked to individual appraisal. The Agency has committed itself to the introduction of team rather than individual performance awards, and has set aside an additional 0.3% of the pay bill to be potentially available during the financial year for this purpose.

The exact details of the CSA scheme have not yet been agreed but it is accepted that it must be fair, equitable and consistent for all staff. It is understood that innovative proposals about a replacement for individual performance pay, linked possibly to team achievements and efficiency savings, are under consideration but have not yet been finalised. 

Green paper on teachers' pay

Teachers, meeting the challenge of change is a complex set of proposals. It would see the bulk of the teaching profession divided into three groups - those on the existing pay scale, a higher paid group, and a "leading group" including heads, deputies and other senior teachers. Existing limits on working time - 1,265 hours directed time and 195 days per year - would be eroded with new contracts, longer hours or "higher professional expectations" the price for access to the higher pay levels and "fast track" progression. 

Performance-related pay, would be a central part of this. Appraisal and assessment on factors including pupil performance, would determine an individual's position in the new pay structure. 

The green paper admits that existing performance pay arrangements for head teachers are not working well, and that opportunities to increase the pay of individual teachers on a discretionary basis have by and large not been used. Nevertheless, it says, good performance "is not sufficiently rewarded".

The fact that performance pay is unpopular with teachers is accepted: "Few professions have turned their back on linking pay and performance to the same extent as teaching". But as the government sees it, this reflects a tradition that treats all teachers "as if their performance was similar, even though in every staff room teachers themselves know this is not true". At the same time, the Green Paper accepts that teachers face inadequate opportunities for professional growth and development, too much administrative work, below-standard working conditions and ageing equipment. 

For classroom teachers, there would be two pay ranges, with a performance threshold at the end of the first range giving access to a new, second range for "high performing teachers". The threshold would be set at the current pay maximum available on the basis of experience and qualifications. The idea of a two-tier pay scale resembles performance pay schemes first introduced into the civil service in the late 1980s. These were subsequently replaced by pay structures in which individual pay rises are entirely performance-related. 

Below the threshold teachers "could normally expect increments in their early years of teaching but their rate of progress would depend on their performance" as assessed through performance appraisal. A "fast-track" scheme would allow some to move rapidly up to the threshold, with double increments in one or more years.

On reaching the threshold, teachers would have the right to apply for a performance assessment. They would be judged on whether they had displayed sustained levels of competence, achievement and commitment, consistently achieving new national standards of classroom performance. Success would not be guaranteed but "over time" the majority of teachers would be expected to "be of a standard which would allow them to cross the threshold if they wished". 

Progress above the performance threshold would depend on new appraisal arrangements involving a thorough annual assessment of "performance against agreed targets". The result would be "a significant increase in the salary of many teachers" who would in return, have to meet "higher professional expectations".

Teachers passing the threshold assessment would receive an immediate salary uplift of up to 10%, with the higher pay spine expected to be worth between Pst24,500 and Pst35,000. 

The green paper also proposes a new school performance award scheme, intended to apply to a significant number of schools each year. This would reward staff as teams or individuals, through non-consolidated bonuses, and would extend to classroom assistants and other support staff. Its role would be to "provide a counterbalance to the recognition of teacher performance through individual pay arrangements" and to complement other school-level measures for raising standards.  

Performance appraisal and pay

Performance appraisal, although widely used as the basis for decisions on pay, has at least two other distinct roles:  to help in the development of employees, and support them in their job; and to link individual work objectives directly with those of the employer through a "performance management" approach. 

The government's proposals would change the role of performance appraisal, which at present is not linked to teachers' pay. The green paper says that the existing scheme is seen as discredited and pointless because of "the artificial separation of pay and appraisal". In this the green paper seems to be at odds with the findings in the LSE report, which describes the possible "contamination" of appraisal by its linkage to pay (see above). 

Proposals for a revamped appraisal system, linked to pay, are set out in a "technical consultation document" which accompanies the green paper. It would be firmly based on the achievement of individual objectives, even though it acknowledges the risks inherent in "crude links between teacher performance and pupil outcome" and the danger that PRP "can become bogged down in bureaucracy". The head and school governors would have considerable discretion in deciding how assessments of individual performance would be translated into pay rises. 

The LSE report, which included head teachers' experience of performance pay, pointed out that: "In deciding on valid criteria for performance measurement management is facing much more than a simple technical issue, but one which relates to people's beliefs about the goals of the service they work for." This can result in disagreement about the suitability of the targets chosen by management. "Reliability of performance measures is also a difficult issue. Unless such measures are reliable, performance pay will be more like a lottery than a payment system. Finding measures which both command a degree of consensus as to their validity and are also reliable complicates the issue greatly".

The main teaching unions have been cool about the green paper proposals. NASUWT initially gave it a guarded welcome and has been positive about proposals to relate pay to appraisal. But it was highly critical of the separate technical consultation document, saying "the proposals on appraisal are hopelessly unmanageable and a recipe for bureaucracy" and that the proposals overall put too much emphasis on "crude PRP" or "payment by results".

An opinion poll commissioned by the NASUWT found that only 17% of teachers agreed with the idea of relating pay to performance which took account of pupil progression. Seventy-six percent disagreed with the proposed school performance award.    The NUT has described the proposals as "a return to the discredited system of payment by results which our predecessors got rid of 100 years ago". Relations in the staff room would be adversely affected, under PRP, with teachers under pressure to "keep good ideas to yourself so you benefit and your colleagues don't". 

Teachers' pay proposals  

- the linking of pay progression to appraisal, with opportunities for accelerated progression or for progress to halt if performance is poor;

- a new higher pay scale for teachers who have reached the top of the current scale, involving new contracts; 

- crossing the threshold between the main and higher scales to be subject to performance review;

- "fast track" pay progression for teachers below the threshold, involving supplementary contracts and greater mobility; 

- a new "leadership" scale to cover not only heads and deputies but also other senior teachers;

- a more clear cut performance pay arrangement for heads and deputies; 

- external assistance for governing bodies in implementing performance management; and

- school performance award scheme covering classroom assistants and other support staff.

Performance pay in the public sector

 Key findings of a study by the London School of Economics:

- most staff, except head teachers, agree with the principle of performance pay;

- up to half the line managers in the civil service and hospitals believe PRP has raised productivity, improved goal setting, and to a lesser extent, raised quality

- many staff believe it has improved goal-setting

 - most staff believe it has not raised their own motivation

- most staff believe PRP is divisive, undermines morale, causes jealousies, and inhibits workplace co-operation

- many believe line managers use PRP to reward their favourites

- many believe higher management unfairly restricts performance pay by means of quotas

- many line managers believe performance pay has reduced staff co-operation with management

- group PRP scores much better for morale and co-operation than individual PRP, but less well on goal- setting. Other differences between PRP schemes had little effect;

- there are strong reasons to doubt the sustainability of the productivity improvements, especially in the civil service.

What a performance - Marsden & French.

Extent of performance pay schemes (% of organisations)

Type of scheme 


Management

Non-management 

in use    



staff     


employees


individual PRP 


40



25

team-based pay


8



8

skill/competency-based pay
6



11

profit-related pay  


35



34

employee share 

ownership scheme


17



15

Source: IPD 1998 Performance Pay Survey
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