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Synonyms

Incentive management; Managing pay; Pay for
performance; Reward management

Brief Definitions

Merit – being worthy of praise or reward.
Merit-based pay – a compensation system that

links an individual’s salary to an evaluation of
their performance.

Pay – the act of being paid a wage or salary.
Performance – accomplishment of work.
Public sector – government and all publicly

controlled or funded entities that deliver public
programs, goods or services.

Introduction

For decades governments have been battling bud-
getary constraints and citizen’s perceptions that
public servants were under-worked and overpaid,
while attempting to seek out and implement prac-
tical strategies that would generate evident
improvement in public service performance.
Against this backdrop, and with an ever-changing
and globalized world where public servants are no
longer contracted for life, and governments com-
pete with the private sector to recruit from a lim-
ited pool of high performing human resources, the
question of how to suitably reward public servants
once recruited remains somewhat unanswered
and an overwhelming challenge. A proposed solu-
tion adopted in various sections of the public
sector “is to replace or complement the traditional
civil service system of automatic salary increases
based on length of service with financial reward
for good performance.” Such an approach where
pay is conditional on performance is commonly
referred to as “merit-based pay” or “performance-
related pay” and has increasingly been adopted by
developed and developing nations’ governments
(OECD 2005, p. 1). For clarity sake, in this chap-
ter we will use the term merit-based pay (“MBP”).

The notion that public servants should be paid
based on their work performance seems logical,
forms part of MBP systems, and is founded on an
evaluation of individual employee achievements
and apportionment of financial rewards to the
most productive. While the origins of this concept
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are traced back to the late nineteenth and twentieth
century, by the 1940s MBP was broadly accepted
in the private sector as a means of rewarding
outstanding employees. By the 1980s, MBP sys-
tems were also being adopted in the public sector.
After four decades of public sector experience
with MBP systems, growing consensus among
researchers, academics, and government adminis-
trators is that these systems have failed to achieve
the desired outcomes such as improved employee
performance and productivity, job satisfaction,
and reduced employee turnover. Nevertheless,
the practice continues despite evidence to the con-
trary (Hawke 2012, p. 19). Governments continue
to openly support the MBP concept and “seem
unwilling to abandon the concept” (Kellough and
Lu 1993, pp. 45, 46).

Theoretical Underpinnings of Merit-
Based Pay

An ongoing belief is that the public sector needs to
be more business-like in the way in which it is
operated (Dart 2004). Hence, public sector reform
has been characterized by the introduction of
management practices and techniques derived
from the business sector. A case in point is the
introduction of MBP systems in the public sector
(Swiss 2005). MBP systems focus on the creation
of a clear relationship between employee effort
and financial incentives. These systems are
suggested to be grounded in the expectancy the-
ory, goal-setting theory, and equity theory, with
financial incentives intended to sufficiently moti-
vate employees to produce the desired high-
performance outcomes (Choi and Whitford
2017). The expectancy theory assumes that
employees understand the performance goals
and believe they have the required skills to
achieve those goals; employees believe that if
they perform to the standard as specified in the
goals, their performance would be rewarded; and
performance rewards would be sufficiently signif-
icant as to justify the required additional effort, or
workplace behavioral change. The goal-setting
theory holds that MBP will improve employee
performance, where those goals are clearly

defined and challenging, and have been accepted
by the employees (O’Donnell and O’Brien 2000).
The equity theory maintains that employees eval-
uate fairness in their relationships with their orga-
nizations and employers through a comparison of
their perceived inputs (such as applied effort) to
their perceived outcomes (such as salary and other
benefits) and with the ratios of other employees
(Choi and Whitford 2017). Researchers (Green
and Heywood 2008) suggest that MBP systems
that comply with the foundational assumptions of
these theories can motivate employees and
improve effort, performance, productivity, and
job satisfaction. However, other researchers
(Hawke 2012; Kellough et al. 2010; Perry et al.
2009) have established that these ideal assump-
tions are often not recognizable in the public sec-
tor context and contend that MBP systems in the
public sector turned out to be abject failures, with
no empirical evidence to show that MBP
improved motivation and performance in the pub-
lic sector. Further compounding these disparate
viewpoints, Chenhall (2003) suggests that the
public sector has specific characteristics which
may restrict the naïve adoption of MBP. Bowman
(2010) sums up the status regarding MBP systems
in the public sector by stating that in the public
sector the linkage between compensation and
desired outcomes remains unclear. Despite these
opposing viewpoints, mixed findings, and con-
cerns as to whether MBP systems suit the public
sector context, these systems remain attractive
and continue to be advocated in the public sector
as a means of promoting performance improve-
ment (Choi and Whitford 2017).

Misconception that Pay Motivates

The presumption that pay is foundational to the
motivation of public employees is less than con-
clusive. Researchers suggest that intrinsic rewards
such as workplace participation and job enrich-
ment are the main determinants of motivation and
job satisfaction rather than monetary compensa-
tion. The expectancy theory also recognizes that
people differ in what is of importance to them.
However, the MBP system fails to take these
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differences into consideration and merely focuses
on providing extrinsic financial incentives
(Hawke 2012; Kellough and Lu 1993). It is
suggested that individuals with higher levels of
intrinsic motivation (motivated to contribute to
providing public services for the betterment of
society) are attracted to public sector employment
and do not require extrinsic incentive systems to
direct behavior (Christensen and Wright 2011).
However, extrinsic financial incentives forming
the basis of MBP systems have the potential of
overwhelming and harming the public service
intrinsic motivation of these employees, and the
employer telegraphing to employees that intrinsic
motivation is less important than extrinsic moti-
vation (Prentice et al. 2007).

Subjective Nature of Performance
Evaluations

The subjective nature of the performance
appraisal systems linked toMBP systems, in com-
bination with the hierarchical public sector envi-
ronment, significantly increases the level of
managerial discretion, influence and control over
employees’ work allocation, career progression,
and financial compensation and can be problem-
atic in the public sector (Kellough and Lu 1993).
Even the best-intentioned performance evalua-
tions are judgmental in nature and presumptive
“that the person’s inadequate contribution is sep-
arable from any systemic origin of poor perfor-
mance” (Hawke 2012, p. 19). Because people are
subjective, the evaluation philosophy, method,
and criteria will vary between one rater and
another. Also, various factors which are not job-
related, such as gender, age, qualifications, phys-
ical appearance, etc., influence either favorably or
unfavorably rater bias applied to evaluations and
outcomes of performance evaluation (Hawke
2012). Politicization of public sector performance
appraisals is also possible. Therefore, the public
sector has established elaborate procedures to
ensure political neutrality of the public adminis-
tration. Notwithstanding, as a result of the subjec-
tive nature of performance appraisal, it could be
argued that MBP systems invite political intrusion

and create a tension between neutrality and
reward for performance (Hawke 2012; Kellough
and Lu 1993).

Specific Characteristics of the Public
Sector

Specific characteristics of the public sector are
markedly different from the business sector from
which MBP systems were derived and have the
capacity to negate potential benefits derived from
public sector adoption of aMBP system (Chenhall
2003). The public sector is multifaceted, with
diverse objectives and priorities that are
influenced by issues beyond their control, and
which are difficult to define and measure. The
public sector also provides community-wide pub-
lic services to multiple principals, namely, citizens
(tax payers) and stakeholders (internal and exter-
nal of the public sector), each with competing
priorities. Further, many public sector tasks are
so complex as to require a team of employees to
complete (Prentice et al. 2007). These specific
characteristics of the public sector make individ-
ual public sector employee task prioritization,
performance measurement, attainment, and
incentivization extremely difficult (Propper and
Wilson 2003).

Preconditions Required for Successful
Merit-Based Pay Implementation

Scholars argue that specific preconditions are
required for successful implementation of MBP
in the public sector (Choi and Whitford 2017).
Preconditions are suggested to include “trust in
management, a valid job evaluation system, clear
performance factors, consistent and meaningful
funding, and accurate personnel appraisal”
(Bowman 2010, p. 74). Further, public sector
research has identified that performance
appraisals, fair recognition of performance, and
public sector motivation are strongly associated
with job satisfaction (Park and Rainey 2007) and
trust, justice, and perceived fairness form crucial
connections between financial incentive schemes
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and behavioral outcomes (Perry et al. 2009). Not-
withstanding, Hawke (2012, p. 22) argues that
“none of these preconditions can be assured” in
the public sector and that fundamental procedural
concerns exist regarding MBP systems in the pub-
lic sector.

Trust, Perceived Fairness, and Justice
Are Central to Merit-Based Pay Systems

The employment relationship is a social and eco-
nomic exchange between employees and the orga-
nization, with management representing the
organization in the relationship. “Some suggest
that if employees trust management fairly to rec-
ognise and reward their contribution, they are
more likely to have positive attitudes about their
organisations and work” (Choi and Whitford
2017, p. 447). Conversely, where employee’s
lack trust in the exchange relationship, they can
react with dissatisfaction, withdrawal, and coun-
terproductive work behaviors (Cohen-Charash
and Spector 2001). Therefore, employee trust
and perceptions of fairness and justice are central
to successful financial incentive systems such as
MBP (Frey et al. 2013), as any reduction in
employee perception of fairness and justice relat-
ing to rewards distribution may result in distrust of
the system, management and organization, and
negative behavioral countermeasures taken by
employees that adversely affect individual and
organizational performance (Salimaki and Jamsen
2010). Cause for concern is that many factors in
the public sector (that are beyond the control of
individual employees) affect employee perfor-
mance, perception of fairness and justice, and
trust of the performance appraisal and MBP sys-
tems, management and the organization and
include: managerial hierarchy; unequal power dis-
tribution between raters and employees; employee
perceptions that performance criteria are imposed,
ambiguous, competing, not clearly explained,
irrelevant to the work tasks undertaken, and
unachievable; and subjectivity, biasness, and dis-
crimination by raters throughout the performance
appraisal and rewards distribution processes

(Choi andWhitford 2017; O’Donnell and O’Brien
2000).

Procedural Concerns with Merit-Based
Pay Systems

Public sector employees have raised concerns that
procedural issues undermine the effective opera-
tion of MBP systems in the public sector (Hawke
2012; Choi and Whitford 2017). It is common for
MBP systems in the public sector to fail due to the
performance appraisal process implemented
being dependent on a manager’s perception
(judgment) of an employee’s performance. An
absence of objective data and standard criteria
for comparing employees, combined with an
appraisal system subject to a number of biases,
makes it difficult to distinguish between various
aspects of individual employees’ performance and
performing and nonperforming employees and to
appropriately distribute MBP rewards. Also, rater
leniency in order to avoid conflict and maintain
good relations with employees gets the perfor-
mance appraisals completed, but at the cost of
inflated ratings (with employees being rated
higher than their performance actually warrants),
therein undermining any true relationship
between merit (performance) and pay, and perpet-
uating a type of automatic pay increase system.
Where raters do attempt to establish distinctions in
performance between employees, other problems
can result. As a result of the evident failings in the
performance evaluation system and its applica-
tion, employees lack confidence in a system that
lacks credibility. Exacerbating the lack of confi-
dence and credibility in the appraisal system is
that performance raters often lack training in the
evaluation of their subordinates, variation exists
in the manner in which the appraisals are admin-
istered within and across agencies, and a culture
supportive for performance evaluation is often not
developed. Ultimately, trust is eroded between
management and employees, and conflict and dis-
satisfaction with the appraisal process and the
associated MBP system results. Also, employees
that received lower performance ratings com-
monly experience decreased commitment to the
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organization and alienation in the organization
(Hawke 2012; Kellough and Lu 1993).

Financial Constraints on Merit-Based
Pay Systems

Budgetary constraints and reductions resulting
from public sector fiscal stress, and specifically
imposed on MBP systems, are commonplace.
Arbitrary decisions that funding under the MBP
system are restricted to the same levels as previous
general reward systems, offset arrangements
applied whereby funding limitations require that
merit increases for some employees must be offset
by decreases for others, and the requirement for
equity to be maintained across departments and
hierarchical levels, severely restrict the opportu-
nity for any tangible benefits to be derived from a
MBP system. Considering the obvious financial
constraints and potential for antithetical behav-
ioral outcomes such as rater and employee frus-
tration and demotivation, and the resultant
adversely impacted performance outcomes, begs
the question whether implementation and opera-
tion of a MBP system is worth the effort (Hawke
2012; Kellough and Lu 1993).

Side Effects of Merit-Based Pay Systems

The majority of MBP evaluations in the public
sector refer to the USA, UK, Australia, and other
OECD countries. These results highlight that
despite the attractiveness in principle of rewarding
employee good performance, in practice these
systems have at best generated limited success
and at worst been dismal failures (Cardona
2007). MBP systems in the public sector have
also created unintended side effects that have
been difficult to address. An inherent problem
with incentive payment schemes, and as evident
in MBP systems in the public sector, is that they
produce an escalation of performance ratings and
associated merit payments, which results in
increased salary costs. In theory it could be argued
that increased salary costs resulting from public
sector MBP systems could be offset by

corresponding increased productivity, as often is
the case in the private sector. However, in actual-
ity measurement of productivity in the public
sector is complex and problematic, with some
activities conflicting and difficult to measure,
and offset of costs often not possible. These sys-
tems also require development, implementation
and maintenance of sophisticated, bureaucratic,
costly, and time- and resource-consuming admin-
istrative processes to control, and tie up valuable
resources that could otherwise be deployed else-
where in the organization and put to more
productive use.

Where MBP systems are operational,
employees often work towards optimizing their
own performance regardless of the impact on the
system or organization, as evidenced by creative
accounting, withholding information, delaying
results, and reducing quality at the expense of
increased output, etc., which increases individual
visibility and control at the expense of coopera-
tion, and misaligns resources with organizational
goals. Inappropriate practices relating to per-
ceived absence of procedural fairness and justice,
biasness, favoritism, patronage, and subordinate
sycophancy, combined with individual monetary
incentivization, are commonplace in MBP sys-
tems in the public sector. Under these conditions,
side effects proliferate such as conflict among
employees; employee demotivation; damage to
employee self-image; restriction of employees
prepared to work on interdependent tasks; damage
to employee morale, teamwork and organizational
culture; restriction of output; and decreased per-
formance and service quality (Hawke 2012).

Unwillingness of the Public Sector to
Abandon Merit-Based Pay Systems

The underlying issues relating to MBP systems in
the public sector are persistent. Procedural con-
cerns with MBP systems, inherent subjectivity of
formal performance appraisal, inadequacy of
funding for merit pay, and the potential for use
of merit pay as a mechanism for political control
(or the illusion of control) remain as undesirable
constraints of the MBP compensation system.
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Despite the MBP system appearing to have failed
to achieve its primary objectives, the public sector
seems dependent upon, and reluctant to, abandon
this system. What then are the reasons for public
sector persistence with a failed system? (Hawke
2012; Kellough and Lu 1993).

Due to the enduring negative public percep-
tions of the public sector, and demands for
improved efficiency, transparency, and account-
ability, the MBP is suggested to be a symbolic
response by the government to control the bureau-
cracy and deemed politically attractive. Hence,
MBP has a compelling political argument for its
persistence. A perception also endures that the
private sector and their management are held in
high regard because they know how to run busi-
nesses well; therefore, the public sector should
imitate the practices of the private sector and be
run more like a business. This perception is fun-
damentally flawed because it ignores the differ-
ences between the private and public sectors.
Also, it is assumed that the MBP system operated
in the private sector is a business management
success. Evidence to the contrary in the private
sector highlights that MBP system results at best
are mixed with some instances of absolute failure.
Nevertheless, the perceptions of the private sector
and the viewpoints that the public sector should
mimic the private sector and implement MBP
systems persist. An obvious reason for persistence
of MBP systems in the public sector can be
explained by the perception that MBP can be
used as a control mechanism by management.
Simply put, those (management) who control the
performance appraisal process also control the
rewards distribution and employee behavior and
reinforce the bureaucratic hierarchy and power
structures. It would be reasonable to suggest that
public sector management could be influenced to
overlook the inherent failings in the performance
appraisal and MBP systems, confident in the
expectation that such systems would reinforce
their power and control (Hawke 2012; Kellough
and Lu 1993).

Finally, MBP systems require considerable
“selling” and building of expectations (that these
systems have the capacity to increase public sec-
tor efficiency, effectiveness, transparency and

accountability), in order to gain approval for
adoption and funding of such a system. Adoption
of MBP systems also requires considerable
investment by governments over a number of
years, and ongoing training of managers and
employees. Considering the enormous sunk
costs already incurred by governments relating
to MBP systems, an inability to “get the systems
working well,” desire not to expose dysfunctional
systems and organizational consequences of the
systems, and the need for bureaucratic and public
“face-saving,” the public sector continue to be
unwilling to abandon the concept (Hawke 2012;
Kellough and Lu 1993).

Conclusion

In theory, MBP systems seem suitable for use in
the public sector. However, in practice, MBP sys-
tems are challenging to implement and maintain,
are founded on flawed performance managements
systems which employees perceive as unfair,
unjust and not to be trusted, and often produce
the opposite results to those expected, such as
employee dissatisfaction and discouragement,
and decreased performance output (Hawke 2012,
p. 22). Notwithstanding the evident shortcomings
in MBP systems, and that these systems for all
intents and purposes appear not to have worked
very well for the past four decades, governments
continue to make MBP systems a central part of
their remuneration structures and “seem unwilling
to abandon the concept” (Kellough and Lu 1993,
pp. 45, 46).

It is suggested that public sector MBP systems
need to be redesigned with the direct involvement
of management and employees, and based on a
well-structured, holistic, transparent, robust, fair,
just, and trusted performance management system
comprising mutually agreed goal setting, and with
regular periodic performance follow-ups between
management and employees. Further, considering
that many public sector tasks are so complex as to
require a team of employees to complete (Prentice
et al. 2007), and that the specific characteristics of
the public sector operating environment make
individual public sector employee task
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prioritization, performance measurement, attain-
ment, and incentivization extremely difficult
(Propper and Wilson 2003), it is further suggested
that consideration should be given to adoption of
forms of team performance measurement, reward,
and recognition.

Cross-References

▶Budgetary Constraints in Public Sector
▶Managing Pay in the Public Services
▶Motivation Theory and Practice in Public
Employment

▶ Pay Equity and Performance in the Public
Sector

▶ Pay for Performance in Government
▶ Performance Management in the Public Sector
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