SETTING THE STANDARD IN PERFORMANCE
MEASUREMENT SYSTEMS

PASCAL COURTY, CAROLYN HEINRICH AND GERALD
MARSCHKE

Query Sheet

Q1 Au: 2002 or 1999. pls check?
Q2 Au: Refs. not cited in text. Pls cite in text or delete from ref. list?



3b2 Version Number : 7.51c/W (Jun 11 2001)

File path . p:Santype/Journals/Taylor&Francis/Upmj/v8n3/UPMJ143945/UPMJ143945.3d

Date and Time : 10/1/09 and 19:55
International
Public
Management
Journal

SETTING THE STANDARD IN PERFORMANCE
MEASUREMENT SYSTEMS

PASCAL COURTY
EUROPEAN UNIVERSITY INSTITUTE

CAROLYN HEINRICH
UNIVERSITY OF WISCONSIN-MADISON

GERALD MARSCHKE
UNIVERSITY AT ALBANY, SUNY

ABSTRACT: A fundamental challenge in the design of performance measurement and
incentive systems is the establishment of appropriate benchmark levels of performance,
also known as performance standards. Drawing from the information economics,
contract theory and public administration literatures, we derive theoretical implications
for the construction of performance standards. We then assess alternative methods that
are commonly used to construct performance standards and consider their application in
performance measurement systems in public programs. We draw out important lessons
for the establishment of performance benchmarks and other implications for perform-
ance standards system design in public organizations.

Performance measurement as a management tool dates back more than a century, as
manifest in the scholarship of Woodrow Wilson (1887) and Frederick Taylor (1911),
who urged a more “business-like” approach to management in general and public
administration in particular, including “setting standards” and “‘exercising controls
to ensure conformity with standards.” These early efforts to improve executive man-
agement and organizational performance were focused primarily on measuring individ-
ual employee performance, with minimal attention to the role of performance
incentives in organizations and the ‘‘social character” of these systems, as later
advanced by Chester Barnard (1938). In recent decades, public sector performance
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measurement systems have shifted toward an explicit focus on measuring organiza-
tional outcomes and rewarding results that meet or exceed standards. Performance
standards are now used to assess the outcomes of a wide range of public sector
activities—from teenage birth reduction efforts to defense contract procurement—
sometimes with high stakes for achieving (or failing to achieve) performance goals.

A key element in the design of these performance measurement systems is the
establishment of appropriate benchmark levels (or standards) of performanceto
guide the evaluation of program outcomes. Performance benchmarks serve as a basis
for system incentives, and influence the responses of public managers and staff oper-
ating a program. In systems with rewards and sanctions linked to results, performing
above or below the standards can have important short-term consequences (e.g.
budgetary rewards or revisions, positive or negative recognition), as well as long-
term ones (e.g. promotion, structural reorganization).

In this paper, we review literature in information economics, contract theory (see,
for example, Prendergast 1999 or Dixit 2002'), and public administration to draw
out theoretical implications for the construction of performance standards in public
organizations. We then assess alternative methods that are commonly used to con-
struct performance standards and consider the relevance of these lessons for the
design of performance measurement systems in public programs. Focusing in parti-
cular on performance benchmarking in U.S. workforce training programs, (the Job
Training Partnership Act, JTPA, and Workforce Investment Act, WIA, programs),
we assess whether the design of performance standards in these programs is consist-
ent with basic principles derived from theory.

We take for granted in our study the decision to introduce performance measure-
ment, and we try to analyze how this can be done effectively. Clearly, performance
assessment serves important functions in public organizations other than promoting
program efficiency and effectiveness. Marshall et al. (2000) described three primary
functions: accountability for public expenditures, the production of comparative
information to inform customer choices in public services, and improvement of pro-
fessional practice and program management. For example, public managers may use
performance information to identify best practices or to communicate to outside
constituencies legitimate information about organizational achievements. We
acknowledge the possibility that the introduction of performance measurement
may transform organizations through channels other than those we discuss in our
literature review. We likewise recognize that political and ethical concerns also influ-
ence construction of performance standards and use of performance data. We dis-
cuss these issues to a greater extent in our case study analysis of performance
benchmarking in public training programs.

THEORY-BASED FRAMEWORK FOR PERFORMANCE
BENCHMARKING

We frame our discussion in terms of the principal-agent model, a theoretical frame-
work commonly applied in the economics and public administration literatures.
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SETTING THE STANDARD IN PERFORMANCE MEASUREMENT SYSTEMS 3

There are critics of this model who argue that it overemphasizes the self-seeking beha-
vior of agents and neglects social interactions and motivators. In his classic study of
organizations, Thompson (1967), for example, described the importance of cliques,
social controls based on informal norms, and status that influence the performance
of organizations. Similarly, stewardship theory emphasizes collective goals and public
managers ‘“‘whose motives are aligned with the objectives of their principals,” or who
highly value cooperative behavior even when their interests and those of the principal
diverge (Davis, Donaldson, and Schoorman 1997, 21). And there is also a growing
literature on public-service motivation that asserts individuals act in ways that con-
tribute to the public good, not in response to incentives offered by organizations
for performance or commitment, but as a way of satisfying their personal needs
(Perry and Porter 1982; Rainey 1982; Wise 2004). Wise (2004, 675) adds that pub-
lic-service motives have the potential to empower public servants to “overcome
self-serving interests, moral inertia and risk avoidance,” and Crewson (1997) links
them empirically to greater organizational commitment and lower employee turn-
over. Although we acknowledge the roles of social and cultural norms, of public-
service motivation, and the influence of political or personal power relationships
as described in these alternative theoretical frameworks, we rely primarily on
principal-agent theory in modeling behavior and relationships in this study.

In our application of principal-agent theory to the study of performance standards
systems, we call the party who designs the measurement system the principal and the
party whose performance is measured the agent. We denote the measured perform-
ance P, and the benchmark level of performance, or the performance standard, Py.
The difference between the performance outcome (P) and the performance standard
(Po) is denoted AP, that is, AP = P — P,

We are interested in the methods that are used to construct the performance
benchmark Py and in the kind of information that these methods incorporate in
the benchmark. Although we recognize that there may not exist a single method
of construction that could be effectively applied in all situations, we still believe that
some methods are largely more effective than others. We say that a standard is
poorly constructed or “ineffective” if it is missing key pieces of information, and/or
if it is likely to send the wrong signals and to stimulate behavioral responses with
negative implications. In addition, we recognize that, in practice, organizations will
often use multi-dimensional measurement systems with multiple measures and
performance benchmarks. Although we explicitly discuss these issues, for the sake
of conciseness, we focus in our literature review on the simplest case with a single
performance measure, as this is sufficient to highlight the main lessons from the
literature without loss of generality.

We assume that the agent has some control over the performance outcome, and
following the economics literature, effort constitutes the agent’s choices and exer-
tions that influence the performance outcome. We denote the effort choice e and
assume that higher effort levels increase the performance outcome, that is, P(e)
increases with e. We model effort as a one-dimensional choice by the agent. It is use-
ful, however, to think of e as a vector of activities; the agent chooses not only how
hard to work, but also how to allocate her time and effort across different activities.
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For example, in job training centers, case workers allocate their effort toward
recruiting participants, assessing their training “‘needs,”” networking with other social
service organizations, managing contracts with external vendors, and bookkeeping,
to name a few of their activities. The lessons we draw from our model based on a
simple formulation—assuming that e is a scalar variable—are robust to this alterna-
tive and more realistic assumption.

In the simplest formulation, performance is equal to effort P = e, and value added
is equal to AP = e — Py. We think of value added here as the agent’s contribution to
the principal’s welfare, net of costs. In the case of a job training program, assuming
its objective is to raise the earnings and employability of the poor, value added is the
value of the labor market skills enrollees acquire due to the exertions of training
center workers, net of training costs.

As discussed above, setting the absolute level of the performance standard is a
critical task in performance measurement systems. In the federal programs we
study—JTPA and WIA—and in other similar programs in effect since the 1993 pass-
age of the U.S. Government Performance and Results Act (GPRA), government
officials are required to undertake this task annually. We assume (consistent with
practice in these programs) that the performance standard determines the level of
acceptable performance below which sanctions are imposed and above which
rewards are given. By increasing the standard, the principal boosts incentives to
improve performance, because the agent has to supply more effort to meet the stan-
dard and avoid sanctions.

Large or incessant increases in the standard, however, also diminish the credibility
of the measurement system, with the consequence that the agent may simply give up
or search for alternative, possibly unproductive ways to increase measured perform-
ance. In our model, we assume that the agent receives a level of compensation that is
independent of performance, and we define the level of effort that one would expect
for that base compensation as ey. In an efficiently functioning system, prevailing
competitive forces determine this level of effort. In other words, it is the amount
of effort a representative agent would expect to exert for the base level of compen-
sation. In this case, the performance standard is set at the level of performance that
occurs when the agent provides the competitive level of effort, Py = P(ey).

The rationale behind setting the performance standard at this level is that if the
performance standard were set above P(eg), then the principal would be unable to
attract and retain the agent. Agents would not apply or compete for the job or con-
tract. On the other hand, if the performance standard were set below P(ey), the prin-
cipal would be over-compensating the agent.

To illustrate this definition of the performance standard, consider a simple manu-
facturing production example. We use this example because manual work constitutes
the occupational class where performance benchmarking was first used in a system-
atic way (and is still common practice). Taylor (1911) was perhaps its most famous
early proponent. Miller (1992, 102) also used a piece-rate production setting to
analyze “managerial dilemmas’ and to consider how an incentive system could ‘““har-
ness individual self-interest in pursuit of organizational goals,” “transforming an
organizational social dilemma into an organizational ‘invisible hand.”” This choice
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SETTING THE STANDARD IN PERFORMANCE MEASUREMENT SYSTEMS 5

of example is without loss of generality, as we will argue that the problems that arise
with the construction of performance standards in public organizations do not
fundamentally differ from those arising in production manufacturing.

Suppose a manual worker in a factory is paid a wage (w) per hour. The wage is
paid independently of the level of worker performance. In addition to the fixed wage,
the principal may wish to reward the worker for superior performance and impose
sanctions for inferior performance. The number of pieces the worker produces per
hour is by itself insufficient to assess whether to reward or sanction the agent.
One way to address this question is to conduct time-and-motion studies to establish
a benchmark level of performance, or an hourly rate, Py = eo(w), which a represen-
tative worker earning w would achieve, and then use this benchmark to evaluate
actual performance. In other words, the principal actually assesses the level of
performance occurring under competitive effort and uses this information to set
the performance standard. The difference between the worker’s performance and
the performance standard is used as a measure of value-added. Under that interpret-
ation, value-added corresponds to what the agent adds, because of superior effort, to
what we would expect to prevail in the market.

This method of establishing the performance standard requires estimating the pro-
duction technology available to the agent, that is, the relation between effort and
outcomes. Once this relationship is understood, it is possible to infer the agent’s
excess effort relative to the competitive level of effort. Counterfactual experiments
such as time-and-motion studies, however, are practical only in a few occupations,
typically involving manual work. Many public and private sector work situations
involve non-manual work, complex group interactions, and non-standardized
outputs, making experimental studies to construct counterfactual performance
benchmarks very costly.

These complications mean that the methods typically used to construct perform-
ance standards are imperfect. Real world methods necessarily balance the cost of
establishing fair and appropriate standards and the expected return to the organiza-
tion from assessing value-added more precisely. Also, of course, in the “real world,”
non-economic factors—e.g. political goals, legislative requirements, etc.—may influ-
ence standard setting processes as well. These challenges and tradeoffs will become
evident in the case study analysis of the JTPA and WIA performance standards that
follows. First, however, we review a set of generic problems that any method of
setting performance targets must address.

Leveling the Playing Field

Thus far, we have considered the case of a principal who manages a single agent
working in a single environment. It often happens, however, that the agent works in
multiple environments or that the principal manages multiple agents who face differ-
ent work conditions. To illustrate, we return to the time-and-motion study example
presented above and assume that there are multiple workers assigned to different
machines. We also assume that the machines vary in their productivity in the sense
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that the amount of effort required to produce a unit of output varies by machine.
(One might model this idea formally by defining the performance outcome from
machine k when effort is e as P(e) = ke, where k > 0 and k is different from machine
to machine.) Assume that each machine’s productivity is known to both the principal
and the agent.

If the agent is allowed to refuse to work on a machine, the principal must factor
the difference in marginal products of effort across agents into the determination of
the performance standard. In fact, if the principal sets the same performance stan-
dard for all machines, say Py, = e,, then the agent will only agree to work with
machines that exhibit high marginal productivities. An important point is that
time-and-motion studies would have to be conducted in each work environment
to control for the special circumstances of the environment that are commonly
observed by the principal and the agent.

Consider, for example, the job training caseworker with the responsibility to assess
clients and place them into jobs at a rate required by the performance standard. The
caseworker will prefer to work with the most motivated and capable clients and
direct them into the most effective employment preparation activities. Consequently,
in the absence of adjustments to the standard, the caseworker would respond by dis-
criminating against low-ability enrollees and directing only the higher-ability trainees
into services with the highest measured performance outcomes (e.g., job placement
activities).

Insurance and Uncontrollable Risk

The time-and-motion study example assumed no uncertainty about the worker’s
performance outcome. Consider a more realistic example where the worker produces
a number of pieces that depends on his or her effort and also on some external shock
or influence, for example, a power outage that slows production (or in the job train-
ing example, an economic recession that dampens job placement success). The per-
formance outcome is now equal to P+e& and the worker’s value added is
AP = (P +¢) — Py, where ¢ is a mean zero random variable, that is realized only after
the agent has chosen his or her level of effort. Setting the standard at a level that does
not take into account these circumstances or context implies that a worker who
supplies the effort level required to achieve the performance standard will sometimes
over-perform and other times under-perform relative to the standard. In this
situation, value added is equal to AP = ¢ when e = ¢,. Outside shocks do not influ-
ence the worker’s choice of effort because additional effort still increases expected
performance. Outside shocks, however, do change the realized level of performance
and value added, and therefore, the worker’s compensation.

Although a risk-neutral worker will not suffer any disutility from this variation in
compensation, a risk-averse worker will, and this establishes a first rationale to con-
struct a performance standard that takes such outside influences into account. The
merit of performance standards will then depend in part on their ability to control
for outside risk (i.e., circumstances beyond the control of public managers or staff).
The logic of agency theory is that standards that properly account for external
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SETTING THE STANDARD IN PERFORMANCE MEASUREMENT SYSTEMS 7

influences reduce compensation risk, thereby increasing the agents’ welfare. Lowering
the risk faced by the agent is also desirable for the principal, as it means that he does
not have to offer the agent a higher wage to compensate for risk bearing.

The key challenge for performance standards system designers is to identify the
sources of controllable versus uncontrollable factors that influence the performance
outcome. In other words, it is important to the extent feasible to hold the worker
responsible for effort, e, but not for external influences, ¢. At the same time, the
principal does not want to discount factors that are within the agent’s control.
For example, the principal does not want to lower the performance standard in
the event that the workers’ machine breaks down if the agent might have antici-
pated and prevented the breakdown. In the context of the job training example,
the principal does want to hold the case worker responsible (and reward) efforts
made to appropriately assess clients and facilitate better worker—employer matches.
But it would be unfair and inefficient to penalize the case worker (or job training
center) for a lower rate of worker/employer matches if it is due to a declining
number of job opportunities.

As suggested above, though, risk aversion is not the only reason the agent may
experience disutility from performance standards that fail to control for outside
risks. Another closely related concern is fairness. The issue of income variability
drives the concern under risk aversion, while other considerations, such as interper-
sonal comparisons, may foster concerns about fairness. For example, the agent may
experience more disutility from an idiosyncratic shock that lowers only her perform-
ance and not the performance of her co-workers, compared to a group shock that
lowers all workers’ performance. The former shock generates different treatments
among individuals who have essentially behaved identically. As where there is risk
aversion, if workers value fairness, the principal benefits from discounting factors
that are outside the worker’s control.

Hidden Information, Adverse Selection, and Distortions

We have shown in the previous section that in setting performance standards, the
principal may want to take into account information about shocks that influence the
performance outcome and are outside the agent’s control. These shocks are observed
only after the agent has chosen a level of effort, implying that they do not influence
this choice. We now consider a different kind of information that plays an important
role in the construction of performance standards. This information is observed only
by the agent, and not by the principal, and it is observed before the agent chooses her
level of effort. For example, assume that when the agent is assigned to a new
machine, she alone knows the productivity of that machine and can use this infor-
mation to make her effort choice. We say that the information is privately known
by the agent, and consistent with the literature, we characterize such situations as
hidden information (Holmstrom 1982; Miller 1992).

Hidden information further complicates the problem of setting standards. To
illustrate, we return to the job-training program example and again assume that
the training efforts of case workers in this program are evaluated in part according
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to the rate at which their clients secure jobs. Case workers observe relevant
information about applicants’ likely success in training activities (e.g., personal
motivation and employment barriers), and based on this information, they can pre-
dict how likely the applicant is to obtain employment by the end of training. Assume
furthermore that those applicants who are more likely to perform well on the per-
formance measure are not necessarily those who benefit most from training. Indeed,
some applicants to the job training program may be highly likely to obtain employ-
ment on their own. As a result case workers may over-invest in easy-to-serve appli-
cants and under-invest in hard-to-serve ones, and it may be impossible for the
principal to correct these investment distortions.

For example, a given effort level e could produce performance outcome P = e + h,
where h < 0 if a hard-to-serve participant is enrolled, and h > 0 if an easy-to-serve
participant is enrolled. We denote hidden information by h to distinguish this kind
of information from information that is publicly known, such as the information
about varying productivities of machines. If the caseworker observes the applicants’
type, she has an incentive to enroll only easy-to-serve applicants because they
produce better outcomes.

In fact, the only way the principal could try to correct these distortions would be
by controlling for the type of applicants who have been served, adjusting upward the
performance of those agents who have enrolled a larger fraction of hard-to-serve
applicants. By assumption, however, only the agent knows this information. If the
principal were to ask the agent what type of participants she has enrolled, the agent
would have an incentive to report enrolling only hard-to-serve enrollees, and the
principal would have no way to verify that the agent is telling the truth.

Practically speaking, the principal could correct these distortions by developing a
specific measure to target the hard-to-serve groups, for example, using observable
variables such as welfare receipt or limited English proficiency as proxies for
“hard-to-serve.” This would assume that welfare recipients or non-native English
speakers are harder to serve because they require higher investments for equal out-
comes. The principal could set a lower performance standard for these individuals,
for example, P() = ¢y — h, where P < Py by construction. Of course, we know that
not all welfare recipients (or non-native English speakers) are identical; some are
easier to serve than others, and the agent observes this information. Again, the agent
will be inclined to select a non-representative sample of these groups. This implies
that the principal has corrected some distortions because the agent’s attention is
now focused on a needier target population, but the agent will still select those appli-
cants who are the easiest to serve within these sub-populations of applicants.

Note that a slightly different problem from hidden information, known as adverse
selection in the literature, occurs when there are multiple agents who are privately
informed. In our example, it could be the case that different agents face different
costs, observed privately, of meeting the standard. In the job training case, this hap-
pens when there are multiple case workers who face different eligible populations
and when the case workers privately observe this information. The distinction
between hidden information and adverse selection has to do with the point in time
when the agent becomes privately informed. Under hidden information, the agent
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becomes privately informed after agreeing to the contract, while under adverse selec-
tion, the agent is informed before agreeing to the contract. As a consequence,
adverse selection introduces the possibility that the agent’s private information will
influence the agent’s decision to accept the contract or not.

To illustrate, assume that the principal offers all agents the option to run special
programs that are only for hard-to-serve populations. The principal lowers the stan-
dards for these special programs, and, using our terminology, this would constitute a
new optional contract. The agent agrees or declines to participate. The agents will
choose to run such programs on the basis of their private information about the
population they face. Presumably, the agents who face the best chances to meet
the lower performance standards will decide to run such programs. However, these
agents may not be those who generate the highest returns from the principal’s per-
spective. The agent’s selection rule poses a problem when it does not correspond
to the rule that the principal would use, had the principal had the same information
as the agent.

Multiple Principals

Another distinctive feature of performance standards systems in the public sector
is the greater likelihood that agents will work for more than one principal. In the
context of public organizations, one should think of principals as a widely defined
category that includes all constituencies or interest groups that may influence the
actions of the agent, either directly through explicit rewards or indirectly through
more subtle channels. For example, in the context of our application to the JTPA
and WIA programs, Congress, the U.S. Department of Labor, and state govern-
ments would be the main principals, since these are the actors who directly define
the goals and activities of the organization, through the design of the incentive sys-
tem and performance standards, and also through other organizational features. But
local politicians, private industry council representatives, and other interest groups
should also be viewed as secondary principals, since these parties likewise have roles
in influencing training program priorities and agency actions.

The key implication of the presence of multiple principals is increased complexity
in the choice of performance measures, particularly if the interests of the different
principals are not aligned, that is, they emphasize different priorities or outcomes.
The agent has to choose how to allocate her effort level across the various goals
or objectives of the principals, which might be represented in a performance stan-
dards system by multiple standards, Py, P», Ps, etc.

Dixit (1999) proposes an analysis of multiple principals competing non-coopera-
tively for the agents’ effort. As expected, the agent will allocate more effort toward
the objectives of principals who compensate (with wage, w) at a higher rate (or pro-
vide greater rewards for achievement in some form or another). In other words, if
Wi > W», then e; > e, and Py = e1(w;) > P> = e5(W,); performance is higher on the
outcome set by the principal who calls for P; and provides greater rewards for its
achievement. Dixit demonstrates that the marginal level of effort applied by the
agent (e, ,, €3, etc.) toward the achievement of the various outcomes will decrease
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with the number of principals. The reason is simply that each principal will reward
the agent for success on the particular dimension(s) of effort that concern him or her,
but she will also insure the agent against failure on dimensions of effort that concern
the other principals. If principals choose the level of incentive non-cooperatively, the
desire to insure the agent will conflict with the desire to provide incentives.

In investigating how the principals compete for the agent’s effort, Dixit also shows
that the declines in agents’ marginal level of effort (as the number of principals
increases) will be exacerbated if the efforts across principals’ objectives are substi-
tutes. In other words, the principals undermine one another, and the impact of
the incentives is diminished. In equilibrium, all principals call for effort, but since
efforts are substitutable, the incentive effects on total effort are reduced.

Dixit’s analysis suggests two recommendations for organizational design. First,
one should allocate and organize tasks across agents based on whether they are com-
plements or substitutes. Complementary activities can be grouped together, but the
grouping of substitute activities should be avoided. In the context of the JTPA pro-
gram, if there are some principals who are more concerned about equity of allocation
(local government) and others more concerned about efficiency (the federal govern-
ment), it may be optimal to divide up the functions of enrollment and training, and
to assign each of these activities to two separate agencies.

In addition, the model has implications for how the principals should be allowed
to compete. In particular, the principal i should not be permitted to excuse or
cover for the agent’s poor performance toward meeting principal j’s objective. This
“compartmentalization principle”” has implications in a public organization. Con-
sider, for example, the conflict between enrollment and training in the JTPA pro-
gram described above, and assume that the proposed solution of breaking up these
tasks is not feasible for administrative or practical reasons. In this situation, the
principals who are concerned primarily with reaching hard-to-serve populations
will try to set the performance standard in such a way that training agencies are
not penalized for achieving low performance outcomes. Similarly, principals who
care mainly about efficiency will try to minimize the emphasis placed on enroll-
ment choices. A possible result would be that agencies would face low performance
standards and no constraints on enrollment. To avoid this outcome, one would
want to minimize principals’ interference with one another in the setting of
performance standards.

Although there is considerable discussion of multiple principals in the literature,
there is little mention of situations in which there may be a hierarchy among the
principals. The political science literature discusses ‘“political multidimensionality”
and the difficulty of identifying an “ultimate principal,” e.g., the competing interests
of House and Senate chambers, committees and other political actors that have
implications for the stability of agents’ behavior (Maltzman and Smith 1994). How-
ever, it is also possible that in a political hierarchy such as that established in the
JTPA system, with service providers taking signals from local job training authori-
ties and state/federal policy directives at the same time, agents might allocate their
effort toward alternative objectives of these principals according to the principals’
position in this hierarchy.

380

385

390

395

400

405

410

415

420



SETTING THE STANDARD IN PERFORMANCE MEASUREMENT SYSTEMS 11

Dynamic Issues

Measurement systems are often changed from time to time. There are many rea-
sons why the principal may update performance standards. First, the principal may
want to set low standards when a new performance measure is introduced to give the
agent time to adjust to the change. Second, the principal may correct performance
measurement systems as she acquires new information about the effectiveness of dif-
ferent measurement schemes or about the influence of external factors on perform-
ance. Third, the principal may revise the standard to account for changes in the
environment or in the production technology.

The agent will take into account the possibility of future changes, and most impor-
tantly, the fact that current performance outcomes may be used in setting future stan-
dards. In both the JTPA and WIA programs, this has been a central component of the
performance standard setting process. The WIA legislation explicitly identifies “‘con-
tinuous performance improvement,” in which performance targets increase each year,
as a central tenet of the performance standards system. Such a rule also implicitly exists
in any organization that uses past agent performance to set standards for the present.
Assume the agent systematically outperforms the standard, and the principal conse-
quently increases it. It could be that the agent was outperforming the standard because
the agent was exerting exceptional effort. The agent will then anticipate that current
performance influences future standards. The natural response to such a rule is to stop
supplying high effort because it increases the standard (and the level of effort required
to obtain the same reward in the future). Thus, a simple static view of incentive systems
may fail to capture such behavioral responses that arise only when one considers the
dynamic nature of performance measurement.

In the economics and management literature, this phenomenon is known as the
ratchet effect (Holmstrom and Milgrom 1987; Miller 1992). The agent’s belief about
the principal’s policies regarding future standards will significantly influence her
behavior, and the success of the incentive system. To eliminate the ratchet effect,
the agent must trust that the principal will not change the standard. Trust is more
likely to develop under repeated interactions when the principal can create a repu-
tation for not reneging on the contract. Miller (1992, 157) likewise recognized the
importance of trust in these situations, noting that ‘“‘trustworthiness’ on the part
of managers seems to be a necessary element of an effective incentive system.”
Another way the principal can eliminate the ratchet effect is by committing never
to change a standard, or more realistically, by committing to strict rules for any
changes. Such commitment is likely to eliminate fear of the ratchet effect and
reinforce incentives for effort.

OVERVIEW OF PERFORMANCE STANDARD SETTING
APPROACHES

We now present a brief overview of alternative methods for constructing perform-
ance standards (informed by the theoretical discussion above) and consider the
environments where these methods are likely to work well.
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Estimating the Production Function

Most basically, the public agency can attempt to estimate the production func-
tion (i.e. the level of productivity expected from a given level of effort) to set the
standard. It is sometimes possible to establish a standard through experimentation
or through statistical methods. Such an approach will only be valid, however, for
production processes that are stable over time and across environments. This is
relatively rare, for example, in public social service provision. The use of data
on past performance outcomes to construct estimates of the production function
is a more common application of this method. A potential problem with this
method, as discussed above, is the introduction of a ratchet effect if higher per-
formance outcomes increase future standards. This method is also unlikely to work
well in non-stationary environments where the production technology is subject to
transient shocks.

Relative Performance Evaluation

Relative performance evaluation (RPE) is possible when the principal manages
multiple agents. RPE can take many forms. In one form, the principal ranks the
agent’s performance as in a tournament (such as in the Job Corp Center annual per-
formance rankings or “league tables” used for education or health care in the United
Kingdom). Alternatively, the principal could compare the agent’s performance to the
average performance among all agents who perform the same work. RPE works well
for “insurance purposes’” because it controls for shocks that are common to all
agents. In this way, the model provides a rationale for benchmarking by comparing
performance across similar workers/agencies, as called for by some public adminis-
tration scholars (Hatry 1999). Of course, this method has its limitations, too, in that
it may exacerbate competition and may also result in wasteful behaviors (e.g., sab-
otage, monitoring others, etc.).

Negotiating the Standard

With this method, the principal and agent agree on the performance standard. If
objective information on the production function is absent and relative perform-
ance evaluation is not a viable alternative, this may be the only solution available.
This approach requires an environment of mutual trust between the agent and
principal(s), that is, one in which the agent does not withhold important infor-
mation about her effort and capabilities, and where the principal can be trusted
to use performance information fairly, for example, not to increase the standard
in the event of performance outcomes above the standard. The resulting perform-
ance standard (and the corresponding distribution of risk between the principal
and agent) may be more a function of the relative bargaining ability of the parties,
however, rather than reflecting principles of effective performance standard-setting
processes.
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PERFORMANCE STANDARD SETTING IN FEDERAL JOB
TRAINING PROGRAMS

In the U.S. government’s largest job training program, a performance measure-
ment system has existed for over two decades. During this time, individual training
providers have been evaluated by their performance relative to specific, numerical
standards. Congress has also legislated important changes in the formulation of
these numerical standards. A major redesign of the program five years ago intro-
duced an entirely different approach to setting performance standards, and we will
devote considerable attention to the implications of these changes for the system’s
incentives and functioning.

Federal involvement in job training for the economically disadvantaged began in
the Kennedy administration and has since been modified by a series of congressional
acts. In 1982 the Job Training Partnership Act transformed the federal agency
administering the program in two important ways. First, the program under JTPA
became highly decentralized: more than 620 semi-autonomous sub-state training
centers administered the program with significant discretion over whom to admit
and how to conduct the training. Second, and most important for this study, in
an attempt to improve job training outcomes, the federal government began to
evaluate training centers against numerical performance standards. In addition, as
an incentive, training centers that performed well relative to these standards received
modest budgetary increases. (For detailed descriptions of JTPA and its performance
measurement system see, for example, Courty and Marschke 2003; Dickinson et al.
1988; Johnston 1987.)

Under JTPA, Congress, the U.S. Department of Labor (DOL), and state autho-
rities shared in designing and implementing the program’s incentive policies. The
DOL established expected performance levels using a regression-based model with
national departure points. States could use the optional DOL adjustment model
or develop their own adjustment procedures, although the state-developed proce-
dures and any adjustments made by the governor had to conform to the DOL’s para-
meters (Social Policy Research Associates 1999). A majority of states adopted these
models and used the DOL-provided performance standards worksheets to determine
performance targets, although some with modifications.

The WIA program that replaced JTPA in 2000 introduced a new approach to set-
ting performance standards that involves the negotiation of performance targets.
States negotiate with the DOL and local workforce investment areas to establish per-
formance standards, using estimates based on historical data (or past performance)
that are intended to take into account differences in economic conditions, partici-
pant characteristics and services delivered. The pretext for making this change to
a system of negotiated standards was to promote “shared accountability,” described
as one of the “guiding principles” of the Act (U.S. Department of Labor, Employ-
ment and Training Administration 2001, 8).

In our case analysis of the JTPA and WIA performance measurement systems,
the DOL, Congress, and the states constitute multiple principals in the organiza-
tional structure, while local implementing authorities (government entities or
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training centers) function as the agents, undertaking the business of enrolling,
training, and finding employment for program clients. Table 1 shows the perform-
ance measures currently in effect in the WIA program and also indicates which
of these are new to WIA (i.e., that were not used in the JTPA program). Many
of these measures capture enrollees’ labor market status shortly after they receive
training.

Determining the Base Level of Performance

The first challenge in setting performance standards is to establish the “‘counter-
factual” level of performance, i.e., the level of performance that would occur under
a competitive level of effort. Consider, for example, the entered employment (or job
placement) rate measure. What employment rate outcome would an agent who sup-
plies a competitive level of effort achieve? Assuming, as discussed above, that the
DOL uses past performance in a representative training environment to determine
the expected distribution of performance, then differences in employment rate per-
formance outcomes should only be due to differences in effort. For example, if the
DOL believes that only 50 percent of the training centers have supplied at least
the competitive level of effort, the performance standard should be set at the 50th
percentile of the distribution of past performance. In the JTPA measurement system,
the performance standard was set at the outcome produced by the training center at
the 25th percentile of performance among all training centers, implying that 25 per-
cent of the training centers in the previous program were not supplying a competitive
level of effort.

Under WIA, this more systematic approach for setting standards was aban-
doned. With discretion for setting performance standards transferred to the negoti-
ation process between states and localities, use of past performance information
varied widely. The DOL did provide some guidance for negotiated targets under
WIA, using data on the performance of seven early implementing states. However,
among the majority of states that used baseline performance measures in determin-
ing appropriate levels for the standards, the sources for these data differed
considerably. The various types of data used included: the projected national
averages for the negotiated standards provided by the DOL; federal baseline
numbers (available in the federal performance tracking system, i.e., Standardized
Program Information Reporting [SPIR] data); unemployment insurance data,
and states’ own performance baselines from previous program years. Georgia,
for example, used program year (PY) 1998 state performance records combined
with the projected national averages in negotiations with regional office represen-
tatives and local-level officials to determine the performance targets for the first
three years of WIA. Some states, such as New Hampshire and Ohio, used unem-
ployment insurance data from earlier periods (PY 1994-1997) combined with DOL
performance data available in the SPIR to set performance levels. These consider-
able differences across states in the performance standard setting process have
important implications for the ability of the principal to create a level playing field
for all agents.
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TABLE 1

Performance Measures—IJTPA and WIA

Performance Measure

Description

Adults

Entered employment rate

Employment retention
rate at 6 months

Average earnings change
in 6 months

Employment and
credential rate*

Dislocated workers

Entered employment rate
Employment retention
rate at 6 months

Earnings replacement
rate in 6 months

Employment and
credential rate*

Older youth (19-21)

Entered employment rate

Employment retention
rate at 6 months

Average earnings change
in 6 months

The percentage of adults who obtained a job by the end of the
first quarter after program exit (excluding participants
employed at registration).

Of adults who had a job in the first quarter after exit, percent
age with a job in the third quarter after exit.

Of those who had a job in the first quarter after exit, the post-
program earnings increases relative to pre-program earnings.

Of those adults who received WIA training services, the
percentage who were employed in the first quarter after exit
and received a credential by the end of the third quarter after
exit.

The percentage of dislocated workers who obtained a job by
the end of the first quarter after program exit (excluding
those employed at registration).

Of those who had a job in the first quarter after exit, the
percentage of dislocated workers who have a job in the third
quarter after exit.

Of those who had a job in the first quarter after exit, the
percentage of pre-program earnings that are earned post-
program.

Of those dislocated workers who received WIA training
services, the percentage who were employed in the first
quarter after exit and received a credential by the end of the
third quarter after exit.

The percentage of older youth who were not enrolled in post-
secondary education or advanced training in the first
quarter after program exit and obtained a job by the end
of the first quarter after exit (excluding those employed at
registration).

Of those who had a job in the first quarter after exit and were
not enrolled in post-secondary education or advanced
training in the third quarter after program exit, the percent-
age of older youth who have a job in the third quarter after
exit.

Of those who had a job in the first quarter after exit and were
not enrolled in post-secondary education or advanced
training, the post-program earnings increases relative to
pre-program earnings.

(Continued)
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TABLE 1
Continued

Performance Measure Description

Older Youth Employment/ The percentage of older youth who are in employment, post-
education/ training and secondary education, or advanced training in the first quar
credential rate* ter after exit and received a credential by the end of the third

quarter after exit.

Younger youth

Retention rate In employment, post-secondary education, advanced training,
apprenticeships in third quarter after exit

Skill attainment rate Attain at least two goals relating to basic skills, work readiness,
skill attainment, entered employment and skill training

Diploma rate Earn a secondary school diploma or its recognized equivalent
(GED)

Customer satisfaction

Participant satisfaction® The average of three statewide survey questions, rated 1 to 10
(1 = very dissatisfied to 10 = very satisfied), asking if parti-
cipants were satisfied with services, if services met customer
expectations, and how the services compared to the “ideal
set” of services

Employer satisfaction* The average of three statewide survey questions, rated 1 to 10
(1 = very dissatisfied to 10 = very satisfied), asking if
employers were satisfied with services, if services met
customer expectations, and how the services compared to
the “ideal set” of services

*indicates measure new to WIA.

Is the Playing Field Level?

Although our discussion thus far has centered on a representative training center,
there are important differences across centers in the populations from which they
draw their enrollees and in their labor markets. For example, training centers located
in relatively depressed labor markets should reasonably expect lower performance
outcomes than those located in relatively tight labor markets. The DOL recognized
this problem and provided states with a method to adjust standards that took into
account features of the training center’s population and environment that may have
been correlated with the performance outcome.

Under JTPA, the 25th percentile (of the distribution of past performance) was
established only as a starting or departure point; it was subsequently adjusted using
a regression model to take into account the extent to which a training center’s char-
acteristics differed from the average center’s characteristics. Thus, continuing the
above example, the adjustment approach would lower the entered employment rate
standard for training centers in depressed job markets relative to those in robust ones.
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In the WIA program, the formal performance standards adjustment models were
discarded by nearly all of the states (the exceptions were Texas, Maryland, and the
District of Columbia). At the same time, the DOL instructed states to take into
account differences in economic conditions, participant characteristics, and services
provided. For a majority, these adjustments to standards were made informally dur-
ing the review of past performance data and in negotiations. For example, Wisconsin
reported using PY 1997 data and the projected averages in negotiations with local
officials to set the standards. A comparison of these data shows that when Wiscon-
sin’s PY 1997 baseline was above the projected national averages, the projected
averages were established as the targets. When Wisconsin’s baseline numbers were
below the projected national averages, the baseline values were typically set as
the targets. Other states, such as Washington, Nebraska, South Carolina and others,
followed a similar process.

Adjusting for Uncontrollable Risks

In addition to accounting for factors (demographic, economic, or other) known at
the time performance standards are established, it is important to allow for adjust-
ments to standards that will offset future or unknown risks of poor performance due
to conditions or circumstances beyond the control of agents. In other words, the
adjustment methodology should also correct for the risk generated by a random
shock (¢) in the model. While exceptional performance is still an unbiased estimator
of excess effort even in the presence of a random shock, such a shock introduces
noise in the measure of value added, and therefore, in the training center’s award.
Because of risk-averse training staff and uncertain budgets, it is in the principal’s
interest to formulate performance standards that control both for persistent differ-
ences across training centers and for transitory or idiosyncratic shocks.

As described above, many states used past performance data to set performance
standards for the first year of the WIA program. In addition, most states also built
in anticipated performance improvements for the two subsequent years. However,
economic conditions changed significantly between the pre-WIA period and first
three years of the program’s implementation. Between 1998 and 1999, unemployment
rates were declining on average, with 75 percent of all states experiencing a decline.
Then between 2000 and 2001, this trend reversed. More than 75 percent of the states
experienced an increase in unemployment rates, and the increases were even greater
between 2001 and 2002. Table 2 shows that as unemployment rates were increasing
and creating adverse labor market conditions for trainees in the first three years of
WIA, the standards for performance achievement in the program were increasing.

Year-to-year variations in job availability typically cannot be anticipated by train-
ing centers. By adjusting a training center’s standards for the local unemployment
rate each year, the variance in performance due to unpredictable changes in the
environment is reduced. And although these types of adjustments were made in
the JTPA system, they were not standard practice under WIA. A 2002 Government
Accounting Office (GAO) report confirmed that WIA program administrators were
seriously concerned about their ability to meet performance targets. All state

605

610

615

620

625

630

635

640

645



18 International Public Management Journal Vol. 8, No. 3, 2005

TABLE 2
State Performance and Economic Conditions in the First Three Years of WIA
Performance Goal and Program Program Program
Labor Market Conditions Year 2000 Year 2001 Year 2002
Mean entered employment 66.44 69.17 70.94
rate standard for adults
Mean unemployment rate 3.94 4.59 5.35

program administrators reported that some of the performance targets were set too
high for them and that the performance standards negotiation processes did not
allow for adequate adjustments to varying economic conditions and participant
demographics. In fact, the proportion of states meeting or exceeding their perform-
ance standards dropped between PY 2001 and PY 2002 for nearly all measures, some
dramatically, such as the 21 percent decrease in the proportion of states meeting their
older youth entered employment rates (see Table 3).

Cream-Skimming and Quick Fixes

The pressures generated by a high-stakes performance measurement system can
lead to undesirable behavioral responses on the part of agents. The performance
standards under both JTPA and WIA were not only “noisy,” but they were also vul-
nerable to manipulation by agents. One way to increase P — P, (and the correspond-
ing performance award) was to increase effort. Another way to increase P — P, that
required no additional effort, however, was to select among the eligible applicants
only the high-h types. That is, training centers might enroll persons who would pro-
duce high employment rates and earnings, even without receiving training. This
behavior has been called cream-skimming (Anderson, Burkhauser, and Raymond
1993; Cragg 1997; Heckman and Smith 2003; Heckman, Smith, and Taber 1996).

To prevent cream-skimming, the DOL adjusted the JTPA standards for the effects
of the characteristics of enrollees on P. As illustrated in the appendix, the adjustment
method compensated training centers for enrolling persons such as the handicapped
who tended to lower post-training employment rates and earnings outcomes. Train-
ing centers that enrolled lower than average numbers of welfare recipients and handi-
capped were required to achieve higher standards. That is, the DOL adjusted
performance standards for the effect of the training center’s enrollment policies on P.

These adjustments under JTPA, which apparently did not fully account for all
low-h characteristics, may have reduced cream-skimming behavior, but they did
not eliminate it (Heckman, Heinrich, and Smith 2002). In addition, the adjustment
method did not account for training centers’ choices about the training services made
available. Thus, the performance measures generated incentives to emphasize short-
run, “quick fix”’-type job placement activities in lieu of longer-term activities with
more training content (Courty and Marschke 2003). Courty and Marschke (1997,
2004) also showed how program managers strategically managed their ‘“‘trainee
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TABLE 3
Percent of States Meeting or Exceeding their Negotiated Performance Standards in Program
Years 2000-2002

Percent of States Meeting or Exceeding Their
Negotiated Performance Target

Program Program Program
Performance Measure/Standard Year 2000 Year 2001 Year 2002
Adult entered employment rate 56.7% 66.5% 61.5%
Adult employment retention rate 54.0 60.7 57.7
Adult earnings change 49.3 64.6 48.1
Adult credential rate 36.7 45.6 46.2
Dislocated worker entered employment rate 52.7 65.5 55.8
Dislocated worker employment retention rate 42.0 58.7 51.9
Dislocated worker earning replacement rate 54.7 74.8 61.5
Dislocated worker credential rate 36.7 58.7 55.8
Older youth entered employment rate 58.7 63.6 42.3
Older youth employment retention rate 52.0 61.2 48.1
Older youth earnings change 52.7 64.6 59.6
Older youth credential rate 29.3 31.6 23.1
Younger youth retention rate 38.0 59.2 57.7
Younger youth skill attainment rate 72.0 69.4 53.9
Younger youth diploma rate 25.3 45.6 50.0
Employer satisfaction 453 75.7 69.2
Participant satisfaction 51.3 78.6 76.9

inventories” and timed participant program exits to maximize end of the year
performance levels.

In the later years of JTPA and under WIA, the DOL made additional changes to
the performance standards to reduce incentives for cream-skimming, including a
longer follow-up period for outcome measurement and a shift toward measuring
changes in outcomes from the pre-program to post-program periods. For example,
WIA now measures participants’ employment retention at 6 months (rather than 90
days) post-program, and earnings changes and earnings replacement rates at six
months are now used instead of earnings levels after 90 days.

Implications of Multiple Principals

The federal government’s efforts to encourage service delivery to the hard-to-serve
and the provision of more intensive training activities were also frustrated by the
presence of multiple principals with differing priorities. Although state authorities
followed suit in placing more emphasis on these same goals, some local job training
authorities continued to demand low-cost placements from their service providers
(Heinrich 1999). Heinrich found that service providers were aware of the new federal
and state policy directives but focused primarily on job placement rates and cost per
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placement in their efforts, largely because these were the outcomes directly rewarded
with contract renewals and other forms of recognition at the local level.

The change under WIA to a system in which regional DOL representatives, state
authorities, and local representatives engage in negotiations to determine perform-
ance standards might have presented an opportunity for greater coordination in
aligning these principals’ interests and reducing problems associated with divided
agent efforts. In practice, however, the lack of formal adjustment mechanisms for
standards under the new system only exacerbated these problems. After interviewing
WIA program administrators in 50 states and visiting five sites, GAO (2002, 14) con-
cluded that “the need to meet performance levels may be the driving factor in decid-
ing who receives WIA-funded services at the local level.” The GAO report and a
subsequent study (Heinrich 2004) described how some local areas have limited access
to services for individuals who they perceive are less likely to get and retain a job.
For example, some have responded to these pressures by augmenting the screening
process for determining registrations or by limiting registrations of harder-to-serve
job seekers, including dislocated workers whose pre-program earnings were more
difficult to replace. A Texas official indicated that even with Texas’ relatively soph-
isticated statistical model for setting and adjusting performance standards, adequate
adjustments had not been made for economic conditions.

In her empirical analysis of WIA program performance across the states, Heinrich
(2004) estimated OLS regressions using as dependent variables states’ actual per-
formance levels, and in separate regressions, the differentials between their actual
performance and the negotiated standards. The objective of these analyses was to
assess the relationship of local participant characteristics and economic conditions
to measured performance and to determine if “adjustments” made in the negotiation
process (to establish fair standards) were effective in accounting for these factors.
For example, states with a comparatively high number of high school dropouts par-
ticipating in their programs could have negotiated a lower employment retention
rate or earnings change standard in anticipation that their less educated populations
would have fewer or less attractive employment opportunities. If the states’ initial
processes for adjusting performance standards through such negotiations had
worked as intended, one would expect to see fewer or weaker relationships between
the performance differentials and these baseline characteristics (compared to their
relationships with actual performance levels). In other words, only state and local
program efforts—not characteristics of their populations or economic conditions
that were beyond program managers’ control-—should explain why they met,
exceeded or fell below their negotiated performance standards.

Heinrich estimated separate regressions for each of the 17 performance standards
for these two dependent variables. In both sets of models, characteristics such as race,
education, and work history were statistically significant predictors of performance
relative to some standards, suggesting that adjustments for participant characteris-
tics were inadequate. In fact, the most consistent, negative predictors of performance
levels and differentials were unemployment rates. These findings confirmed that
states were not prepared to adjust for what turned out to be significant risks of
failure to meet performance standards due to the economic downturn.
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Dynamics

Under JTPA, the practice of pegging the performance standard to the perform-
ance of the training center at the 25th percentile in the prior period likely contributed
to unsustainable changes in the level of effort exerted by training centers over time. If
training centers responded to incentives and strived to exceed the performance stan-
dard, the distribution of training centers’ performances would shift to the right,
implying that new 25th percentile (which would become the basis of the standard
in the next year) would exceed the old 25th percentile. As long as training centers
can keep up, the standard grows ever higher, and the amount of effort necessary
to meet the standard also increases, leading to higher outcomes and future increases
in the standard. More realistically, if performance improvement goes on for long
enough, such a system implies that some training centers will eventually fall behind
and fail to meet the standard. If such a system were used for long enough, perform-
ance improvement should eventually stop and about 25 percent of training centers
would perform below the standard.

Table 4 reports the departure points for a number of the original JTPA perform-
ance measures (adult employment rate at termination, adult welfare employment
rate at termination, and youth employment rate at termination). These departure
points were consistently set at the 25th percentile of a previous year’s distribution
of outcomes. As predicted, Table 4 shows a general increase in departure points over
this period of the early JTPA years. The departure points in 1986-87 were much
higher than those in 1984-85, which is not unexpected given that they were based
on performance under JTPA’s predecessor program and the initial nine months of
JTPA (during which training centers were not subject to incentive policies).

Under WIA, the DOL strongly encouraged states and localities to set standards
that would motivate improved performance from year to year. In fact, in the effort
to promote ‘“‘continuous performance improvement,” the states set standards that
not only required that they improve over time, but also that the magnitude of the
improvements increase from year to year. This approach gave states an implicit
incentive to negotiate lower standards in the early years, and some states in fact
attempted to do this. North Carolina, for example, was asked by the DOL to
increase the level of its negotiated standards before the start of the WIA program,
as they were judged to be too low relative to other states and North Carolina’s past

TABLE 4
Departure Points for First Generation JTPA Standards
Adult Employment Adult Welfare Youth Employment
Program Year Rate at Termination Employment Rate at Termination Rate at Termination
1984 47.0 NA 21.4
1985 57.1 NA 36.4
1986 and 1987 62.4 51.3 433

1988 and 1989 68.0 56.0 45.0
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performance (Heinrich 2004). For the most part, states and localities complied with
WIA requirements by building yearly increases into the standards.

As the analysis by Heinrich showed, however, this approach failed due to the lack
of adjustments for changing economic conditions in the early years of WIA. Two
years into the program’s operation, 38 states were identified as having failed to
achieve at least 80 percent of their performance goals for two consecutive years
and were at risk for sanctions. More generally, these findings suggest that the types
of formal performance standards adjustments made in the JTPA system to control
for factors outside program managers’ control are critical to the success of a system
intended to promote continuous performance improvements.

CONCLUSIONS

In this paper, we have drawn from the information economics, contract theory,
and public administration literatures to discern simple lessons for the construction
of performance standards. We demonstrate the relevance of these lessons in the con-
text of two public programs, the U.S. JTPA and WIA federal job training programs.
We find evidence that performance measurement system designers have attempted to
“level the playing field” over time to provide equivalent performance incentives
across states and localities. Performance standard adjustment methods were estab-
lished to account for “shocks” that are outside an agent’s control and to reduce
the risk faced by the agent. Policymakers have also tried to reduce the potential
negative distortions due to hidden information.

At the same time, it is not surprising that in a public sector program with multiple
principals and political relationships influencing administration, the evidence sug-
gests that these problems were not fully resolved. We identified some negative
dynamic properties of the performance measurement system that threaten its sus-
tainability. In both JTPA and WIA, the dynamics of performance benchmarking
and the challenges of effectively adjusting performance expectations for external
influences beyond program managers’ control likely contributed to inefficiencies
and generated incentives to influence performance in ways other than increasing
effort. Selecting trainees according to observed characteristics associated with their
labor market success, limiting the availability of more intensive training services,
and demonstrating lower performance early on to allow for performance improve-
ments over time are some examples of strategic behaviors that were unintended by
system designers and potentially harmful to the system and program outcomes. In
the current system, where the rewards (up to $3 million in grants) and sanctions
(up to a 5% reduction in grants) could have important implications for program
functioning, the performance standards should provide appropriate incentives and
feedback to operators about the effectiveness of their activities in improving service
quality and participant outcomes.

Politicians, along with economists and private sector representatives, have been
calling for a more “business-like” administration of government for more than a
century, most recently in “reinventing government” and New Public Management
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reform initiatives. The use of performance measurement systems and incentives in
public sector programs has been a key component of these recent initiatives,
although both policymakers and scholars have begun to uncover evidence of their
“dark side,” including some of the negative or unintended consequences described
in this study (Radin 2000). Our research confirms both the potential of these sys-
tems to be effectively managed to promote performance improvements, and the
limitations of these systems’ design, which are guided not only by economic
theory, but also by political demands and the complexities of representative
governance. Although our research doesn’t point to cogent solutions for all of
the problems that public sector performance measurement system designers face,
we do suggest some specific actions public managers can take to improve these
systems, such as the proper incorporation of different types of information into
the standard, coordination among multiple principals with conflicting interests,
and more careful attention to the dynamic implications of performance measure-
ment. More generally, we also hope that the framework for analysis of these issues
that we present might better guide policymakers’ or other scholars’ understanding
and consideration of how these systems and public program performance might be
improved.

APPENDIX

Although the DOL allowed states some flexibility in developing standards, most
states used the DOL’s adjustment methodology described here. The adjustment
methodology worked as follows. Consider an arbitrary performance measure and
let P; be the outcome produced by training center /. The DOL adjustment scheme
posited that the following function generated performance outcome P;.

Pr=o+ fi(xy —%1) + fo(xa — X2) + -+ + P (s — Xnr) + &1, (1)
where xy;, Xy, ..., Xy are training center I’s realizations for the M factors chosen,
X1,X2,...,Xpy, are the average realizations of these factors over all JTPA training

centers, and ¢ is a site-specific error term. Biannually the DOL estimated the coeffi-
cients f§ with the most recent two years of training center-level data using ordinary
least squares. f3,, expressed the impact of an increase in the factor x,,, on the out-
come P;, holding other factors constant. The DOL chose a different set of factors
for each performance measure based upon their availability and whether the factors
were statistically correlated with the performance outcomes. In addition, political
considerations may have played a role.

Table A presents an example of a JTPA worksheet for adjusting the adult employ-
ment rate at termination in 1987.

The first six adjustment factors in the table are enrollment population character-
istics (the percentage of the participant population that is female, black, Hispanic,
Asian, handicapped, and welfare recipients). The last two adjustment factors are
measures of the local economy (unemployment rate and population density).
Column B presents factor values for a hypothetical training center. Columns C
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TABLE A
Department of Labor’s Performance Standard Adjustment Model: Adult Employment Rate
at Termination

B. Training C. D. F. Effect

Center Factor  National  Difference E. of Local

A. Local Factors Values Averages (B—C) Weights  Factors

% Female 49.9 52.8 29 —020 .058
% Black 41.2 23.8 17.4 —.081 —1.41
% Hispanic 30.1 7.9 222 —.009 -20
% Asian 2.1 2.4 -3 —-022 .01
% Handicap’d 9.5 9.1 4 —.093 —.04
% Welfare Recipient 35.0 29.8 5.2 -.276 —1.44
Unemployment Rate 8.8 8.0 .8 —.623 —.50
Population Density 21 .6 -39 171 -.30
G. Total Effect of Local Factors on Performance Expectations =5.77
H. National Departure Point 62.40
1. Model Adjusted Performance Level (G + H) 56.60

Notes:

1. Local factors listed in Column A are given by the Department of Labor. Percentages are of year’s
participant population.

2. Values for Columns C, E, and H are given by the Department of Labor.

3. Values for Column B are for a hypothetical training center.

and E present the actual national factor averages and the weights from DOL adjust-
ment model for 1987. These weights are the estimated effects of each characteristic
on the performance outcome adult employment rate at termination (estimated /s
from equation 1). The training center’s realization of each of the factors is compared
to the national average, and the difference is multiplied by the appropriate weight.
For example, suppose the hypothetical training center served 1000 persons during
1987 of which 499 were female. Thus, its percentage female factor was 49.9 percent.
To obtain the adjustment to the standard for the female participation factor, one
multiplies the difference between the training center’s factor value and the national
average (49.9 —52.8 = —2.9) by the adjustment weight (—20). The adjustment
weight reflected how the enrollment of women historically affected the employment
rate outcome (i.e., the negative weight implies that on average, compared to men,
women produce a lower employment rate at termination).

Weighted differences for the other factors were calculated similarly. The effects of
local factors on performance expectations (Column F) were summed [Line G] and
added to the national departure point. The departure point (the 25th percentile value)
for the measure was 62.4. The final performance standard (56.6) is the sum of the
departure point (62.4) and adjustment factor (—5.8). The state used the final standard
to establish whether the training center had met its adult employment rate target.

The DOL intended that the bar be set to a height appropriate to the training cen-
ter’s circumstances. Thus it included measures of the local unemployment rate and of
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local population density to capture aspects of the local labor market in which the
training center operated. For example, as one can see from Table A, the weight
on the local unemployment rate measure was negative: a one point increase in the
local unemployment rate lowered the standard by about two-thirds of a point.
Because training centers were small relative to the local labor market, the unemploy-
ment rate is an example of an influence on the performance outcome that was likely
beyond the training center’s control.

As Table A also makes clear, an important class of characteristics for which DOL
adjusted standards was the composition of the enrollment pool. While the enrollment
pool reflected in part the composition of the local eligible population (an influence
beyond the training center’s control), it was at least partly a choice variable. Adjusting
the performance standard in this way may have discouraged cream-skimming.

NOTE

1. Both Dixit and Burgess and Ratto (2003) evaluate this literature in the context of incen-
tive provision inside government organizations.
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