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TECHNICAL NOTES AND MANUALS

Evaluating Government Employment
and Compensation

Benedict Clements, Sanjeev Gupta, Izabela Karpowicz, and Shamsuddin Tareq

This note provides criteria for evaluating government employment and compensa-
tion and options for reform. The first section discusses the various quantitative
indicators that can be used for country analysis and provides an assessment of
differences across regions and country groups. The second section addresses
short- and medium-term options for reform and country experiences. Data tables,
which can be useful for comparative analysis, are provided in an appendix. The
note underscores that technical analysis of employment and compensation issues
must be accompanied by judgment to weigh the trade-offs between competing
objectives. As such, a case-by-case approach is needed.

I. Suggested Indicators

A range of indicators, rather than a single benchmark, should be used for analyzing compensation
and employment in government.! Indicators can be grouped into three categories: (i) compensa-

tion of employees (the wage bill), (ii) government employment, and (iii) wage levels (Box 1).

A. Government Compensation of Employees
The following criteria are useful for evaluating compensation of employees:

e Government compensation as a share of GDP and as a share of total govern-
ment spending. It is often useful to compare government compensation of em-
ployees as a share of GDP and total government outlays with regional averages and
with countries at similar levels of development. There are distinctive patterns across
country groups (Table 1). For example, as a share of GDP, general government
compensation of employees is highest in Europe (10 percent of GDP) and lowest in
Asia and the Pacific (6% percent of GDP). The wage bill tends to be a higher ratio
of GDP in high- and middle- income countries than in low-income countries. Frag-
ile states tend to have a higher ratio than other low-income countries. The share
of total spending absorbed by compensation of employees ranges from a fourth of

general government outlays (Europe, Asia and the Pacific) to a third (Africa, Middle
'World Bank and IMF (2002).
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Box 1. Indicators

Compensation of employees

e Compensation of employees as a share of GDP

e Compensation of employees as a share of total spending

e Compensation of employees as a share of domestic revenue

e Compensation of employees compared to spending on non-wage outlays
Employment

e Government employment as a percentage of private sector employment
e Government employment as a percentage of total employment
e Government employment as a percentage of the population

Wage level

e Average government wages as a share of comparator private sector wages
e Average government wage as a share of GDP per capita
e Ratio of the highest government wage to the lowest (compression ratio)

East and Central Asia, and the Western Hemisphere). There are also variations in
spending across levels of government, reflecting differing degrees of fiscal decen-
tralization. In Europe, for example, the central government accounts for just over

half of total general government spending on compensation.

e Government compensation of employees as a share of domestic revenues. This
indicator points to the sustainability of wage outlays in the absence of donor assis-
tance.> On occasion, donors provide assistance for expanding government employ-
ment, especially in priority sectors. But these inflows can be volatile and domestic
resources may be needed to sustain higher spending on wages going forward.> In
these circumstances, it may be appropriate to rely on temporary workers or private
sector outsourcing to preserve spending flexibility.* The ratio of central government
compensation of employees to domestic revenues is slightly higher in low-income
countries than in middle-income countries (Table 1). Across regions, the ratio is
highest in Africa and the Western Hemisphere, at about 30 percent of central gov-

ernment revenues.’

2 For example, in the West African Economic and Monetary Union (WAEMU), compensation of employees is
constrained to be less than 35 percent of tax receipts as part of the Convergence, Stability, Growth, and Solidarity
Pact adopted by WAEMU governments in 1999. While the CEMAC union does not have an explicit rule, in the
2008 evaluation of the progress towards convergence the Commission used, as secondary surveillance criteria, an
indicator limiting growth of the wage bill to growth of revenues. See http://www.banque-france.fr/fr/eurosys/zonefr/
page9.htm.

3 Buli and Hamann (2007).

* Gupta and others (2008).

> High compensation-to-revenue ratios in some low-income countries may also reflect a weak revenue effort.
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e Government compensation of employees in relation to non-wage outlays. The
efficiency of spending depends on the input mix (i.e., wage vs. non-wage costs).
Even if spending for wages is low, it must be assessed relative to outlays on other
inputs, such as books, drugs, and other operations and maintenance outlays.
Between 2001 and 2008, the average compensation of employees in education and
health constituted, respectively, 70 percent and 50 percent of total sectoral spend-
ing in a sample of about 55-70 countries (Table 2). These ratios were relatively
stable across regions and income groups and across time. The lower share of em-
ployee compensation in health expenditures owes to the typically higher operations
and maintenance outlays of this sector (e.g., for pharmaceuticals). Information on
employee compensation, as a share of total sectoral outlays, can often be found in

World Bank Public Expenditure Reviews.

Issues in assessing government expenditures on employee compensation

e Compensation not captured in wages and salaries. Non-monetary benefits, such
as travel, housing, and other allowances, may be classified as spending under other
goods and services. Misclassification can occur when payments to government em-
ployees for public investment projects—particularly those financed by donors—are
recorded under capital spending. This can result in an understatement of spending
on employee compensation. In addition, when consultants play a key role in public
sector service provision, either directly or as managers of government contracts,
spending on compensation can be underestimated. Furthermore, some countries

may classify outlays for temporary workers under use of goods and services.

e Payment of wages to fictitious workers. In some cases, average wages may be
higher than what is implied by wage and employment data due to the payment of

wages to fictitious workers and/or absenteeism.®

e Exclusion of autonomous entities that perform core government functions.
The operations of these entities are typically supported by central government
transfers. Examples include revenue authorities, debt management agencies, educa-

tion boards, and health insurance providers.

B. Government Employment
The following indicators provide a useful starting point for country analysis:

e Government employment as a percentage of total and private employment.
These indicators give an assessment of the size of government employment relative

to the private sector.

6 Randomized surveys in developing countries have detected large absenteeism rates among teachers and health
workers. For example, in a study covering 6 countries, the rate of absenteeism was about 19 percent of teachers and

35 percent of health workers (Banerjee, 2005; Chaudury and others, 2006).
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e Government employment as a percentage of total population. This ratio
can be helpful in assessing whether employment is adequate (or excessively
generous) relative to what is needed to provide essential services to the popula-
tion. Cross-country data on this indicator is more readily available than other

employment indicators.

Table 3 shows that government employment ratios are highest in Europe and, in general, in
high-income countries as a percentage of the population, while in Africa government employ-
ment is lowest. This differences hold across all levels of government. High-income countries in
general tend to have a larger number of employees, with considerably higher employment at the

sub-national level, which is influenced by employment in the education and health sectors.

Issues in assessing employment

e The size and scope of government. Employment is affected by government size
(as measured by the ratio of government spending or value added to-GDP) and the
scope of government activity (as measured by the government’s role in the produc-
tion of goods and services across sectors and regulation of private sector activity).”
In some cases governments may have extended the scope of the public sector be-
yond a level that is affordable and sustainable. In others, the public sector may be

crowding out private sector provision that could be more efficient.

e Health and education. These sectors typically employ a large share of the gov-
ernment labor force. Indicators such as student-teacher ratios, or the number of
health workers per thousand population, may be useful in assessing staffing levels
in these sectors. World Bank Public Expenditure Reviews and sectoral reports often
include information on the distribution of employment by category of employee in
the social sectors. In general, the education sector employs more people as a share
of population than the health sector. This is true across all regions except Europe
(Table 3). High-income countries have a larger share of population employed in

these two sectors (42 percent) than low-income countries (12 percent).

e Employment guarantees. Governments may have policies guaranteeing employ-
ment for university graduates or graduates of teachers’ colleges that foreshadow

employment increases.

7 The size and scope of government may be influenced by: trade openness and the degree of integration in the
world economy; demographics; preferences and the heterogeneity of the population; and the structure of govern-
ment (Gupta et al., 2003; OECD, 2007). Ethnic, religious, and racial fragmentation tends to increase demand for
public spending (Alesina and others, 2004; Lind, 2003). Reliance on grants and transfers from higher levels of gov-
ernment to finance sub-national governments are also associated with larger governments (de Mello, 2000).
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C. Government Wages

Useful indicators for evaluating government wages are the following:

e Average government wages as a share of comparator private sector wages.
Appropriate private sector wage comparators are generally difficult to obtain in
developing countries. Accurate comparisons must take into account all aspects
of compensation, including in-kind and non-monetary benefits and deferred
compensation (e.g., pensions or disability and survivor benefits). In addition, the
public sector often provides greater job security. If these non-monetary benefits
are extensive, the government does not necessarily need to offer salaries that
are on par with the private sector in order to retain high-quality employees. In
practice, government wages are not always lower for comparable workers. Recent
studies suggest that differentials are negligible in Indonesia, France and the United
Kingdom; favor lower level employees in Greece; and are large and favor public

sector employees in India.®

e Average wage as a share of GDP per capita. The relationship between the aver-
age government wage and GDP per capita measures the condition of an average
government employee in relation to living standards and provides an indicator of
whether wages are high.? As noted above, this measure fails to capture the in-kind

and intangible benefits provided to government employees.

e Compression ratios. The compression ratio is defined as the ratio of the highest
salary to the lowest on the government’s main salary scale.!? It is a useful indicator
of the adequacy of pay. Low ratios suggest that highly skilled workers are under-
paid, while unskilled workers are overpaid. Low compression ratios are associated

with corruption.!!

Issues in evaluating wage levels

e Differences in human capital. Simple comparisons of average wages in the public
and private sector do not adequately control for differences in the level of human
capital and other characteristics. A more systematic approach can help evaluate
whether public sector workers with similar levels of human capital (as measured,

for example, by educational attainment levels) have higher or lower wages than

8 Bargain and Melly (2008); Disney and Gosling (2008); Filmer and Lindauer (2001); Glinskaya and Lokshin
(2005); and Papapetrou (2000).

9 The underestimation of nominal GDP in some low-income countries (reflecting weak real sector statistics) may
lead to an overstatement of compensation-to-GDP ratios.

10 An alternative indicator, developed by the OECD, measures wage compression as the mean of salaries in the
ninth decile divided by the mean of salaries in the first decile. This approach ensures that a handful of salaries do
not dramatically skew the compression ratio (OECD, 2007).

11 Abed and Gupta (2002); Van Rijckeghem and Weder (2001).
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comparable private sector workers. In cases where the public sector is the domi-
nant employer, measures of excess demand, or excess supply of workers at a certain

pay grade, would be needed.!?

* Wage drift. When careers are characterized by a system of automatic progression,
average wage levels can rise as the public sector workforce becomes more experi-
enced. Under these circumstances, the compensation of employees can increase
even in the absence of wage and employment increases. This ‘wage drift’ effect can

be large and sometimes higher than the GDP growth rate.!?

e Effects of indexation. Government wage levels may be high and inflexible if the
government indexes wages. Only a few governments continue to formally link wage
increases to changes in consumer prices and/or economy-wide measures of economic
activity. Indexation can also complicate macroeconomic management. The indexation
of wages in Bosnia and Herzegovina over the past two years, for example, has con-

tributed to inflationary pressures and jeopardized fiscal sustainability.

Il. Options for Rationalizing Government Employment
and Wages

High quality reforms of public sector employment and wages are difficult to implement in
a short period of time. However, in periods of severe fiscal pressure, governments may still
need to resort to short-term measures to contain employee compensation. These short-term

measures should be replaced over time with more sustainable reforms.

A. Short-Term Options

e Temporary freeze on wages. This may include an overall or selective nominal
freeze of wage levels for a limited period of time.'* Assuming unchanged employ-
ment levels, this should result in a reduction in the compensation of employees,
relative to GDP, as the economy expands in nominal terms. In countries where
public wages exceed those in the private sector—adjusted for differences in human
capital—a wage freeze can help reduce these disparities. However, a wage freeze
may be offset by other policies that compensate for or circumvent it, especially over
an extended period. For example, in Benin, the impact of the wage freeze on the

government wage bill in 1988 was partly offset through an increase in promotions

12 These include data on job applications per vacancy and retention rates. For more details, see http:/
go.worldbank.org/VRU48ZXYEO.

13 Pereira and Pereira (2006) estimate that the wage drift for university professors in Portugal was 2.6 percent per
year.

4 In the past, some IMF-supported programs have included a ceiling on the government compensation of em-
ployees as a temporary device, in cases where the loss of control over payrolls threatened macroeconomic stability.
Under the Fund policy implemented in 2007, ceilings on the wage bill are to be used only in exceptional cases. As
of July 2010, there were no such ceilings as performance criteria in any IMF-supported program.
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in the 1990s. In Botswana, in spite of the freeze, the wage bill has increased since
2008/09, reflecting the normal “wage creep” that occurs as civil servants move to
higher pay scales after meeting time-in-grade requirements. While politically dif-
ficult, some countries have also resorted to nominal wage cuts when fiscal sustain-
ability or the exchange rate anchor was in jeopardy, mostly in the midst of severe
crises. Examples in 2009 include Bosnia and Herzegovina, Ireland, Latvia, Lithu-
ania, and, in 2010, Spain. However, in Bosnia and Herzegovina, the courts ruled
that wage cuts were illegal due to pre-existing contractual agreements with trade

unions and had to be cancelled.

Streamlining bonuses and allowances. Tightening eligibility and reducing the
number and size of allowances can not only achieve fiscal savings, but can also
increase the transparency of remuneration.!> Similarly, control of overtime can be
achieved by substituting monetary compensation with leave time or by suspending
the premium on the hourly wage. Some countries are also aiming to achieve sav-
ings by reducing the “13' salary” that is prevalent in a number of countries.'® For
example, Hungary eliminated the 13" salary in late 2009. In early 2010, Greece
eliminated the 13™ and 14" salaries and replaced them with a fixed (lower) bonus

payment, while also cutting allowances across the board by 10 percent.

Partial or selected hiring freeze. Natural attrition, when combined with a hiring
freeze in selected non-priority areas, can help reduce the compensation of employ-
ees.!” One advantage of this approach is that it avoids the short-run fiscal pres-
sures associated with lay-offs and severance payments. Bosnia and Herzegovina,
Greece, Romania, and some other countries have frozen government employ-
ment during the recent financial crisis. It is important to note, however, that this
measure should be applied for a limited time only. An extended hiring freeze
could lead to a distorted age structure in the civil service. For example, in Benin,
the civil service has faced a very dramatic increase in the number of staff retiring,
creating challenges for service delivery. While politically more difficult, some gov-
ernments have gone further and dismissed employees (Latvia and Lithuania). As
in the case of wage cuts, there may be complex legal issues involved in reducing
employment. In some instances, the judiciary has reversed or ordered compensa-

tion for dismissed employees.

15 A number of countries have multiple bonuses and allowances for meals, transportation, and education.

16 For instance, in Georgia, Japan, and most countries in Latin America, public sector employees receive 13 or
more “monthly” salaries per year.

17 Employment freezes in education and health sectors should be handled with caution. In these sectors, it is
useful to make international comparisons of student/teacher ratios, health workers per thousand population, and
hospital occupancy rates to help assess whether or not there is scope to include these sectors in the employment
freeze. Improvements in the efficiency of spending can help ensure that public services do not decline in these sec-
tors, despite staffing reductions.
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e Temporary layoffs. This has been recently used in some states in the US. In Ire-
land and some other countries, governments are also offering extended sabbatical

leave at reduced pay, or on an unpaid basis.

e Accelerated early retirement. This option should be assessed carefully, as overly
generous retirement packages can result in high fiscal burdens in the future. In the
short term, the savings from these options may be very modest if there is a need for

upfront payment of severance benefits.

B. Medium-Term Reforms

e Rationalizing the size and structure of government. A review of employment
may need to go hand-in-hand with expenditure reviews that examine the role of
government and the cost effectiveness of different policy interventions. Functional
reviews of government departments can also help identify areas of duplication and

overlap.'®

e Tightening the link between pay and performance. Linking pay increases to per-
formance provides incentives to workers for improving efficiency and productivity.
In such cases, reconsideration of career advancement rules might be necessary and

should be tailored to decompress the pay scale.

e Strengthening payroll systems. High wage bills have often been linked to weak
payroll controls. Public financial management (PFM) reforms that strengthen such
systems would enable more effective expenditure control, including through the

elimination of fictitious workers.

e Outsourcing of non-core functions. An alternative to direct provision of public
services by the government is to outsource these to the private sector. Noncore
functions such as transport, mail, cleaning, catering, and maintenance are potential
candidates for outsourcing. The success of outsourcing has varied. For instance, in
the United Kingdom, savings from outsourcing ranged between 20 to 30 percent.

However, in Grenada savings were negligible and the quality of service varied.!”

18 Additional details on the content of functional reviews are available at http://go.worldbank.org/LCFM2RV5EO.
Selected studies on efficient downsizing of the public sector are available at http://go.worldbank.org/ODUT9SRX10.

19 World Bank (2004).
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lll. Appendix

Figure 1: The Main Components of Government Employment
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TABLE 1. GOVERNMENT COMPENSATION OF EMPLOYEES!

Central Government General Government
% of % of % of % of
Sample % of government government Sample % of government government
Country Groups Size GDP expenditures  revenues Size GDP expenditures  revenues
Africa 41 6.5 304 29.5 9 9.8 334 30.7
Asia and Pacific 18 5.1 26.2 23.1 11 6.6 27.5 229
Europe 41 5.7 17.4 175 40 10.2 26.5 254
Western Hemisphere 24 8.2 31.0 29.6 15 9.2 36.0 33.2
oo “ast and 19 74 28.9 24.8 1 83 32.8 26.4
European Union 27 52 15.9 16.3 27 9.9 25.4 25.3
Low-Income Countries 39 5.2 28.6 27.9 6 7.0 25.8 26.8
Middle-Income 68 7.3 27.6 26.0 44 8.7 31.8 28.2
Countries

High-Income Countries 36 6.1 20.4 18.6 36 10.4 28.0 25.9

Sources: Government Finance Statistics database (IMF), and IMF staff estimates.
General government, consolidated central government, or budgetary central government, annual averages for 2000-08 depending on availability.
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TABLE 2. HEALTH AND EDUCATION SECTOR WAGE BILLS, 2001-08"

(Percent of sectoral expenditures)

Country Groups
Africa
Asia and Pacific
Europe
Western Hemisphere
Middle East and Central Asia
Low-income

of which: Fragile States
Middle-income
High-income
Memorandum item:
Median

Sources: Public Expenditure Reviews, The World Bank; Eurostat for EU member states; OECD Stat for non-EU OECD countries and Israel.

Education
Sample size
10
8
40

72

TAverage of annual observations, depending on data availability.

Wage bill
66.7
64.7
65.2
75.2
76.1
69.2
65.6
73.8
61.4

65.6

Sample size
13
4
26

56
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Health

Wage bill
40.6
451
43.5
64.6
55.5
45.6
42.9
52.1
435

42.8

1



TABLE 3. PUBLIC SECTOR EMPLOYMENT!
(Percent of polulation)

Sample Public General Central Subnational Armed Public
Size? Sector Government Government Governments Education Health Forces Enterprises
Africa 12 3.9 3.8 1.9 1.3 1.0 0.9 0.4 15
Asia and Pacific 22 4.4 4.2 2.7 14 1.1 0.7 0.9 0.6
Europe 41 10.5 7.7 3.6 45 2.4 2.5 0.8 3.6
Western Hemisphere 26 6.8 5.3 1.4 2.6 1.8 0.8 0.4 41
e e 14 6.3 46 2.7 5.2 2.0 0.8 14 36
Asia
European Union 27 10.0 7.9 3.4 4.7 2.6 2.3 0.6 2.8
Low-income countries 15 4.0 1.1 04 0.9 0.8 0.6 0.4 8.1
Middle-income countries 56 6.8 5.3 24 2.7 2.1 1.1 0.7 3.7
High-income countries 44 9.2 7.9 3.6 4.7 2.1 24 0.8 1.9

Sources: LABORSTA database (ILO); The Military Balance (International Institute for Strategic Studies).
TAnnual averages for the 2000-08 period.
2Sample size varies with variable.
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TABLE 4. PUBLIC SECTOR WAGES!

Ratio of average Ratio of public Ratio of public
Number public administration  sector to financial sector to
of countries wage to per capita GDP sector wages? manufacturing wages
Africa 3 1.3 0.7 1.8
Asia and Pacific 7 1.4 0.9 14
Europe 28 1.4 0.7 1.3
Western Hemisphere 11 1.4 0.8 1.3
Middle East and Central Asia 8 1.2 0.5 1.3
European Union 17 1.3 0.7 1.3
Low-income countries 4 1.9 0.7 14
Middle-income countries 89 14 0.6 14
High-income countries 18 1.2 0.8 1.3

Sources: LABORSTA database (ILO); WEQ (IMF).

TAnnual averages for the 200008 period. Public sector wages include public admnistration, defense and compulsory social security.
2Financial sector includes financial intermediation, insurance and pension funding, except compulsory social security; and activities auxiliary
to financial intermediation.
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