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Abstract:

In fee-funded public services, one might expect that incentivizing providers to improve quality while keeping
fees unchanged would be welfare-enhancing. We identify a novel channel---both theoretically and empirically-
--showing that such incentives can instead have ambiguous welfare effects due to providers' behavioural
responses. Our model shows that, in settings with imperfect fee compliance, such incentives raise not only
efforts to deliver better services but also the monitoring of fee payments. This can exclude users and increase
reliance on outside options with negative externalities. These mechanisms are confirmed by evidence from a
large-scale randomized controlled trial. In the slums of two large Indian cities, a setting that reflects the
institutional structure of many fee-funded services in low-state-capacity environments, we find that
introducing financial incentives tied to service quality among sanitation providers raises quality and fee
compliance but reduces usage and increases negative health externalities. Together, our findings reveal a
previously overlooked quality-access trade-off in public service delivery and underscore the need to align

provider incentives with equitable access in more general settings.
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