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Unlike privatization, contracting out (or simply ‘contracting’) does not generally involve the sale of

publicly owned assets. Yet it has been widely used as a mechanism for reform of public-sector service
provision. Contracting introducesx-antecompetition—competitiofor the market through competitive
tendering. This article examines both the theory and evidence of contracting by the public sector. It consid-
ers the theoretical conditions, such as contractual incompleteness and the ownership of physical assets,
which may impede efficient contracting. It also reviews the international evidence which suggests that
savings in the order of 20 per cent are achievable, without sacrificing the quality of service provided. In the
UK, savings of between £240m and £280m have been estimated for contracts let at the central government
level. Substantial savings have also been generated by contracting at the local government level.

[. INTRODUCTION ity services was designated ‘good’ privatization.
Compared to the sale of public assets, this activity
In November 1986, thEinancial Timegublished attracted hardly any public attention, as it did not
a leader article under the curious headline, ‘Goddvolve expensively promoted share offers. Instead,
and bad privatisation’. The transfer of ownership aequests for competitive tenders were being
UK public corporations to the private sector hadnglamorously advertised by County Halls up and
already gathered pace by this date. Yet doubd®wn the country, inviting service providers to
continued to be expressed about the econonsgabmit bids for contracts for services such as street
benefits of mere changes in ownership, without th@eaning, refuse collection, school meals, and other
promotion of competition. Such changes were lamenities provided to local residents. One wonders
belled ‘bad’ privatization by thEinancial Times if privatization is the right word to describe this
whereas the introduction of competitive tenderingrocess, since few physical assets actually changed
and contracting out for the provision of local authorhands after contracts were let. Indeed, more often

1 The authors would like to thank Colin Mayer and an anonymous referee for very useful comments.
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than not the council’s own employees won thef blue- and white-collar services. Not surpris-
tender, so that employment relationships remainéagly, the policy has gained currency as an instru-
unaffected. ment of public-sector reform—achieving better value
for taxpayers’ money.
Although privatization and contracting out are often
used synonymously, particularly in the USA, theyhis article examines both the theory and evidence
are quite distinct. Privatization refers to the transfeaf contracting out. Section Il considers the theoreti-
of ownership of physical assets from public taal factors behind the benefits of contracting out, as
private ownership. The sale of BT or BAA via awell as the circumstances in which its application is
share float constitutes straightforward privatizatioriikely to be problematic. Section Il provides a
The privatized organizations may or may not opedetailed overview of the international evidence,
ate in acompetitive environment. Thus privatizatiomcluding impact on cost and quality. In section IV,
is essentially independent from the promotion afle cast our net more widely to the broader issues
competition. How much competition there is postincluding public-sector accountability and employ-
privatization will depend largely on the structure oment effects. Lastly, section V discusses the poten-
the industry and on government policy (see Vickeisal effects of further extensions of contracting out
and Yarrow, 1988, for a detailed discussion).  on public expenditure outlays in the UK.

Contracting out, on the other hand, means openiBgfore we proceed, a brief note on terminology.
up to competition a set of economic activities whiclCompetitive tendering and contracting refers to
were previously immune from it. Organizations arsituations in which the in-house public-sector serv-
invited to submit bids for contracts to provide parice provider competes with outside contractors by
ticular services to the client. The distinctive featureubmitting a tender. For example, the introduction of
of contracting out is the elementef-antecompe- compulsory competitive tendering under the 1988
tition—competitionfor the market as opposed toLocal Government Act obliged local authorities in
competitionin it. The market in this case is definedEngland and Wales to put a group of services out to
by the contract specification, and the bidding prodender and to include in-house providers in the
ess resembles an auction. Other things being equadmpetitive process. By contrast, contracting out
the lowest-price tenderer would win the right taestricts competition to outside providers. In this
supply for the duration of the contract term. In thigrticle we shall use the shorthand term of ‘contract-
way the government is able to secure the provisiang’ to refer to the process at its most general—the
of services at the lowest possible cost. With corappointment of an organization to provide services
tracting out, the client retains a fair measure afnder contract following a competitive tender.
control over the activities concerned, monitoring
performance, imposing financial penalties, and re-
placing the contractor in cases of outright performf, THEORETICAL CONSIDERATIONS
ance failure. This level of control is not afforded by
privatization. Arguments about contracting can be divided into
two principal types: those that take a public policy
Privatization shows no signs of losing its appeal, anmérspective and those that focus on the underlying
is being vigorously pursued worldwide. But coneconomics. The public policy questions include the
tracting out of government-funded services has algooper role of the state, the problems of accountabil-
been on the increase, both in the UK and in oth&y when private firms supply public services, and
countries. Substantial evidence that has emergmsdues concerning citizens’ rights in a contracting
since the mid-1980s suggests that governments daamework (see, for example, Kerr and Radford,
save in the order of 20 per cent of expenditures d®95; Corry, 1997; Jackson, 1997). Turning to the
services by putting them through a competitiveconomics of contracting, we consider, first, how
tendering process. The benefits are therefore sudx-antecompetition for contracts yields efficient
stantial, and have been sustained by the growthafitcomes, second, how the costs of contracting can
specialist private-sector firms providing a wide rangBmit its practical application, and third, what infer-
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ences may be drawn from contract failure regardirgireets) to form a discrete unit, and to invite tenders
potential market failure. to service it for a specified period. Bid prices will
vary according to the operators’ estimated costs of
delivering the service, and expectations about the
intensity of competition. The authority will select a
There are two principal methods through whiclsingle operator from among those bidding for the
services can be delivered by the state to its citizereantract. By choosing from among the lowest prices
through public production or by calling for competi-submitted, it can reduce the costs of service provi-
tive tenders. The growing use of competitive tersion compared to th&tatus quoThis will be true
dering to determine the most efficient method ofrespective of whether the winning tenderer is a
service provision has come about primarily as thgublicly owned, in-house team or a private contrac-
result of increased fiscal pressure on governmentster.
the need to save money. As a consequence, ap-
proximately £2 billion of expenditure on white-collarBut how can the authority be confident thatante
services and £2.4 billion of expenditure on locatompetition for the contract will tame the power of
authority services had been subjected to competite natural monopoly service provider to charge
tive tendering by 1995. monopoly prices? Recent work in auction theory
suggests that competitive tendering generally leads
Many publicly provided services have natural moto efficient (competitive) prices, and that introduc-
nopoly characteristics—least-cost production reng additional bidders always puts further pressure
quires that there be only a single service provider an prices (see, for example, Bulow and Klemperer,
any one time. It is surprising how commonplac&996). The capacity @x-antecompetition to yield
such natural monopoly characteristics are. For egfficient outcomes despite structural conditions of
ample, inindividual schools it would be highly inef-natural monopoly was persuasively argued by
ficient if several caterers competed simultaneousyemsetz (1968). Ironically, he envisagedante
within the school kitchen to provide students witltompetition for contracts to run public utilities—the
their meals. At any given time, the production ofery same that are being hastily privatized around
such services is most efficiently handled by a singtée world. But the principle applies with equal force
producer. Does that mean that production will sufeo the provision of publicly funded services.
fer from the usual inefficiencies associated with
monopoly—allocative as well as productive ineffi{n a similar vein, Baumdat al (1982) introduced the
ciencies resulting in higher prices? Not necessarilgoncept of a ‘contestable’ market which, while not
To see how natural monopoly can be combined wittompetitive in the sense of having several suppliers,
ex-ante competition for contracts, consider thecan nevertheless generate competitive outcomesin
illustration suggested by Szymanski (1994) for theerms of price and output. Contestability occurs
case of refuse collection. when the sole supplier does not have a permanent
hold onthe marketand could be displaced by a more
For reasons of general health and sanitation, it @fficient producer, charging lower prices. It should
mandatory that all households be provided with e evident that competitive tendering is a mecha-
service to remove waste on a regular basis (usuallism for introducing such ‘contestability’ into pub-
weekly or twice weekly), and that this be paid folicly funded services. Provided the selection proc-
through council taxes. The local authority then hagss of the contractor and choice of the contract type
to decide how to perform this activity in the mos#re appropriate, natural monopoly characteristics in
cost-effective manner. One option is to allow sewservice provision need not result in losses of eco-
eral competitors to bid for the work at individualnomic efficiency.
households, letting them decide which of the con-
trgct_ors offers.the _b(_est value for money. Howevg(i,i) The Costs of Contracting
this is clearly inefficient because it could result in
several contractors removing refuse from differeih some circumstances, the costs of transacting in
households in the same street. The most efficietite market-place can be large enough to offset the
solution is to bundle up a number of households (benefits. When this occurs, in-house or integrated

(i) Natural Monopoly
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production is optimal. This line of reasoning igrovide the service and vehicles require regular
generally attributed to Oliver Williamson (seemaintenance. There are two possibilities: public-
Williamson, 1979, 1985), who developed the framesector or contractor ownership. In the former case,
work known as transactions cost economicshe vehicleswould be owned by the clientand leased
Whether it bebuying fruit in a local market or to the contractor for the duration of the contract.
purchasing complex information technology (ITWhile this may seem like an efficient contractual
senices, every transaction involves a costinaoidi  solution in that the client retains full control over the
to the price: finding the right supplier or negotiatingssets, it may create problems with respect to
the final purchase price. With regard to contractingnaintenance and renewal. The contractor has little
transaction costs include the writing of specificaincentive to maintain the vehicles to a level that
tions and contracts, evaluating tenders, and negagixtends their economic life beyond the contract
ating the final contract with the winning tenderer—term. The same will be true of ‘relationship-specific
the administrative elements of the transaction. investments’—sunk expenditures by the contractor
that enhance the operational characteristics of the
But there are other factors which need to beehicles. In other words, under-investment may be
considered, namely the degree of contractual ia-significant problem if the assets are owned by the
completeness and the ownership of physical assetate. In order to overcome these problems, the
required for service delivery. Contractual incommajority of refuse collection contracts stipulate that
pleteness refers to the fact that it is impossible tbe contractor should own the vehicles. Importantly,
write a contract which incorporates every continbecause the assets are not specific to the particular
gency likely to arise during the life of the contractgontract, the contract duration does not need to
or every dimension of the service. If unforeseeallow for a period of capital amortization.
events occur, control over the physical assets is
conferred by ownership of the assets. ThereforBlow consider the case of prison management. The
whether ownership of assets remains in the publiatio of physical to human capital is extremely high
sector or is transferred to the service provider cdrecause the construction of a prison represents an
be important. As Hart (1995) has shown, ownershignormous capital investment. If the facility remains
of assets matters because it confers power itopublic ownership and is leased or loaned to the
control ex-postcontractual outcomes when con{prison manager, then incentives problems occur
tracts cannot completely specify the rights andnce again: the contractor may skimp on mainte-
obligations of the parties. nance and avoid relationship-specific investments.
The contractor will also be aware of the potential
To examine these issues more closely, consid@old-up’ problem when it makes relationship-spe-
three different services that have frequently beasific investments: the client may try to appropriate
contracted out by governments and that are assoadditional rents at the re-bid stage. The alternative
ated with low, moderate, and high levels of physicas to let the manager own the facility. But because
assets. They are cleaning, refuse collection, anfl the sheer size of the investment involved, the
prison management, respectively. In the first casepntract will have to be very long to make the
the level of physical capital required is negligible—activity profitable. This creates two significant prob-
the service is labour-intensive. The question of wHems. First, enforcing contractual performance be-
should own the physical assets—the vacuum cleatemes difficult because contract termination re-
ers, brooms, and brushes—is therefore trivial, argliires a buy-back of the facility. Second, long-term
asset ownership is almost universally left in theontracts attenuate the force ef-antecompeti-
hands of the service provider. Note that these asstts thereby reducing the potential benefits to the
are not specific to the contract, and can be easjrchaser. Hence, both ownership options present
replaced or transferred to other like activities by thgignificant costs (see Brealeyal in this issue on
contractor. the problems of expropriation of assets by the
government).
In the case of refuse collection, the level of capital
investmentis moderate, but significantly higher thalihe second factor to be considered arises from the
with cleaning: specialized vehicles are required tex-antenon-contractability of quality. This refersto

70



S. Domberger and P. Jensen

the situation where quality characteristics of &efers to the singular—a specific case of a contract
service are both difficult to identify and to specifywhich fails to produce the desired outcome, possibly
prior to service delivery. Assuming that reductionbecause of poor contract design or problems with
in cost do have an adverse affect on quality, and thagrformance monitoring. Market failure, on the
some quality is non-contractable, Hatrall (1997) other hand, refers to the plural—systemic failure of
show that private contractors have a stronger incecentractual transactions.
tive to reduce costs (and thereby quality) than a
public service provider. Because certain aspects Despite the difficulties of contracting prison man-
quality are non-contractable, it is difficult to estabagement services (see Donahue, 1989; Logan, 1990;
lish that the private contractornst providing the Shichor, 1995), Britain, America, and Australia
level of service stipulated in the contract specificdiave continued their experiments with private pris-
tions. As a consequence, the contractor’s incentioms. Through the Private Finance Initiative (PFI),
to reduce costs tends to override the incentive Rritain has recently extended the coverage of pri-
maintain or improve service quality. Thisis referredate prison services with the decision to award a
to as the ‘quality-shading hypothesis’. As the impadontract to a Group-4 joint venture with Tarmac to
of cost reductions on quality increases, the casesign, construct, manage, and finance a new 600-
against contracting out of services grows strongdsed prison in Liverpool. (For a detailed discussion of
the PFlsee Groutinthisissue.) One well-publicized
In conclusion, the theoretical conditions under whicprison contract, with Esmor Correctional Services
contractingis likely to be successful may be summ&orporation at the Elizabeth Detention Centre in
rized as follows. New Jersey in the United States, ended after a
prison riot in 1995. A subsequent investigation re-
e Contractingis likely to be more (less) successfuealed that Esmor had broken the terms of the
wherever the magnitudend specificity of the contract by employing prison guards without the
physical assets required to provide the servigeecessary qualifications and training (see Sullivan
are smaller (greater). Note that asset size aadd Purdy, 1995).
specificity have independent effects on con-
tracting, but their interaction can be particularijHartet al (1997) cite the Esmor contract in support
powerful. ofthe conclusion that private management of prison
services is prone to failure owing to the significant
e Contracting out is likely to be more (less) sucnon-contractable elements of quality which resultin
cessfulwhenever the quality characteristics thatcomplete contracts. They infer that this activity
are non-contractable are less (more) significarmay be more appropriately kept within the scope of
government. While not denying the importance of
e Contracting out is likely to be more (less) sucguality shading problems in such contracts, the
cessfulwhenever the availability of competitiveEsmor failure appears to have been attributable to
supply in the market, both actual or potential, ithe inability or unwillingness of the client to enforce
large (small). contract terms. This is echoed in a recent US
General Accounting Office (1997, p. 17) report
which stated that: ‘Officials . . . said that perform-
ance monitoring was their weakest link in their
privatization process.’
If contractual incompleteness has a systematically
adverse effect on quality for a particular service, wehe difficulties of contract monitoring have often
would expect this problem to result in widespreableen highlighted in the context of public service
contract terminations in that market. It is thereforeontracts. Indeed, some critics see this as the
important, when observing individual instances gbrincipal reason why such contracts must necessar-
contract termination, to try and make a clear distindy fail (see, for example, Foster, 1996). Contract
tion between contract failure and market failuremonitoring inevitably incurs a cost which will be
They are clearly not the same: contract failurexacerbated by the presence of contractual incom-

(iii) Does Contract Failure Imply Market
Failure?
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pleteness. But recent studies (Audit Commissioimdeed, experience showed that many government
1995) suggest that the costs of monitoring are ramencies and local authorities did not have formal
more than a few percentage points of the contragpecifications of service requirements prior to their
price. Perhaps the evidence is revealing a lack fafst contracting initiative. As a consequence, it is
experience in public-sector contract managemerguite likely that some changes will be introduced into
A proper assessment of this issue must awaérvice levels atthe time tenders are called, changes
further empirical studies. which might affect costs even if the service had
been put out to competitive tender. For meaningful
cost comparisons, other factors have tohe&d
[ll. EMPIRICAL EVIDENCE constant which they seldom are. This problem is
compounded by the fact that public-sector account-
Not surprisingly for atopic that s politically chargedjng methods rarely captured the fetlonomicosts
the evolution of the empirical evidence is closelpf service provision. So comparing the price of a
intertwined with policy developments. In the 1960siew private-sector services contract with the his-
and 1970s, when the public production model wdsric costs of public provision may be misleading.
still dominant, investigations of the efficiency of
contracted-out services were few and far betweeho ensure that cost comparisons are not distorted by
Academic studies such as those by Hirsch (1966hanges in service specifications before and after
and Collins and Downes (1977) concentrated on tlgentracting, it is necessary to have a method of
mathematical properties of cost functions assoatontrolling for the effect of individual service
ated with the provision of refuse-collection serveharacteristics on costs. For example, if it can be
ices—whether or not they were subject to econ@stablished that increasing the frequency of refuse
mies of scale. But two studies, one by Savas (197@)llection from once weekly to twice weekly in-
and another by Edwards and Stevens (1978), exaaneases costs by 50 per cent, then an allowance can
ined the effect of competition on the costs abe made in any cost comparisons which involves a
providing arange of municipal services in US citiecontemporaneous change in frequency of collec-
Savas, an early advocate of ‘privatization’, discowion. The most effective way of controlling for such
ered that competition tended to reduce costs ligctors is by means of econometric modelling—
between 15 and 29 per cent, while Edwards anging regression analysis. McDavid (1985) used
Stevens found cost reductions to be as high as 41 pach analysis to control for scale of output, collec-
cent, in some cases. tion method, environmental conditions, and service
levels in a study of refuse collection costs in 126
The flow of empirical studies grew in the 1980sCanadian municipalities in 1981. He found that
fuelling the controversy and strengthening the rgaublic collection was 41 per centdearer than private
solve of policy-makers intent on bringing marketollection. Without controlling for service charac-
forces to bear upon the supply of public serviceteristics the difference was 50 per cent.
There are, however, some problems in interpreting
the evidence which are a frequent source of confir the UK, the first study to analyse the impact of
sion. These problems fall under three headingsompetitive tendering on refuse collection costs
estimating changes in costs, measuring changesnas made possible by comparative data from the
quality, and distinguishing the effect of competitiorChartered Institute of Public Finance and Account-
from that of ownership. We examine each of therancy. The study, by Domberget al (1986), was
inturn. based on an econometric model of the costs of
refuse collection in England and Wales, and used
data on 305 local authorities for two consecutive
financial years—610 useable observations in total.
Estimating changes in costs as a result of contradthe model controlled for a dozen different service-
ing is complicated by the fact that one may not beelated factors, such as collection method or fre-
comparing like with like. Contracting brings with itquency, which could affect costs, and included
changes in specification of service requirements-variables capturing volume of refuse collected and

(i) Cost Changes
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Figure 1
Distribution of Savings from 203 Studies of Contracting Out
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the wage levels applicable to different regions in theombergeet al (1987) found savings to be as high
country. The results showed that those local aas 34 per cent. These results were later confirmed,
thorities that had put the service out to tender angsing more recent data, by Milne and McGee
awarded the contract to a private operator hgd992). Most recently, the Efficiency Unit of the
achieved savings of 22 per cent on average, alloWK Cabinet Office (1996) undertook a review of
ing for all other factors influencing costs. the Competing for Qualityprogramme which
market tested (competitively tendered) services
This cost difference was both large and significamtvorth nearly £2 billion, ranging from activities such
Intheir article, Domberget al suggested thatifall as estate and facilities managementto scientificand
local authorities, instead of just 38 out of a total dechnical research and development. Savings
403, had put refuse collection services out to coachieved by the programme were estimated to be,
tract, an estimated £80m (in 1985/86 prices) coulth average, 18 per cent of service expenditures.
have been saved. These findings have been cor-
roborated by subsequent research by Szymandiie international evidence is broadly in agreement
and Wilkins (1993), who found that savings werevith the British findings. In 1996, the Australian
maintained at around the 20 per cent mark evéndustry Commission, an economic advisory body,
after the introduction ofompulsorycompetitive conducted a major study on the effects of competi-
tendering inlocal government. However, the resulti&ve tendering and contracting by public-sector agen-
of aquestionnaire survey of 40 English local authorcies. As part of that investigation no fewer than 203
ties conducted by Walsh (1991) found that respondeparate international studies on the effects of
ents estimated the savings to be much lower-entracting on costs were reviewed. They included
around 6 per cent. In interpreting this result it musturveys, quantitative analyses, and more qualitative
be borne in mind that the estimated savings weoase studies. The results of this meta-analysis are
provided by the respondents themselves, with rehown in Figure 1.
allowances made for differences in service charac-
teristics across authorities. It can be seen that the distribution of reported
savings across the studies is rather wide. It should
Similar or even higher levels of efficiency gainslso be noted that the analysis did not take into
have been reported in non-local-government seraecount the role of asset ownership or non-
ices. For example, in hospital domestic servicespntractability of quality. However, whatis striking
using a sample of nearly 3,000 hospitals in the Ukabout these results is that the most frequently
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reported magnitudes of cost savings lie in the rangBgspite these difficulties, studies that have exam-
of 10-20, and 20-30 per cent. This is entirelined the quality issue have been published in recent
consistent with the conclusions based on UK datgears, although in far fewer numbers than those on
costs. The study by Walsh (1991, p. 5) based on a
There has been some debate regarding the soursesrey of 40 Englishlocal authorities, concluded that
of these efficiency gains. The critical issue is wheth&€ompetition has led to major changes in the moni-
they represent wealth transfers—reductions itoring of service, with explicit inspection processes
wages and salaries of staff—or genuine productibeing introduced, and a clear emphasis on stand-
ity gains? Untangling the individual effects is noards.’
easy task, but the available evidence suggests that
the bulk of the savings are accounted for by bett@nother recent study by Dombergetral (1995)
management, more flexible working practices, mor@cused on the quality-shading hypothesis: do con-
efficient use of capital and greater innovation spurredactors systematically shade quality after contracts
by competition (see Cubbiet al, 1987; Industry are letin order to maintain profitability in the face of
Commission, 1996). reduced prices? The study was based on a sample
of 61 cleaning contracts, monitored by specially
trained inspectors over a 9-month period. Since
performance data prior to contracting were not
While the concept of quality is universally, if notavailable, the study took a different tack: it analysed
uniformly, understood—most peodelievethey a sample of contemporaneous contracts that had
know what quality means—applying it more rigorbeen tendered with another that had not subjected to
ously turns out to be devilishly difficult. First, thereany form of market testing. This would enable the
are problems of measurement: quality may be ideresearchers to isolate the effect of competition on
tified in terms of certain performance characterigarice and quality. Controls were introduced into the
tics, but their assessment may require subjectiveodelfor different cleaning environments, different
judgement rather than mere accumulation of factewnership patterns (whether publicly or privately
Cleaning is perhaps a good example: what constiwned contracts), and inspector effects. The last
tutes a high standard of cleanliness may vary fromas added to ensure that the results would not be
one observer to another. However, the consbiased by the propensities of different inspectors to
guences of non-contractability of quality are genejudge contract performance either harshly or leni-
ally not critical in this activity. ently.

(if) Service Quality

In the context of contracting there is another probFhe results showed that while competition lowered
lem. ‘Before and after’ comparisons of quality caigontract prices by between 35 and 50 per cent,
rarely be made because of the lack of data @heaning performance was maintained or even en-
service quality prior to contracts being let. There iBancedin some cases. These findings do not support
a significant asymmetry in the availability of perthe quality-shading hypothesis, although they are
formance information. This stems from the fact thdimited in their scope and should not beated as
after the policy shift, critics of contracting raiseddefinitive. For a more comprehensive view of the
concerns that cost savings would only be achieval#®idence on quality of service itis instructive to turn to
at the expense of quality of service (Evatt Researthe Australian Industry Commission’s study once
Centre, 1990)—the familiar ‘quality-shading hy-again. It reviewed over a dozen international studies
pothesis’—lower contractor prices require a sacrand also took evidence from contractors, unions, and
fice in terms of performance. For that reason, arather interested parties. On the basis of this informa-
because of the politically and administratively sertion it concluded: ‘The improvements in quality re-
sitive nature of contracting, improved performancported after [competitive tendering and contracting]
monitoring followed the implementation of con-appear to arise because of a much clearer focus on
tracts almost everywhere. whatis required in the service, improved performance

2 In the UK, the TYPE legislation safeguards continuity of terms and conditions of staff transferred to contractors. However,
TYPE does not universally apply to public-sector contracts.
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monitoring and the ability to choose among alternativiatroduction of CCT [compulsory competitive ten-
providers’ (Industry Commission, 1996, p. 124).  dering], the estimates indicate that DSOs [in-house
teams] reduced costs by around 10 per cent while
This conclusion echoes the assessment of Walghvate contractors tended to reduce costs by around
(1991) discussed earlier. It also makes clear that 20 per cent.’ These findings suggest that ownership
quality deteriorates following contracting, it could beloes matter. They also raise another fundamental
aproblem of contract design orimplementation, argliestion: are the benefits of contracting transitory?
therefore preventable (see Domberger and Rimmdrhis is a complex issue which is beyond the scope

1994, for further discussion). of the present paper. However, there should be no
doubt that as long asx-antecompetition (or the
(iif) Competition or Ownership? threat ofex-antecompetition) is maintained, effi-

cient outcomes should be attainable. If the incum-
Perhaps the most vexed issue in the contractibgnt in-house teams persistently under-perform
debate is whether its impact on costs and qualigpmpared to private contractors, yet continue to win
stems principally from the pressure of competitiokenders, then competition is not effective. The prob-
or the discipline of private ownership. Some comem may get worse, as private contractors stop
mentators, notably Savas (1987), have suggesteidding for contracts they believe are destined to
that the public sector cannot be expected to deliveamain in the public sector. The challenge for policy-
services as efficiently as the market, assuming ongakers lies in achieving competitive neutrality be-
exists. The principal reasons are that public-secttween private- and public-sector tenderers, so that
organizations are not client-oriented and haveompetition is both effective and real.
broader and often ill-defined public-service objec-
tives; they lack incentives to perform. Also, because
they are free from the ‘bankruptcy constraint’, thejV. BROADER CONSIDERATIONS
can go on performing poorly without fear of the
ultimate sanction of going out of business. Othﬁ'r) Employment Effects
commentators (Kay and Thompson, 1986), how-
ever, have suggested that these are the ills bornefyignificant area of concern with the increasing
market structure: the public-sector service-providarse of contracting has been its impact on jobs. This
has a monopoly. Private-sector monopolies woulghn be separated into short-term effects, such as the
perform no better: the spur of competition is whainpact on wages and the terms and conditions of
enhances performance. employment, and the long-run impact, particularly

its effect on long-term unemployment.
The evidence provides qualified support for the
view that competition is the key. Dombergefal  |n the short term, as the competitive process com-
(1986, 1987) found that in cases where in-hougsels organizations to use labour more productively,
teams bid against private contractors and won, th@e of the first observable effects of contracting is
level of savings achieved was substantial and oftefaff reductions. There is, as noted earlier, disa-
not significantly different from that realized bygreament about the effect of contracting on wages
private contractors. In their study of price anénd conditions of employment. Some have argued
quality, Dombergeetal (1995, p. 1469) concluded that contracting has resulted in reduced pay rates
that ‘the effect of ownership (private versus publichnd worsened employment conditions (see Ascher
on both price and quality was negligible relative ta987), while others contend that there has been
that of competition’. little impact on terms and conditions of employ-

ment (seeCubbinet al, 1987; Walsh, 1991). The
However, in arecent study Szymanski (1996, p. 1ijtroduction of contracting is also likely to increase
found that after the introduction of competitivefiexibility in work practices, such as the greater use
tendering, local authorities that had awarded servieg casualnd part-time labour. However, this is
contracts to their in-house teams were achievingirrored in the general labour market trend to-
significantly lower savings compared to those thayards greater labour flexibility, and is not unique
had engaged private contractors: ‘Following théo contracting.
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In the long term, the organizational restructuringan Industry Commission (1996, p. 102): ‘Whatever
which typically leads to reductions in the number aihe method of service delivery, the government
staff may have an effect on unemployment. Whesgency must remain accountable for the efficient
a contract is awarded, there are three possilperformance of the functions delegated to it by the
employment outcomes for staff: redeploymentwithigovernment.’
the government organization, transfer to the con-
tractor, or redundancy. The observable trend witBontracting can actually enhance accountability in
regard to employment opportunities is that thostaree differentways: by prompting reviews of stand-
employees with higher skills are more likely to be reards and service specifications; by introducing rig-
employed by the incoming contractor. Howeverrous performance monitoring along the lines dis-
there is no systematic evidence to suggest thaissed earlier; and by setting up mechanisms for
contracting does lead to increases in long-ternedress in cases where individuals or organizations
unemployment. In fact, it is conceivable that it mayave suffered loss or damage. While some clearly
actuallyimprove employment opportunities by stimuprefer the traditional administrative channels of
lating the growth of the private sector. accountability, however opaque they may be, expe-
rience has shown that contracting need not reduce
The unemployment debate has gradually led topablic-sector accountability, only the way in which
growing awareness among private-sector operdmanifests itself.
tors of their social responsibility towards staff that
are made redundant through contracting. Some
large UK firms specializing in government contracty/. FUTURE DEVELOPMENTS
are now providing assistance with career transition
management for those staff that are not offerdtlis evident from the empirical findings that the
positions. In effect, contractors are starting to takeavings generated by contracting are substantial.
some responsibility for redeployment, retrainingAnd there is no reason to suppose that they are not
and relocation of staff that would otherwise haveustainable over time, provided the discipline of
relied on redundancy pay-outs or the state’s unemempetition is maintained. This raises an important
ployment benefit system. guestion: what has been the overall impact of con-
tracting for services on public expenditure in the
UK? A detailed estimate would be difficult to
calculate without considerable research which is
On the public policy side of the contracting debatdeyond the scope of this paper. However, some
some concerns have been raised about the losdigéires are available which allow us to derive indica-
public-sector accountability. Briefly, the argumentive estimates of what has been achieved at the local
is that once contractors take control of servicand central government levels.
provision there is a loss of accountability since the
contractor, and not the authority or department, &tthe local governmentlevel, using figures fromthe
now responsible for the activity (see, for exampld)epartment of the Environment, the Audit Commis-
Boston, 1995). Accountability is understood to measion, and the Institute of Public Finance, the value of
a capacity to call an authority or department intoontracts let under the Compulsory Competitive
account by having its senior officials answer and@iendering (CCT) programme in 1994 was esti-
explain their conduct. Clearly, contractual relationmated to be £2.4 billion. Assuming that the average
ships do not operate in the same way as administreet percentage cost reduction generated by CCT
tive channels, but that does not mean that contracinges from 10 to 18 per cent, this implies that the
ing does or should reduce departmental accountalfihancial savings from contracting lie between £266m
ity. The controversy stems in large part from and £526m.
confusion over the difference between responsibil-
ity and accountability. Where a public-sector orAtthe central governmentlevel, the Efficiency Unit
ganization transfers responsibility for certain funcef the UK Cabinet Office (1996) recently produced
tions to the private sector, it does not relinquish report entittedCompeting for Quality which
accountability for them. In the words of the Australeontained estimates of the savings generated by the

(if) Public-sector Accountability
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programme of the same name. The programme (88, it amounted to roughly one-third of the total or
out to competition a range of white-collar service$3.5 per cent of GDP. This category consists of
previously undertaken in-house. The report estiransfer payment, as opposed to purchases of goods
mated that net savings of between £240m amu services'. It is clear that expenditure on transfer
£280m were generated on total contract expengiayments cannot be reduced by means of competi-
tures of £1.85 billion. tive tendering and contracting, since it does not
involve the production of services where efficiency
Taking these figures at face value would suggegains might be obtained.
that contracting can have a significant effect on
public expenditure by reducing the costs of providAlthough this constrains the ability of contracting to
ing a whole range of publicly funded services. It ifave a more significant impact on public expendi-
surprising, therefore, to find influential commentature, it does not exclude it altogether. The adminis-
tors who take precisely the opposite view. In a recetration and management of social security benefits
article onthe evolution of public expenditure inthe UKgonsume considerable resources. These activities,
Flemming and Oppenheimer (1996, p. 62), claim: which do involve the provision of services, could be

subjected to competition under closely regulated

So far, any cost reductions achieved by contracting Obq)nditions. A good example of such an initiative
have beeninsignificant. Claims have been made fromtime mes from Australia, where the federal govern-

to time that contracting out has achieved substantia . h ith
reductions in the cost e.g. of hospital cleaning; but it hdgent has decided to restructure the Commonwealt

not been shown that such economies are big enough&g1Ployment Service in favour of a scheme where
have perceptible effects on aggregate expenditure. Private- and public-sector providers compete for the

provision of employment-placement services to the
One way of explaining this apparent contradiction ignemployed. This experiment, which is still in its
by noting, as Flemming and Oppenheimer (1996, piifancy, suggests that the scope of contracting inthe
66—7) do, that the bulk of public expenditure in th@rovision of publicly funded services may be broader
UK represents transfer payments, including soci#lan appears at first sight. Whether it is to reduce
security, unemployment benefits, and pensions: ‘Byublic outlays, or improve the quality of services
farthe largest single category of government spendelivered, the potentially beneficial impact of com-
ing is the social security budget. In the years 199etition should not be lightly dismissed.
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