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Privatization of Government Services
Pros and Cons

A study performed by economist Barbara Stevens, for the Department of
Housing and Urban Development in the five counties of the Los Angeles
metropolitan area, highlights differences between contractors and
government in the management of people. She studied 121 different units of
local government, delivering 38 different services, either directly or by
contract.

The results: For every service except payroll preparation, Stevens found large
and statistically-reliable cost advantages for private contractors. While
quality of service did differ from jurisdiction to jurisdiction, quality
differences did not correlate either with total cost of service or with whether
contractors or governments provided the service.

Exhibit II below illustrates how agencies and contractors differ in workforce
characteristics and workforce management.

Exhibit II.

Share of direct labor in total cost
Workforce unionized
Average age of workers
Average job tenure (in years)
Vacation days per worker
Average absenteeism (all reasons)
Management layers above laborers
Foreman can fire workers
Written worker reprimands used
Employee incentive systems
Workers maintain own equipment

Cities Using
Private
Contractors
(by percent)

49.0
20.0
32.1
5.80
10.1
8.80
1.50
53.7
33.8
26.9
92.5

Cities Using
Private
Contractors
(by percent)

60.2
48.1
36.1
8.10
14.0
12.9
1.90
16.0
72.5
12.3
48.1

Source: Barbara J. Stevens ed. Delivering Municipal Services Efficiently (Washington HUD
Office of Policy Development and Research 1984), pp. 18-19, ex. 10.

Not surprisingly, the different management approaches contractors and
governments take toward their workforce can drive very significant cost
differences for most services.

But it is not just the way service employees are managed. Pay and benefits
are also different. For six of the seven services for which Stevens collected
usable wage information, contractor employees were also paid less than
municipal employees according to John Donahue, author of
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The Privatization Decision. "A good deal of what taxpayers stand to gain from
privatization comes at the expense of municipal employees," according to
Donahue.

Access to expertise or special capacity: A good reason to contract is to
obtain expertise you may lack. For example, a school board, which views
itself as being in the education business, might choose to contract for food
service, an area where it lacks expertise or focus. Private vendors in the water
and wastewater treatment areas claim expertise born of experience running
dozens of systems. One successful vendor in the municipal water market told
us, "We have more Ph.D. engineers than most cities have employees."
Economies of scale favor some contractors who serve many jurisdictions.
And of course there are consultants who do things routinely, say
compensation studies, that a government does only once in a while.

Flexibility: Private contractors can often implement programs more rapidly,
and can be laid off more conveniently when programs shrink. It is not
unusual for governments to repair and maintain roads themselves but to
draw on contractors for major construction that comes and goes. There is, for
example, no building construction department in any Oregon government.
And the Oregon State motor pool, which routinely changes oil for its fleet,
looks to outside contractors when transmissions need repair.

Marketization—bringing the incentives of the competitive market to
the workplace: Indianapolis Mayor Stephen Goldsmith says "Public
employees are an easy scapegoat. . . When union workers are given the
freedom to put their own ideas into action, they can be as innovative,
effective, and cost conscious as their private sector counterparts—and they
can prove it in the marketplace."

Letting outside vendors and government employees bid brings the
competitive incentives of the market to bear, no matter who ends up doing
the work.

Governmental bodies have difficulty implementing many of the incentives
that work in other sectors: we found few pay-for-performance and bonus
programs and heard of several that withered under political criticism. It is
difficult to convince the public that government employees should get
"extras" just for doing their jobs well. In contrast, the incentives created by
"marketization" strategies seem to pass muster politically, making
"marketization" an even more valuable tool than would otherwise be the
case.

Selective suspension of government rules: Generations of legislatures
have layered on rules to make government accountable and fair but the result
is not always efficient or effective government. Proponents of contracting out
argue that contracting out permits government to selectively suspend its own
rules to improve efficiency or effectiveness. For example, a government that
has tangled procurement regulations might contract out work to a contractor
who is unencumbered by government purchasing restrictions.
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Privatization of Government Services
Pros and Cons

B. Cons—The principal arguments against contracting out.
Cost Savings: In some cases governments have strong competitive
advantages. They don't need to make a profit, and they pay no taxes. In the
case of construction programs, governments generally pay lower workers'
compensation rates than private construction contractors. The government's
rate is calculated based on the entire government workforce. Much of this
workforce is usually made up of clerical workers and other workers who face
little risk of on-site injuries.

Government generally enjoys significant limits on tort liability that are not
available to private sector contractors. In Oregon, government liability is
limited to: $100,000 per person with a $300,000 limit per incident, punitive
damages are not allowed, and claims must be filed within six-months of the
incident. Private sector contractors have unlimited liability, are subject to
punitive damages, and claims can be filed up to two years after an incident.
This disparity may give some governments a cost advantage over private
contractors, although private prison contractors say their greater liability
exposure simply makes them more sensitive to doing the job right in the first
place.

Government may indeed be the low-cost alternative, or at least no more
costly than the private sector, if the only private sector alternative for a
service is a single vendor in a monopoly position. The vendor's monopoly
position shields it from the incentives of a competitive market. It is these
incentives that usually generate cost savings.

Where program objectives are complex and possibly inconsistent, and where
process and fairness are important, the government's high contract-
preparation and monitoring costs will erode—and may cancel out—any
savings generated by using an outside vendor.

Focus on costs to the exclusion of other legitimate public objectives:
Where end products are easy to define—transmission repair or janitorial
services, for example—and results are easy to measure, contracting out may
be appropriate. But legislatures have given most government programs
multiple objectives, and some are defined more by process than by output.
The Wall Street Journal, certainly a friend of businesslike approaches to
government management, bridled at the suggestion that collection costs be
given priority at the Internal Revenue Service where fairness and due process
are more important to that newspaper's constituency than the efficiency of
agency operations.

But even where services lend themselves to contracting out, some
governments choose to do the work themselves: At one point, Metro chose to
save money by contracting for security services at the Zoo and at Metro
headquarters. The contract security force turned over frequently and did not
integrate well with the rest of Metro's workforce or relate knowledgeably to
the public on non-security issues. Metro decided to bring this service in-
house again, despite a somewhat higher cost. The Oregon Department of
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Corrections (ODC) found private food service contractors to be cheaper, but
insufficiently sensitive to the importance of satisfactory food to prison morale
and safety. ODC also decided to go back to providing food services in-house
to achieve better integration with their overall program.

Loss of Control: This was the concern we heard most frequently from
witnesses. The more complex the service, the more a service requires
managers to fill in the details with in-process judgments, the more managers
agonize about how to control programs through contracts.

Ironically, where the vendors were non-profits—as in Multnomah County
where county human services are provided by over three hundred highly-
specialized, non-profit contractors—some public sector managers are
comfortable with very limited control, relying largely on the motivations of
the non-profit service providers to see that a good job is done at a reasonable
price.

Impact on workers: People represent over 50 percent of state and local
government costs, so cost savings are likely to come at the expense of jobs,
wages, or benefits. One senior official interviewed resisted contracting out
because of a belief that it should not be government policy to replace higher
paying jobs with lower paying employment in the private sector. Not
surprisingly, the greatest skepticism concerning contracting out came from
the labor union representatives interviewed.

Some witnesses emphasized that government has a legitimate role in
providing employment to many who would have difficulty elsewhere—
employment in government has been an important pathway to the
mainstream economy for waves of immigrants and minorities. To insist that
nothing matters in public service delivery but the raw dollar cost is to adopt
a needlessly narrow view of government, they noted.

Contracting out jeopardizes other approaches to good management:
Some we spoke with pointed out that marketization or contracting out were
not the only pathways to good management. A willingness to contract out
services traditionally done by government could create morale problems
which would undermine otherwise satisfactory management approaches.
Even proponents of contracting out and marketization caution that no-layoff
policies and workforce involvement are important to ensure success of any
strategy to expand contracting out.

Excessive profits: There is a sensitivity—we encountered in interviews and
in the general literature—concerning high salaries and large profits per se as
inappropriate, particularly in human services programs, which are perceived
to be underfunded. "Why should money that would be better spent on
recipients line the pockets of private entrepreneurs?" is the question asked.
The perception that some contractors—profit and non-profit—are enriched at
the expense of needy people does not sit well with many citizens. Some states
do not permit for-profit entities to bid on human services work for this
reason.
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Privatization of Government Services
Executive Summary

Contractors play politics: As much as private entities extol competition,
many expend a great deal of energy to sidestep it. It is not uncommon for
contractors to lobby, mount public relations campaigns or make political
contributions, or propose or support legislation—all legal activities—to
influence government outside the bidding process. (Of course, public
employee unions often use the same political tools to pursue their interests
and protect public sector jobs.)

Historically, many services came to be performed by the government directly
because reliance on contractors had created fertile ground for corruption.
New York City created its street cleaning department after decades of failure
by corrupt contractors and public managers. It is no accident that many
services are performed by politically insulated civil service employees rather
than contractors who are more likely to play politics and, in the extreme case,
buy favor illegally. It is not surprising that government procurement and
management practices tend toward risk aversion, cumbersome process and
fairness at the expense of—critics say—economy and results. We were
cautioned not to walk away from the existing system without understanding
the legitimate values it was created to protect.

Competition may be a fiction: Even relationships that begin with the
competitive selection of a vendor can migrate toward monopoly once the
contract is signed. If a jurisdiction loses its ability to do a certain kind of
work, it is no longer able to compete prospectively with its own vendor. We
heard, for example, that asphalt prices rose sharply when the City of Portland
closed its own asphalt plant some years ago. The price provided to the City
by asphalt contractors was more than what was available when the City ran
its own plant.

And if critical assets, e.g., water works, fire equipment or even school buses,
are owned by the vendor—competition may provide no protection because
the government may be able to sever its ties to the vendor only at the high
cost of replacing assets. Contracting out may be straightforward, but creating
and maintaining competitive incentives is more problematic.

Contracting out is often just a way to side step regulations government
created with a good reason in mind: Contractors are not bound by all the
rules restricting government, but this is not good news to everybody. Using
contracts to get out from under government personnel, procurement, or other
rules is not good news to constituencies that fought to get the government to
impose the rules on itself in the first place.
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IV. Gett ing it Right—FINDINGS ON HOW TO
SUCCEED.

Done right, contracting out and marketization strategies produce benefits
including cost savings. But it isn't automatic. This chapter addresses our
findings concerning "getting it right."

A. Criteria for selecting services appropriate for contracting
out, as suggested by witnesses and by the literature.
Policy or Implementation. Is the work policy-making or implementation?
No one we interviewed challenges the idea that "policy making" belongs to
government. Of course government should "steer the boat," but activities
that implement established policy are candidates for contracting out or for
marketization, in which government employees also bid on the work.

In many cases, the distinction between policy and implementation is
straightforward: the decision to keep certain streets clear of snow is policy;
clearing the snow is implementation. But when a police officer or welfare
caseworker makes a discretionary decision concerning a member of the
public, is that "policy" or "implementation"? In some programs, policy
making is embedded in day-to-day implementation.

Before exempting a program from contracting out on the grounds that policy
and implementation are hopelessly commingled, proponents of contracting
out recommend that the tasks the work entails be analyzed to separate
implementation from policy. For example, all would agree that civil courts
deal with "policy," but in Multnomah County much of their work is
successfully diverted to a pre-trial mediation process in which mediators
(unpaid volunteers in Multnomah County) resolve many disputes without
trial. This strategy separates the work that needs to be done by the courts
from that which can be done by a private workforce.

Is the work at the "core" of what government exists to do, or is it
ancillary? "Core" public services are the basic responsibilities for which
government exists. Examples include police, courts, fire protection, garbage
collection, road repair, provision of clean drinking water, and waste water
disposal. Many are reluctant to contract out what are regarded as "core"
services, but some of these (e.g., garbage collection and road repair) have
been contracted out with benefit to the public so long as a government entity
provides oversight. But core services are often excellent candidates for
marketization—in which a government workforce bids against outside
vendors. This is particularly attractive where work can be segmented—
garbage collection would be an example—so that some of the service can be
performed in-house and some can be done by contractors.

Ancillary services, such as printing, janitorial services, and fleet maintenance
are generally viewed as candidates for contracting out. If there is a
24



Privatization of Government Services . .
Getting it Right

competitive marketplace with multiple vendors interested in bidding on
government work, the contracting out of ancillary services may be very
attractive.

However, what is "core" and what is "ancillary" depends a great deal on the
philosophy and politics of any particular jurisdiction. Scottsdale, Arizona, for
example, has a long-standing contractual relationship with Rural-Metro, Inc.
for the provision of fire services. But most jurisdictions balk at contracting
out for a fire department. The Indianapolis decision grid described earlier in
the report is a good guide that decision makers can use to identify services
that they regard as "policy making or implementation" on the one hand, and
"core and ancillary" on the other.

Proponents encourage analyzing the tasks the function involves to separate
"ancillary" from "core" services. Police patrols might be regarded as
"core"—but servicing police cars may be "ancillary" and a good candidate
for contracting out.

Measurability. How will you know if a vendor does it right? Work that leads
to clearly measurable outputs and where evaluation standards can be
specified in advance is a clear candidate for contracting out: water supply,
garbage pickup, paving, or park maintenance are examples. So called "hard"
services, where it is clear what the product is, lend themselves to either
contracting out or a marketization strategy.

Does the service stand alone? Services that do not involve continuous or
frequent interaction with other activities are excellent candidates for either
contracting out or marketization. Food services in a school may be
sufficiently independent of other activities to make it a candidate for
contracting, but we heard that food quality in a prison affected morale and
security and was not a good candidate for contracting out.

Can the service be segmented? Marketization—where public employees
bid against outside competitors—works particularly well where a service can
be broken up by districts. Phoenix, Arizona has separate competitions in each
of four solid waste districts. Houston, Texas has public/private competition
in one of four solid waste collection districts. These approaches permit
competition, but the cities also retain capability to perform essential public
services.

Has anyone done it before? Services that have been successfully contracted
out—or targeted for public /private competition—are preferable to services
that have not. Fort Lauderdale's decision to experiment with public-private
competition for fleet maintenance services was influenced by the fact that
several other governments in Florida had already broken ground in this area.

Are the markets competitive? Can competition be created and maintained?
If the markets are not competitive, the principal benefit of contracting out,
cost savings, may be unavailable. A private monopolist generally has no
more incentive to be efficient than a public monopolist, witnesses agreed.
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There may be other reasons to contract out, but as a screen to prospect for
opportunities to save money, many suggest, literally, a look in the telephone
Yellow Pages. Services that are likely to generate two—preferably three—
private sector bids are candidates for contracting out or marketization.

Evaluations of contracting efforts in both the United States and the United
Kingdom have found a positive relationship between the use of multi-year
contracts and the level of private sector interests. One of the reasons
suggested is that multi-year contracts allow contractors more time to recover
start-up costs. Accordingly, some commentators would say services for
which multi-year contracts can be awarded are generally better candidates
for contracting than services that can only be purchased on short-term
contracts.

Lawrence Martin, writing in the MIS Report of the International City
Managers Association, suggests that private sector vendors are likely to be
the most competitive when their salary, wage, benefit, sick leave, and
vacation packages are competitive with those of government. He also
suggests that vendors making use of part-time workers are more likely to be
competitive than those that do not.

Government can also create competitive situations where the market has not
provided them. Work can be split between a contractor and a competing
government work force. Or government can make a market where none
exists, using its requests for proposal to stimulate the emergence of new
vendors.

Is the fully allocated cost significantly higher than outside vendors
charge? Where the accounting system produces fully-allocated cost
information, it can be used as part of the preliminary screening process. A
Reason Foundation paper suggests that 110 percent of vendor prices be used
as a preliminary rule of thumb. If the process moves to the point of
contracting out, the "avoided cost"—almost always a lower number than the
"fully allocated cost"—is what the contractor must better, but a high, fully
allocated cost is an invitation for further analysis. (Costing is discussed in
greater detail later in this report.)

Consider the internal market when planning marketization. When
considering contracting out most of the focus is on the external market. But
when considering marketization—where government employees bid on
work—it is necessary to consider internal market conditions as well.
Entrepreneurial management will do better than managers who are
uncomfortable with competition. Giving employees and unions the ability to
influence work rules, process design, and organization is important. In-house
departments will generally be more competitive where salary, wage, and
benefit scales are competitive with those of outside vendors. Departments
that can make use of part-time employees may be more competitive than
those that do not. Activities where there are opportunities for restructuring
or reengineering of service delivery systems are good candidates for
marketization. But because the point of marketization is to bring about
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Privatization of Government Services _ . . .
Getting it Right

change that would make in-house units better performers. The fact that they
are not competitive at the outset is no reason to shield them from
marketization. It is, however, a reason to give in-house departments the time
and flexibility they need to become competitive.

Be Strategic: Would successful contracting out or marketization make a
difference? Pick significant targets. Programs where the costs are significant
are candidates; but also programs where the prospects of success are good
regardless of size may be important. A contracting-out or marketization
strategy can benefit from early successes and good examples.

"If it isn't broken, fix it anyway." There is no question that it is easier to
overcome resistance to change when there is general agreement that
"something is broken"—that a program is working poorly or exhibits obvious
opportunities for restructuring that existing management is unable to grasp.
We observed that many contracting decisions are stimulated by a crisis
where something is not going well and a change is needed. But "something is
broken" does not make most criteria lists. This is because proponents of
contracting out and marketization believe it is important to look for
opportunities before "something is broken." While jurisdictions may differ in
how they interpret or weigh criteria, proponents argue that it is important to
have a systematic screening program that looks at all of the programs of a
jurisdiction—the successful and the unsuccessful alike—in a search for
opportunities to bring market incentives to bear. "If it isn't broken, don't fix
it" is not the slogan of contracting out or marketization proponents.

B. A bedrock issue—determining the cost of service.
We found widespread agreement in principle that knowing the costs of
public services is, by itself, important management information even if it does
not lead to contracting out.

Complaints about cost methodology are frequent among the opponents in the
privatization debate. We became quite cautious about accepting at face value
the claims of proponents or opponents concerning costs or savings since a
great deal turns on how government costs its services for comparison with
vendor prices.

Ironically, most government accounting systems make it difficult to know
what a particular service costs. They have been designed with other
legitimate purposes in mind.

Government accounting systems are generally on a "cash" basis because of
the importance of knowing whether current year tax revenues will cover
current year expenditures. Private sector accounting practices are generally
on an "accrual" rather than a "cash" basis, which allocates revenue and
expenditures over multiple periods to more accurately reflect economic
performance.

27



The budget in government is an expression of public policy and a principal
instrument for control. Accounting systems are designed to assure legislators
and others that money is spent on the activities for which it was
appropriated. The prevalence of inter-governmental revenues creates a
greater emphasis on dollar tracking as each contributing government wants
to be assured that its funds are spent for the intended purpose. "Fund
accounting," found in the public and non-profit sectors, is an example of a
device frequently used to demonstrate that dollars were spent only on the
appropriate activity.

Since governments do not charge fees for most of their services, there may be
no incentive to routinely allocate overheads to determine what users should
pay to cover the full cost of the service. Since many of government's capital
investments, such as physical structures like City Hall, are not generators of
revenue, what costs should be allocated to what services to get to apples-to-
apples comparisons with private sector prices is often the subject of
legitimate debate.

Providing information on service efforts, costs and the accomplishments of a
government entity is an important objective of financial reporting. But in
practice, most financial systems have given much greater weight to
accountability for dollars and to cash reporting than to cost-of-service
information.

Determining the cost of service is further complicated when a program
receives dollars from multiple funding sources, each concerned that its
dollars get to the right place, and each pleased that its own dollars have
"leveraged" the dollars of others. In this environment it is easy to lose sight
of the overall cost of service.

Of the jurisdictions that have explored service cost, many do so on a special
project basis, because the accounting systems are not designed to make cost
of service self-evident. A number of governments, the City of Portland
among them, have published analytical handbooks to guide the analysis.

Witnesses told us that it is reasonable, given the sophistication of computer
technology, to expect future evolutions of government accounting systems to
become significantly more helpful for the costing of services. While the idea
of having cost-of-service information easily available is widely supported, it
comes at a price. We did not hear calls for the immediate overhaul of
government accounting systems, although jurisdictions such as Indianapolis
have rebuilt systems to support their strong commitments to contracting out.

Indianapolis asked an outside accounting firm to help introduce activity-
based costing into city government. Activity-based costing is an accounting
and financial management tool that identifies costs of city activities and
services on an outcome basis. Direct costs, the depreciation of buildings and
equipment, fixed costs (e.g., idle equipment and building space), and
citywide overhead costs are incorporated into the production costs of a unit
of output. Unlike other cost-estimating methods, activity-based costing
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focuses attention on the cost of producing outputs, as opposed to simply
measuring the inputs (hours, tons, etc.).

The Indianapolis activity-based costing system facilitates contracting out, but
it is also useful for identifying underutilized resources, spotlighting excessive
overhead, and for making comparisons from district to district for the same
services. It also helps front-line workers understand costs and allows them to
make improvement suggestions based on this cost information.

C. Knowing what to do with the numbers when you get
them.
Contractors want a "level playing field," which does not necessarily lead to
the best deal for the taxpayer. Governments do enjoy some cost advantages.
They pay no taxes. They are not required to return a profit. In the case of
construction projects, governments enjoy lower workers' compensation rates
than the construction contractors they might employ. Should the costs be
adjusted to neutralize these cost advantages? Third party observers say
"No." Government and the taxpayers who support it should benefit from the
comparative advantages government does have. Costs are what they are.

The first step in cost analysis is determining the total cost or "fully allocated
cost" of in-house service delivery. This is described by the equation below:

Fully Allocated Cost = Direct Costs + Indirect Costs

Direct costs are those cost items that only benefit the service being analyzed.
Examples are the salaries and wages of the government employees who work
exclusively on providing the service. Some direct costs are less obvious but
must be included as well. The interest costs on capital items used by the
program and pension costs are examples. A depreciation or use allowance
factor should also be computed for facility and capital equipment. Even when
no actual dollar cost is incurred, a use allowance factor should still be
included because the assets—the buildings and equipment—could be used
for other government purposes or sold.

Indirect costs, or overhead, include, for example, a program's share of
accounting, human resources, and other general agency administrative costs.

Depreciation rates in the private sector are shaped by the Tax Code. Private
sector entities have incentives to recover investment costs quickly to generate
cash and depress taxable profits as well as to increase the probability that a
capital asset will be paid for before its "economic life" expires. Public entities
often have no reason to depreciate assets at all and, when they do, may have
incentives to stretch the time period of cost recovery over the "physical life"
of an asset to hold the cost of service down. Because government cannot go
out of business, the case for utilizing a short "economic life" for an asset is
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not as strong as it might be for a private business in a competitive
environment. The fact that government generally does use longer time
periods to depreciate equipment has prompted the Associated General
Contractors in Oregon to propose that equipment "rental" rates be
established by state law.

The next step is to determine the cost of contract service delivery. This is not
the price the contractor bids. Instead, total cost of contract service delivery is
the sum of: (1) the contractor cost; (2) the government's contract
administration cost; (3) amortized costs of converting from in-house to
contract service; (4) minus any new revenues the program might produce.
The equation below illustrates the components of the contract service cost.

Total Contracting Cost = Contractor Cost +
Administration Cost +
Amortized Conversion Costs -
New Revenue

The two major methods for estimating the cost of contract administration are
informed judgment and federal Office of Management and Budget
guidelines. A Reason Foundation policy paper on cost analysis suggests that
contract administration costs are likely to be in the range of 10 to 20 percent
of the contractor costs.

Cost comparisons using the fully-allocated costs of public services are useful
in determining whether the in-house cost of providing a target service is
comparable with private sector market prices. The State of Texas compares
the fully allocated cost of in-house service delivery with private sector prices
on a routine basis. If the fully allocated cost of in-house service delivery is
greater than 110 percent of the prevailing private sector price, the state
agency must reduce its costs or it may be targeted for contracting out.

Fully-allocated costs are helpful in identifying cost reduction opportunities
and identifying services that are candidates for contracting out. But—
according to the Reason Foundation—the use of fully-allocated costs is
generally inappropriate for estimating the savings to be realized by
contracting out. For that, managers must determine the "avoided cost"
associated with contracting. The equation below illustrates the importance of
determining the in-house costs that would not be incurred—would be
avoided—if a target service were to be contracted out:

Savings = Avoided Costs - Total Contracting Cost
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Determining which in-house costs will be avoided is rarely a simple task.
Direct costs will be avoided, of course, but knowing how overhead costs will
change is largely a matter of managerial judgment. Generally three factors
come into play:

• Will power. The extent to which overhead costs will actually be reduced is
a matter of managerial and political will. Incentives to do so are often not

• great.

• Amount of contracting out. Contracting out a small program may not
, impact overheads at all. On the other hand, if a number of small programs

are contracted out it may be easier to reduce costs in government support
departments, such as human resources and payroll.

• Contract length. Many costs are difficult to avoid in the short run, but
may be more easily reduced in the long-term. For example, contracting
out a service in the short run may still leave a jurisdiction holding the lease
for facilities. And in many jurisdictions—including those in Oregon—
contracting out leads to a slow reduction in government positions through
attrition and reassignment. It is a rare government that can or wants to fire
employees displaced by a contracting out strategy. Some tradeoffs exist.
While longer-term contracts permit the government to capture greater
savings as the costs that are actually avoided approach the fully-allocated
costs, longer-term contracts also relieve contractors of some of the
competitive pressures that produce those savings.

When government is contemplating a major expansion of service—rather
than contracting out—some commentators suggest using the fully-allocated
cost of the proposed service to compare with the costs of contract providers.
A business entity intending to take on a new service has the choice to either
provide the service in-house or contract out for it. In a competitive business,
the additional cost (also called "marginal cost") of performing the work in-
house would be compared with the cost of contracting. Lawrence Martin,
writing for the Reason Foundation, suggests that what is a sound practice for
business is not necessarily prudent for governments. This is because, unlike a
business faced with competitive incentives, governments often maintain
excess capacity that tends to make government estimates of the marginal cost
of doing something new unrealistically low.

Useful cost analysis involves a great deal of managerial judgment as well as
the "hard numbers" that fall out of an accounting system. Actually realizing
savings takes political will. Even something as apparently technical as cost

, analysis requires political leadership and motivated public management.

Cost analysis is both the bedrock for contracting out decisions and a
minefield as well.

The Portland Water Bureau, in a test of "contracting in," permitted an in-
house crew to bid on work traditionally done by outside contractors. The in-
house crew won and the Associated General Contractors promptly sought an
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injunction. In spite of the City's effort to appropriately identify and allocate
its indirect costs in the bidding process, AGC does not trust the City's cost
analysis and is concerned that the City uses different standards in
considering inside and outside bids. The AGC intends to take its issues on
cost methodology to the legislature if it cannot reach a negotiated agreement
with the City. City representatives disagree with AGC and believe that the
City properly evaluated its costs.

D. "The Efficiency in Government Act."
The correct perspective for cost analysis is that of the taxpayer. A current
proposed ballot measure offers an interesting illustration of how easy it is to
slip into the seductive embrace of "level playing field" arguments and create
policies that may be fair to contractors, but not to taxpayers. The good
example of this problem is presented by the proposed:, "Efficiency in
Government Act." The measure will appear on the November 2000 Oregon
State ballot if its proponents gather the requisite number of signatures. This
proposed initiative offers a definition of cost which voters may view as
reasonable but which would drive government costs up rather than down as
the initiative's title would suggest. The measure would permit voters to
require a government entity to accept the bid of a vendor that could provide
a service at savings exceeding 20 percent. The measure defines savings
exceeding 20 percent as, " a bid to provide a product or service at a price that
is more than 20 percent less than the cost of the current government provider
including all labor costs including all fringe benefits and actuarial costs of
pension benefits; occupancy costs of all buildings and other real property
using market rental rates; and all taxes, fees, and licenses a private sector
provider would be expected to pay in the same circumstances." Not only
would the measure price government services at their fully-allocated cost
rather than the cost that would actually be avoided by contracting out, but
the fully-allocated cost would be artificially inflated by adding "taxes, fees,
and licenses," which are not part of the government's cost of service. The
playing field might be leveled from the point of view of a prospective outside
vendor, but not from the point of view of the taxpayer who could expect to
pay more for government services rather than less if this measure were
enacted.

Costing is not an issue that policy makers or voters can safely leave to others
to sort out.

E. Involving the existing workforce enhances prospects for
success.
Contracting out threatens existing public employees. Jurisdictions that have
been successful in contracting out generally have worked closely with their
own employees and have "no-fire" rules. Personnel cost savings are achieved
by attrition and reassignment within government and by having the
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contractor hire displaced government employees. We learned that many
private companies now contracting to perform public services employ many
former government employees. The heads of the principal private corrections
corporations are all former public corrections officials.

Not surprisingly, the sensible practice of engaging the existing workforce has
led to permitting employees to bid for work against outside contractors.
Knowing the costs, engaging the employees, and being willing to go outside
if necessary, can stimulate restructuring of work and organization that makes
going outside unnecessary.

In many jurisdictions, law or labor contracts deal explicitly with the rights of
employees where contracting out occurs. Article 13 of the State of Oregon's
collective bargaining agreement with the Oregon Public Employees Union
requires, among other things, that the Union have the opportunity to submit
an alternate proposal, and there are extensive protections for displaced
workers.

F. The contract itself can make or break the strategy.
The success of contracting out is often dependent on the quality of the
contracting process and the contract itself. Governments that contract out
must trade in their skills as direct program managers and instead become
skilled contract negotiators and contract managers. It isn't easy, and
sometimes it can be very difficult.

We heard from witnesses that, because governments often are required to
accept the lowest bid when contracting out, public sector contract negotiators
must do their best to consider, and provide for, all aspects of the product or
service they hope to achieve. Early clarification of needs and desired
outcomes is essential for both the public body and the contractor.

While contract detail, in terms of final product, is useful, some of the
safeguards placed upon the public contracting process can have negative
impacts in terms of contractor participation. We heard from witnesses that
some prospective contractors choose not to do business with the government
at all because the contracting process, the contracts themselves, and the
administration of contracts by government is more tedious and time-
consuming than contractors face with private sector clients. Complex process
cuts off government from some of the talent that is available in the vendor
community.

Typical government contracting practices tend to specify in detail the work to
be done, which permits contractors to differentiate themselves primarily with
respect to price. More open contracting processes—negotiated contracting
processes—may permit contractors to differentiate themselves with respect to
the work method and product as well as price. An open contracting process
taps the talents of the prospective contractors and may help the client
redefine his needs before a contract is written.
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