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1 INTRODUCTION

Recent health policy debates in both developed and developing countries have been strongly
influenced by a trend towards ‘marketisation’, involving the sdective introduction of a range of
market mechanisms within the public hedth sysem (Hurst 1991, Sdtman and von Otter 19953,
Mills 1995, Satman 1995, McPake and Ngalande Banda 1994, World Bank 1993, OECD 1992,
Mills 1997). These developments are atributable to two main sets of influences. The firdt is the
emergence of new trends in public sector management, which identify private sector mechanisms as
a solution to many of the problems currently experienced by the public sector in many parts of the
world (Walsh 1995, Moore 1996). A second key driver of these reforms has been the accumulating
evidence of the failure of hedlth care sysems throughout the world to meet key objectives of
efficiency, equity and responsiveness to users (Birdsal and James 1992, World Bank 1993, Mills
1995, Bennett, Russell and Mills 1996). Further factors have been growing demands for the
extenson of consumer choice and influence, and increasing tenson between limited resources and

increasing demands on hedlth care systems (Robinson and Le Grand 1995).

‘Marketisation’ proposals and reform programmes have varied widedly in terms of their scope, the
components of the hedlth system they address, and the specific mechanismsthey rely upon. At ther
most ambitious, reforms have amed to creste full ‘quas-markets in the hedth sector, with
comptition in ether or both the funding and supply of hedth care. Less ambitious reforms have
amed a introducing more limited market el ements, such as contractud relations between purchasers

and providers.

Reforms of this kind have been debated, and in some cases implemented, in numerous developed
countries including the maority of OECD dates (OECD 1992, Sdtman 1995, Sdtman and
Figueras 1997). Some of the better known instances include those in the United States (Iglehart
1993, Ellwood, Enthoven and Etheredge 1992), the UK (Gresat Britain Department of Health 1989,
OECD 1992, Le Grand 1994), the Netherlands (van de Ven 1989), Sweden and Finland (Saltman
and von Otter 1992, von Otter and Saltman 1991, Annel 1995; Diderichsen 1995) and New
Zealand (Borren 1993, Ashton 1995).



Very few middle or low income developing countries have to date implemented large scde structurd
reform dong these lines, one of the few exceptions being Colombia (Yepes and Sanchez
forthcoming). However, there are severd reasons to believe that such an approach to policy reform
will become increasingly relevant in the foreseegble future. The hedth sysems of severd middle
income developing countries currently feature limited market eements, such as sdective contracting
(public sector purchasing of specific services from either public or private providers). This occurs,
for example, in some socid insurance systems in Latin America and Asa (McGreevey 1990,
Briscoe 1989, Kim 1987, Griffin 1990, De Geyndt 1990), and in severa other countries in which
public sector provison dominates, but where some services are contracted out to private sector
providers (Price, Masobe and Booysen 1993, McPake and Ngaande Banda 1994, Bennett 1991,
Chandiwana and Chiutsu 1993, Cruz and Zurita 1993, Bennett and Mills 1993).

In the Latin American context, the Colombian reforms are based on the introduction of a split
between purchasers and providers with competition amongst both insurers and providers, while
Mexico is congdering amilar reforms (Gonzades- Sedano 1995, Mills, Hongoro and Broomberg
1997). Chile is dso considering proposals to increase competition at the primary health care (PHC)
level, by dlowing private providers to participate in publicly funded provison (Jminez 1993,
Jmenez de la Jara and Bossert 1995). Smilarly, most of the countries of the former Soviet bloc and
Eastern Europe, including the Russian Federation, are experimenting to a lesser or greater extent
with reforms of this kind (Robinson and Le Grand 1995, Sdtman and Figueras 1997, Sheiman
1995).

In Africa, Zambia has begun to implement proposals which envisage extensve decentrdisation of
management authority and a purchasing role for didrict hedlth authorities (Bennett, Russdl and Mills
1996), while South Africa is consdering the introduction of provider competition in the ddivery of
publicly funded PHC services (Department of Hedth, Republic of South Africa 1996), and dready
has extensve experience with sdective contracting (see below). In a number of other countries (e.g.
Ghana, Maawi, Nepa, Rwanda, South Africa, Swaziland, Tanzania, Zimbabwe) the public sector
contracts for hedth service ddivery, ether explicitly or implicitly, with private (usudly not-for- profit)



providers such as churches or other NGOs, and meets dl or some of their costs through subsidies
and grants (Gilson et a 1997, Green 1987, Gilson et a. 1994, Hospitad Strategy Project
Consortium 1996).

Numerous other developing countries so contract out the delivery of a range of clinica and non
clinical support services (Mills 1995, Mills, Hongoro and Broomberg 1997, Bennett, Russell and
Mills 1996, McPake and Ngalande Banda 1994). Findly, there is emerging evidence of a sgnificant
shift towards policies of this kind among influentia donors and agenciesin internationd hedlth, which
is likey to add impetus to such reform initiatives (Mills 1995, World Bank 1993, Cassels 1995,
Kutzin 1995).

Despite the extensive debate and descriptive literature on these reforms, there remains very limited
information, from ether developed or developing countries, on the impact of marketisation reforms
on the efficiency of providers and of the hedth sysslem more generdly, on equity and other socid
objectives, or on the costs of the reforms.  This literature review focuses on these questions in the
context of developing countries, with a specific emphasis on contracting as the key manifetation of
the generd trend towards marketisation. The review identifies from the literature:

Q) the definitions of contracting in use

2 the theoreticd rationale for governments to contract out services

3 issues relating to the design and implementation of contracts

4 results of contracting out

) conditions conducive to successful contracting.

It focuses on the contracting of hedth services for the generd population, referring to experience of

contracting services for insured populations only where thisis of direct relevance.

2. TERMINOLOGY

A variety of forms of contractua relationships have been identified (Walsh 1995), including:



Competitive tendering (also known as market testing), where interna staff can bid for contracts
in competition with private contractors;

Contracting out, where only private bids are dlowed and where contracts may be agreed
without a competitive process (termed sole sourcing in the US);

Interna contracting, where only internal bids are dlowed;

Performance contracts, which are explicit agreements between the government (at various
levels) and public-sector managers (World Bank 1995)

Internal market, where there is complete separation between the roles of purchaser and provider

within the public sector, and they are linked through trading agreements or contracts.

These ditinctions are based essentidly on whether or not the contracting process is competitive,
and whether the process alows both public sector and private sector bids, or restricts bidding to the
public sector. Because of the attention attracted by the UK NHS reforms, where contracts are
largely internd to the public sector, discussions of the merits of contracts tends to gloss over whether
these are contracts between public agencies or between a public purchaser and private provider.
Y et both the case for and nature of contracts are likely to depend fundamentally on the nature of the

provider.

3. THE THEORETICAL RATIONALE FOR CONTRACTING OUT AND THE
DANGERS

The generd theoretical rationde for contracting out relates to theories of why governments fail in
their provison of services. The last decade has witnessed a dramatic re-evauation of the Structure
and functions of government in relation to the ddivery of public services (Wash 1995, Jackson and
Price 1994, Mills 1995, Moore 1996). A centra tenet of the new thinking, termed the ‘new public
management’ (Hood 1991, Moore 1996), is that the traditiona organisational form of the public
sector, hierarchica bureaucracy, is inherently inefficient and that the introduction of various market
mechaniams will subgtantialy enhance the efficiency of public service ddivery.



Two main schools of thought underpin this andyds. The firgt, property rights theory, contends that
the main source of inefficiency in the public sector is the weekening of property rights, so that
decison makers face few incentives to dlocate resources efficiently. This is contrasted with the
incentives facing entrepreneurs or shareholders in the private sector (Mills 1997). The second
critique of the public sector, argued by ‘public choiceg theorids, is tha the politicians and
bureaucrats who control public bureaucracies cannot be assumed to be acting in the public interet,
gnce they are more likely to serve their own interests, or those of powerful interest groups (Walsh
1995).

In response to these andyses, the ‘new public management’ envisages the use of market
mechanisms to generate appropriate price and demand sgnas, and to wesken the influence of
politicians and professonas over public service ddivery, thus ensuring that these services are more
responsive to market signals and to customers (Walsh 1995, Jackson and Price 1994, Moore
1996). It is aso argued that private organisations can bring the advantages of functiond
gpecidisation, as well as gpeed and flexibility in adjusting to changing factor prices, technology and
demand conditions (McCombs and Chrigtianson 1987, Mills 1997). A centrd theme of this thinking
is thus the view of the dtate as responsible for enabling or ensuring service ddivery, rather than for
direct deivery of services itsdf, except in certain identifiable circumstances (Vining and Weimer
1990, Moore 1996).

Since hedth care conditutes a magjor component of public services in most countries, it is not
surprising that these new trends in public sector management have subgtantialy influenced hedth
policy debates (Mills 1995, Bennett, Russall and Mills 1996). Andysis of the efficiency argumentsin
the context of hedlth care systems reveds a number of ditinct, though linked clams. The firg is that
the replacement of direct, hierarchica management structures by contractua relationships between
purchasers and providers will promote increased transparency of prices, quantities and qudity in
trading, as well as managerid decentrdisation, both of which will enhance efficiency. The second is
that these reforms will promote increased competition among providers, and that the increased leve
of competition will in turn enhance supply sde efficiency.



These rationdes rely largely on economic arguments. Contracting has aso been judtified in politica
terms - witness its wide popularity with politicians in a number of countries. One reason is that
public sector management of services iswidely seen to have falled. Thisis perhgps most true in the
countries of Eastern Europe and the former Soviet Union, Latin America and Africa. Contracting,
or marketisation more broadly, has been perceived as an dtractive dternative, and one that has

been in use for anumber of years on a smdl scale and so need not involve too radical a change.

Contracting has adso been judtified in terms attractive to managers. It offers a means of distancing
the provision of services from the politica process. It challenges the established power of organised
labour, and provides the means to use labour more flexibly (Saltman and Von Otter 1995b). With
respect to contracting out nortdinical services such as ceaning, it may enable managers to

concentrate on what they see to be the more important parts of the service.

Proponents of contracting dso clam, often implicitly, that the overdl benefits of contracting out will
outweigh the potentidly substantid codts involved in their creation and maintenance. These costs
include transactions codts, the higher cogts that may result from the loss of monopsony purchasing
power, and the socia codts arising from equity problems.  In the case of transactions costs, theory
suggests that there may be substantia transaction codts involved in creating and maintaining the
contracts. The extent of such costs will depend on the numbers of contracts that have to be written,
the extent of detail in their specification, and the intengty with which implementation is monitored,
and will therefore vary between and within sysems. While it is clear that contracting may incur high
transactions codts, it is important to compare these with the explicit and hidden costs of directly
managed public systems, rather than to view them as entirdly incremental. For example, public
agencies may face large costs in monitoring staff and output quality, and there may dso be sgnificant
cods involved in bureaucratic adminigrative mechanisms and in the dfects of politicd interference
(Krashinsky 1986).

A second st of costs may come from the loss of monopsony power resulting from the fragmentation
of the single purchasing agency in the traditiond public hedth sector. This will not however be a

problem where a sngle agency lets contracts for services.



Some critics of contracting reforms argue that they embody a potentia conflict between efficiency
requirements of the market environment and equity gods, and may act to undermine equity.
Examples of this problem include the loss of comprehensveness of locd service provision, and
potentia loss of consumer choice. These may arise as inefficient local services are forced to close,
as economies of scale dictate increasing concentration of service provison, or as hospitals

concentrate on more profitable services at the expense of core services (Robinson 1990).

Equity may aso be threatened through the practice of provider or purchaser selection of low risk
patients where payment does not adequately compensate for the leve of risk of specific patients or
types of patient (Le Grand 1991, Bartlett and Le Grand 1993). von Otter and Sdtman (1992) adso
argue that the participation of private sector providers in the market may force public hospitds to
behave more like for-profit hospitals, focusing on profitable services and stripping out nort profitable
but essentid services. Further, for-profit hospitals may be better equipped to survive under market
conditions and public hospitals would thus be disadvartaged, further aggravating equity problems.

Sdective contracting may have a subgtantia impact on the wider hedth care sysem. Firdly,
introduction of contracted providers may lead to fragmentation or lack of co-ordination within the
broader public hedth system. Secondly, contracting could lead to competition between contractors
and public providers for saff resources, particularly where supply is dready congrained, leading to
increasing sdaries and to public hospita's being drained of key personnel, or suffering from increased
gaff turnover (Mills 1995). Thirdly, contracts can lock scarce resources into a particular alocation,

even when changed circumstances dictate a redllocation.

4. TYPOLOGY OF THE ELEMENTS OF CONTRACTUAL ARRANGEMENTS

The ocontracting process involves defining the service to be provided and the conditions that govern
the contract, and implementing and monitoring the contract. In addition, there will be a framework
of rules and regulations that govern the contracting process and which are not specific to each

contract. The crucid issuein contract design is ensuring that there is an efficient outcome.



The theory of contracting is part of broader economic theory concerned with the agency relationship
(MacDonald 1984, Ryan 1992, Guesneri 1989, Lazear 1989, Ledyard 1989, Stiglitz 1989). The
agency relaionship arises out of the exigence of asymmetry of information between individuas
involved in a transaction. The agency rdationship is characterised by a principa (ill informed
individua) and agent (informed individud) both of whom seek to maximise their utility. Because of
diversty of interest and asymmetry of information, the principa has to devise a contract or methods
of remuneration to ensure the agent does not cheet. Thus the rules in the contract are crucid. The
contract creates a distribution of risk and responsibility between client and contractor (Walsh 1995).

Different distributions will have different implications for the price of the contract. For example, if
al the risk that workload may vary is placed on the contractor, it will require a higher price than if
the risk is more equdly shared. In the review below of eements of contractud arrangements,
attention is focused on what is known, or hypothesised, about their implications for efficient

Outcomes.

4.1. Rulesof thegame

Regulatory environment

All governments congtrain the operation of the private sector in various ways, as well as having rules
and regulaions that govern al government cortracts. For example, minimum wage legidation may
affect the wages paid by the private sector, and there may be congtraints on market entry such as
controls on the establishment of private medicd facilities. Firms bidding for government contracts
may be required to show evidence of their financid state of hedth, and to provide a cash or bank
guarantee. The regulatory environment will influence the availability of private providers and firms,
their profitability, and their willingnessto bid for government contracts.

Eligible bidders
Tendering can be sdlective or open, or a single contractor can be approached to negotiate a
contract. McCombs and Chrigtianson (1987) argued that open contracting is likely to have the

advantage of encouraging new entrants, increasing competition and reducing prices. However



adminigrative and monitoring cogts are likely to be higher because winners may be less experienced,
and there is a risk that contractors may default on their respongbilities. Moreover, qudity
considerations need to be introduced at some stage - if not in the bidding process, then in the
sdection of bids. However, qudity is difficult to assess, especidly for hedth care provison, and
experience may be used as a proxy. With sdective tendering, aready experienced firms are pre-
sdlected to bid. Prices are likely to be higher than in a more open competition, but cods of

monitoring the contract and of contract failure lower.

Contracting without competition may be used when there is only one possible contractor, or if the
advantages of a close relationship with one contractor are perceived to outweigh the disadvantages
of lack of competition. In the hedlth and socia servicesfidd, thereis some debate over the merits of
competition versus a drategy that recognises the mutua benefits each sde gains from the contract
(Le Grand and Bartlett 1993). Thisis particularly the case where the contractor is a not-for-profit
service provider (Gilson et a 1997).

Mogt governments are likely to have established rules on the circumstances under which tendering
need not be competitive, and on the circumstances in which invitations to bid can be limited to a
redtrictive list. Performance contracts within the public sector would not usudly be avarded on a
competitive bass, though there may be an implicit threat of sanctions (eg replacement of a
management board) if performanceis poor.

4.2. Contract design

Service contracted

A range of different services can be contracted out (Table 1). In addition certain functions, as
opposed to services, may be contracted including purchasing itself (Hillman and Christianson 1984).
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Table 1. Servicesthat may be contracted

Category Examples

Clinical services Hospita facility

Primary care facility

Specific specialty or primary care service
Specific diagnostic procedure

Specific surgica procedure

Public hedth activity

Laboratory tests

Non-clinical services | Pharmacy

Catering

Laundry

Cleaning

Maintenance (equipment, buildings)
Security

Functions Personnd recruitment and employment
Management

Printing/photocopying

Building design and construction
Computing

Purchasing

Finance

Lega services

Not dl the elements of a service may be contracted. For example, the management of a hospitad

could be contracted out, but otherwise the facility and gaff left in public ownership/employment.

Alternatively, the contractor may supply the ancillary workers but not the professiona daff. The
greater the extent of contracting, the more complex organisationd relaionships may become, with a
move awvay from a hierarchicdly-organised indtitution to an inter-organisationd network (Wash

1995).

Contract specification

Walsh (1995) proposed two basic approaches to specifying the work to be donein acontract. The
firg states the outcome and leaves it up to the provider to determine how the work isdone. Thisis
feasble for activities such as cleaning, but is much less easy for contracts for clinica care. The
second states the methods to be used, for example atest to be done, or even just the workload, for
example number of procedures. Because of the difficulty of specifying outcome, Walsh suggests

that contractswill generaly be a mixture of method and performance.
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A method-based contract involves less risk for the contractor than a performance-based contract.
Hence a contractor will normaly add a risk premium to a performance-based contract to cover
work that may be required. The client will thus pay a higher price, and despite the specification in
performance terms, may dill have difficulties ascertaining qudity.

The levd of detail in contracts will vary greatly depending on the nature of the service and the ease
of specification. For asarvice like catering, it may befarly easy to specify adiet in terms of quantity
and qudity. In dinica care it may be very difficult to specify precise services, and these may be
settled by negotiation after the contract is agreed.

Indeed, recent research on contracts in the UK has highlighted that contracts are dten broadly
focused, informally worded, ddiberately incomplete, and rdiant on informa mechanisms for deding
with disputes (Flynn and Williams 1997, Spurgeon et d 1997). They conform more to what are
termed ‘relational contracts (MacNeill 1978) where the contract is less important than the
relationship between the parties over time.

Bidding price

There are many different gpproaches to specifying the bid price, depending on the service to be
contracted and the degree of uncertainty on the workload. The mode of payment for contracts is
generdly regarded as crucid in providing powerful incentives which influence provider behaviour
(Barnum, Kutzin and Saxenian 1995). In the case of hospitd clinical contracts in the UK NHS, in
the early years of the nternal market, contracts were most commonly ether block or cost and
volume (Robinson and Le Grand 1995). In block contracts, access to a defined range of servicesis
provided in return for an annual fee. Where the defined range of services encompasses the whole
hospitd, this is equivaent to a globa budget. In the context of the NHS, block contracts had the
advantages that the information requirements were relatively smal, and they perpetuated existing
sarvice arrangements (which the government required in the first year of the interna market). Cost
and volume contracts specify the provison of a given number of trestments or cases at an agreed

price. If the actua number exceedsthis, they are paid on a cost- per-case basis.
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Cost per case contracts were initidly less common in the NHS, though their frequency has been
increesing. Other pricing systems found in contracts include cost per person per time period (ie
capitation) and cost per unit of service. Capitation payment is particularly common for primary care
sarvices, though is increasingly being introduced for hospital care.  Capitation has the advantage
from the point of view of the client of placing a cap on total contract cost, unlike cost per case or
per unit of service which may represent an open-ended commitment. However, since a crude
capitation (unadjusted for likely need for hedth care) shifts the financid risk entirely to contractors,
they will require a risk premium to take on the contract, and are likely to seek to ‘cream-skim, i.e.
select the cheaper cases to treat, and to minimise care given. Monitoring systems seek to control
this. An dternative gpproach, now much investigated as capitation systems are extended to hospital
care where risk of loss is much greater, is to adjust the capitation payment for risk. Such
adjusments are used in some managed care arrangements in the US, for example for Medicad
patients (US GAO 19934a), and are necessary in the reformed Dutch hedlth care system (Van de
Ven et d 1994) and in the hedth sector reforms in Colombia (Gonzaez- Sedano 1995).

Capitation payment may be accompanied by other payments: in the case of primary care, fee-for-
service for particular, desired procedures, and standard allowances as contributions to costs of such

components as premises, training, and support staff.

Fee-for-service contracts are generdly considered undesirable because of the incentives they
provide to increase the volume of care (Barnum, Kutzin and Saxenian 1995). For higtorical
reasons, and because this mode of payment is usualy favoured by the medica professon and the
hospitd industry, fee-for service contracts dtill persist. Their tendency to produce cost inflation may
be curbed by adjusting fees downwards if an agreed volume of services is exceeded (as in some

Canadian provinces (Lomeas et a 1989) and Germany).

An dternative form of bidding is where the client sets the price per item of service in advance and
contractors put in bids to ddiver this a the maximum standard they think affordable. In addition,
they may be required to offer a rent for the use of the facilities of the dlient (eg kitchens, consulting
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rooms). This approach may be attractive to budget-limited public organisations, Snce it guarantees
that the cost of the contract will not exceed their budget. However, it runs the risk of discouraging
bidders or attracting low quality providers if the price is set too low, and in the absence of good
information on actua codsin ether public or private sectors, the price may be quite arbitrary.

Saltman (1995) distinguishes between 'hard’ and 'soft’ contracts. In ahard contract the price is fixed
in advance, and the relationship is more adversarid with litigation if something goes wrong. A soft
contract may be agreed particularly between units which share common ownership; price and
volume may be discussed initidly but not agreed until the end of the contract period when terms that
are mutually advantageous can be agreed. Such contracts resemble MacNeil’s relational contracts
(MacNeil 1978).

Sngle or multiple winners

The American contracting literature contains a debate on the rdative merits of having a sngle winner
versus multiple winners. The prospect of multiple winners is likely to increase the attractiveness of
bidding, and awvarding a number of contracts maintains a number of firms in the market (and thus
potentia competition in future rounds of bidding), provides backup if one winner defaults, helps to
ensure availability of services if demand exceeds that anticipated, and makes contract termination a
feasble threat for poor performers since other service providers are available (McCombs and
Chrigianson 1987). However, if the number of potentid bidders is rdlatively few, the incentive to
bid low prices may be weak, and economies of scae may be logt by dividing up the contract.

Multiple winners are more likely in contracts for primary care than for hospitals, where economies of

scale may limit the number of suppliers.

Contract price

Winning bidders may be reimbursed at the rate of their bid. However, even where there is one
winner only, and especidly if there are more, bidders may not reved their true cods in their bid.
They may bid high and if dl bidders do this, over time the didribution of bids will be inflated.
Various aternative gpproaches can be used to counter this. For example the ‘competitive rul€

involves remburaing al winners a the leve of the highest winning bid, the lowest excluded bid, or

14



somewhere between (McCombs and Chrigtianson 1987). Since most winners will receive more
than they bid, there is little incentive to submit bids in excess of red codts plus a normd rate of

return: it does not increase reimbursement but does increase the risk of losing.

Contract duration

Contracts can be for one or more years. Short-term contracts, such as for 1 or 2 years, increase
competitive pressures and make it easier to change unsatisfactory contractors. However, they have
their costs.  Contractors may be reluctant to invest in equipment or training if they think they may
lose the contract in the near future. Clients have higher monitoring codts if contractors are less
committed, and aso bear the costs of frequent re-tendering. It has been suggested in the context of
the UK that longer term contracts would be desirable, since they would encourage collaboration and
effective sharing of information and avoid excessve transactions codts (Robinson and Le Grand
1995). Indeed, the new government’s reforms include the requirement for longer term, more
cooperative contracts (Mays forthcoming). Trust can develop in long-term relationships: trugt is
efficient, Snce it reduces the need for detailled and expensve monitoring of performance (Wash
1995).

Sanctions for non-performance

Walsh (1995) makes a didinction between punishment-based and co-operative contractud
gpproaches. The former assumes that client and contractor have different interests, and each seeks
to exploit the other. Sanctions are required to discourage the contractor from failing to deliver. A
Co-operative contract assumes that the two parties have interests in common, and that events
outside the contractor's control are just as likely to affect contract performance. Hence the best
solution is for client and contractor to work together to resolve problems. Such contracts are more
likely for complex services such as medica and socid care because of the difficulties of defining and
checking on non-performance, whereas punishment-based approaches are more common for

sampler services.
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Price-changing rules

Longer contracts need to include provision for changing prices. Allowing the whole of any wage or
price inflation to feed its way through to the contract price provides the contractor with no incentive
to economise or adapt o new relative prices. However, excessve controls on the contract price

will encourage the contractor to cut corners and under-perform (Lalta 1993).

4.3. Contract implementation

Requesting bids

A vaiety of gpproaches can be used to identify potential contractors. At one extreme, a direct
approach can be made to a supplier if it is believed that there is no viable competition, and thus no
point in going through the expensive process of competitive bidding. Alternatively, where specific
expertise is sought and isin fairly limited supply, a short-list of providers can be directly approached
and invited to bid. At the other extreme, invitations to bid can be widdly advertised in the press.

Financing the contract

Normadly contracts are financed from government or public agency budgets. However, when
income results from the performance of the contract, income or profit may be shared between
contractor and client, to encourage efficiency and maximum use.  Such provisons are common in

leisure service contracts, for example (Wash 1995).

Location of responsibility for contract management

Management of the contracting process has two components: specification and approval of the
contract, and monitoring of the performance of the contractor. These may be done by the same or
different bodies. In some countries, particularly the poorer ones, the contracting process may be
highly centrdised, with gpprova required from a centrd tender board. It may even itsdf be
contracted out (Hillman and Christianson 1984). In other countries both processes may be handled
a the locd hedth authority or hedth facility level. Management responsibility may dso depend on
the service contracted: national tenders may be agreed for some services (eg. drug purchase), and

othersleft to loca tenders (e.g. building maintenance).
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Various approaches are taken to try to enforce contracts. Experience indicates that responsibility
for monitoring performance and enforcing standards needs to be clearly defined, and sanctions such
as fines may be employed especidly in manud services. In professond sarvices, clients can try to
ensure that contractors hold smilar vaues to their own - for example through taking account of a
contractor's reputation in selecting awinner. In addition, the existence of a quaity assurance system
in the contractor may reduce the monitoring that clients need to do. Such systems have developed
rgpidly in recent years, and can be interpreted as one reflection of the commitment of the contractor
to the market.

Wadl-informed consumers can be a vauable monitoring tool, especialy where contracts are
awarded competitivdly. Governments can encourage consumer influence by collecting and
publishing information on benefits, consumer rights, provider performance, and consumer satisfaction
(Van deVen and Van Vliet 1992).

S. METHODOLOGICAL APPROACHESFOR EVALUATING CONTRACTING

Methodological issues concerning the evauation of contracting have been little discussed in the
literature. From the point of view of the public enterprise consdering contracting, the relevant
guestion is the difference between the costs of providing the service itsdf and the codts of
contracting out, which include the codts of the contract itsdf plus the transactions costs of managing
the contracting process. The question is thus how costs will change a the margin.

These codts are difficult to ascertain in practice. They imply a before and after comparison, which is
aways prone to be affected by environmenta changes (Appleby et a 1993) or by reorganisation of
the pattern of service management or changes in service standards which are introduced &t the same
time as the contract. With and without comparisons - for example comparing public hedth centres
with those run by contracted private providers - avoid the confounding influence of environmenta
change over time but have a different set of problems to do with the comparability of the two sets of
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hedth centres. Both methodologica approaches encounter the problems of public accounting
sysemswhich rarely identify clearly the cogts of particular services let done the transactions codts of
contracting, and make it difficult to identify costs in a comparable way (Wash 1995). Commercid
confidentidity may aso make both public and private sectors unwilling to participate in evauation.
Findly, it is important that evauation takes a long time-horizon, Snceinitiad bids on the introduction

of contracting out may be low, and may rise over time as firms gain a stronger market position.

The problems of assessng the success of NHS reforms led Bartlett and Le Grand (1993) to
propose an indirect gpproach to evaluation (in this case of the creation of hospita trusts). They
goecified criteria for evaduation - productive efficiency, extenson of consumer choice,
responsiveness to users wants and needs, and equity (treatment related to need). They then argued
that to meet these criterig, the following conditions were necessary based on micro-economic
theory: amarket structure competitive on both the purchaser and provider side; both purchasers and
providers should have good information about the costs and quality of the service being provided;
transactions costs must be low; both purchasers and providers must be motivated to respond to

market sgna's, and there should be no opportunity for purchaser or provider to ‘cream skim'.

6. LESSONS OF EXPERIENCE FROM DEVELOPED COUNTRIES

Most evidence on the success of contracting in relation to hedlth services comes from the US and
UK and relates to contracting of hospital services (and most UK evidence relates dso to
competitive tendering). Evidence is avalable on financid savings and the source of savings,
transactions costs, and qudity changes. Evidence on contracting of primary care servicesis scanty,
but there is some recent literature from the UK, US and Scandinavia
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6.1 Hogpitals: clinical and support services

Savings

In the UK, large savings have been clamed as a result of competitive tendering of support services
such as cleaning and catering in the NHS. In 1986, a Nationd Audit Office study reported savings
which amounted to about 20% of the costs before competition (Wash 1995). A study by
Domberger et d (1987), of domestic costs in around 1500 hospitals, found that hospitals which hed
contracted out services reduced costs by 34%, and those where the in-house provider won the
contract reduced costs by 22%. Milne and McGee (1992), on the basis of a study of domestic and
caering contracting in a regiond hedth authority concluded that ‘when looked at in terms of the
costs saved, particularly for domestic services but aso for catering, it must be judged some success.
This concluson stands, even when account is taken of the financid costs of setting up competitive
tendering and the attendant cost of redundancies. Gleeson (1996) estimates cost savings of

approximately 1 billion pounds per annum as a result of the contracting out of NHS services.

This evidence is strengthened by evidence of significant cost savingsin contracting out loca authority
support services, particularly refuse collection, building cleaning, and grounds maintenance (Wash
1995). On the bads of these and smilar studies from other countries, Wash concludes that there
are savings to be made on direct service costs, and that the greatest savings are likely to be found in
the ampler, more repetitive services where unskilled labour can be used. However, there is some
limited evidence that some of the savings from contracting can be eroded over time. In both the US
and UK, there is evidence of under-bidding, whether accidentd or intentiond, in the first round of
competitive tendering, and Szymanski and Wilkins (1992) found in their sudy of refuse collection
that the cost savings associated with contracting fel sgnificantly four years after the initid contract,
coinciding with contract re-negotiation. Since the structure of the market may change significantly
over time, with ether increased monopoly or the entry of new firms, it is difficult to judge the long-
term impact of contracting on cosis.

The evidence on costs of contracted hospita clinical services is even more complicated. Evidence
from the reformed UK NHS has been very dow to become available, partly because of the
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previous government's antipathy to evauation. While the firgt ‘wave of trusts did meet their financia

objectives, Bartlett and Le Grand (1993) show this was not surprising since the market was heavily
managed and they were a self-salected group of hospitals that were sgnificantly more efficient than
their non-trust equivdents.  Limited evidence from hedth sector contracting in the US shows the
emergence of long-term relaionships, the consequent decline of competitive bidding, and a
decreasing importance of price after the initia contract round (Propper 1993, Broomberg 1994).

Competition took place for new contracts, not the re-negotiation of old ones. More recent evidence
from the UK corroborates these observations: Flynn and Williams (1997) and Spurgeon (1997)

comment on the extent to which contracts between Trust hospitals and Didrict Hedth Authorities
shifted over time towards relationa contracts, involving long term, trust-based relationships rather
than competitively awarded ‘spot contracts. A recent very comprehensve review of dl the

evidence available - which is likdly to be the last word on the subject since new reforms are being
introduced - concludes that trust status had relatively weak effects on provider performance (Mays
forthcoming). Reasons included the reative absence of meaningful supply-side competition,
government actions which had the effect of limiting competition, and purchasers who were not very
effective at putting trusts under pressure. Indeed, the same review concludes that the introduction of
hedlth authority purchasing was associated with little change for good or ill.

Sources of savings

Sources of savings from contracting out have been ascribed to technica improvements in efficiency,
for example from changes in factor mix, reduction in pay and conditions of workers, and increased
pace of work. Managers in the UK NHS frequently argue that improvements have been made in
work organisation and productivity. However, there is evidence of dgnificant cuts in wages,

especidly in labour intensve, unskilled services such as cleaning (Jackson 1994, Walsh 1995).

Lower wages, poorer conditions of service and reduced labour have imposed costs on the
government (loss of taxes and increase in wefare benefit payments) which have been argued to
erode savings (Carnaghan and Bracewd |-Milnes 1993). An important point is that to the extent that
savings depend on lower employment costs, their feasbility depends on the locad labour market.

Much of the evidence of savings in the UK redate to a period of rdatively high unemployment and
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government chalenge to the power of trade unions. Similar savings are unlikely to be ataingble

where labour markets are tighter and/or union power stronger.

Transactions costs

Some cdculations have been made of the transactions costs of introducing and maintaining
contracting. Walsh and Davis (1993) estimated the cogts of preparing for competitive tendering in
UK loca government at 7.7% of the annua contract value. They aso found that the client cods of
managing contracts were about 30% higher than the costs of managing the direct provison of the
sarvice. The average cost of monitoring contracts was 6.4% of the total vaue of the contract, with
some services up to 10%. The Audit Commission (1993) found a range of 1.4% for education
catering to 12.5% for vehicle maintenance. In the US, the costs of managing contracts have been
estimated to be higher, often up to 10% and even 20% of the vaue of the contract (Walsh 1995).
The costs of monitoring socid care contracts in the UK are said to be high. The issue of
transactions costs in the NHS have been extremely controversia since management costs gppear to
have greatly increased (Robinson and Le Grand 1995 p34), though exact figures are disputed.
Edimates by Glennester and Le Grand (1995) suggest additiond adminigtrative expenditure of
gpproximately 400 million pounds per year in the NHS, with adminigrative saff having increased
from approximately 4600 to 13,000 as a result of the reforms. Smilar concerns have been
expressed in reation to the costs of organisationa changes in government structures in New Zedland
(Boston et a 1991).

Quality changes

There is mixed evidence on quality changes as a result of contracting out. In the UK NHS, there
have been a number of instances of contractors withdrawing or faling to meet qudity standards, for
example in hospital cleaning. However, contracting has lead to darity on standard specification
which was previoudy absent, and a level of monitoring which previoudy did not occur. In addition,
there is evidence that quaity improves over time, as both client and contractor gain experience.

Thus the overal judgement seems to be that contracting leads to improved qudity of some non
dinica services (Walsh 1995).
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However, it is of interest that private sector bidding for public sector hospital contracts has been
digtinctly patchy, even in the UK where it might be thought that private firms should be reedily
avalable. Milne (1987) found that 63% of 32 hospita contracts had no outsde bids, with a
particular shortage of bids for catering contracts. In generd, profit margins on contracts for ancillary
services do not appear to be very high (5-7% according to Milne and McGee 1987). However, the
threat of an outside bid gppearsto have led to improvements even where the contract was won by

the indgde bid or was uncontested.

Very little evidence is available on the results of contracting for hospita clinica care, hence questions
of whether quality as perceived by users improves or worsens remain unanswered. Cream
skimming does not appear to have occurred, though in some areas there was differentia speed of
access to hospita care depending on who purchased the services (GP or locd hedth authority
purchaser) (Mays forthcoming).

6.2  Primary hedalth care

Contracts for primary care exis in a number of European countries, particularly the UK and
Scandinavia.  The introduction of contracts has thus not been an issue, with many contractua
arrangements of long standing. The focus of atention has not been the relative efficiency of direct
provison versus contracting, but rather the dedrability of different ways of paying Generd
Practitioners (GPs) and the primary care team, and different degrees of specification of performance

requirements.

Payment to primary care phydcian can be on a fee-for-service bass (eg Germany) but not
infrequently is capitation-based (eg UK, Netherlands). Often the payment system may be mixed,
usng fee-for-service for services where expansion is desirable (eg preventive care) and capitation
for therest. Thefocus of most evaluation has been on the effect of different payment systems on the

volume of care provided.
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Effect on services provided and costs

In the UK until 1990, the GP contract was extremely vague: in the terms of Culyer et a (1990) 'a
GP's got to do what a GP's got to do!'. Per item fees were paid for certain services, such as
maternity, vaccination and cervica cytology. Hughes and Yule (1992) comment that the effect of
remuneration on GP behaviour had been the subject of little research but much speculation. The
new contract introduced in 1990 sought to specify core services which al GPs were expected to
provide and to relate payment to performance. In particular, fees were introduced or increased in
order to encourage the provision of certain services, and in some cases payment was conditiona on
reaching a certain target level. There have been evauations of the impact on the provison of, for
example, carvica cytology, childhood immunisation, and skin leson removd. In rdlaion to the firg
two, payments are target-related.

In a study of the effect of fees on maternity care and cervica cytology before and after 1990,
Hughes and Y ule (1992) concluded that changes in fees prior to 1990 had little effect on the supply
of sarvices, but that the introduction of target payments for cervical cytology had had a maor
impact. Lynch (1994) sought to explain why over 25% of GP practices in the Greater Glasgow
area did not qudify for the high target payments for immunisation in the last quarter of 1991/2. It
was gpparent that while financia incentives were important in encouraging high coverage, they were
not sufficient alone to assure the high update rates desired by the government. Brown et d (1992)
found that the introduction of a financid incentive for minor surgica procedures was followed by a
largerisein skin lesion remova by GPs. presumably as aresult of the changed payment system.

The few studies of budget-holding GPsin the UK suggest that the introduction of flexibility between
drugs expenditure and expenditure on other services (previoudy drug costs were pad for
separately) has encouraged alower rate of increase in drug costs (Glennester et al 1993) because of
lower volumes of prescribing and more rapid increase in generic prescribing (Gosden and
Torgerson, 1997). There is aso evidence of reduced hospita referrals amongst budget holding GPs
(Gosden and Torgerson, 1997), dthough the cost implications of this have not been measured.
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A few gudies from the US evduate the impact of contracting on the costs of delivering PHC.

Begley, Dowd and McCandless (1989) evaluated 9 primary care projects set up in Texas to service
low income people without hedlth insurance. Models of service ddivery included public clinics,
public hospita outreach, private-for-profit heath maintenance organisation, and private providers
contracted by a locd agency. Those projects following the public dinic modd (ie usng either
project saff or loca providers to provide services a a clinic) had lower average codts than those
following a private provider mode (providing services through the offices of locd privete providers).

McCombs and Chrigtianson (1987) reviewed the literature on competitive bidding for hedth
services under public programmes in the US. A number of the schemes reviewed had a primary
cae content, though no contract was specificdly for primary cae. They emphassed the
complicated nature of what gppears to be a smple process. They concluded that the performance
of bidding sysems is likdy to be influenced by complex interrdationships among the market
structure and characteristics of the product or service for which bids are submitted, the incentivesin
the bidding sysem desgn for providers and consumers, the politicd influence of provider
associdions, and the manner in which the bidding process is implemented and subsequently
adminigered. They imply that competitive bidding may not produce cost savings because of the

various influences on the contracting process.

The growth of managed care in the US has had mgor implications for the ddivery of primary care
(Kane 1995). The primary care physician is conceived of as a 'gatekeeper’ and may be placed
financidly at risk (eg through the use of capitation payment systems, and withholding of a share of
payments till the end of the year when the status of the referral fund is known) in order to encourage
cost containment. Schlackman (1993) reported that amost 50% of HMOs pay primary care
physicians by capitation, 40% by fee-for-service, and 13% by sdary. 60% use withhold accounts,
most of whom withhold 11-20%, and 25% place the individua physician (as opposed to the pool of
physcians) a risk. The strategy of selective contracting promises greeter patient volume to specific
providers who agree to provide services under contract (Kane 1995). The contracts usualy specify
utilisation controls and discounted prices. Rules such as practice guidelines are dso used to shape
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physicians practice. Kane reviewed the evidence on the outcomes of managed care. It appears
that under sdlaried and capitated arrangements, physicians will substitute more frequent primary care
for more expensve care. There is no evidence that selective contracting without financia risk-
sharing will increase the efficiency of physcian practice patterns. It is dso difficult to introduce
because a particular physician will have few patients under any particular plan. Physician profiling,
plus gate-keeping and utilisation review, have been shown to reduce total costs of care. Kane
concludes that the most effective managed care combinations are those that include limited choice of
provider, an organisationa culture that favours conservative practice, and gatekeeping. However
limited choice is unpopular with users. Moreover, because those who enrol in managed care tend to
be the hedlthier, the purchaser (eg Medicaid) may end up paying more for enrolleesin HMOs than it
would if they were in fee-for-service plans. In other words, Medicaid could not capture the savings
because premiums were not closaly related to hedth status (US GAO 1993b).

Quality changes

Evidence on the qudity impacts of PHC contractsis limited. Alper (1994) expressed concern at the
impact of the rapid growth of managed care on the primary physician who is expected to act as
gate-keeper and, because of the capitation payment, is put financidly at risk. The physician isa the
mercy of large carriers offering non-negotiable contracts based on capitation, and bears some
ligbility for services other than his own. Alper's fear was that primary care will become even less
atractive for physcians, and that there will be a steedy decrease in the qudity of primary care. The
introduction of contractud arrangements in countries where physcians have been pad fee-for-
service and have been accustomed to few controls on their mode of practice is likely to raise very
gamilar concerns. Silverstein and Kirkman-Liff (1995) present a more positive view of the atitudes
of physicians to managed care, in a sudy of physician participation in Arizonas prepaid managed
care Medicaid programme. However, they emphasise that remuneration was rdatively generous
and that physician cost containment through managed care gpproaches must involve adequate

reward for primary care physicians.

Barnum, Kutzin and Saxenian (1995) argue that the need to compete for consumers can counter-act

the qudity-reducing incentives in capitation payment. They point to the success of the capitation
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financed hedth plans managed by Kaiser Permanente, which have been leading innovetors in cost
containment while maintaining qudity. They dso have very high coverage rates for preventive
procedures - another expected benefit of capitation-based contracts. Schlackman (1993) reports
successive qudlity-based compensation models introduced by US Hedthcare, an operator of
HMOs Quadlity of service was initidly measured by performance audit and patient satisfaction
surveys, and capitation amounts were higher for higher performance. This was unpopular with
physicians and proved inflexible. 1t was changed to a basic age-sex related capitation rate, adjusted
by a qudity factor reflecting quality, provison of comprehensve care, and cost-effective patterns of
utilsation. Kane (1995) argues that numerous anadyses of the qudity of care of managed plans
suggest that managed care medical qudity is at least as good as unmanaged care, though patient
satisfaction may be lower in terms of perceived quality. Anecdota evidence in the UK is said to
show that budget holding GPs have reduced waliting times (Smee 1995).

There is evidence that capitation contracts for PHC which exclude hospital care encourage a higher
rate of referrds (Stearns, Wolfe and Kindig 1992). In contrast, capitated contracts which include
hospital care provide an incentive to provide care a the lowest cost level - usudly the primary care
levd. For example, budget holding GPs in the UK are said to be developing new services (such as
testing in the practice, and chiropody) on a larger scale than non-fundholders (Smee 1995). In
addition, the experience of budget holding GPs in the UK appears to have been very postive with
respect to the pressure they have been able to bring to bear through contracts with hospitas to
improve hospitd efficiency (Glennerster et d 1993, Smee 1995). There is ds0 evidence that the
increased linkages between GPs and secondary care providers, specidists and hospitals, has led to
some improvement in aspects of qudity of care (Gosden and Torgerson, 1997).

Equity effects

Capitation contracts provide an incentive not to enroll those at higher risk of needing medica careif
thisrisk is not adequately alowed for in the capitation payment. Evidence is limited, but HMOs in
the US seem to have hedthier enrollees than the rest of the population, suggesting that they have
selected favourable risks to a certain extent (CBO 1994). Capitated primary care physicians may
aso avoid enrolling Scker patients (Hillman et d 1989). The potentid for cream skimming by fund-
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holding GPs in the UK has been identified (Glennerster e ad 1994) but seems not to have
materialised, probably because of the way in which reforms were introduced and protection for GPs
againg high cost patients (Mays forthcoming).

1. LESSONS FROM THE EXPERIENCE OF CONTRACTING IN DEVELOPING
COUNTRIES

Evidence on the extent of contracting out in developing country hedth systems is extremey limited
(Mills 1997) and evduation of its advantages and disadvantages has been virtudly non-exigent. The
review here draws largely on the results of research on contracting commissioned by the Hedlth
Economics and Financing Programme (HEFP) of the London School of Hygiene and Tropica
Medicine over the last few years in Thailand (Tangcharoensathien et d 1997), Bombay (Bhatia and
Mills 1997), PNG (Beracochea 1997), Ghana, Tanzania, and Zimbabwe (Gilson et d 1997,

McPake and Hongoro 1995), South Africa (Broomberg et a 1997), and Mexico (Alvarez et d

1995)*, plus some evidence from the very limited other published literature.

7.1  Theextent of contracting

In developing countries, experience has thus far been limited to sdective contracting for a range of
non-clinica and clinica services, and there is greater experience with selective contracting for non
clinica than for clinical services, as demondrated in Table 2. In addition, the extent of contracting
between the public sector and the commercia sector appears to be relatively limited thus far. South
Africa provides one exception to these patterns, having had along history of contracting out to both
for-profit and not-for-profit providers of hospitd services as well as for a broad range of other
clinica service contracts. In totd, clinica contracts held by the various South African government
authorities accounted for 9.4% of tota hospital expenditure in 1995 (Hospita Strategy Project
Consortium 1996).

! To avoid excessive repetition, these studies are not constantly referenced throughout the following
sections; however they are the sources of information whenever information is reported for the
relevant countries.
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As shown in the table, contracts for provison of hospital services take a variety of forms. In South
Africa, Zimbabwe and Papua New Guineg, there are explicit contracts, although in the latter two
countries, only single hospitals are covered in each contract. In South Africa, on the other hand, a
large number of contracts, covering both acute and long term hospital care, are held with a single

for-profit provider.

Severd countries dso implicitly contract with arange of private, usudly not-for-profit providers. As
noted above, these are usualy with hospitas run by church organisations, dthough the South African
government authorities have smilar arrangements with a charitable organisation which runs TB
hospitdls, as wdl as with numerous autonomous not-for-profit acute care hospitas (Hospital
Strategy Project Consortium 1996). As Mills (1995) pointed out, these contracts are ‘implicit’ in
the sense that there is no obvious competition in the award of the contracts, and governments have
not historically specified contract terms or monitored performance. Tanzania is an exception here,
snce the government has explicit contracts in place with the various church organisations which

provide digtrict hospita services (Gilson et d. 1997, Bennett, Russdl and Mills 1996).

There are a few examples of contracting for PHC from middle income countries (Swan and Zwi
1997). In Tawan, private physicians are contracted to provide Sterilisations and IUD insertion
(Foreit 1992). In Costa Rica, the social fcurity bureau has contracted out responsbility for
providing primary hedlth care for a population of 50,000 to a private entity; the contract dlows the
provider to gain financidly if it provides services efficiently (Pezza and Barquero Bolanos 1994).

In the HEFP-commissioned studies, contracting for non-clinica services was more common than for
clinica services, covering deaning, catering, pharmacy, laundry, maintenance, printing and security.
In Mexico and Bombay such contracting appeared fairly common, though with differencesin which
sarvices were commonly contracted out (for example, catering was rarely contracted out in
Mexico). In Thaland and PNG, non-clinical contracting seemed more restricted in scope and
number of hospitas involved, to cleaning, security and grounds maintenance in Thaland, and
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security, cleaning, catering, laundry and maintenance in PNG. In dl countries it was likdy that
contracting was more common in large cities, especidly the capitd city.
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Table2.

Selective contracting arrangements in developing countries

Service contracted for

Country

Non Clinicd Services

Laundry

Cleaning

Security

Billing functions

Catering services
Equipment maintenance
Peatient transport

Didribution of
pharmaceutical supplies
Gardening sarvices

Waste removal services

India, Mdayda, South Africa, Sri Lanka, Indonesia, Bangladesh,
Pakigtan, Zimbabwe, Mexico, Thailand

Thailand, Jamaica, South Africa, Mexico

Lesotho, South Africa, Mdaysia, Sii Lanka

Zimbabwe, South Africa

India, Lesotho, Maaysa, South Africa, Mexico, Catering

South Africa, Venezuda, Zimbabwe, Mexico, Uganda

South Africa

South Africa

South Africa
South Africa

Clinical services

Acute hospital care (explicit
contracts)

Acute hospitd care (implicit
contracts with churchyNGO

South Africa, Zimbabwe, Papua New Guinea, Tanzania, Thailand,
Philippines’

Ghana, Maawi, Zimbabwe and Nepa, Rwanda, Swaziland, South
Africa

providers)
Long term hospita care South Africa (TB and chronic psychiatric care)
Ambulatory care South Africa, Namibia
Specific ambulatory Tawan
procedures
Diagnogtic services Thaland (CT, ESWL, MRI)3; Maaydsa (CT, X ray, Radiaion
therapy)
Laboratory services Nigeria, South Africa
Public hedlth services India (vector control)
Hogpita management  Ching, Bolivia, South Africa
contracts
Blood product supply South Africa
Supply of nursing personnel  South Africa

Modified from: Bennett, Russell and Mills 1996. Additional sources: Mills 1995, Kutzin 1995, Hospital Strategy

Project Consortium 1996.

In the Philippines and Thailand, the contracts are held by the socia insurance system.

3

imaging

CT: Computerised tomographic scanning; ESWL.: Lithotripsy; MRI: magnetic resonance
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7.2  Therationalefor contracting

In the HEFP case studies reviewed, nondinica contracting was usudly judtified in terms of lower
codgts, less hasde for managers, and obtaining greeter flexibility in the use of labour. The judtification
for dinica contracting was either the unavailahility of the service in the fecility or area, or the inability
of government authorities to provide a service identified as necessary. In severa contracts reviewed
in South Africa, no explicit rationde could be dentified (Hospitd Strategy Project Consortium
1996).

7.3  Contract design

The HEFP case studies reveded consderable variety in service specification, even for the same
sarvice. For example, the following variants occurred in catering contracts in Bombay:
the hospita provided the space and facilities, for which the contractor paid rent and utility
charges
the hospita provided the space only, and the contractor the equipment
the contractor used his own kitchen outside the hospital
the contractor supplied only the staff, with the hospita respongible for dl ese.

Similarly in South Africa, in one contract for district hospital services the contractor built, equipped,
gaffed, and managed a hospital. In a second contract for smilar services, medica saff were
employed by the government and in athird, medical and nuraing staff.

Diagnostic service contracts showed a digtinctive pattern, with a private company providing
equipment free or a a nomina rent. In return, a fee per test or case was pad; in the case of

laboratory servicesin Mexico City, dl materias required were dso purchased from the company.

Agreements with mission hedlth care providers were formalised as contracts only in Tanzania, where
a forma document was agreed between the diocese and the MOH. Elsewhere, the agreements

were very vague.
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Contracts varied congderably in how tightly they were specified and in what terms.  Bombay
catering contracts specified meds of a specific content, a PNG security contract the number of
guards, and Tha cleaning contracts the area to be cleaned. The Tha equipment contracts specified
the type of equipment and the fact that it should be new. Quadlity specifications appeared to be rare,

and non-existent in contracts for clinica sarvices.

Contract duration for non-clinical services was most frequently 1 year, dthough some contracts
lasting up to three years were identified. In some cases, contracts included an option to renew. The
clinica contracts reviewed in South Africa were of much longer duration; in two cases, contracts
were for a10 year period, renewable for a further 10",

With regard to sanctions for non performance, in Bombay and Thailand, fines were commonly
specified for non-performance; in PNG termination was the only option Most other contracts
reviewed failed to specify sanctions.

7.4  Contract implementation

Non-clinical contracts tended to be consgtently agreed through a competitive process involving
cdling for bids through newspaper adverts or hospitd notice-boards. However, changing a
contractor was rare except for maintenance, printing and security in Mexico. In PNG, contracts had

even been renewed againgt hospita advice.

The number of bidders for catering contracts was relatively few in Bombay, probably because the
contract tender fixed the price per med a ardatively low leve. Similarly in Thaland for deaning,
the unit price was fixed and since it was well below private sector rates of payment, rdlatively few
firms were interested in government contracts. In PNG, however, many firms were interested in

bidding for security contracts, probably because start-up costs were very low, and staff could

* these long durations arose because the contractor had financed the construction of the hospitals
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reedily be recruited a low wages. Smilarly in South Africa, competition for most non dinicd
contracts appeared to be intense, with numerous firms bidding in al cases.

Clinical contracts were less commonly awarded competitively. In Mexico, it gppeared to be up to
the state to decide on the provider to be contracted, and smilarly in Thailand the teaching hospita
chose the private company to supply the equipment (or was gpproached by them). In such
circumstances, pricing the contract seemed to be fairly arbitrary. 1n Mexico the price was based on
the nationd fee schedule but consderable locd leeway was dlowed. The South African didtrict
hospita contracts had originally been negotiated, but one renewa had been done on a competitive
basis. All misson/government contracts were agreed without competition.

In South Africa, Thailand, and Zimbabwe user fees were chargeable for some of the services under
contract. In both South Africa and Zimbabwe, user fee collection and exemptions were handled by
a government clerk: indeed, in Zimbabwe the contractor explicitly refused to take responshility for
deciding who should pay, or ensuring payment. Interestingly in Thailand, contractors were generaly
willing to accept the hogpitd's decision on who could not pay, athough in a number of contracts they

received no fee for such cases. A few contracts limited the number of exempt or subsidised cases.

Responsibility for management was often not clearly specified. In Bombay, there seemed to be a
well organised system for contracting catering, with full involvement of hospitd staff. In contrast in
PNG, hospitals felt powerless to monitor the contractor or obtain improvements. In one of the
South African hospitals, both contractor and government staff were expected to manage the
hospital, resulting in lack of co-ordination and even conflict. In Thalland, the main complaint was that
the contracting process was tightly controlled by the centre. In the case of non-clinical services, this
meant rigid specifications and prices which hospitals had to adhere to dthough they were unredidtic.
Regulations for contracting clinicadl services had only recently been consdered.  In

misson/government agreements, there was minimal monitoring of misson performance.
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7.5  Thereaultsof contracting

Despite the growing experience with contracting in developing countries, there is very little
systematic data on the impact of these contracts on unit or system efficiency and equity.

The admittedly limited evidence on non-clinical contracting suggests that contracting was cagpable of
delivering services a lower cost.  For example, data from Bombay clearly suggested that
contractors had lower costs than public providers, and that contracting the catering service was
chegper than direct provison. The same was probably true in Thailand and Mexico. However, it is
interegting to note the evidence from Bombay that the quaity and quantity of the diet was worse in

the contracted service.

In the case of clinica contracts, the study of the contract with a mine hospital in Zimbabwe indicated
that the government was able to obtain services of the same qudity a a lower cogt than the
equivalent costs in a public hospital. However, the contract was also noted to be unable to control
utilisation and hence total cost, and led to provincid resources being disproportionately concentrated
in one didrict. This led the authors to query whether the contract could in fact be regarded as
successful at dl.

A recent comparison of contracted and public sector TB hospital services in South Africa found that
costs were lower, and qudity of care hgher, at the contractor compared to the public hospita,
dthough the authors identified a number of important sysemic inefficiencies resulting from the
contract, including lack of co-ordination between the contractor hospital and other public services
(van Zyl et d. 1996).

A larger sudy of contracted out hospitals in South Africa provided important ingghts into the gains
achievable from contracting (Broomberg, Masobe and Mills 1997). This study demonstrated that
the contractors were highly successful in ddlivering services at a cost below that of the public sector,
largely through lower gtaffing levels and higher productivity. Some structura aspects of qudity were
superior to that of directly provided services (eg cleanliness and building maintenance), but others
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were amilar, or inferior. Criticaly, however, the contractor was able to capture al of its efficiency
gainsin profits, leading to a Stuation in which the costs of direct provision were smilar (and in some

cases lower) than the costs to the government of contracting out.

The series of case studies comparing the performance of ‘contracted” church hospitals with public
sector hospitals in Ghana, Tanzania and Zimbabwe did not identify any systemétic differences in
performance or cost, except in the case of Zimbabwe, where the church hospitals were noted to
have lower unit costs. These studies found, though, that the church hospitals were characterised by
more highly motivated managerid saff, and enjoyed substantialy grester autonomy than the public
hospitals, suggesting potentid for greater efficiency. One serious problem identified by the study was
the fragmentation and lack of co-ordination in didirict hedlth services resulting from the dud lines of
accountability when church owned hospitas are introduced into the public hedth system (Gilson et
a. 1997).

Andyss of the sources of efficiency or inefficiency in these various contracts highlights some
important trends. Where cost savings were shown, they were in most cases due to some
combination of lower wages, lower gaffing levels, higher saff productivity, and tighter management
of supplies (as found in the UK: Domberger, Meadowcroft and Thompson 1987). For examplein
Bombay, contract caterers had lower gaffing levels in reation to the number of meals prepared than
directly provided catering services. The South African contract hospitals used notably fewer steff,
across most staffing categories, and emphasised worker motivation through approaches such as
performance-related pay. They benefited from greater control over staff than that available to a
public hospital manager, for example being able to 'hire and fire' a hospita leve - facilitating control
over pilferage. Wages were for some daff cadres actudly higher than those for public sector
workers. The evidence from PNG showed that where contractors paid low wages, this could bring

disadvantages of low worker morae and poor performance.

Severd dudies point to the importance of the payment mechanism in influencing the performance of
the contractor. A case sudy from Mexico, in which a sate-owned company contracted with private
providers, showed that the average cost per beneficiary was 15% higher than the costs of direct
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provision, a result that was attributed to the use of a fee-for-service reambursement mechanism. In
contrast, a capitation based PHC contract for workers covered by the socia hedth insurance
sysem in Mexico demondrated efficiency gains. In South Africa, contractors were paid per

inpatient day, and had longer lengths of stay than the public hospitas udied. In Thailand, thereisa
capitation payment to hospitals which contract to provide comprehensive care for insured workers.

this has led to hospitas contracting with outreach dlinics to provide primary care more cost-
effectively (Tangchaorensathein and Supachutikul forthcoming).

These dudies have dso identified a number of problems in the desgn, management and
implementation of contracts which may help to explain the falure in some cases to generate
efficiency gains. Firsly, many of the contracts appear to have arisen in an ad hoc way, with little
explicit judtification or evauation of ther likey costs and benefits, and they were often very vagudy
specified (Bennett, Russdll and Mills 1996, Hospita Strategy Project Consortium 1996, Gilson et a
1997, Kutzin 1995). This suggests that contracting in a developing country environment may have
generdly falled to live up to one of its objectives, that of clarification of organisational objectives and
increased trangparency of resource dlocation through an explicit trading relationship between
purchasers and providers (Bennett, Russell and Mills 1996).

Many contracts also resulted in a shift of most of the contractud risk to the government, thus putting
no pressure on contractors to be efficient. This was apparent, for example, in minima specification
of contractor performance (especialy in clinical contracts) and/or of sanctions for poor
performance, through use of payment methods in which the purchaser bore dl the risk, or through
long contract terms. Specific examples of these problems were identified in South Africa (Hospital
Strategy Project Consortium 1996) and in Thailand (Bennett, Russell and Mills 1996), and are
atributable, at least in part, to poor government negotiating capacity. Similar problems were aso
noted in the contracts or agreements between governments and church hospitals in the study by
Gilson et d (1997).

The Tha case-gtudies of diagnogtic equipment and ESWL contracts showed some unusua features.
Some contracts gppeared highly advantageous to the public sector, and all depended on user fees
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as the source of finance. The motivations of private sector ESWL contractors were explained by
the reimbursement regulations of the civil service medica benefit scheme, an important source of
funds for both public and private hedth care providers, which would not reimburse the cost of
ESWL trestment in the private sector but would pay for the procedure if provided under contract to
a government hospita. Other contracts advantageous to the public sector were explained by the
concern of private companies to be seen as benefactors, and to provide their machines and services
in teaching hospitals where specidists were trained and hopefully influenced in favour of particular

technologies and brand-names.

Bennett, Russdl and Mills (1996) argue that there is little evidence that contracting in developing
countries has met the objective of encouraging provider competition, athough as noted above, there
has been little explicit effort to encourage competition in most cases. The South African sudy found
very smilar results, and in that case, the authors note that directly negotiated contracts appear to
more srongly favour the contractor, again suggesting that contractors are often stronger negotiators
than governments (Hospita Strategy Project Consortium 1996). There is dso the risk, noted by
McPake and Hongoro (1993) that, without competition, governments can become dependent on
powerful monopolistic contractors.

Experience in some countries suggests that contracting has had mixed success in overcoming
bureaucratic restrictions, despite the fact that thisis seen as one of its key objectives. Evidence from
Lesotho, Thailand and South Africa suggests that contracting has asssted governments or individud
hospitals to overcome public service restrictions, but other experiences in South Africa, Thailand,
Ghana, Zimbabwe and Tanzania suggest that the public procurement process itself can become
highly bureaucratic, undermining the potentid efficency of contracted providers
(Tangcharoensathien, Nittayaramphong and Khungsawatt 1997, Hospita Strategy Project
Consortium 1996, Bennett, Russdl and Mills 1996, Gilson & d 1997). Findly, there is fairly
extensive evidence of very wesk government capacity to monitor the performance of both for-profit
and not-for-profit contractors (Mills 1995, Bennett, Russell and Mills 1996, Gilson et d 1997,
Bennett and Mills 1998).
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Since the contracts evaluated were of relatively limited scope, consequences for the health system as
a whole (Mills 1995) were few. The Tha case-study expressed concern about the access of the
poor to high technology services, given that user fees were the means of financing the contracts. The
Zimbabwe contract also gave rise to equity concerns because it had led to provincid resources
being disproportionately concentrated in one district. The PNG nontclinical contracts protected the
contracted services from government cut-backs - whether this was seen as good or bad depended
on the importance given to the contracted services relative to those that were cut. In the South
African contracts, there was evidence of some fragmentation and lack of co-ordination between the
contracted out hospitas and the surrounding primary hedth care services, which remained under

government control.

Taken together, these observations suggest that, despite the fairly extensive experience with sdlective
contracting and other marketisation reforms in both developed and developing countries, systematic
evauation and evidence on their impact remains very limited. The data which do exist show mixed
results, there is fairly broad evidence of short-term gains in micro-efiaency, incdluding cost savings
and qudity improvements, dthough severd studies, particularly in developing countries, have dso
highlighted short term efficiency losses. It is dso generdly regarded as too early to judge the long
term effects of these arrangements, athough there are serious concerns as whether their high
transactions and other socid costs will reduce or even diminate overal efficiency gains from these
reforms. Findly, there is evidence that the potentid efficiency gains from contracting may be
undermined by the absence of critical environmenta conditions, as discussed further in the following
section.

7.6  Conditions conducive to successful contracting

It is possible to draw some tentative conclusions from the limited existing data on key conditions that

may be conducive to successful contracting in a developing country environment.
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Capacity of the contracting agency

The ability of the contracting agency to manage the contracting process is clearly crucid to its
success. In Bombay, catering contracting appeared well organised, with a specia centra committee
and adequate hospitd involvement. In PNG, neither centrd nor locd arangements were
satisfactory. In South Africa, hedth department staff had alowed contracts to persst that were
highly favourable to contractors, the same was true of some medica equipment contracts in

Bangkok.

Wesk government capecity tended to lead to late payment, of which a nhumber of contractors
complained. This is likely to have made contractors more reluctant to bid for public sector
contracts, thus leading to fewer bidders and higher bids to compensate.

Contract design

It is clear that some services were easer to specify for contracting purposes than others.  For
example cleening and catering sarvices, and provison of medicd equipment, are reldively
sraightforward to specify. In contragt, clinica care contracts were rarely specific on the servicesto
be provided, leaving scope for argument on the services contractors should be providing. It could
be suggested that vague specification was optima (based on the arguments in favour of relationa
contracts); however, there was little evidence of the close and co-operative reationship of relationa
contracts, but rather a smple neglect of basic requirements to be clear on what government funds

were purchasing.

It was notable that contracts tended to be awarded for new services (eg cleaning a new building),
thus avoiding the problem of terminating the in-house service. While this may have been arationd
drategy for managers, it restricted the savings potentidly available.

Limited budgets in poor countries often meant that poor qudity services were provided.
Inadequately funded contracts, as in PNG, ae likely to be a source of unhappiness. Thus
contracting out a service may require an increase in expenditure.  For example in Jamaica,

contracting-out cleaning and portering services cost 25% more than the hospital's previous cods,
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but resulted in services of increased quaity and scope (LAC Hedth and Nutrition Sustainability
1995). A judgement needs to be made on whether increasing expenditure in order to obtain higher
quality isthe best use of scarce funds. A smilar cost/qudity trade-off was evident from the Bombay

data on catering: in thisingtance lower cost versus lower qudity.

The data dso highlight the importance of careful design of the price of the contract. Clinica
contracts were particularly prone to manipulation by providers, and particularly difficult to monitor.
Pricing systems that contain no incentives to control over-supply are undesirable. Fixed price
tenders seemed to work rdatively wel in Bombay and less well in Thailand where the discrepancy
between public and private sector prices was too greet. In the South African sudy, initid prices
appeared appropriate, but al contracts had built in price adjustment clauses, cushioning contractors
from al cost increases and wesakening thar incentives for efficient production.

Sanctions aso needed more attention in contracts. In PNG, termination was the only option and
snce this would have left the hospital without a service, managers were reluctant to request it. The
optima Stuation is probably as in Thaland where dthough financid sanctions were available, they
had never needed to be used because the contractor had other incentives to keep the equipment
functioning. The South African contracts provided no details on pendties for poor performance,

adde from termination of the contract.

Contract implementation

Competitive contracting was the norm for nontclinica contracts and on the whole, competition was
forthcoming for tenders, though the number of bidders might be quite smal. Evidence weas
insufficient to judge the rdative merits of competitive versus negotiated contracts for clinica care,
though there was some evidence that contracts had been negotiated at inflated prices.

Contracts rarely included sufficient specifications or dlocation of responghilities to dlow contract
performance to be monitored. This was a particular problem for clinicad contracts, though non-
clinica contract monitoring was aso considered poor. Lata (1993) reported how careful contract
specification and monitoring procedures (supported by USAID technical assstance) in a contract
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for deaning in a hospitd in Jamaica led to generdly satisfactory performance, though expressed
concern that such assistance might not have lagting effects. All case-studies indicated the importance
of devolving responshility for monitoring to hospitd leve.

The characteristics of the supply and labour markets

Contracting out requires the existence of private sector firms cgpable of managing contracts. This
requirement was met for hotd-type services in Thailand, Bombay, South Africa and Mexico, but
probably not in PNG. (Avallability of contractors with sufficient experience and capacity was a
problem in Jamaica - Lata1993). These four countries aso had sizeable numbers of private hedlth
providers, making contracting of clinicd services a possbility. Nonethdess, the availability of
private firms on its own was not a sufficient condition for successful contracting since public
contracts might not be consdered sufficiently profitable. This is especidly likely to be the case
where the private sector is growing rgpidly and there are plenty of investment opportunities within it.
When growth dows, asin South Africa, there may be more interest in government contracts.

For services dependent on manua labour such as cleaning, the ability of the private sector to recruit
chegp labour was clearly an important factor in cost savings. Only in Bangkok was the labour
market threatening to make it difficult to recruit chegp labour.

8. CONCLUSIONS

Thisreview has identified a number of important conclusons and unanswered questions in relation to
the implementation of selective contracting in the context of developing countries. Perhgps the most
important conclusion is that there remains relaively limited and contradictory evidence on the impact
of selective contracting on efficiency and equity at the facility and/or at the hedth syssem levd. Thisis
true for both developed and developing countries, and highlights the need for extensive additiona

research on the effects of the various reforms now being implemented in various countries.
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This review has dso shown that many of the theoreticd clams on the basis of which contracting
reforms are argued to improve efficiency themsalves remain ambiguous. This ambiguity is important
gnce it leads to uncertainty as to the determinants of efficiency gains through contracting, and hence,
asto the set of conditionsthat are necessary for achieving efficiency gains.

This is illugrated, firgly, by the st of issues concerning the relaionship between the nature of the
contract, the contracting process, and efficiency. This review has highlighted severd aspects of the
design of contracts which may impact on contractor behaviour and hence efficiency, but the relative
importance of each of these apects, their interrdationships, and ther individuad and combined
impacts on efficiency merit further investigation. Regarding the raionship between the contracting
process and efficiency, the relative merits of awarding contracts competitively or through direct
negotiation remain unclear, as do other issues such as the optima number of bidders for a contract,
and the trade-offs between securing adequate numbers of bidders and ensuring an efficient
distribution of risk between the contractor and the purchaser.

Closdly rdlated to these issues of contract design and process are questions relating to government
capacity to act as a competent purchaser of hedth services. This review has indicated that efficiency
gains from contracting appear to be contingent on government capacity to act as an efficient
purchaser, and more specificaly, to make the appropriate decisions as to whether and when to let
contracts, to desgn efficient contracts, and to monitor effectively contractor compliance.
Conversdly, lack of this cgpacity may lead to inefficiency through exploitation by contractors,
through distorted resource alocation (Bennett 1991, Mills 1995), or through uncontrolled expansion
of the private sector, creating further problems of fragmentation and inequity (Satman 1991).

Some anaysts have pointed to a generic sat of skills and resources that governments require in this
context, including skills in planning, economic andysis, and contract design and negotiation, as well
as auitable information systems (Bennett, Russell and Mills 1996, Kutzin 1995, Bennett and Mills
1998), and sophisticated government regulatory capacity to carry out such functions as licenang and
accreditation (Figueras and Sdtman 1997). Not surprisingly, current evidence suggests thet most
developing country governments lack al or most of these capacity requirements (Bennett, Russll
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and Mills 1996, Mills 1995). However, there is as yet limited evidence on the relative importance of
these various aspects of government contracting capacity, or on their pecific impacts on contractua
efficiency. It is thus difficult, without further research, to identify accurately those Situations in which
governments are likely to achieve efficiency gains, or in which these reforms should be avoided until
specific aspects of contractua capacity have been strengthened.

A second critica area of ambiguity concerns the relationship between competition and contractua
efficiency. The theoreticd literature suggests that a least some degree of contestability for contracts,
or preferably actual competition, is required to ensure efficiency gains from contract-based
provison. There is so some empirica evidence that where competition or contestability is absent,
efficiency may be undermined through contracts biased towards contractors, through exploitation by
for-profit contractors, or through governments becoming dependent on a single monopolistic

contractor.

The limited evidence available on these issues suggests that the conditions necessary for competition,
and even for contestability, are generdly absent from most areas of most low and middle income
countries (Mills 1995, McPake and Ngaande Banda 1994, Chernichovsky 1995, Satman 1995).
However, there remains scant information on the actua extent of competition or contestability in
most countries, an issue that is made more complex by geogrephical variaions in levels of
compsetition, as well as by the fact that both locd and international providers may compete for
contracts. Similarly, there ae gill few data on the precise relaionships between competition or
contestability and contractuad efficiency, so that is not possble to predict the likely success of

contracting under various competitive conditions.

This review has aso suggested that the success of contracting may be contingent on a number of
features of the broader socid, politica and economic environment. Important factors here appear to
include a generd politicd and socid environment in which corruption is discouraged, in which
contractors share a commitment to public responshility and contractud compliance, and in which
there is an effective legd system to ensure that sanctions for non-compliance pose a meaningful

threat. Where such conditions are absent, there is the risk that contracts may be inappropriatey
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awarded, and that contractors may exploit contracts, thus undermining efficiency (Schieber 1995,
Sdtman 1995, Bennett, Russdll and Mills 1996). There is dso evidence that under conditions of
inadequate financia resources, contracting may not lead to efficiency gains. For example, financidly
congrained governments may wish to let only short-term contracts, which may be unattractive to
potential bidders. Contract prices may aso be set too low, leading to poor quality of services (Mills
1995, Gilson et a. 1997); and contracts may lock public resources into a specific use, limiting the
flexibility which governments have to redlocate such resources (McPake and Hongoro 1993,
Beracochea 1997). Once again, however, there remains quite limited empirica evidence on the
extent to which these various conditions relaing to the broader environment, aone or combined, are
necessary for the achievement of efficiency gains from contracting, and further research will be
required before it is possble to predict the likely success or failure of such reforms under various

environmenta conditions.

A find area of ambiguity identified by this review concerns the impact of the relaionship between
public purchasers and contracted providers on provider efficiency. More specificaly, it is not yet
clear whether contracting leads to transparency in the contractual relationship, or to decentraisation
of management authority, nor is it clear to what extent these consequences of contracting contribute
to efficiency gains. The potentid advantages of a greater awareness of needs, prices, quality and
quantities in resource dlocation are dependent on the availability of detailed information, and on the
adminidrative cagpacity to use this information. The evidence, cited above, on poor government
adminigrative capacity in many developing countries suggests that contracting may not necessarily
produce the degree of “trangparency of trade' claimed by proponents of these reforms. Similarly,
while contracting will clearly encourage some degree of managerid decentraisation relative to direct
public management, the generd lack of managerid expertise in developing countries may prevent
effective decentrdisation amongst the mgjority of providers, even where this is formally introduced.
In developed countries and in some middle income developing countries, however, contracting may

produce these desired consequences.



Together these observations suggest that there remains much uncertainty as to the overal impact of
contracting on efficiency and equity, as well as to the determinants of efficiency and the necessary
conditions for ensuring efficiency gains when such reforms are implemented.
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