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Abstract: The contracting of public services 

has long been an integral part of the work of 

public managers, and the growing govern-

mental reliance on markets for the purchase 

of goods and provision of services suggests 

that contract management is not a fad, but 

rather a skill set that will be required of all 

public managers, now and into the future. 

This essay synthesizes current research and 

thinking about the myriad components of 

government contracting and provides a 

theoretically grounded framework that of-

fers heuristics with utility for busy practi-

tioners and scholars. We discuss some of the 

contracting challenges that public managers 

wrestle with, such as balancing equity with 

efficiency and confronting the frequent 

problem of imperfect markets, in the context 

of being smart buyers of goods and services. 

 

ontracting proponents, who often 

have roots in public sector econom-

ics, champion contracting as a way to 

reduce service costs through competitive ef-

ficiencies and economies of scale. Contract-

ing critics, who often have roots in tradi-

tional public administration fields, counter 

that contracting tends to sacrifice key public 

interest values (e.g., equality of treatment) 

and reduces service delivery capacity. In the 

midst of this discussion, several things are 

clear at this point in the evolution of the 

contract state: 

 

• Contracting is and will continue to be a 

major task facing public managers. Ac-

cording to the U.S. Government Account-

ability Office, contracting is the most util-

ized alternative to direct service provision 

(GAO 1997). 

• Public managers do not always have a 

choice about contracting and may be re-

quired by elected officials to do so under 

less-than-optimal market conditions. Re-

search on contracting at the local level in-

dicates that governments often contract 

even when circumstances suggest other-

wise, such as contracting for services at 

C 
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high risk of monopoly service provision 

(Brown and Potoski 2003a). 

• Public managers charged with contract-

ing operate in politically charged environ-

ments that put a premium on balancing 

competing stakeholder values (Van Slyke 

and Hammonds 2003). 

• One-size-fits-all judgments about con-

tracting are generally unrealistic: contract-

ing can improve service delivery or it can 

be a disaster, depending on the underlying 

market conditions and management effi-

cacy (Brown and Potoski 2005; Kelman 

2002a; Van Slyke 2003). 

 

So what are managers to do? The prescrip-

tive literature on contracting to date tends to 

offer step-by-step procedures for managers 

to identify service delivery decisions and 

apply contract management techniques, but 

it fails to provide a strategic foundation for 

managing the complicated and often politi-

cally charged tradeoffs of contracting. In-

deed, in our view, step-by-step procedures 

are ill suited for offering managers practical 

advice across diverse contract settings. 

Meanwhile, strident ideological debates 

have crowded out discussion of rigorous, 

theory-driven, multi-disciplinary analyses of 

how contract management can improve ser-

vice delivery. Yet the lessons from these 

analyses still can be valuable, particularly if 

viewed through an integrated analytic 

framework. In our view, contracting is a tool 

for public managers who want to do a better 

job of delivering services to constituents. 

Like any tool, contracting either can be a 

gain or, if used incorrectly and in the wrong 

circumstances, can undermine the efforts of 

those using it. 

 

With this in mind, we take up Kettl's (2002) 

charge to offer public managers and scholars 

a comprehensive strategic framework for 

practicing and studying contract manage-

ment. Our approach is founded on the inter-

action of three central factors culled from 

the strategic management and planning, pub-

lic law and institutions, and economics lit-

eratures. Respectively, these are public val-

ues, institutions, and service markets. In our 

framework, (1) stakeholder preferences and 

democratic processes establish the values to 

be optimized in service delivery, (2) public 

law and organizational arrangements deter-

mine the contracting tools available for bal-

ancing competing values, and (3) the charac-

teristics of service markets influence which 

contracting tools and vendors are best suited 

to achieve stakeholder values. 

 

In elaborating our approach, we illustrate 

what the existing research suggests about 

how managers can use the lenses of public 

values, institutions, and service markets to 

improve service delivery. We examine the 

interaction of these factors in three key 

stages of contract management: (1) deciding 

whether to deliver services directly or 

through contract, (2) selecting vendors to 

produce services, and (3) deploying moni-

toring tools for overseeing the implementa-

tion of contracts. Our goal is to provide a 

framework that reveals the tradeoffs inher-

ent in managing service delivery; illustrates 

the degree to which tradeoffs vary across 

circumstances (political and market condi-

tions, types of service providers, etc.); and 

suggests how service delivery can be im-

proved through more effective public man-

agement. We conclude by suggesting areas 

for future research that can advance both 

practice and theory building on this impor-

tant service delivery component of the hol-

low state (Milward and Provan 2000). 

 

The Foundation of Government Contract-

ing: Public Values, Institutions, and Ser-

vice Markets 

Effectively executing core management 

functions—planning, decision making, 

monitoring, managing fiscal resources and 
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external relations—improves service out-

comes (Hill and Lynn 2004; Hou, Moyni-

han, and Ingraham 2003; Knott and Payne 

2004; Meier, O'Toole, and Nicholson-Crotty 

2004; for a review, see Boyne 2003), 

whether services are provided directly or via 

contract (Brown and Potoski forthcoming; 

Gansler 2002; Lawther 2002; Romzek and 

Johnston 2002). As contracting has become 

more common and politically palatable, pub-

lic managers have come under increasing 

pressure to be "smart buyers" and "smart 

managers" of contract service provisions 

(Cooper 2003; Kelman 2002a; Kettl 1993). 

The promised fruits of contracting—e.g., in-

creased efficiency, cost savings, and innova-

tion—come more readily to governments 

who invest in strong contract management 

capacity (e.g., Brown and Potoski 2003a, 

2006; Kelman 2002a, 2002b; Van Slyke and 

Hammonds 2003). 

 

A regrettable but oft-cited presumption is 

that contracting by governments may reduce 

their management capacity in the same way 

that contracting reduces their direct service 

production capacity (Brown and Brudney 

1998; Van Slyke 2003). That is, as they 

eliminate service production personnel and 

equipment, contracting governments also 

eliminate the managers responsible for ser-

vice quality and efficiency. Service contracts 

in such "hollow states" are more likely to 

fail, because the public management capac-

ity required for oversight has been elimi-

nated (e.g., Milward and Provan 2000; Mil-

ward, Provan, and Else 1993). 

 

We start from the premise that contracting is 

an economic exchange among actors in 

which the government's central management 

challenge is to align public values, institu-

tions, and service market conditions for ef-

fectiveness across the three principal con-

tracting phases. The first stage—the make-

or-buy stage—centers on whether conditions 

are suitable for contracting (e.g., Donahue 

1989). Managers decide whether market 

conditions are likely to support a competi-

tive environment for contract service deliv-

ery (e.g., Sclar 2000) and identify the ser-

vice production and management compo-

nents for outsourcing (e.g., Brown and Po-

toski 2006). 

 

After deciding to contract, the second stage 

involves public managers needing to struc-

ture and execute a competitive bidding proc-

ess (e.g., Lavery 1999). This contract speci-

fication stage requires public managers to 

make many complex decisions, including 

specifying a vendor's obligations and tasks, 

defining the contract's renewal provisions, 

and specifying its incentive and performance 

measurement systems (e.g., Shetterly 2000). 

 

After a vendor has been selected and the 

contract awarded, public managers must 

shift focus to a third stage: managing the 

contract. This stage includes monitoring 

vendor performance, communicating with 

service recipients, and executing incentive 

programs (e.g., Kelman 2002a, 2002b). 

 

As they make decisions across these three 

phases, public managers operate in a cruci-

ble of swirling and often political values: ef-

fectiveness, efficiency, accountability, re-

sponsiveness, equality of treatment, and ser-

vice quality, to name a few (Frederickson 

1997; Moe 1996; Rainey 2003). Managers 

experience these values as pressures from 

internal and external stakeholders that they 

must balance or optimize as they deliver 

services. 

 

In some cases, these values are codified 

through the political process into institu-

tions, public laws, and organizational ar-

rangements that determine the range of tools 

and resources that public managers can em-

ploy for service delivery. The services them-
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selves and the character and composition of 

their markets influence the ability of public 

managers to optimize or balance competing 

values through service delivery. In particu-

lar, transaction costs—"the comparative 

costs of planning, adapting, and monitoring 

task completion under alternative governing 

structures" (Williamson 1981, 552-53 )—

make achieving values such as effectiveness 

and efficiency through contracting more 

challenging for some types of services than 

for others. 

 

Values 

Whether government provides services di-

rectly or through contract, effectively opti-

mizing value tradeoffs and executing core 

management functions are the central man-

agement imperatives in public service deliv-

ery (deLeon 1995; Van Slyke, Horne, and 

Thomas 2005; for a review, see Boyne 

1998). Managing service delivery is as much 

about identifying, balancing, and targeting 

shifting stakeholder values as it is about op-

erations management, vendor relations, and 

so on. For any service, the list of potential 

stakeholders is long: interest groups and at-

tentive segments of the general public, 

elected officials, the media, public employ-

ees, administrative superiors, collaborators 

and partners, service recipients, and vendors. 

 

Service recipients and their interest groups 

may be primarily concerned with equality of 

treatment. Elected politicians may focus on 

political accountability and responsiveness. 

Administrative superiors may be most at-

tuned to cost efficiency. Consequently, these 

values sometimes conflict—ensuring equal-

ity of treatment may reduce cost effi-

ciency—so managers must either frame the 

tradeoffs for key decision makers or, as is 

often the case, use their discretion to make 

these tradeoffs as they implement services 

(deLeon 1995; Moe 1996; Seidman 1998; 

Van Slyke, Horne, and Thomas 2005). 

In practice, the degree to which managers 

can achieve values through service delivery 

is likely to vary across circumstances. Some 

conditions lie beyond a manager's control. 

For instance, managers typically have little 

influence over the laws and rules governing 

service delivery, such as those that allow the 

use of some management practices or ser-

vice delivery approaches but prohibit others. 

Still, all things being equal, services with 

inherently lower transaction costs are more 

favorable contracting targets, freeing re-

sources to lower costs or to purchase more 

service quality. On the other hand, services 

with higher transaction costs pose greater 

contracting problems, consuming more re-

sources and inhibiting a manager's ability to 

optimize competing values. 

 

An important first step for either practicing 

or studying contracting is identifying and 

prioritizing the often politically contentious 

stakeholder preferences at each stage. In this 

way, public managers can weigh relevant 

public values (e.g., equity and efficiency) 

against one another in the context of exter-

nally imposed constraints (e.g., disagree-

ments about the contract among city council 

members). Effective management requires 

going beyond passively receiving value sig-

nals from stakeholders and instead actively 

reaching out to identify broad stakeholder 

preferences and frame tradeoffs among them 

regarding services. 

 

Identifying and balancing stakeholder values 

are politically challenging tasks. Fortu-

nately, a rich literature describes how public 

managers can gauge and manage stake-

holder values (Kraft and Clary 1991; Serra 

1995; Thomas 1995). Surveys can reach 

large numbers of people, for example, but 

they are quite expensive. To reach stake-

holders with more intense and deeply held 

preferences (e.g., interest groups, service re-

cipients, elected officials), public managers 
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can rely on public meetings and hearings, 

requests for comment and information, advi-

sory committees, and focus groups. Re-

cently, managers have invited stakeholder 

participation in developing service delivery 

goals prior to beginning the contract process 

to help prioritize competing values and pref-

erences. 

 

Several strategies can frame the use of these 

different tools. Notable examples include 

stakeholder value mapping (e.g., Bryson 

2004; Elmore 1979/80) and the balanced 

scorecard approach (e.g., Kaplan and Norton 

1996). These strategies are designed to serve 

three purposes: to assess needs, demands, 

and value preferences of key stakeholders 

(i.e., to establish goals and objectives); to 

identify the opportunities and constraints in 

employing different service delivery ap-

proaches; and to evaluate alternative courses 

of action for achieving goals and objectives 

(i.e., what contracting tools are likely to be 

most effective?). 

 

Consider, for example, Kaplan and Norton's 

(1996) balanced scorecard approach, where 

managers simultaneously and continuously 

develop metrics, collect data, and analyze 

them from multiple perspectives. For the 

case of contracting, public managers align 

managerial actions with targeted goals and 

objectives by explicitly linking internal 

business processes (i.e., in this case, contract 

management) and external outcomes (i.e., 

the achievement of targeted stakeholder val-

ues) as they construct organizational ar-

rangements (i.e., the use of contract rather 

than direct service provision). 

 

Institutions 

As managers identify stakeholder values, 

they also need to identify the tools, re-

sources, and constraints that define the range 

of action they might take in delivering ser-

vices. Here, two "institutions" are central to 

the contracting process: public law and or-

ganizational arrangements. These define the 

"rules of the game" (North 1991) that man-

agers must follow as they deliver services. 

 

Public law sets the boundaries within which 

public managers must operate, thereby per-

mitting, authorizing, or requiring the range 

of managers' actions. At its root, a contract 

is a legal instrument, an "agreement by par-

ticular parties [who] accept a set of rules to 

govern their relationship, whether it is for 

the purchase of services or for a cooperative 

working agreement" (Cooper 1996, 125). As 

the law establishes what is authorized and 

prohibited, it also defines a manager's zone 

of discretion, either through legal ambiguity 

or direct delegation. Discretion allows for 

considerable flexibility, creativity, and inno-

vation in contracting, whereas legal fiat can 

restrict discretion to such an extent that 

managers have limited ability to manage 

contracts effectively. Managers clearly need 

a sound understanding of the laws, ordi-

nances, and administrative statutes (e.g., the 

Administrative Procedures Act) governing 

both the contracting process in general and 

its particular services (Rosenbloom and 

Piotrowski 2005; Wise 1990). 

 

Along with legal resources and constraints, 

organizational arrangements also define the 

capacity and resources available and neces-

sary for managing service delivery contracts. 

In particular, organizational arrangements 

influence the ability of managers to achieve 

targeted stakeholder values. If the goals are 

innovation and efficiency in service provi-

sion, then contracting with a private vendor 

may be more desirable, because private em-

ployees typically operate with higher-

powered, compensation-based, profit-

oriented incentives. If the goal is more gov-

ernment control over service provision, then 

internal production may be preferred, be-

cause government employees' motivations 
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typically are better aligned with the agency's 

mission. Yet as we will discuss later, even 

this basic tradeoff is conditioned by the in-

stitutional and market context of the con-

tracting decision. 
 

Effective management is necessary to moni-

tor how vendors and public employees are 

achieving service delivery values (e.g., effi-

ciency, quality, and equity). To this end, 

building contract management capacity in-

cludes acquiring and nurturing physical in-

frastructure, financial resources, and, per-

haps more important, human capital. Prior 

research (Brown and Potoski 2003a; Van 

Slyke and Hammonds 2003) suggests, for 

example, that building human capital for 

contract management involves developing 

basic skills in one's workforce for the fol-

lowing: 
 

• Planning and coordinating service deliv-

ery 

• Negotiating with vendors 

• Monitoring task completion and execut-

ing incentives 

• Having specific technical skills, such as 

writing contracts 
 

In many cases, ensuring sufficient capacity 

requires assigning these management re-

sponsibilities to public contract managers—

a public service career track that unfortu-

nately has received low priority in recruit-

ment, training, and retention (Kelman 

2002b). Weak contract management capac-

ity, contentious political environments, and 

few career rewards for attracting the best 

and brightest managers not only increase the 

risk of failed contracts, but often result in 

embarrassing government scandals (Brown 

and Brudney 1998; Van Slyke 2003). 

 

Service Markets 

A final set of factors in our framework for 

practicing and studying contract manage-

ment involves determining whether service 

and market conditions favor contracting. Ef-

fective markets provide managers with im-

portant information about prices and service 

quality across vendors and facilitate disci-

plining vendors who fail to meet contract 

standards (Hart and Moore 1999; Niskanen 

1971). Moreover, in well-functioning mar-

kets, competition for contracts can help 

overcome what are known in the economics 

literature as principal–agent problems. Such 

problems stem from relationships in which a 

principal (a contracting government) con-

tracts with an agent (a vendor) for the pro-

duction of goods and services in which the 

agent has expertise. The principal looks to 

prevent the agent from opportunistically ex-

ploiting its information advantages by care-

fully designing contracts, offering incen-

tives, and monitoring the agent so that it per-

forms according to contract specifications. 

 

Strong and effective markets, however, re-

quire some fairly strict conditions. They 

need large numbers of buyers and sellers, 

participants need to be well informed about 

products and each others' preferences, and 

actors must be able to enter and exit the 

market and exchange resources at low costs. 

Markets can fail because of high transaction 

costs, limited information, uncertainty about 

the future, and the prospect that people or 

organizations will behave opportunistically 

in their interactions (Coase 1937; William-

son 1981, 1991, 1996). In these instances, 

win-win voluntary exchanges are replaced 

by lose-lose outcomes. 

 

Of particular importance for our purposes 

are the varying transaction costs inherent in 

different market and service arrangements. 

In the case of contracting, because the par-

ties cannot fully predict all possible future 

scenarios, contracts typically are underspeci-

fied (i.e., incomplete) and may allow oppor-

tunistic vendors to exploit contracts to their 
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own advantage at the expense of the con-

tracting government's goals. To minimize 

such opportunism, the contracting govern-

ment must incur transaction costs by clearly 

specifying the values sought in performance 

measures, writing more detailed contracts, 

monitoring vendors' performance, and en-

forcing sanctions when necessary. 

 

Consider two notable service-specific 

sources of transaction costs: asset specificity 

and ease of measurement. Asset specificity 

refers to the need for physical infrastructure, 

technology, or knowledge, skills, and abili-

ties that can only be acquired through on-

the-job experience or highly specialized in-

vestments (e.g., high-cost investments in 

computer technology). For winning and los-

ing vendors, investing in an asset-specific 

service that cannot be readily translated to 

other economically valuable activities (i.e., 

used for other organizational purposes or 

marketed to others) leaves them vulnerable 

to a single (i.e., monopsonistic) service pur-

chaser. This not only raises the costs for 

vendors to compete in the market, but, more 

importantly, makes it unlikely they will re-

main in the market for future rounds of con-

tract bidding. Conversely, for contracting 

governments, asset-specific services can 

dangerously privilege vendors that win the 

first contracts, thus constraining future com-

petition. Under such monopolistic condi-

tions, the winning vendor can exploit the 

contracting government with impunity by 

raising prices or reducing service quality. 

 

Ease of measurement, in turn, refers to how 

easily and well public managers can assess 

the quantity or quality of services. Easily 

measured services have identifiable per-

formance metrics that accurately represent 

either the outputs or outcomes of service 

quantity and quality. But even if perform-

ance outcomes are difficult to measure and 

observe, service performance still can be as-

sessed if it is relatively straightforward to 

monitor the activities of the vendor and 

these activities are reasonable proxies for 

desired outcomes. 

 

As with asset-specific services, difficult-to-

measure services make governments vulner-

able to unscrupulous vendors who may ex-

ploit their information advantage by lower-

ing service quality and quantity. Under these 

unfavorable circumstances, managers would 

be wise to avoid the market altogether 

through internal service delivery. The ad-

vantage of producing difficult-to-measure 

services internally is that managers can 

monitor and reward their own employees 

more easily than vendors. 

 

Prudence aside, however, legal mandates 

sometimes require governments to contract 

for difficult-to-measure and/or asset-specific 

services. In these cases, managers must en-

sure adequate management monitoring ca-

pacity to mitigate transaction-cost risks. 

 

The Framework in Action 

In this section, we map values, institutions, 

and service markets to the phases of con-

tracting to illustrate how public managers 

and researchers can use the transaction-cost 

lenses of public values, institutions, and ser-

vice markets in their work. 

 

Values, Transaction Costs, and the Make-

or-Buy Decision 

Proponents of contracting argue that it is 

more cost-efficient and better stimulates in-

novation than direct service delivery. How-

ever, scholars such as Charles Tiebout 

(1956) have noted that competition can oc-

cur across jurisdictions, perhaps improving 

efficiency and innovation as governments 

look to attract mobile residents. This sug-

gests that the differences between direct and 

contract service delivery can easily be over-

stated and may well depend instead on the 



Public Administration Review • May | June 2006 60 

level of competition among vendors and 

governments. 

 

On the other hand, direct service delivery 

has been found to promote political account-

ability, stability, and equality of treatment 

(DeHoog 1984; Donahue 1989; Kettl 1993), 

although the relative strengths of direct ver-

sus contract service delivery appear to vary 

across circumstances (Brown and Potoski 

2006; Morgan and England 1988; Sclar 

2000). For example, the returns from con-

tracting versus direct service delivery de-

pend in part on legal requirements. Federal 

and state administrative procedure acts 

mandating whistleblower and other em-

ployee protections, as well as open records 

and meetings requirements, create both costs 

and constraints for government managers 

under direct service delivery (Cooper 1996). 

 

Legal requirements also can restrict con-

tracting practices (DeHoog 1997), such as 

those that require some percentage of con-

tracts to be awarded to female- or minority-

owned firms. Indeed, private firms and non-

profits sometimes avoid competing for pub-

lic sector contracts because of time-

consuming and procedurally complex legal 

requirements (MacManus 1991; Praeger 

1994). Thus, legal exigencies can lower 

market competitiveness, thereby diluting the 

advantages of contracting relative to in-

house service delivery. Consequently, exam-

ining the specifics of the legal and political 

context of make-or-buy decisions is critical 

for both managers involved in these choices 

and scholars studying contracting dynamics. 

 

Other factors—notably, characteristics of 

the service market—can play an even more 

fundamental role in determining the returns 

from contracting. Political pressures, of 

course, may lead governments to retain what 

should be contracted and to contract what 

should be produced in-house. Under these 

circumstances, managers again must either 

counter the lack of information and other 

problems such markets create or provide in-

centives and capacity for monitoring ven-

dors closely to mitigate opportunism and 

failed contracts. Proactive managers, how-

ever, need not be helpless victims to thin 

markets. They can follow several strategies: 

 

• Recruit new vendors and thus engage in 

managing the market (Brown and Potoski 

2004) 

• Split service delivery into multiple con-

tracts (Osborne and Plastrik 2000) 

• Allow public employees to compete 

against private vendors (Goldsmith 1997) 

• Employ "joint contracting" by retaining a 

portion of service delivery in-house to pro-

vide information on service quality and 

cost while also ensuring there is an alterna-

tive provider of the service (Shleifer and 

Vishny 1998; Williamson 1991) 

 

As a default option, where politically viable, 

direct service delivery may be a preferable 

approach in thin markets. 

 

Contract Specification 

Assuming that a government elects to buy 

rather than make the service in question, the 

contract specification phase is equally sug-

gestive of public value, institutional, and 

service market implications that practitio-

ners and scholars should heed. In specifying 

a contract, public managers decide on and 

implement a bid process, select a vendor,  

and craft contract terms. Within the contours 

of legal requirements, public managers typi-

cally have discretion in contracts to specify 

several features: 
 

• Vendor tasks (e.g., the nature and scope 

of work) 

• Outcome measures (e.g., performance-

based contracts) 

• Vendor qualifications (e.g., licensing or 
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accreditation issues) 

• Vendor compensation (e.g., time and ma-

terials versus cost plus fee) 

• Contract duration (e.g., short versus 

long) 

• Incentives and sanctions (e.g., rewards 

versus punishments) 

• Renewal provisions 

• Payment schedules 

• Reporting requirements 
 

Each of these features potentially plays an 

important role in determining the returns 

from contracting. For example, alternative 

compensation schemes and incentive sys-

tems motivate vendors differently (e.g., 

Lavery 1999). 

 

Our analytic approach in this essay applies 

to each of these tasks. However, for pur-

poses of illustration, we focus here on one 

central contract specification decision: the 

type of vendor selected. Contracting gov-

ernments can choose among three types of  

vendors: private firms, nonprofits, and other 

governments. Private firms, whether they 

are publicly or privately held, are motivated 

by profit, and consequently they may focus 

more on innovation and efficiency (Hart, 

Shleifer and Vishny 1997). However, 

achieving these goals may come at the ex-

pense of other public values and goals, such 

as service quality or equality of treatment 

(Moe 1996). For example, when private con-

tractors are forced to choose between taking 

steps to maintain or upgrade service quality 

and keeping costs low, public managers 

should be alert that vendors may favor re-

ducing expenses, particularly if this means 

pursuing their own (profit) goals at the ex-

pense of the government's. 

 

In contrast, nonprofit organizations are 

thought to share similar missions with gov- 

ernment and thus may be more reliable con-

tract partners (Hansman 1987; Salamon 

1995). Rather than behaving opportunisti-

cally, a nonprofit might draw on its own pri-

vate philanthropic resources (e.g., volun-

teers, endowments) to augment services it 

delivers under government contract. Yet 

nonprofits' goals may not always be aligned 

with public objectives and may instead 

channel residual revenue from contracts into 

subsidizing their other programs (Van Slyke 

forthcoming). 

 

Finally, other governments also can be ser-

vice vendors. Like nonprofits, other gov-

ernments are thought to have values aligned 

with the contracting government, because 

they share a similar public mission and a 

workforce more committed to public values. 

However, contracting with other govern-

ment agencies for services is not without 

risk and transaction costs. Intergovernmental 

contracts, some claim, may actually do less 

than private contracts to solve the ineffi-

ciency, lack of innovation, weak incentives, 

and other bureaucratic ills that can plague 

direct government service delivery (Nis-

kanen 1971). 

 

Institutional arrangements also play an im-

portant role in determining the relative supe-

riority of these vendors in achieving differ-

ent stakeholder values. Other governments, 

for instance, often are subject to the same 

legal requirements as the contracting gov-

ernment, such as promoting service quality 

and equity at the expense of efficiency and 

innovation. Nonprofits, in turn, are regulated 

as tax-exempt organizations and, as such, 

are prohibited from distributing profits to 

their employees or volunteer boards. Conse-

quently, there may be fewer incentives for 

them to engage in opportunistic behavior, at 

least in comparison to private firms. Yet  
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public managers should take into account 

that this also may curb their ability to be in-

novative. 

 

Importantly, the type of vendor may be less 

important for low-transaction-cost services 

in competitive markets. This is the case be-

cause the risk that vendors will become mo-

nopoly service providers is low, perform-

ance can be easily measured, and contracts 

are easier to enforce. Indeed, prior research 

suggests that governments understand this 

already. They tend to contract more with 

for-profit vendors in such circumstances 

(Brown and Potoski 2003b), exploiting the 

latter's competitive zeal and relatively lax 

legal requirements through contract specifi-

cations and enforcement mechanisms 

(Brown and Potoski 2004). 

 

In contrast, the type of vendor becomes 

more relevant when contracting for high-

transaction-cost services in thin markets—

for example, when a small government 

needs to deliver a service that requires large 

asset-specific investments beyond what it 

can afford, or to procure a service that re-

sists performance measurement. In these in-

stances, public managers would be wise to 

solicit bids across the three types of organi-

zations and perhaps even favor nonprofits or 

other governments to select a vendor whose 

values best align with their own objectives. 

Again, the literature suggests that govern-

ments already understand this; they more 

frequently choose nonprofit and other gov-

ernments when contracting for high-

transaction-cost services and in thin markets 

(Brown and Potoski 2003b). 

 

Yet, again, even contracting with vendors 

that purportedly share the same goals under 

these circumstances is not without risks. 

Van Slyke (2003), for example, finds that 

governments often establish long-term con-

tract relationships with nonprofits for social 

services, but then they neglect oversight and 

monitoring responsibilities. Nonprofits, in-

creasingly reliant on public sector contracts, 

may begin to behave like conventional mo-

nopolists to maintain their resource streams. 

Perhaps more troubling are circumstances in 

which a government contracts in a thin mar-

ket out of ideological, political, or nefarious 

motives and then neglects contract manage-

ment (Romzek and Johnston 2002). 

 

For governments that are willing and able to 

invest in sufficient contract management ca-

pacity, however, certain types of long-term 

contractual relationships can foster mutual 

support and sharing (Artz and Brush 2000; 

Hart and Moore 1999; Levin 2003). Using 

incomplete or relational contracts, public 

managers work with vendors to build a long-

term relationship based on trust, reciprocity, 

and joint involvement in developing and im-

plementing the contract. In fact, relational 

contracts increase the possibility that gov-

ernments and vendors can build trust and 

common understandings to buttress incom-

plete contracts. Relational contracts may be 

particularly attractive for asset-specific ser-

vices where monopsonistic markets provide 

the winning vendor and government with 

good reason to fear each other given their 

resource-interdependent needs. 

 

To be sure, when compared to conventional 

arms-length contracting, successful rela-

tional contracting has higher short-term 

transaction costs for both parties. Over time, 

though, effective relational contracts may 

lower transaction costs through reduced bid-

ding, monitoring, and legal costs (Hart and 

Moore 1999; Tadelis 2002). Nevertheless, 

public managers must balance the returns 

from building a cooperative relationship 

with a single vendor against the continued 

risk of opportunism and the perception that 

the vendor's long-term relationship stems 

from political favoritism. Prior research, un-
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fortunately, is relatively silent on the condi-

tions under which the choice of conventional 

and relational contracts is most likely to be 

effective. 

 

Managing Service Delivery under Contract 

Once governments select a vendor and turn 

their attention to contract implementation, 

managers face more decisions regarding 

tradeoffs among public values. While the ar-

chitecture of the contract cements the tools 

available to public managers as they engage 

the vendor, the implementation of these 

tools ultimately determines the returns from 

contracting. Perhaps the most central among 

these implementation tasks involves moni-

toring and evaluating the performance of 

vendors working under contract (Kettl 1993; 

Praeger 1994). Monitoring is the means by 

which public managers check to ensure that 

vendors pursue targeted public values as 

they deliver services. Well-monitored ven-

dors, prior research suggests, are more likely 

to perform according to contract specifica-

tions, thereby improving returns from con-

tracting (Brown and Potoski 2003a). 

 

As is the case with other contracting prac-

tices, effective contract monitoring requires  

a solid legal grounding. In some circum-

stances, information from monitoring prac-

tices that are not contractually authorized 

may not legally be used to evaluate vendors. 

For example, public managers must be le-

gally authorized through the contract to au-

dit and analyze vendors' records and per-

formance data or to conduct scheduled or 

random field audits. In others, managers 

may be authorized or required to establish 

formal systems for tracking and monitoring 

citizens' complaints about service delivery 

or to gauge public sentiment through citizen 

surveys (Miller and Miller 1991; Swindell 

and Kelly 2000). In these monitoring ap-

proaches, citizens can serve as "fire alarms" 

(McCubbins and Schwartz 1984), calling at-

tention to occasional vendor transgressions 

without requiring governments constantly to 

monitor vendors' activities. 

 

These monitoring activities, of course, vary 

in their costs and efficacy depending on the 

nature of the service and existing service 

market conditions. In particular, the relative 

ease of identifying and measuring perform-

ance outcomes conditions the desirability of 

various monitoring techniques. For example, 

in cases in which governments face vendor 

opportunism stemming from difficult meas-

urement, managers cannot simply purchase 

service outcomes and easily ensure that 

those outcomes are achieved. Moreover, 

arms-length contract monitoring tools such 

as reports and field audits may be less effec-

tive in these circumstances. 

 

One countermeasure for these monitoring 

problems is for managers to develop a 

deeper understanding of the service produc-

tion process. This can be an onerous under-

taking, beginning with uncovering the logic 

behind the vendors' service delivery tech-

niques, and then identifying and monitoring 

each step in the service production process. 

Alternatively, public managers may again 

rely on a more relational approach to con-

tracting, in which each party learns experi-

entially how the other conducts its work 

within the framework of the contract. In this 

way, ensuring alignment between govern-

ment and the vendor may require that the 

parties discuss the specific program goals 

and approach to intervention, and jointly 

agree to the types of measures that would 

best represent successful service delivery. 

They also may discuss the formal and in-

formal practices for addressing future uncer-

tainties (Baker, Gibbons, and Murphy 2002; 

Bernheim and Whinston 1998; Hart 2003). 

Once again, however, additional research on 

the comparative efficacy of these ap-

proaches is needed. 
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Conclusion 

Our argument in this article has been 

straightforward. Effectively managing or re-

searching the three stages of the contracting 

process requires an appreciation of the inter-

section of three factors: public values, insti-

tutions, and service markets. 

 

1. Values, including public interest values, 

are the stakeholder preferences that public 

managers must balance or optimize as they 

deliver services. Throughout the phases of 

contracting, public managers should con-

tinually identify and prioritize the often po-

litically contentious public value preferences 

of key stakeholders. To the degree that man-

agers have discretion, these values or value 

tradeoffs should guide the use of different 

contract management tools, as well as in-

form the research strategies of scholars. 

 

2. Institutions, or the laws and organiza-

tional arrangements that frame service de-

livery, determine the range of tools and re-

sources that public managers can employ to 

achieve stakeholder values. Public managers 

need to identify (and researchers need to 

consider) the legal architecture that governs 

contracting. Legal mandates define the 

boundaries within which public managers 

can operate to optimize and balance targeted 

values, while a lack of contract management 

and monitoring capacity increases the risk of 

failed contracts. 

 

3. The characteristics of services and their 

markets influence which contracting tools 

are best suited to achieve stakeholder values. 

Public managers should determine whether 

service and market conditions favor con-

tracting. Of particular importance are factors 

that increase the risk of contract failure—for 

example, thin markets and asset-specific and 

difficult-to-measure services. When these 

factors are present, public managers should 

internalize service delivery (if they can), 

pursue joint production, and expand contract 

management capacity. 

 

Importantly, we argue that these factors 

should not inform practice or research in 

isolation. Public values, institutions, and 

service markets are interrelated and should 

be viewed by practitioners and scholars as 

interacting to produce contracting outcomes. 

Thus, before applying prescriptive step-by-

step approaches or developing propositions 

suitable for testing in future research, public 

managers and scholars should map all three 

sets of factors to determine value targets, the 

steps managers can legally take to achieve 

these targets, and the likelihood of success 

given existing service market conditions. 

 

In terms of future research, we focus here on 

three key points. First, we argue that to in-

form better the practice and study of con-

tract management, scholars need a better 

understanding of economic theories about 

market and quasi-market failures, institu-

tional theories about organizational design 

and behavior, and strategic management 

theories about how organizations adapt to 

changes in their environments. 

 

Second, there are still conspicuous gaps in 

our knowledge that seem worthy of pursuit, 

some of which we have noted already. For 

example, future research needs to consider 

the conditions under which contracting with 

nonprofits and other governments is more or 

less effective than contracting with for-

profits. 

 

Finally, although contracts are a service de-

livery mechanism—and the most frequently 

used alternative to direct service provision 

by government—they are not the only tools 

public managers have at their disposal 

(Salamon 2002). Given the theoretical foun-

dation of our framework, the fundamental 

logic should hold for other indirect govern-
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ance tools, such as vouchers, grants, fran-

chises, and loans. Our call is for scholars to 

extend, test, and refine our framework to 

develop a more comprehensive, relevant, 

and theoretically grounded approach to 

managing service delivery in the hollow 

state (Milward and Provan 2000). 
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