Public sector outsourcing: A modified decision model

Kee, Robert C;Robbins, Walter A

The Journal of Government Financial Management; Summer 2003; 52, 2; ProQuest Central
pg. 46

Over the years, outsourcing in the
public sector has become an accepted
management practice. Too often, how-
ever, administrators choose to out-
source when it is more economical to
continue providing the service inter-
nally, or reject outsourcing when it is
more economical to purchase a service
from an external vendor. These faulty
decisions have economic consequences
that affect the efficiency and effec-
tiveness of government organizations,
Although it is generally understood
that making outsourcing decisions
requires accurately estimating the cost
of a service or product, it is also critical
that administrators consider the time
horizon of their oultsourcing decisions
and any associated opportunity costs.
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In contrast, over an extended time
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meet constituents” demands for services
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agerial policies governing labor and over-
head resources can be adjusted to meet
the entity’s operational needs. Because
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The relationship between an outside
vendor’s price for a service and the
short- and long-run costs of internally
providing the service creates four cases
of outsourcing (see Figure 1). Each case
involves assessing whether a service
should be outsourced in the short run
and /orin the long run.

Case One: In this situation, the outside
vendor’s price for a service is less than
the government’s short- and long-run
cost of providing the service. Therefore,
the government is confronted with the
need to outsource the service in the
short as well as long run.

Case Two: Here the outside supplier’s
price for a service is greater than or equal
to the government’s short-term service
cost, but less than its long-term cost.
Under these conditions, the government
should provide the service internally
for the short run but plan to outsource
it at some point in the future.

Case Three: This situation is similar
to Case One, except that the outside
vendor’s price is greater than or equal
to the government’s long-run cost of
providing the service internally but less
than its short-run cost. Therefore, the
government is confronted with the need
to outsource the service in the short
run but begin providing it internally at
a later date for the long term.

Case Four: The final situation involves
an outside supplier’s price for a service
being greater than or equal to the gov-
ernment’s short- and long-run costs of
providing the service internally. Under
these circumstances, the government
should provide the service internally in
the short run as well as over the long
run. Thus, outsourcing is not economical
over any time horizon and should not
be undertaken.

In this article, we discuss how infor-
mation about the short-run flexible cost of
an activity’s resources and its usage of
constrained resources may be integrated
into a traditional activity-based costing
(ABC) system to allow administrators to
better assess the economic consequences
of their outsourcing decisions. While the
traditional ABC model provides relevant
cost information for evaluating out-
sourcing in the long run, a modified
ABC model incorporating only incre-
mental costs and constrained resources
provides information for assessing the
economic feasibility of short-run out-
sourcing. We demonstrate that, while
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the information from the two models is
different, the information is comple-
mentary and can be used to provide
deeper insights into the economics of
an outsourcing decision.

ABC as a Multi-
Decision Model

A major improvement in determin-
ing a service or product cost is to use an
ABC system rather than the traditional
cost-based system. ABC is a process by
which indirect costs are traced to cost
objects based on factors that cause indi-
rect costs. The use of multiple cost dri-
vers and tracing costs at the structural
level at which they are incurred enables
ABC to more accurately measure the
cost of an entity’s output relative to a
tradition cost system.

Today, many state and local govern-
ments use ABC as an integral part of their
cost systems. However, an important
weakness of the ABC model is that it
is inappropriate for short-run resource
decisions. This is true for two reasons.
First, ABC reflects a long-run perspective
of the cost of an organization’s resources.
In the short run, an activity’s resources
can be classified as flexible and commit-
ted. Flexible resources are those acquired
as needed, such as supplies and tempo-
rary employees. Committed resources
are those acquired in advance of their
usage through contractual obligations.

ABC treats an activity’s committed
resources as flexible costs because in the
long term, administrators can adjust
the level of committed resources to those
needed by the governmental entity. The
ability of administrators to influence
committed resources over the long
term enables the resources to be treated
as flexible costs. However, the time frame
required for transforming committed
into flexible costs generally takes an
extended period of time.

The second reason that the traditional
ABC model is inappropriate for short-
run resource allocation decisions is that
ABC ignores the implications of limited
or constrained resources. In the near
term, the committed resources of an
entity’s support and service activities
are fixed. Therefore, the activity with
the most restrictive level of resources
determines the quantity of service out-
put that may be provided. When the
demand for a government organization’s
services exceeds its ability to satisfy the
demand, the unit's most constrained
activity limits further production of the
service. Consequently, the use of a con-
strained activity forces an entity to ration
its use among different social goods and
programs. The benefit of the goods or ser-
vices forgone from this rationing process
represents an opportunity cost that
affects the economics of every resource
allocation decision that involves the use
of a constrained activity.

JOURNAL OF GOVERNMENT FINANCIAL MANAGEMENT 47

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.com



Figure 1: Possible Outsourcing Cases

Case Relationship of Supplier’s Price
Government'’s Internal Service Cost
One Supplier's price < Internal short-run cost
Supplier's price < Internal long-run cost
Two Supplier's price > Internal short-run cost
Supplier's price < Internal long-run cost
Three Supplier's price < Internal short-run cost
Supplier's price > Internal long-run cost
Four Supplier's price > Internal short-run cost
Supplier's price > Internal long-run cost

to Outsourcing
Implications
Outsource short-run
Outsource long-run
Provide short-run
Outsource long-run

Outsource short-run
Provide long-run

Provide short-run
Provide long-run

Figure 2: City of Mountain Brook Cost and Interdepartmental Resource Usage

Panel 1: Cost of Support and Operating Departments:

General Line
Central Service Gov't Dept's
DP | HRM [ Acctg g Legal |GenAdm | Programs Totals
Direct Department Costs: 5 E
Flexible costs $190,000 | $132,000 g $185,000 | $155,000 | $280,000 | $12,070,834
Committed costs 210,000 E 190,000 E 150,000 § 165,000 | 420,000 | 8,057,500
Total Cost $400,000 E$322'000 §$335,000 g $320,000 | $700,000 | $20,128,334 |$22,205,334
Panel II: Interdepartmental Resource Usage:
Service Activity
(Cost Driver)
DP HRM Acctg Legél Gen Adm
(CPU Minutes) (Employee (Processed (Consultation (Number of
ContactHrs.) Transactions) Hours) Employees)
S Mahinid B bl 9 Wik e i
DP 10,000 50 24,800 30 6
HRM 10,800 2 64,000 65 3
Accounting 27,400 80 2,500 30 12
Legal 324 390 14,500 20 3
General Administration 24,300 400 84,000 122 15
Line Departments 45176 580 32,000 1,253 196
Capacity Used 118,000 1,502 221,800 1,520 235
Practical Capacity 120,000 2,500 240,000 1,800 235
Unused Capacity _ 2,000 998 18,200 _280 -0

While the traditional ABC model is
useful for long-term decision-making,
the model’s treatment of committed cost
as a flexible cost and its failure to incor-
porate the effect of constrained resources
make it inappropriate for short-run
resource allocation decisions.! This weak-
ness of the traditional ABC model is
critical when evaluating the feasibility
of outsourcing, since the time horizon
for making the decision is traditionally
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near term. Also, many governmental
entities face resource limitations that
create constrained activities that restrict
their operations. This is especially true
during downturns in the economy that
result in declining tax revenues.

To overcome the limitations of the tra-
ditional ABC model, amodified costing
model can be used. This is the traditional
ABC model modified by segregating
an activity’s resources into flexible and

committed costs” A cost driver rate is
then computed based on an activity’s
flexible cost and its practical capacity.
This enables the ABC model to measure
an activity’s short-run or incremental
cost, and incorporate the opportunity
cost of a constrained activity by mea-
suring the benefit of the best alternative
given up to produce a good or service.
We refer to a modified ABC model
based on short-run flexible and oppor-
tunity cost as an operational ABC model.
While this model provides economic
data useful for short-run decisions, it
is not useful for long-term decisions.
The traditional ABC model’s long-term
perspective of cost fills this void. The
strengths of the operational and tradi-
tional ABC models are complementary
and provide the short- and long-run
measure of cost needed to evaluate the
economics of outsourcing over varying
time horizons.

Complementary Strengths

The traditional ABC model and the
operational ABC model reflect different
assumptions about the relevance of labor
and overhead resources and the capac-
ity of an entity’s activities. The validity
of these assumptions is dependent, in
part, upon the time horizon chosen for
making resource allocation decisions.
Over a sufficiently short time horizon,
much of an entity’s labor and overhead
resources are committed costs. Therefore,
the flexible cost of an activity’s resources
and the opportunity cost of using con-
stricted resources represent the current
cost of providing an activity’s service.
Accordingly, the operational ABC model
measures the costs that are relevant for
evaluating the economic consequences
of short-run resource allocation decisions.

Conversely, over a sufficiently long
time horizon, the committed cost of labor
and overhead resources become flexible
costs. That is, government administra-
tors can adjust contractual obligations
as they are renewed and change man-
agement policies in light of the entity’s
service needs. This enables administra-
tors to adjust the supply of committed
resources. The traditional ABC model
measures the cost a government organi-
zation may expect to incur from ser-
vice /program-related decisions over the
long term. In effect, the traditional ABC
and operational ABC models reflect
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Figure 3: City of Mountain Brook Inter-Departmental Cost Relationships

Panel I: Cost Equations:

D = + 10,000/118,000D + 50/1502H + 24,800/221,800A + 30/1520L + 6/235G + $190,000
H = + 10800/1180000 + 2/1,502H + 64,000/221,800A + 65/1520L + 3/235G + $132,000
A = + 27400/118000D + 80/1,502H + 2500/221,800A + 30/1520L + 12/235G + $185,000
L = + 324/118,000D + 390/1,502H + 14500/221,800A + 20/1520L + 3/235G + $155,000
G = + 24300/118,000D + 400/1502H + 84,000/221,800A + 122/1520L + 15/235G + $280,000

Panel Il: Simplified Cost Equations:
+ 108,000/118,000 D 50/1,502H —
10,800/118,000D + 1,500/1502H -
27,400/118,000 D

324/118,000 D
24,300/118,0000 —

I

1

390/1,502H -
400/1,502H -

Panel lI: Solution to Cost Equations:

24,800/221,800A -
64,000/221,800 A
80/1,502H + 219,300/221,800 A
14,500/221,800 A
84,000/221,800 A

30/1520L - 6/235G = $190,000
= 65/1520L -  3/235G = $132,000
= 30/1520L - 12/235G = $185,000

1,500/1,520L -  3/235G = $155,000
122/1520L + 220/235G = $280,000

Ty

Flexible Total

Cost Cost
D or Data Processing $275,510 $578,253
H or HRM $262,641 $584,349
A or Accounting $300,886 $585,159
Lor Legal $254,347 $535,516
G or General and Administrative $577,936 $1,323,791

the economic consequences of resource-
allocation decisions over different time
horizons. Consequently, the strengths
of the two models are complementary
in nature. The strengths of each model
may be used to overcome limitations of
the other model, which is essential for
improved outsourcing decisions.

An Integrated
Outsourcing Example

Toillustrate the integration of the tra-
ditional ABC and the operational ABC
models, consider the city of Mountain
Brook. This is a hypothetical munici-
pality with a population of approxi-
mately 65,000. It provides programs and
services typical of a city its size. It also
provides public utilities in the form of
waste management and water /sewer.
In addition, Mountain Brook has service
departments such as data processing,
human resource management, account-
ing and legal to support its primary
programs and services. The city also has
a general administration department to
manage its municipal operations.
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The town council has placed an in-
definite hiring freeze on city personnel
in an effort save money. The city ad-
ministrator has proposed considering
outsourcing support services that can
be purchased more economically from
an external vendor. The city’s data pro-
cessing, human resources, accounting
and legal departments are the support
services that will initially be evaluated.
If any of the support activities are out-
sourced, it has been decided to shift
the released personnel slots of the out-
sourced department(s) to the city’s waste
collection and disposal service, the
service that is experiencing the highest
increase in demand.

The relevant operating and cost data
are presented in Figure 2. Panel I lists each
department’s annual flexible, commit-
ted and total cost. A department’s flexi-
ble and committed cost can be traced to
each department. Flexible costs are those
the department is expected to acquire as
needed during the period while com-
mitted costs are the costs of resources the
city has contracted to acquire over the

long term. Flexible cost can be deter-
mined by an examination of a depart-
ment’s expected level of activity while
committed cost can be determined from
a review of its contractual obligations
such as equipment and building leases,
insurance policies and employee bene-
fit agreements. The time frame used for
classifying the cost of resources as flexi-
ble and committed in the short run is
one year.

In Panel II of Figure 2, each service
activity and the general administrative
department s listed. Below each depart-
ment's title is its cost driver. The cost
driver is used to trace the cost of an
activity’s services to cost objects that used
its services. While the data processing
department provides services to other
departments within the city, it also
receives services from the other support
departments. Therefore, the cost of data
processing is the cost of resources used
within the department as well as the cost
of the services it consumes from other
service departments. The cost of the
city’s other service departments is a func-
tion of the cost of resources used within
the activity as well as a function of the
cost of the services they consume from
the city’s other service and general and
administrative departments.

These reciprocal service relationships
among the city’s service departments
are modeled with the cost equations in
Panel I of Figure 3. These cost equations
were developed from the flexible cost
and resource usage listed in Panels I and
II of Figure 2. For example, in Panel IT of
Figure 2, data processing used 10,000
CPU minutes of its own total service of
118,000 CPU minutes. Therefore, data
processing should be charged 10,000/
118,000 of its own cost for self-service.

The cost equation for each service
department in Panel I has been simpli-
fied and rewritten in Panel Il of Figure 3.
The variables representing each depart-
ment’s cost appear to the left of the equal
sign and the flexible cost of resources
used within the department appears
to the right of the equal sign. Each suc-
cessive equation represents the cost of
operating the data processing, HRM,
accounting, legal and general adminis-
trative departments, respectively. A dis-
cussion of how the cost equations listed
in Panel I were solved is provided in
Appendix A.
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The solution to the cost equations
listed in Panel Il and solved in Appendix
Ajslisted in Panel IIl of Figure 3. As indi-
cated in Figure 3, the flexible cost of the
data processing department is $275,510.
This is comprised of $190,000 of resources
used in data processing, see Figure 2
Panel I, and $85,510 ($275,510 - $190,000)
for the services of the HRM, accounting,
legal and general administration depart-
ments consumed by data processing in
producing its services. The flexible cost
of the other departments listed in Panel
III of Figure 3 is comprised of the cost
incurred within the department as well
as the cost of the services it used from
the city’s other service departments.

The cost equations in Panels I and II
were solved a second time using total
cost for each service and general admin-
istrative department. The solution to the
set of costequations based on total cost is
listed in Panel III of Figure 3 under the
column labeled total cost. The two sets of
costs in Panel Il represent the incremen-
tal and total cost of providing the services
to each of Mountain Brook’s service and
general administrative departments.

Analyzing the Costs
of Each Department

The cost of each service department
under operational ABC is presented in
Panel T of Figure 4. As indicated the flex-
ible cost in Panel I and total cost listed
in Panel I and Il of Figure 4, respectively,
are the cost determined from the solu-
tion to the cost equations in Figure 3.
The opportunity cost of providing ser-
vice to each department is the benefit of
the best alternative that was foregone
due to limited resources. An analysis
of Panel IT of Figure 2 indicates that all
of the service departments, except for
general administrative, have unused
capacity. The cost driver for the general
administrative department is the num-
ber of employees. Therefore, the num-
ber of employees is the critical resource
that prevents the city from providing
further services. If the city had addi-
tional employees, they would be used
to increase the capacity of its waste
department. Currently the city is unable
to meet its sanitation needs at a satisfac-
tory level. The county in which the city
resides is providing assistance with this

50 JOURNAL OF GOVERNMENT FINANCIAL MANAGEMENT

Figure 4: City of Mountain Brook Short- and Long-Run Cost and External Purchase Price

Panel I: Operational ABC: DP
Flexible Cost $275,510
Opportunity Cost 187,200
Total Cost $462,710
Practical Capacity 120,000
Short-Run Unit Cost $3.86
Panel II: Traditional ABC:

Total Cost $578,253
Practical Capacity 120,000
Long-Run Unit Cost $4.82
Panel IlI: Cost Comparisons

Short-Run Unit Cost $3.86
Long-Run Unit Cost $4.82
Vendor Unit Price $3.25

HRM Accounting Legal
$262,641 $300,886 $254,347
93,600 374,400 93,600
$356,241 $675,286 $347,947
2,500 240,000 1,800
$142.50 $2.81 $193.30
$584,349 $585,159 $535,516
2,500 240,000 1,800
$233.74 $2.44 $297.51
$142.50 $2.81 $193.30
$233.74 $2.44 $297.51
$200.00 $2.60 $325.00

service, but has indicated that it cannot
perform the function over an extended
time period.

Each additional employee assigned
to the city’s waste department would
increase its capacity by 1,040 tons per
year. Currently, the city is paying the
county $38 a ton for collecting and pro-
cessing garbage. Of this amount, $8 is
for the nonemployee-related expenses.
Therefore, the opportunity cost of out-
sourcing a department is the revenue
that could be earned from released
employee positions that could be reas-
signed to the waste collection and dis-
posal service. In Panel I of Figure 4, the
opportunity cost of each department is
computed by multiplying its number
of employee positions by the 1,040 tons
of increased collection and processing
capacity of a new employee times the
net revenue of $30 per ton of processed
garbage. For example, the opportunity
cost of the data processing department
is $187,200, or six employee positions*
1,040 tons of processed garbage per
employee a year * $30 cost savings per
ton of processed garbage. The opportu-
nity cost of the other departments listed
in Panel I of Figure 4 was computed in a
similar manner.

The flexible and opportunity cost
of each department is added to get its
total short-run operating cost. This cost

is then divided by an activity’s practical
capacity to determine its short-run unit
cost. For example, the short-run cost of
data processing is divided by its practi-
cal capacity of 120,000 CPU minutes to
derive a cost driver rate of $3.86 per
CPU minute. This rate is the short-run
cost of internally providing a unit of
data processing service. In Panel II of
Figure 4, activity-based cost for each
departmentis computed. This is the total
cost from Panel III of Figure 3 divided
by the department’s practical capacity.
The unit costs computed using the
operational and traditional ABC models
are listed in Figure 4, Panel 11, in the
rows labeled short-run unit cost and
long-run unit cost, respectively. Also, the
last row of Panel III lists the lowest
outside vendor price for a department’s
service consistent with the quality
and reliability of the city of Mountain
Brook’s current service departments.

Analysis of
Support Functions

An examination of the relationship
between the short- and long-run service
cost of the support departments and
outside vendor prices (see Panel III
of Figure 4) indicates that each depart-
ment reflects one of the four possible
outsourcing cases presented in Figure 1.
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Case One: For the data processing
function, the city of Mountain Brook can
purchase the service from an outside
vendor for $3.25 per CPU minute. This
priceis less than the short- and long-term
internal cost of $3.86 and $4.82, respec-
tively. A review of Figure 1 indicates that
data processing’s purchase price and
costs represent an example of Case One.
Accordingly, the data processing func-
tion should be outsourced over the short
as well as the long term.

The need to outsource a support func-
tion in the short run frequently arises
from the opportunity cost of using lim-
ited resources. As shown in Panel I of
Figure 4, data processing’s opportunity
cost causes its short-run cost to exceed
the outside vendor’s price. Therefore,
data processing is not economical to pro-
ducein the short run because the limited
resources used in data processing can
be used more effectively elsewhere in
the entity’s operation—for example, the
Department of Waste Management.

The need to outsource a service
department in the long run reflects the
efficiency of the government in provid-
ing the service relative to the efficiency
of an outside vendor. As indicated in
Panel III of Figure 4, the cost of the
resources used by the city of Mountain
Brook to internally provide the data
processing function is greater than the
vendor’s price. Assuming the vendor is
not providing the service at a loss, the
city is not as efficient as the vendor in
providing the data processing service.
Consequently, it is not economical for the
city to provide the data processing func-
tion internally over any time horizon, and
the city should consider outsourcing
the function immediately.

Case Two: In Panel 1T of Figure 4 the
outside purchase price for each contact
hour of personnel services currently
provided by the human resource man-
agement department is $200 per contact
hour. This is greater than the city’s short-
term cost of $142.50 per hour but less than
its long-term cost of $233.74 per hour.
An examination of Figure 1 indicates this
is consistent with Case Two.

As indicated in Figure 1, the city
should internally provide the human
resource function in the short run but
plan to outsource it at a later date. For
Case Two to occur, a support function’s
long-term cost must be greater than its
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short-term cost. A department’s short-
run cost is its flexible and opportunity
cost per unit of service while its long-
run cost is its flexible and committed
cost per unit of service. Therefore, for a
department’s long-run cost to exceed its
short-run cost, the committed cost per
unit of service must be greater than the
opportunity cost per unit of service. The
committed costin HRM’s long-run cost
is $128.68 per contact hour. The cost is
calculated by subtracting HRM's short-
run flexible costs ($262,641) from the
long-run cost ($584,349) and dividing
by HRM'’s practical capacity of 2,500
contact hours.

HRM’s opportunity cost is $37.44
per contact hour, ($93,600 / 2,500 hours).
Consequently, the need to internally pro-
vide HRM services in the short run is
the result of using committed resources
to provide HRM services. However, as
the city’s management is able to gain
discretionary power over the committed
resources, the resources become a flexi-
ble cost. In effect, over the long run,
HRM'’s committed cost becomes an
incremental cost of providing the service.
Since the outside vendor’s price is less
than HRM’s long-run incremental cost,
itis not economical for Mountain Brook
to provide the service internally over
the long term.

Animportantaspect of implementing
outsourcing in Case Two is to determine
the time frame over which the support
function should be provided internally.
Failure to identify the point at which the
city should stop producing the service
and begin purchasing it from an outside
vendor is critical for preventing a series
of successive short-term decisions lead-
ing to producing the service over an
extended time period. The time hori-
zon for internally providing the service
in Case Two is determined by how
quickly the city’s management can gain
control over committed resources, mak-
ing them equal to the difference between
a department’s short-term cost and an
external vendor’s price.

Case Three: In the case of the ac-
counting function, it can be seen in Panel
I of Figure 4 that the outside purchase
price per transaction is less than the
department’s short-run cost, but greater
than its long-term cost. This relationship
is consistent with Case Three presented
in Figure 1. As indicated in Figure 1, the

city should outsource the accounting
function in the short run but provide
it internally at a later date for the long
term. For the economic condition of
Case Three to occur, a support depart-
ment’s short-term cost must exceed its
long-term cost. As noted in Case Two,
the difference between a department’s
short- and long-run costs reflects the
difference between its opportunity cost
and committed cost. When a depart-
ment’s short-run cost exceeds its long-
term cost, a function’s opportunity cost
must exceed the cost of the committed
resources used in providing the function.

Areview of the accounting function in
Panels I and II of Figure 4 indicates that
its opportunity cost of $1.56 per transac-
tion (opportunity cost of $374,400 divid-
ed by accounting’s practical capacity of
240,000 transactions) exceeds its com-
mitted cost of $1.18 per transaction,
which is derived by subtracting from
the department’s total cost of $585,159
its short-run flexible costs of $300,886
and dividing by its practical capacity of
240,000 transactions. The opportunity
cost of internally providing the account-
ing function causes its short-run service
cost to exceed its long-term cost as well
as the outside vendor’s price. Therefore,
the need to outsource a support function
in Case Three arises from the depart-
ment’s opportunity cost of using limited
resources in a less than optimal manner.
In effect, the accounting function should
be outsourced in the short run because
the resources used in its production can
be used more effectively elsewhere in the
government entity’s current operations.
However, as the city is able to reduce the
opportunity cost of internally providing
accounting services, its cost will fall
below the outside vendor’s price and
become economical to provide.

In Case Three, it is not economical to
provide the accounting function inter-
nally in the short term, but economical to
provide it over the long term. Therefore,
the city must carefully evaluate whether
to outsource accounting. If it decides to
outsource the function, then the city must
determine the time frame over which to
purchase the service from an outside
vendor. Failure to determine the time
period to purchase accounting services
externally can lead to a series of short-
run decisions resulting in purchasing
accounting service over the long term.
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A support department’s opportunity
cost can be reduced by reducing the
resources required to provide a unit of
service or by increasing the capacity of
constrained activities. Either action will
reduce a support department’s opportu-
nity cost and make it more economical to
provide the service. For example, the city
of Mountain Brook should determine the
time frame required to reduce the num-
ber of employees required to perform the
accounting function or when the hiring
freeze will be lifted and more employees
canbe hired. Thelength of time required
to perform either action determines how
long the accounting function should
be purchased externally and the point at
which the city should begin to internally
provide the service.

Case Four: It can be seen in Panel Il
of Figure 4 that the legal department’s
market price per consultation hour is
greater than its internally provided
short- and Jong-run cost. As indicated in
Figure 1, the economic attributes of the
legal department are consistent with
Case Four. A review of Figure 1 suggests
that the legal function should be main-
tained in the short as well as the long
run. This result indicates that the city has
a competitive advantage in providing
the legal services because it is operated
more efficiently than an external vendor
that specializes in the support service. In
fact, the city of Mountain Brook should
consider selling some of the legal services
to nearby government organizations.

Avoiding Contradictory
Decisions

The importance of integrating infor-
mation from the traditional ABC and
operational ABC models to evaluate
outsourcing non-core service functions
is illustrated in Cases Two and Three
in Figure 1. Evaluating the economics of
outsourcing with either the traditional
ABC or operational ABC models leads
to identical decisions in Cases One and
Four in Figure 1. However, in Cases Two
and Three, using either model alone
willlead to contradictory decisions. For
example, if the operational ABC model
were used to evaluate Case Two, the
city of Mountain Brook would keep the
HRM department in the short term and
make a series of short-term decisions that
could lead to providing the function over
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an extended time period. Conversely,
using the traditional ABC alone in Case
Two would lead to outsourcing HRM
immediately, even though itis more eco-
nomical for the city to continue inter-
nally providing the support service in
the short run. In Case Three, using the
operational ABC alone would lead to
outsourcing the accounting department
immediately without considering the
need to provide itinternally in the future.
Conversely, using the traditional ABC
would resultin maintaining the account-
ing department in the short run and
result in suboptimal use of its resources.

Conclusion

The objective of public sector out-
sourcing is to move the government
entity toward a more optimal use of its
limited resources and, thereby, improve
its effectiveness. To maximize the benefits
of outsourcing while minimizing its
potential risk of incorrect decisions, gov-
ernment administrators must under-
stand that outsourcing to restructure
a government’s operations can have
short- as well as longer-term benefits to
the organization. Outsourcing based on
short-term cost reductions and cash
flow considerations can lead to unin-
tended and adverse consequences. Con-
sequently, government administrators,
in their outsourcing decision-making,
must use economic data that reflect the
short- and long-run costs of internally
provided support services, and consider
related resource constraints. Failure to
consider such information can lead to
suboptimal outsourcing decisjons.

The operational ABC and traditional
ABC models may be used to measure
a service department’s short- and long-
run operating costs and any associated
opportunity costs. The information de-
veloped from the operational ABC and
traditional ABC models may be com-
bined to identify which of the four
cases of outsourcing is presented. Such
information will assist administrators
in determining if outsourcing a depart-
ment or program is economically feasi-
ble, the time period over which it’s
feasible, and why it's economically fea-
sible. Public sector administers are then
in a better position for making more
informed outsourcing decisions. i
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