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Easy to exclude Difficult to exclude 

Individual consumption individual goods common-pool goods 
(e.g. , food, clothing, shelter) (e.g., fi sh in the sea) 

Joint consumption toll goods collective goods 

(e.g., cable TV, telephone, (e.g., national defense, 

electric power) felons) 

FIGURE 3.4-THE FOUR KINDS OF GOODS IN TERMS OF INTRINSIC CHARACTERISTICS 

the means of supplying those toll goods that are natural monopolies. Col
lective action is indispensable, however, for assuring the supply of collec
tive goods and for providing those individual and toll goods that society 
decides are to be subsidized and supplied as though they were collective 
goods. Coercion may be needed to overcome the "free rider" problem. 
Collective action is often used to protect natural common-pool goods, 
although in many cases private property rights can do the same even more 
effectively. Collective action can be taken by private, voluntary organiza
tions, not only by government. 

More and more individual and toll goods have been deemed "worthy" 
and are being treated as collective or common-pool goods. Indeed, the big 
growth in government has taken place in expenditures for individual and 
toll goods. Such goods now account for at least 57 percent of all federal 
government spending, compared to only 27 percent in 1962. In other 
words, providing goods and services that are intrinsically collective by 
nature, which is one of the fundamental reasons for the creation and exis
tence of governments, is no longer the dominant activity of the federal 
government in the United States. 

, 	 CHAPTER FOUR 

Alternative Arrangements 
for Providing Goods and Services 

IN THE PRECEDING chapter we saw the role of collective action in sup
plying the four kinds of goods. For individual, toll, and common-pool goods, 

· collective action is needed primarily for regulation. In effect, such regulation 
is a collective good that assures satisfactory supplies of those goods. 

With respect to collective goods, collective action is necessary to pay for 
the goods and thereby to make sure that they are produced. With respect 
to worthy goods, collective action is needed to decide (1) which individual 

· aJld toll goods are to be deemed worthy goods, (2) how much of them to 
· ,~pply, and (3) how to pay for them. The essence of collective action, there
· fore, consists of making decisions and raising money. 

Collective action does not mean government action. Groups of people 
can and do agree voluntarily on collective decisions and collective fund 

· raising even without the formal methods and sanctions available to gov
· ernments. For example, carpools represent informal collective activity. 

Swimming pools, golf courses, tennis courts, and cultural institutions are 
often provided by voluntary membership associations: interested people 
agree to form a club and pay for the facility through membership dues, 
entrance fees, and other collective fund-raising actions. 

These examples of voluntary collective action are toll goods, where 
exclusion is possible. Can voluntary associations provide collective goods 
where exclusion is infeasible? Yes. Some cities have enclaves of private 

, streets for which maintenance is financed by homeowner or neighborhood 
associations. Collective action in such circumstances may be legally 
enforceable by a requirement or covenant in the property deed stipulating 
that anyone buying property in the area is required to belong to the asso
ciation and pay a portion of its expenses. Housing cooperatives and con
dominiums also have such features. 

But collective action can be entirely voluntary and still be effective in 

63 



65 64 PART TWO: THE THEORY OF PRIVATIZATION 

providing collective goods. When the collective organization is relatively 
small and its members have similar values and interests, informal social 
pressures can be adequate to assure that everyone contributes his or her 
fair share and no one is a "free rider." A volunteer fire department is a 
common example. Tenant patrols and block patrols in crime-ridden areas 
of large cities are additional examples of voluntary collective action used 
to provide public safety, a collective good. Payment can be in the form of 
contributed services, rather than money. 

When the number of affected individuals is large and interests are 
diverse, purely voluntary action is no longer adequate to provide collec
tive goods. Organizations such as governments have to be created with 
the authority to use force if necessary to take the money or property 
needed to supply collective goods. People become "forced riders." In short, 
government is an instrument for making and enforcing decisions about 
collective goods: which ones to provide, which ones (of those that are 
intrinsically individual or toll goods) to finance at least partly by invol
untary collective contributions, how to allocate the costs or contributions, 
and how to allocate the goods themselves if they are not pure collective 
goods and are subject to congestion. 

Collective goods may be produced directly by public employees working 
for public agencies, but other institutional arrangements can also deliver col
lective goods. For example, governments can purchase collective goods such 
as fire protection and street cleaning from private firms. Even an "inherently 
governmental" function, one that is a basic function of government, can be 
supplied in various ways, as this chapter shows, not only by government 
employees. Certain functions, however, are reserved for government: making 
and enforcing laws; spending governments funds; and deciding to deprive 
individuals of life, liberty, or property. 

Providing, Arranging, and Producing Services 
It is useful to distinguish the three basic participants in the delivery of a 
service: the service consumer, the service producer, and the service arranger 
or provider. The consumer obtains or receives the service directly and may 
be an individual, everyone residing in a defined geographic area, a gov
ernment agency, a private organization, a class of individuals with common 
characteristics (e.g., poor people, students, exporters, auto workers, or 
farmers), or a government agency obtaining support services. 

The service producer directly performs the work or delivers the service 
to the consumer. A producer can be a government unit, a special district, a 
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voluntary association of citizens, a private firm, a nonprofit agency, or, in 
certain instances, the consumer himself. The Department of Defense pro
duces national defense services, as does Boeing. A county government may 
produce public health services. A tenant association produces a service when 
it patrols its building. A private firm under contract to the municipality 
produces tree-pruning and grass-mowing services in a public park. An indi
vidual who brings his empty bottles to the recycling center is acting as both 
producer and consumer of that service. 

The service arranger (also called the service provider) assigns the pro
d.P-cer to the consumer, or vice versa, or selects the producer who will serve 
.dIe consumer. Frequently, but not always, the arranger is a government unit. 
The service arranger may be the municipality in which the consumer is 
located, the federal government, a voluntary association, or the service con
sumer himself. For collective goods, the arranger can usefully be viewed as 
the collective-decision unit, the unit that articulates the demand for such 
goods. As discussed later, it is possible to have joint arrangers. 

The distinction between providing or arranging a service and produc
Wg it is profound. 1 It is at the heart of the entire concept of privatization 
il1d puts the role of government in perspective. With respect to many col
lective goods, government is essentially an arranger or provider-an instru
m~nt of society for deciding what shall be done collectively, for whom, to 
what degree or at what level of supply, and how to pay for it. For exam
ple, government may levy taxes to pay for cleaning the sidewalks, or it may 
require property owners to clean them at their own expense or effort. 

When a city government hires a paving contractor to resurface a street, 
the city is the arranger, the firm is the producer, and the people who use 
the street are the consumers of this particular collective good-street 
repaving. A county government is the service arranger when it contracts 
with a church group, the producer, to operate a day-care center for work
ing mothers, the consumers. A National Merit Scholarship winner is a con
sumer of educational services but also acts as service arranger by choosing 
·a college to produce the educational service, as does the federal government 
when it hires a contractor to manage and operate a national laboratory. 

A government that decides to provide a service at collective expense 
does not have to produce the service using government employees and 
equipment. Opposition to privatization often comes from those who do not 
appreciate the difference between providing and producing and mistak
enly assume that if government divests itself of the producer function, 

. it must automatically abandon its role of provider as well. Thus, false 
alarms are raised about privatizing services that are said to be "inherently 
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governmental"; the responsibility for providing the service can be retained 
by government, and government can pay for it, but government does not 
have to continue producing it directly. 

The arranger has significant responsibilities with respect to collective 
goods such as: to levy and collect assessments, and to decide which ser
vices are to be provided, the level of service, and the level of expenditures 
to be made, all in the absence of unanimous agreement among members 
of the collective unit. 

When the arranger and the producer are one and the same, a bureau
cratic cost is incurred, the cost of maintaining and operating a hierarchi
cal system. When the arranger is different from the producer, there is a 
transaction cost, the cost of hiring and dealing with an independent pro
ducer. The relative magnitude of these two costs determines whether it is 
worth separating the arranging and producing functions. 2 

Institutional Arrangements 
Given the difference between providing and producing services, we can 
identify distinct institutional arrangements for delivering services, while 
bearing in mind that unambiguous definitions are not always possible. Dif
ferent arrangements arise because government can serve as arranger or 
producer, and so can the private sector. This leads to four classes of 
arrangements, which can be further divided into ten particular arrange
ments according to the specific ways that the arranger, producer, and con
sumer interact. Figure 4.1 depicts the conceptual relationship among the 

Producer 

Public 

Arranger 

Public Private 

• Government service • Government vending 

• Intergovernmental agreements 

Private • Contracts 

• Franchises 

• Grants 

• Free market 

• Voluntary service 

• Self-service 

• Vouchers 

FIGURE 4.1-ARRANGEMENTS FOR PROVIDING "PUBLIC" SERVICES 

Note: See Table 4.10 (p. 107) for greater detail. 
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ten arrangements. Special attention should be drawn to the seven arrange
ments in which the private sector is the producer. Privatization generally 
involves the use of one or more of these arrangements, which are exam
ined in turn in the remainder of this chapter: (1) government service, 
(2) government vending, (3) intergovernmental agreements, (4) contracts, 
(5) franchises, (6) grants, (7) vouchers, (8) free market, (9) voluntary ser
vice, and (10) self service.3 

One might point to an eleventh arrangement, a mandate, where gov
ernment requires a private entity to provide a service but leaves it up to 
the "mandatee" to arrange it. Government-mandated medical insurance 
provided by employers is an example. This is not treated as a separate 
arrangement here, however, inasmuch as it is actually implemented through 
one of the other institutional arrangements. 

Government Service 

The term government service denotes the delivery of a service by a gov
ernment unit using its own employees; government acts as both the service 
arranger and the service producer. The unit may be a government depart
ment or bureau, or a government corporation such as the Tennessee Valley 
Authority or AMTRAK. Examples of conventional municipal, county, 
state, and federal government services are legion. 

Nationalized or state-owned enterprises are also referred to here as 
"government services" even though they do not operate as government 
departments. For example, Renault, the French automobile manufacturer, 
was nationalized shortly after World War II, and so the French govern
ment, in effect, makes automobiles. In Greece and Mexico some private 
firms that had received government loans, which they were unable (or 
unwilling, in the corrupt case of the Philippines under President Marcos) 
to repay, ultimately fell into the hands of the government. In this way, 
many governments found themselves running hotels, mines, factories, mer
chant ships, and miscellaneous other commercial businesses far from their 
traditional roles. Elsewhere ideology prevailed and led to similar outcomes. 
Socialist governments in developing countries were led by foreign advisers 
to believe that state-owned enterprises were the fast track to economic 
development. City governments in the Soviet Union operated hotels, bak
eries, breweries, retail shops, and factories that made household goods.4 In 
Egypt nationalization under President Nasser led to a remarkable situation 
in which the government was making beer (in a Moslem country, no less) 
and Coca-Cola. Part 3 of this book discusses the privatization of such 
enterprises. 
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Government Vending 

One can purchase goods and services from a government agency, for exam
ple, buying rights for water, minerals, and timber, and for grazing live
stock on government-owned land, and one can lease such government 
assets as buildings and land. The New York City Police Department "rents 
out" its officers for private events at stadiums and theaters, for $27 per 
hour.s A private sponsor of a parade on public streets or a rock concert 
may pay to have a public agency clean up afterward. In Michigan, private 
bus companies could buy workers' compensation insurance from the state's 
Accident Fund6 (which has since been privatized by selling it to an insur
ance company). In these cases, government is competing with private firms. 
Government is the producer and the private individual or organization is 
the arranger. 

Government vending, as defined here, is not the same as imposing a 
user fee for government services. When government charges for supplying 
water, power, or bus rides, or forces private firms to purchase government 
services, for example, unemployment insurance from a state agency, it is 
merely charging the consumer directly for the government service, for 
which the government is the arranger. In government vending, the con
sumer is the arranger. 

Intergovernmental Agreements 

One government can hire or pay another one to supply a service. A local 
school district does that when, lacking a high school of its own, it arranges 
to send its pupils to the high school in a neighboring district and pays that 
district. It is also commonplace for small communities to purchase library, 
recreation, and fire-protection services from specialized government units 
that are organized by and sell their services to several general-purpose gov
ernments in the region. Counties often contract with cities and pay them 
to maintain county roads within city limits. States contract with cities and 
counties to provide social services. Reassignment of service responsibilities 
between jurisdictions is occurring to a significant degree in an attempt to 
handle regional problems better and to cope with rising costs. Such insti
tutional arrangements are intergovernmental agreements. One government 
is the producer, but another is the service arranger. 

Intergovernmental agreements are common. A 1992 study with 
responses from 1,504 municipalities and counties in the United States found 
that intergovernmental agreements were widely used for sixty-four common 
local government services. Table 4.1 lists selected services provided through 
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TABLE 4.1-CITY AND COUNTY SERVICES SUPPLIED 

BY INTERGOVERNMENTAL AGREEMENTS 


Percentages of cities 
and counties using 

Service intergovernmental agreements 

Mental-health programs 67 
Child-welfare programs 63 
Public-health programs 57 
Prisons/jails 53 
Drug/alcohol-treatment programs 52 
Tax assessment 51 
Bus transportation 49 
Sanitary inspection 48 
Homeless shelters 40 
Libraries 39 
Hospital operation/management 39 
Delinquent tax collection 38 
Airport operation 35 
Programs for the elderly 34 
Sewage collection and treatment 33 
Animal shelters 29 
Solid-waste disposal 27 
Water treatment 26 
Museums 26 

Note: Based on 1,504 responses to a survey of 4,935 
governments. 

Source: Derived from Rowan Miranda and Karlyn Andersen, 
"Alternative Service Delivery in Local Government, 1982-1992," 
Municipal Year Book 1994 (Washington, D.C.: International City 
Management Association, 1994),26-35, table 3/6. 

this arrangement by more than 25 percent of the responding localities. Inter
governmental agreements were most frequently used for social services. 7 

The Lakewood Plan makes extensive use of this institutional arrange
ment for service delivery. Lakewood, a city in Los Angeles County, was 
purchasing forty-one different services from the county in 1981; seventy
six other cities also purchased one or more services from the county. The 
cities formed an organization to tend to their common concerns, the Cali
fornia Contract Cities Association. All these cities purchased election ser
vices; other county services being marketed included animal regulation; 
emergency ambulance service; enforcement of health ordinances; engineer
ing services; fire and police protection; library services; sewer maintenance; 
park maintenance; recreation services; tax assessment and collection; hos
pitalization of city prisoners; personnel services such as recruitment, exam
ination, and certification; prosecution; building inspection; weed abatement; 
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school fire-safety officers; mobile-home and trailer-park inspection; milk 
inspection; rodent control; mental health services; tree trimming; bridge 
maintenance; preparation and installation of street signs; street sweeping; 
traffic-signal maintenance; traffic striping and marking; traffic-law enforce
ment; business-license issuing and enforcement; and crossing guards. 

Contracts 
Governments contract not only with other governments but also with pri
vate firms and nonprofit organizations for goods and services. In this 
arrangement the private organization is the producer and government is 
the arranger, which pays the producer. Such "contracting out" is the 
arrangement most commonly referred to when talking about privatizing 
conventional public services (as distinguished from privatizing government
owned enterprises and assets). In a contract arrangement, government ide
ally is (1) an articulator of democratically expressed demands for public 
goods and services, (2) a skillful purchasing agent, (3) a sophisticated 
inspector of the goods and services that it purchases from the private sector, 
(4) an efficient collector of fair taxes, and (5) a parsimonious disburser of 
proper and timely payments to the contractor. 

Government contracting is commonplace. Most of the tangible 
goods-supplies, equipment, and facilities-used by governments in the 
United States are purchased from contractors, as little manufacturing, con
struction, or food production is actually done by government employees. 
This is true even of sensitive military equipment, for although some muni
tions are manufactured in federal arsenals, most are obtained from pri
vate producers. At the local level, roads, schools, and government offices 
are generally constructed for governments by private builders under con
tractual arrangements, and pencils, desks, fire hoses, uniforms, food (for 
pupils, patients, and prisoners), automobiles, guns, garbage trucks, and 
computers are bought from private vendors. 

In addition to contracting for material goods, municipal governments 
contract with private organizations for "output" services delivered directly 
to the public, such as refuse collection, ambulance service, street-light main
tenance, street paving, and a wide variety of social services-the last mostly 
through not-for-profit organizations. Governments also contract for a wide 
variety of "input" services, i.e., support services such as grounds mainte
nance, custodial functions, secretarial and clerical work, laundry service, 
computer center operation, vehicle repair, microfilming, photography, print
ing, claims processing, and transportation. 
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More unusual examples also abound. In 1998 New York City con
tracted out the management and maintenance of its world-famous Central 
Park to a nonprofit organization that had proved its capability over twenty 
years. 8 The U.S. Mint contracts out part of its coin-production work. 
During the Cold War a private contractor manned and operated the Dis
tant Early Warning line, to detect airplanes and missiles coming toward 
North America over the Arctic Ocean. The U.S. government hired a pri
vate firm to carry out monitoring and surveillance of the cease-fire line in 
Sinai between Egyptian and Israeli forces, a task that traditionally would 
have been performed by a military unit. Mercenary troops have been used 
since ancient times and private air forces came into being in recent times 
to conduct wars under contract. 

In Britain the Local Government Act of 1988 mandated competitive 
tendering (contracting) for six common municipal services: residential 
refuse collection, street cleaning, cleaning of public buildings, vehicle main
tenance, grounds maintenance, and catering services. 9 In Denmark most 
cities contract with a private firm, the Falck Company, for fire and ambu
lance service; the majority of the population receives protection by this 
arrangement. In Sweden about two-thirds of the people receive fire pro
tection from private contractors. 10 

Services generally can be separated into their component subservices, 
w.hich may be provided through various arrangements. Thus, police ser
vice can be dis aggregated into police communication, preventive patrol, 
traffic control, parking enforcement, towing away illegally parked cars, 
detention facilities, training courses, police-car maintenance, and so forth. 11 

Different components of this array of services can be provided through 
different institutional structures in the same local government: government 
service, intergovernmental contracts, contracts with private firms, and vol
untary service, for example. This issue is pursued later in this chapter. 

An important variant of contracting for service arises when govern
ment retains ownership of a facility or asset but contracts with a private 
firm to operate it. Examples are water-supply systems, wastewater (i.e., 
sewage) treatment plants, resource recovery plants, sanitary landfills, main- . 
tenance garages, parking garages, airports, hospitals, arenas, and conven
tion centers. This differs from leasing in that the private firm does not use 
the asset in its own business but manages it on behalf of the government 
and is paid by the government. 

It is interesting to note that a contract can have a negative price; that is, 
the private producer could pay the government for the right to perform the 
service. For example, abandoned automobiles in some cities are picked up by 

http:forth.11
http:contractors.10


73 72 PART TWO: THE THEORY OF PRIVATIZATION 

private firms under contract to the city, and, depending on scrap prices, their 
bids call for payment either to or from the city. This may also be true for the 
collection of recyclables. 

Extent of contracting. Virtually all governments contract for services. A 
1987 survey of all cities with populations over 5,000 and counties over 
25,000 revealed that 99 percent contracted out services. 12 (The survey 
response rate was only 19 percent, however.) All told, at least 200 services 
are provided by contractors to governments in the United States; they are 
identified in table 4.2. 

TABLE 4.2-CITY AND COUNTY SERVICES CONTRACTED OUT TO PRIVATE FIRMS 

Addiction treatment, adoption, air
pollution abatement, airport operation, 
airport fire and crash response, airport 
services, alarm-system maintenance, 
alcohol treatment, ambulance, animal 
control, architectural, auditorium 
management, auditing 

Beach management, billing and collection, 
bridge (construction, inspection, and 
maintenance), building demolition, 
building rehabilitation, buildings and 
grounds (janitorial, maintenance, 
security), building and mechanical 
inspection, burial of indigents, bus
system management and operation, bus
shelter maintenance 

Cafeteria and restaurant operation, catch
basin cleaning, cemetery administration, 
child protection, collection of child
support payments, civil defense 
communication, clerical, 
communication maintenance, 
community-center operation, 
composting, computer operations, 
consultant services, convention-center 
management, crime laboratory, crime 
prevention and patrol, custodial services 

Data entry, data processing, day care, debt 
collection, document preparation, drug 
and alcohol treatment programs 

Economic development, election 
administration, electrical inspection, 
electric power, elevator inspection, 
emergency maintenance, emergency 
medical services, environmental services 

Family counseling, financial services, fire 
alarm services, fire-hydrant 
maintenance, fire prevention and 
suppression, flood-control planning, 
foster-home care 

Golf-course management and operation, 
graphic arts, guard service 

Health inspection, health services, home
care service, homeless-shelter operation, 
hospital management, hospital services, 
housing inspection and code 
enforcement, housing management 

Industrial development, insect and rodent 
control, institutional care, insurance 
administration, irrigation 

Jail and detention, janitorial services, 
juvenile delinquency programs 

Labor relations, laboratory, landscaping, 
laundry, lawn maintenance, leaf 
collection, legal, legal aid, library 
operation, licensing, lottery operation 

Management consulting, mapping, marina 
services, median-strip maintenance, 
mosquito control, moving and storage, 
museum and cultural facilities 

Noise abatement, nursing, nutrition 
Office-machine maintenance, opinion 

polling 
Para transit system operation, park 

management and maintenance, parking 
enforcement, parking lot and garage 
operation, parking meter servicing, 
parking ticket processing, patrolling, 
payroll processing, personal services, 
photographic services, physician 
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TABLE 4.2-(CONTINUED) 

services, planning, plumbing inspection, Tax collection (assessing, bill processing, 
police communication, port and harbor receipt), tennis-court maintenance, test 
management, printing, prisoner scoring, towing, traffic control 
transportation, probation, property (markings, sign and signal installation 
acquisition, public administrator and maintenance), training of 
services, public health services, public government employees, transit 
relations and information, public management, transportation of elderly
works and disabled, treasury functions, tree 

Records maintenance, recreation services, services (planting, pruning, removal) 
recycling, rehabilitation, resource Utility billing, utility meter reading 
recovery, risk management Vehicle fleet management, vehicle 


School buses, secretarial services, security 
 maintenance, vehicle towing and 
services, sewage treatment, sewer storage, voter registration 

maintenance, sidewalk repair, snow 
 Wastewater treatment, water-meter reading 
(plowing, removal, sanding), social and maintenance, water pollution 
services, soil conservation, solid waste abatement, water supply and 

(collection, transfer, disposal), street 
 distribution, weed abatement, welfare 
services (construction, maintenance, administration, worker compensation 
resurfacing, sweeping), street lighting claims 
(construction and maintenance), Zoning and subdivision control, zoo 
surveying management 

Table 4.3 shows the percentage of cities and counties, out of a total 
survey response of 1,504 governments (31 percent of those queried), that 
contracted in 1992 with private for-profit and nonprofit organizations for 
each of sixty-four services.13 This survey parallels earlier ones conducted in 
198214 and 1988.15 The table also shows the percentage of respondents that 
use in-house work forces exclusively or in part. (Some cities use their own 
employees for part of the work and contract out the remainder; for exam
ple, private buses may operate under contract on some bus routes while other 
routes are operated by a county agency.) On average, each service is con
tracted out by 21 percent of local governments. The thirteen services listed 
in the health and human services category are most frequently obtained by 

I contract, primarily from not-for-profit agencies, although competitive con
tracting for social services from for-profit firms is growing;16 on average each 
service in that category is contracted out by 28 percent of the communities. 
The thirty-five services listed in the public works, transportation, and support 
categories are also commonly contracted out, mostly to for-profit firms; on 
average each service is contracted out by 24 percent of the communities. 

State agencies also contract out, although the available data from 1997, 
shown in table 4.4, are presented in a different format than that in table 4.3. 
Transportation, administrative and general services, corrections, and social 
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TABLE 4.3-CITY AND COUNTY SERVICES SUPPLIED IN-HOUSE AND BY CONTRACT 

Percentage of cities and counties 

using their own contracting with 

employees for-profit nonprofit 

Service area entirely in part companies agencies 

Public works and 57 22 22 2 

transportation 
Public utilities 
Public safety 
Health and human 

45 
60 
28 

6 
11 
17 

31 
15 
11 

3 
3 

17 

resources 
Parks and recreation 
Culture and arts 
Support functions 

Weighted average 

72 
32 
65 
55 

19 
19 
19 
18 

7 
3 

14 
16 

3 
23 

1 
5 

Note: Row totals do not equal 100% because other arrangements (e.g., franchise, 

voluntary, and grants) are also used. 

Source: Derived from Rowan Miranda and Karlyn Andersen, "Alternative Service 

Delivery in Local Government, 1982-1992," Municipal Year Book 1994 (Washington, 

D.C.: International City Management Association, 1994),26-35, appendix. 


services were the most commonly privatized program areas. A total of 416 
state agencies, representing all fifty states, privatized an average of 7.5 ser
vices per agency. The data refer to privatization by all methods, not only

17
contracting, but the latter accounts for 80 percent of state privatizations.

An estimated $42 billion was spent in 1976 by all governments in the 
United States on purchased services, including both private and intergov
ernmental contracts,18 but by 1992 the federal government alone was con
tracting out $44.4 billion in services (as distinguished from the purchase 
of physical goods).19 (As long ago as 1977, of the activities classified as 
commercial and industrial in the Defense Department-functions such as 
food service, laundry, airplane and vehicle maintenance, and construc
tion-about a quarter of the total effort as measured in man-years was 
being purchased from the private sector.20) These are all rough figures, as 
it is difficult to identify and tabulate the relevant activities on a uniform 
basis. As for the amount of money spent by state and local governments 
on contracts for services, reliable data are lacking. 

Growth of contracting. A total of 596 cities responded to both the 1982 
and 1992 surveys, which were very similar, and fifty-nine municipal services 
were included in both surveys. This provided an unparalleled opportunity 
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TABLE 4.4- PRIVATIZED STATE PROGRAMS 

Number of state 

Service area programs 


Transportation 453 
Administration and general services 310 
Corrections 295 
Social services 287 
Natural resources and environmental protection 277 
Mental health and retardation 219 
Juvenile rehabilitation 215 
H~~ W7 
Higher education 190 
Parks and recreation 13 7 
Education 101 
Labor 95 
Public safety and state police 77 
Treasury 63 

Source: Keon S. Chi and Cindy Jasper, Private Practices: A 
Review of Privatization in State Government (Lexington, Ky.: 
Council of State Governments, 1998), 22-49. 

to measure a very elusive parameter: the degree of privatization. By com
paring the same services in the same cities after ten years, it was found that 
the average privatization level increased from 12.6 to 27.8 percent, that is, 
the number of privatized services in those cities more than doubled, increas
ing by 121 percent.21 This study was not restricted to contracting, however; 
it also included franchising, vouchers, volunteers, and self-service in its mea
sure of privatization, although these other arrangements were used by fewer 
than 5 percent of the cities. The breadth of privatization arrangements used 
for these fifty-nine services also increased: the number of arrangements used 
to deliver these services in those cities rose by 40 percent as cities took 
advantage of a larger array of alternatives to deliver the services. Among 
medium-sized cities, the degree of privatization was greatest in wealthy, fis
cally healthy, suburban cities.22 

Characteristics of contracting. Contracting is feasible and works well 
!!.t:lder the following set of conditions: (I) the work to be done is specified 
ypambiguously; (2) several potential producers are available, and a com
p..~titive climate either exists or can be created and sustained; (3) the gov
gnment is able to monitor the contractor's performance; and (4) 
~ppropriate terms are included in the contract document and enforced. 
Details on how to contract for services are presented in chapter 7. 
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Of all the privatization options, contracting has engendered the most 
discussion and heated debate. The battle lends itself readily to ideological 
posturing and unsubstantiated assertions by both sides. The arguments 
cited in favor of contracting can be summarized as follows: 

1. 	 Contracting is more efficient because (a) it harnesses competi
tive forces and brings the pressure of the marketplace to bear 
on inefficient producers; (b) it permits better management, free 
of most of the distracting influences that are characteristic of 
overtly political organizations; (c) the costs and benefits of 
managerial decisions are felt more directly by the decision 
maker, whose own rewards are often directly at stake. 

2. 	 Contracting makes it possible for government to take advan
tage of specialized skills that are lacking in its own workforce; 
it overcomes obsolete salary limitations and antiquated civil 
service restrictions. 

3. 	 Contracting permits a quicker response to new needs and facil
itates experimentation with new programs. 

4. 	 Contracting allows flexibility in adjusting the size of a pro
gram up or down in response to changing demand and chang
ing availability of funds. 

S. 	 Contracting avoids large capital outlays; it spreads costs over 
time at a relatively constant and predictable level. 

6. 	 Contracting permits economies of scale regardless of the size 
of the government entity. 

7. 	 Contracting a portion of the work offers a yardstick for com
paring costs. 

8. 	 Contracting fosters good management because the cost of ser
vice is highly visible in the price of the contract, whereas the 
cost of government service is usually obscured. 

9. 	 Contracting can reduce dependence on a single supplier (a 
government monopoly) and so lessens the vulnerability of the 
service to strikes, slowdowns, and inept leadership. 

10. 	 Contracting creates opportunities for entrepreneurs from 
minority groups. 

11. 	 Contracting limits the size of government in terms of the 
number of employees. 
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12. 	 Contracting spurs private-sector research on innovative ways 
to satisfy society's needs. 

There is substantial opposition to privatization, as is discussed in chap
ter 11, and opponents of contracting out-usually leaders of government
employee unions and often middle managers in government--counter these 
arguments in favor of privatization and raise the following warnings: 

1. 	 Contracting is ultimately more expensive because of 

• 	 corrupt practices in awarding contracts;23 

• 	 "outrageous and pernicious work practices" among private-
sector unions;24 

• 	 high profits, whereas government is nonprofit; 

• 	 the cost of layoffs and unemployment for government workers; 

• 	 the shortage of qualified suppliers and therefore the lack of 
competition; 

• 	 the cost of managing the contract and monitoring contractor 
performance; 

• 	 the low marginal cost of expanding government service; 

• 	 cost-plus-fixed-fee contracts, which provide no incentive for 
efficiency; 

• 	 the absence of effective competition after government gets 
out of the business, leaving government at the mercy of the 
contractor in subsequent contracts. 

2. 	 Contracting nullifies the basic principle of merit employment 
and subverts laws regarding veterans' preference in govern
ment employment; it is demoralizing to employees, deprives 
government of the skills it needs in-house, and therefore is 
fundamentally debilitating of government capability. 

3. 	 Contracting limits the flexibility of government in responding 
to emergencies. 

4. 	 Contracting results in undesirable dependence on contractors 
and leaves the public vulnerable to strikes and slowdowns by 
the contractor's personnel and to bankruptcy of the firm. 

S. 	 Contracting depends on adequately written contracts, which 
are difficult to draw up, and results in a loss of government 
accountability and control. 



79 78 PART TWO: THE THEORY OF PRIVATIZATION 

6. 	 Contracting limits the opportunity to realize economies of 
scale. 

7. 	 Entrusting services to private organizations increases the politi
cal power of the latter and creates a lobby for more govern
ment spending. 

8. 	 Contracting results in disproportionate job losses among mem
bers of minority communities, many of whom are government 
employees. 

9. 	 Contracting causes a loss of autonomy for the contractor, for 
example, co-opting a private, nonprofit social service agency 
and thereby decreasing the agency's effectiveness in the long 
run by muting its role as critic and social conscience. 

Many of these claims and counterclaims are obviously in direct con
flict. The contractor is said to lose autonomy to government and yet is 
held to be neither accountable to nor under sufficient control of the gov
ernment. It is claimed that contracting both reaps and dissipates economies 
of scale. It surmounts civil service obstacles and subverts the merit system. 
It increases and reduces government flexibility. It makes scarce talents 
available to the government and deprives government of those same tal
ents. It is efficient and inefficient. 

Some of the arguments against contracting can be turned around. As 
for vulnerability to service disruption, strikes by government employees 
have the same effect as strikes by private employees. Those who fear a 
loss of accountability and control under contract service ignore the prob
lem of holding someone accountable in government and ignore the com
plaint, often voiced by elected officials, that they cannot adequately control 
government agencies. 

Considerable academic attention has been devoted to the theoretical 
differences in motivation and performance of public and private organi
zations. William Niskanen Jr., Graham Allison, Thomas Borcherding, 
Charles Wolf Jr., Lawrence Bailis, Anthony Downs, Hal Rainey, Marshall 
Meyer, Lyle Fitch, Peter Drucker, James Bennett, and Manuel Johnson are 
among the many who have considered the matter. 2S One can summarize 
this literature as follows: 

1. 	 In the public sector there is little incentive to perform effi
ciently, and management lacks effective control over human 
and capital resources; in the private sector generally there are 
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both carrots, in the form of raises and promotions, and sticks, 
in the form of demotions and firings. 

2. 	 Because capital budgets and operating budgets are generally 
arrived at through separate processes in the public sector, the 
opportunity to make tradeoffs between the two is limited. For 
example, it is more difficult to coordinate an investment in 
labor-saving equipment with a reduction in the size of the 
labor force. 

3. 	 Whereas a private firm generally prospers by satisfying paying 
customers, a monopolistic public agency can prosper even if 
the customers remain unsatisfied. When a private company 
performs poorly, it tends to go out of business; when a public 
agency performs poorly, it often gets a bigger budget. Paradox
ically, the budget can grow even as customer dissatisfaction 
grows; in this respect a rising crime rate is good for a police 
department, a housing shortage is good for a housing agency, 
and an epidemic is good for a health department. 

For all these reasons, one would expect the private sector to be a more 
efficient producer of services, and therefore "contracting out" would be supe
rior to "in-house" work. It must be stressed, however, that the difference 
does not arise because the people in the public sector are somehow inferior 
to those in the private sector; they are not. The issue is not public vs. private 
lmtJ1lonopoly vs. competition. 

Nevertheless, opponents of contract work raise these legitimate points, 
and no matter how persuasive the theoretical analysis or how deep the 
convictions of interested individuals, the issue must be resolved by empir
ical evidence. Such evidence is presented in chapter 6. 

Franchising is another institutional arrangement used for providing services. 
~ exclusive franchise is an award of monopoly privileges to a private firm 

,supply a particular service in a specified area, usually with price regula
~n by a government agency. (Concession is another term for this arrange
ment.) Nonexclusive or multiple franchises can also be awarded, as in the 
case of taxis. Leasing of government facilities, buildings, or land to private 
.firms for business use could be considered a form of franchismg. Franchises 
are not the same as simple licenses for selling food and liquor, practicing 
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medicine, and the like, which involve no comparable arrangement between 
government and the licensee. "Public-private partnership" is in vogue as a 
substitute for "franchise"-and, for that matter, for practically any agree
ment between government and the private sector. 

With franchises, as with contracts, government is the arranger and a 
private organization is the producer; however, the two are differentiated 
by the means of payment to the producer. Government (the arranger) pays 
the producer for contract service, but the consumer pays the producer for 

franchise service. 
Franchises are particularly suitable for providing toll goods, such as 

electric power, gas and water distribution, wastewater treatment, waste
to-energy incinerators, telecommunications service, ports and airports, 
roads and bridges, and bus transportation. Intercity toll roads in France 
are financed, built, owned, operated, and maintained by private firms for 
a fixed number of years and then turned over to the government. The 
"chunnel" under the English Channel is a franchise from the British and 
French governments. Private toll roads are reappearing in the United 
States.26 Concessions for food and other services on limited-access high
ways and in publicly owned parks, stadiums, airports, and so on, are also 
franchises. Table 4.5 shows the use of franchises for selected local gov

ernment services. 

TABLE 4.S-CiTY AND COUNTY SERVICES SUPPLIED BY PRIVATE 
FIRMS UNDER FRANCHISE ARRANGEMENTS 

Percentage 
using franchises Service 

20Gas utility operation and management 
15Electric utility operation and management 
14Commercial solid-waste collection 
13Residential solid-waste collection 

7Solid-waste disposal 
6Airport operation 
5Vehicle towing and storage 
4Utility meter reading 
2Ambulance service 


Note: Based on 1,504 responses to a survey of 4,935 local 

governments. 

Source: Derived from Rowan Miranda and Karlyn Andersen, 

"Alternative Service Delivery in Local Government, 1982-1992," 

Municipal Year Book 1994 (Washington, D.C.: International City 

Management Association, 1994),26-35, table 3/7. 
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Grants 
Toll goods and individual goods can be subsidized if their consumption is 
to be encouraged. They can be provided through two different arrange
ments: grants and vouchers. A grant is a subsidy given by government to 
the producer. The grant may be in the form of money, tax exemption or 
other tax benefits, low-cost loans, or loan guarantees. The effect of such 
grants is to reduce the price of the particular good for eligible consumers, 
who can then go to the subsidized producers in the marketplace and buy 
more than they would otherwise be able to. 

Under a grant arrangement the producer is a private firm (either profit
making or not), both the government and the consumer are involved as 
coarrangers (the government selects certain producers to receive grants, and 
the consumer chooses the specific producer), and usually both the government 
and the consumer make payments to the producer. 

There are numerous examples of grants. It seems as though every indus
try has had some special grant or tax-abatement program tailored for it; 
subsidies for farm products are obvious examples. Health facilities have 

. also been receiving large grants over a prolonged period to make medical 
care available and accessible to more people. Other grants have gone to the 
private housing-construction industry to build low-cost housing, and to 
privately owned bus lines. Cultural institutions, performing arts groups, 
and artists receive government grants, reflecting a judgment that their ser
vices benefit the public at large and should therefore be subsidized. 

Vouchers 
Like grants, vouchers are designed to subsidize the consumption of par
ticular goods by a particular category of consumers. Unlike grants, how
ever, which subsidize the producer and paternalistically restrict the 
consumer's choice to subsidized producers (if the consumer wishes to use 
the subsidy), vouchers subsidize the consumer and permit him or her to 
c~oose freely among the specified goods in the marketplace. With vouch
ers as with grants, the producer is a private firm, but with grants both 
government and the consumer select the producer, whereas with vouchers 
the consumer alone makes the choice. 

Vouchers may be direct or indirect. Food stamps go directly to an indi
vidual to be spent at the grocer's, whereas for housing the individual selects 
the housing unit and the government agency sends the monthly payment 
to the owner. Vouchers can be capped or uncapped; that is, they may have 
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a definite dollar value, as do food stamps or housing vouchers, or they can 
be open ended, as in Medicare, which pays all but a stated portion of med
ical expenses, or the GI Bill, which paid college tuition expenses for vet
erans. Other issues in the design of voucher programs include eligibility of 
recipients; regulations on using the vouchers; the relation between the value 
of the voucher and the cost of service; requirements for co-payments or 
deductibles; whether or not the individual can add a supplementary pay
ment to the voucher; and the nature of the payment-an expenditure, a tax 

credit, or a tax subsidy.27 
To provide food for low-income people, one could have a system of 

government-run farms, canneries, and food markets as in the former Soviet 
Union, or a system like Mexico's CONASUPO, a government agency that 
buys food at market prices and sells it at a loss through stores located in 
low-income areas. Alternatively one could give to eligible recipients vouch
ers (food stamps) to be used in ordinary, existing food stores and thereby 
take advantage of market systems for growing, processing, and distribut
ing food. Not only are vouchers far more cost-effective, but they afford 
greater dignity to the recipient, who buys food at the same store everyone 
else uses instead of at a special store labeled, in effect, "This store is for 
poor people only." CONASUPO by contrast, is not targeted and can sub
sidize anybody. (My friend, a well-paid United Nations employee stationed 
in Mexico City, used to do his shopping at the agency's stores, and stories 
abound of maids going in chauffeured autos to do the household shopping 
for their masters.) Urban bus systems have the same shortcoming if they 
are subsidized and fares do not cover the full costs: all riders receive fare 
subsidies instead of only a targeted population. Vouchers for low-income 
passengers would be more cost-effective. 

With a voucher the consumer is strongly motivated to shop wisely and 
look for bargains because the money will go farther and can buy more; the 
behavior of a subsidized consumer should be indistinguishable from that 
of an unsubsidized one. The advantages of vouchers are recognized, and 
their use by state and local governments has been growing. They are used 
for food, housing, medical services, transportation, child care, education, 
programs for the elderly, home care, ambulance service, recreation and 
cultural services, and drug and alcohol treatment. They are also being used 
for job training for experienced but displaced workers.28 Less common 
uses are in criminal justice (as rewards for turning in guns and for good 
behavior on parole), and in environmental protection (for turning in gas
powered lawn mowers and for installing low-flush toilets}.29 

As with all arrangements, there are limitations as to how and when to 
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use vouchers. The ideal conditions under which a voucher system will 
work well can be summarized as follows: 30 

There are widespread differences in people's preferences for the 
service, and these differences are accepted by the public as 
legitimate. 

There are many competing suppliers of the service, or start-up 
costs are low and additional suppliers can readily enter the 
market if the demand is there. 

Individuals are well informed about market conditions, includ
ing the cost and quality of the service and where it may be 
obtained. 

The quality of the service is easily determined by the user, or 
else the producer is licensed and inspected by the state. 

Individuals have incentives to shop aggressively for the service. 

The service is relatively inexpensive and purchased frequently, 
so the user learns by experience. 

Food stamps satisfy all these conditions. Medicare and Medicaid satisfy 
y the first condition: Competition by service providers is conspicuously 

because of regulation by state agencies and medical societies; con
gU-llll..-.L~ are not well informed about service cost and quality; the quality of 

is difficult for consumers to gauge; consumers have little incentive to 
and the service is purchased infrequently. A different approach to med-

I care for the indigent would be to replace Medicaid "vouchers" with 
-insurance vouchers; the latter satisfy the above conditions better than 

former. Vouchers that would enable poor people to purchase health insur
offer the prospect of ending the inflationary pressure on health-care 
and bringing them under control. 

To the extent that enhanced citizen choice is valued, vouchers (subsi
to consumers) are better than grants (subsidies to producers), although 

both cases beneficiaries are restricted to the particular good. Cash grants 
ut this restriction would allow even greater choice, but they have a 

"'...uvus defect: people have a limited capacity to consume food and shel
but an unlimited capacity to consume money. Taxpayers may be will
to pay for life's necessities for the poor but less willing to trust welfare 

°ents with cash allowances. Moreover, people who are ineligible are 
likely to try to obtain cash assistance than to obtain food stamps and 

public housing; these programs are relatively unattractive to the nonpoor 
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and therefore can be better targeted to help the truly needy.31 Neverthe
less, cash is used in one successful voucher program: day care for children. 
Mothers required to work or undergo training in exchange for assistance 
can get cash to pay for informal child care. 

Note that vouchers as defined here are entirely different than vouchers 
in Russia and other post-socialist countries, where they are used to give cit
izens shares of former state-owned enterprises as a means of establishing 
private ownership. The use of such vouchers is discussed in chapter 8. 

Free Market 
The market system is the most common of all service arrangements. It is used 
to provide most ordinary individual and toll goods. The consumer arranges 
for service and selects the producer, which is a private firm. Government is 
not involved in the transaction in any significant way, although it may estab
lish service, safety, and labeling standards. For example, a common arrange
ment for refuse collection in small American cities is private collection. For 
reasons of public health the local government may require that all house
holds have their refuse collected at least once a week but may leave it up to 
each household to select and pay a private firm for the service. Similarly, gov
ernment can require an industrial plant to clean its effluent stream, but the 
work can be performed through the marketplace. 

Market arrangements are widely used to supply such necessary goods 
and services as food, clothing, water, electricity, housing, health care, edu
cation, transportation, manufactured goods, and income for retirees. 

Voluntary Service 

Charitable organizations, through their voluntary efforts, provide many 
human services to people in need. Other voluntary associations perform 
community services such as recreation programs run by sports enthusiasts, 
protective patrol by neighborhood associations, and fire protection by vol
unteer fire departments. These services might otherwise be provided 
directly by government agencies. In this arrangement, the voluntary 
mutual-aid association acts as service arranger and either produces the ser
vice directly, using its members or employees, or hires and pays a private 
firm to do the work. 

The organization may be an existing one or may be specifically created 
for a particular purpose. For individuals to coalesce and form such an 
organization, certain conditions must prevail: (1) the need or demand for 
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the activity is clear and enduring; (2) enough individuals are motivated to 
volunteer their time and money to satisfy the need; (3) the service is within 
the technical and material means of the group; and (4) the results are evi
dent to the group and provide psychic rewards and reinforcement. The 
community of interest may be geographic, as exemplified by a homeowner 
or neighborhood association formed to deal with local needs for greater 
safety, cleaner streets, more recreation, and so forth. Voluntary groups can 
also come together to provide worthy individual goods that deserve to be 
handled on a collective basis, although the goods may not be localized in 
a geographic sense. For example, individuals who share similar concerns 
form charitable associations that focus on particular illnesses (e.g., heart, 
lung, Lou Gehrig's disease, cystic fibrosis) and on specific social problems 

1(e.g., family planning, unwed mothers, adoption, drug abuse). This is pri
vatization by philanthropy.32 

Although formal volunteer efforts are widespread, there is little infor
mationavailable as to their extent, except for volunteer fire departments, 
which constitute more than ninety percent of all fire departments in the 
United States33 but account for only a small fraction of all firefighters 
because big-city fire departments are large and have few volunteers. Exist
ing organizations with a broad purpose may undertake specific services when 
the need arises. For instance, many religious organizations responded to the 
plea of New York's mayor for help in providing food and lodging for some 
~f the city's "street people." A 1999 survey showed that volunteerism among 

people is on the rise. 34 Voluntary efforts by the private sector can 
even major national undertakings, such as the 1984 Olympic Games 

in Los Angeles and the $265 million restoration of the Statue of Liberty. 
One of the greatest virtues of voluntary organizations is innovation, 

the ability to identify and address local needs creatively and promptly. The 
Children's Scholarship Fund, for example, was established by prominent 
business leaders alarmed by the shortcomings of public schools. It is spend
ing $140 million for 35,000 poor children to attend private or parochial 
schools. 35 Philanthropic giving overall is substantial: in 1997 Americans 

ted $143 billion to officially registered nonprofit organizations, of 
which $109 billion was given by individuals.36 Immense amounts of time 
and a great deal of money are also donated to informal, unincorporated vol
untary organizations, but these go unrecorded. 

Here is an amusing illustration of innovative voluntary action in the 
public interest. Under a 1980 law eagerly sought by the city, New York 
could no longer be sued for injuries or damages caused by a pothole or 
broken sidewalk unless the city had been informed previously about the 
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existence of that particular defect. Negligence lawyers, seeing their liveli
hood threatened, banded together and formed the Big Apple Pothole and 
Sidewalk Protection Corporation. This new, civic-minded, voluntary insti
tution hires workers who patrol the streets and mark the defects they find 
on maps, which they then formally turn over to the city! The document 
runs to 6,000 pages, which suggests that the lawyers will not soon starve 
for lack of work.37 

While one can laugh at the transparency of it all, the lawyers' self 
interest serves a public purpose. The city government, although responsi
ble for maintaining public thoroughfares, wanted to avoid the conse
quences of neglecting that responsibility. The private pothole patrol forces 
the city to weigh the cost of doing its job against the cost of negligence 
claims, which amounted to $42 million in 1997-of which the lawyers 
got a third.38 The lawyers, in pursuit of private gain, achieve a public ben
efit, just as Adam Smith foretold. 

Self-Service 
The most basic delivery mode of all is self-help, or self-service. Protection 
against fire and theft is obtained primarily by rudimentary self-service mea
sures, such as installing smoke alarms and locking doors. The person who 
brings newspapers to a recycling center, bandages a cut, or saves money 
for retirement is practicing self-service. 

The family as a self-service unit is the original and most efficient 
department of housing, health, education, welfare, and human services, 
providing a wide range of vital services to its members. Families dissatis
fied with conventional schools are braving formidable bureaucratic forces 
by teaching children at home; about two percent of K-to-12 children are 
home schooled. About one of every eight workers in the United States pro
vides direct care for aged parents, a figure expected to more than triple by 
2002.39 In Japan 70 percent of people over sixty years old live with 
younger relatives; only 6.3 percent of Americans over sixty do SO.40 The 
Japanese therefore have less need for government-supported nursing homes 
and senior-citizen housing. 

The terms coproduction and coprovision are sometimes used to refer 
to voluntary and self-service arrangements and to voluntary citizen contri
butions of time or money to public agencies41 (e.g., a volunteer in a county 
hospital or a donation to a school to buy a computer). Because they attempt 
to cover too disparate a set of actions, and because the prefix "co" is plainly 
inappropriate for the self-service arrangement, the words are avoided here 
in favor of the simpler and more descriptive terms we have used. 
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Arrangements for Common Services 

Some services may be provided under many of the ten arrangements 
described here. Table 4.6 (see pp. 88-89) shows how these arrangements 
are actually utilized in the United States to provide major local government 

. services.42 For example, transportation is provided through all ten of the 
arrangements, refuse collection and education through nine of the ten, and 

. even fire protection, the least versatile (in this respect) of the principal local 

. government services (although not shown in the table), is provided through 
five different arrangements: government service, intergovernmental agree
ment, contract, voluntary service, and self-service. 

Mixed Arrangements 
The ten organizational arrangements we have discussed here at length can 
be thought of as pure structures that can be employed either alone or in 
combination to provide a service. Specifically, it is possible to make effec
tive use in service delivery of multiple, hybrid, and partial arrangements. 

tiple arrangements can be employed by a jurisdiction for a single service. 
or example, in Indianapolis, five different arrangements were utilized in 

; different districts for the collection of residential refuse: municipal service, 
~ 

f.. 

Icontract service, voluntary service, free market, and self-service.43 There is 
:nothing wrong with using multiple structures simultaneously for the same 
service. On the contrary, by fostering comparison and competition among 
the different service producers, the result is likely to be superior performance; 
redundancy is good.44 This point is pursued further in chapter 7. 

Hybrid Arrangements 

In addition to multiple arrangements-the use of more than one arrangement 

to provide the same service in the same area-there are hybrid arrangements. 

For example, a franchised bus line that receives an operating subsidy (i.e., 

a grant) from the government represents a hybrid arrangement. The grant 

arrangement is the most common partner in hybrid arrangements, and it 

may be used to subsidize franchise, self-service, market, or voluntary 


:; arrangements. As noted previously, a grant may be in the form of a direct 

payment, a low-interest loan, or favorable tax treatment. In another hybrid 

arrangement, a local government may have contracts with two or more 
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TABLE 4.6-INSTITUTIONAL ARRANGEMENTS USED TO SUPPLY COMMON MUNICIPAL SERVICES 

Institutional Police Streets and Parks and 
arrangement Education protection highways recreation 

Government Conventional Traditional Municipal Municipal 
service public school police highway parks 

system department department department 
Government Local public Sponsor pays Circus pays Sponsor pays 

vending school accepts city for crowd town to clean town to clean 
out-of-district control by streets after park after 
pupil and is police at parade company 
paid by parents concert picnic 

Inter- Pupils go to Town buys County pays City joins 
governmental school in the patrol services town to clean special 
agreements next town; from county county roads recreation 

sending town sheriff located in district in 
pays receiving town the region 
town 

Contracts City hires private City hires City hires private City hires 
firm to conduct private guard contractor to private firm 
vocational service for clean and to prune 
training government plow city trees and 
program buildings streets mow grass 

Franchises Firm is 
authorized 
to operate 
city-owned 
golf course 
and charge 
fees 

Grants Private colleges 
get government 
grant for 
every enrolled 
student 

Vouchers Tuition voucher 
for elementary 
school, GI Bill 
for college 

Free market Private schools Banks hire Local merchant Commercial 
private guards association tennis courts 

hires street and golf 
cleaners driving 

range 
Voluntary Parochial schools Block association Homeowners' Private tennis 

service forms citizens' association hires club and 
crime-watch firm to clean fitness 
unit local streets center 

Self-service Home schooling Install locks and Merchant sweeps Swimming 
alarm system, sidewalk in pool at 
buy gun front of his home 

shop 
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Hospitals Housing Refuse collection Transportation 
unty hospital Public housing Municipal sanitation Public transit authority 

authority department that runs bus service 

Stores pay town to 

I 
Company hires city 

collect their solid bus and driver 
waste for a special event 

arranges for Town contracts with City joins regional City is part of aresidents to be county housing solid-waste regional 
.treated at regional authority authority transportation.hospital 

district 

I"nty hospital Housing authority City hires and pays School board hires bus hires firm for hires contractor contractor to collect company for pupil cafeteriaservice for repairs and garbage transport 

I 
painting 

City franchises private Government gives 
firm to collect company exclusive 
garbage and charge right to operate bus 
residents service 

ernment grant Grant to private firm City charges user fee Government subsidizes o expand to build and but subsidizes bus purchases nprofit hospital operate low- elderly and low- for private 
income housing income households bus firm 

icaid card Voucher enables Transportationrmits holder low-income voucher for elderly get medical tenant to rent and handicappedre anywhere any acceptable, to use for 
affordable unit taxis, etc. 

Ordinary private Household hires Free market for jitneys, 
housing private firm to private cars for hire 

provide service 

Housing cooperative Homeowners' Carpools organized by 
associ a tion hires groups of suburban 
firm to provide neighbors
service 

Do-it-yourself home Household brings Driving one's own car,
construction refuse to town cycling, walking 

disposal site 



91 90 PART TWO: THE THEORY OF PRIVATIZATION 

private day-care providers but allow an eligible mother to choose the one 
for her child; this is a hybrid of a contract and a voucher. 

Partial Arrangements 

Partial arrangements are also widely employed. Services are usually com
prised of a bundle of separate but coordinated activities, each of which could 
be supplied separately through different arrangements. As a result, a com
prehensive service may be part governmental, part contract, part voucher, 
and part self-service, for example. 

Complex services can be divided along either operational or functional 
lines. Operationally, for instance, prison activities include food service, med
ical service, inmate counseling, education and vocational training, recreation, 
facility maintenance, security, and industrial work programs. All these ser
vices have been contracted out, while the main activity of housing and guard
ing the prisoners is usually carried out by a state corrections agency. The 
service in this case is part contract and part governmental. Increasingly, how
ever, private contractors build and own prisons, charging the state govern
ment on a daily basis for each prisoner. 

In bus transportation, the following operations can be separated and 
handled by private contractors, even if the basic service is performed 
mostly by a public agency: plowing snow from bus routes, towing dis
abled buses, maintaining buildings, and performing custodial work, body 
work, brake repairs, transmission repairs, engine repairs, painting, and so 
on. Again, the result is a combination of arrangements which together 
comprise the overall service. 

A service can also be separated along functional lines, and partial con
tracting can again be employed. For example, a government agency can own 
the capital facilities required for a service but contract out the service itself. 
(For example, Minneapolis owns vehicle-impoundment lots but contracts out 
vehicle towing to firms that supply their own tow trucks and labor.) Con
versely, an agency can produce the service but rent the privately owned build
ings and equipment it needs. Another approach is to have the principal 
function run by a government agency but contract for support services such 
as accounting, printing, legal work, and transportation. Still another approach 
is to contract only the management of an otherwise governmental service; this 
has been done for public bus systems and public hospitals. A variant of this 
is to contract for managing only the support services of a hospital or school, 
or for managing a physical facility; in effect, the resident manager is a con
tract department head for the hospital or school administrator. 

ALTERNATIVE ARRANGEMENTS FOR PROVIDING GOODS AND SERVICES 

For capital-intensive facilities such as water-treatment plants, bridges, 
and airports, arrangements can get complicated because the simple trio of 
arranger, producer, and consumer does not begin to account for all the 
"participants. These include the organizations responsible for planning, 
:'owning, financing, designing, building, managing, regulating, and bearing 
-risk for the facility. These complex arrangements for infrastructure pro
.Ijects-identified broadly as joint ventures or public-private partnerships
-are reviewed in chapter 9. 

,The Relationship between Arrangements and Kinds of Goods 
Of the ten institutional arrangements for providing services, which can be 
'used for what kinds of services? This question can be answered by referring 
to the intrinsic nature of the service in question. It is clear that individual 
goods can be provided by any arrangement, including voluntary service (i.e., 
simple charity). In the United States, except for worthy goods, individual 
goods are not generally supplied by government, intergovernmental agree

'ment, contract, or franchise arrangements, although in principle they could 
be. Indeed, in some countries individual goods were routinely supplied by 
government. For example, in the Soviet Union most retail shops were oper
ated by a municipal agency, and most food was grown on state farms (which 
explains the poor food supply). In some corrupt regimes exclusive franchises 
are (unnecessarily) created by governments to supply individual goods that 

near-necessities; the result is equivalent to government-sanctioned extor
tion. This was the case with the colonial British monopoly on salt in India, 

hich led to Mahatma Gandhi's first major nonviolent protest. 
Toll goods, which, like individual goods, are subject to exclusion, can 

be provided through any of the ten arrangements except self-service 
(because toll goods involve joint consumption). 

Collective goods can be supplied by government service, by intergov
ernmental agreement, by contract, or by a voluntary arrangement. They 
cannot be provided through franchises, grants, vouchers, vending, or the 
.marketplace, as these structures all require exclusion to be effective, and 
collective goods, by definition, do not permit this. 

Goods that are intrinsically common-pool goods are provided by nature, 
but we saw in chapter 3 that government action can, in effect, create such 
goods and give them away, in which case government service, intergovern
mental agreements, contracts, grants, or vouchers can be used to supply them; 
free-lunch programs and medical care have been identified previously as 
falling into this class of government-created common-pool goods. Voluntary 
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arrangements can also create and supply such goods, as exemplified by a 
charitable organization that offers food and shelter to the needy. 

The situation is summarized in table 4.7, which shows the different 
arrangements that can be used to supply each of the different kinds of 
goods. The table makes it clear that each kind can be provided through 
more than one arrangement. Voluntary service, government service, inter
governmental agreements, and contracts are the only arrangements that 
can supply all four kinds of goods. Self-service is the most limited arrange
ment, for it can supply only individual goods. 

Comparing the Arrangements 
What are the relative advantages and disadvantages of each arrangement? 
If more than one arrangement can be used to deliver a particular service, 
which is best? In what way? Several important attributes must be consid
ered in attempting to answer these questions. 

specificity ofService 
Some services can be specified with little ambiguity and little chance of mis
understanding. Others cannot, and they therefore allow different interpre
tations of what the service entails. This is particularly true of services whose 
quality is difficult to measure, such as day care and other social services. 
These services present an added level of complexity in contracting, although 

not an insuperable one. 
Services that can be specified in detail can readily be provided by any 

of the arrangements, but those that can be defined only in broad terms 

TABLE 4.7-KINDS OF GOODS AND THEIR DELIVERY ARRANGEMENTS 

Service arrangement 
Individual 

goods 
Toll 

goods 
Collective 

goods 
Common-pool 

goods 

Government service x x x x 

Government vending 
Intergovernmental agreements 
Contracts 

x 
x 
x 

x 
x 
x 

x 
x 

x 
x 

Franchises 
Grants 
Vouchers 

x 
x 
x 

x 
x 
x 

x 
x 

Free market 
Voluntary service 

x 
x 

x 
x x x 

Self-service x 
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cannot easily be provided by intergovernmental agreement, by contract, by 
franchise, or by grant, unless the service is already being performed, in which 
case a service arranger says, in effect, "I can't describe it but I like what 
you're doing and I'd like to buy some of it too." This is what happens when 
a school district sends its students to a school in a neighboring district, for 
instance, or engages a firm that is carrying out a totally different program 
of education, such as the Edison Project.45 

If a service cannot be clearly specified, how can anyone or any arrange
ment supply it satisfactorily? In particular, how can a government agency or 
anyone else perform that service satisfactorily if it is not at all clear what the 

. service calls for, and what "satisfactory" means? Only with close supervision, 
extensive monitoring, frequent feedback from the consumer to the producer, 

. close coordination between upper and lower echelons of the producing orga
nization, frequent adjustments and corrections, and, in effect, constant nego
tiation between the consumer and the producer to balance expectations, 
capabilities, and achievements. These conditions can best be achieved where 
no third party stands between the consumer and producer, a situation real
ized when the consumer is the arranger (e.g., food stamps) and also when the 
producer is the arranger (e.g., block patrol). Table 4.10 (see p. 107) shows 

. that the former circumstance obtains under market and voucher arrangements 
and the latter under government, voluntary, and self-service arrangements. 

Availability of Producers 
·For some services, many producers are already in existence or can readily 
be encouraged to enter the field; in other cases, there are few producers 
and it is difficult to attract more, either because a large capital investment 
may be needed or because of other barriers to entry. This factor, too, affects 
the choice of service arrangement, as contract, market, and voucher 
arrangements will work satisfactorily only if there are relatively many pro
ducers from which to choose. Chapter 7 discusses how to increase the 
number of potential producers. 

Efficiency and Effectiveness 
The three fundamental criteria of service performance are efficiency, effec
tiveness, and equity. Equity is discussed later in this chapter; efficiency and 
effectiveness are examined here. 

One of the most fundamental determinants of the efficiency and effec
tiveness of any arrangement is competition; that is, the degree of competition 
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that an arrangement permits will, to a major extent, determine how effi
ciently that arrangement will supply a service. Competition means that the 
consumer has a choice, and citizen choice is a revered principle in democra
tic societies. Provided that there are enough producers to select from, market, 
contract, and voucher systems are most conducive to fostering competition 
and thereby achieving economic efficiency. 

Franchising, grants, intergovernmental contracting, government vend
ing, and voluntary arrangements permit some degree of competition, 
although not as great as the aforementioned three. Government services, in 
contrast, generally operate as unrivaled, unregulated monopolies-even 
though relatively few such services are natural monopolies-and govern
ment bureaus in this situation are inherently subject to inefficiencies and 
inadequacies. They can take advantage of their monopolistic position to 
maximize their budgets or the total remuneration-monetary and nonmon
etary-of their managers and workers per unit of work. 

Scale ofService 
The scale of a service will generally affect its efficiency. The optimal scale of 
different services will differ, depending entirely on the technical characteris
tics of the production process. A one-room schoolhouse with a single teacher 
handling twelve different grades will not be as effective in providing a desired 
standard of education as a larger school with more specialized teachers, a 
library, audiovisual equipment, and the like. Similarly, it is extremely ineffi
cient for a small town with a one-man police force to have a full-time police 
dispatcher, a spare police car to use when the other is undergoing repair, and 
a full-time mechanic. At the other end of the scale, a very large police depart
ment may require so many coordinators, so many layers of supervisors, and 
so many reports and file clerks that it, too, is very inefficient. Some inter
mediate-size department is likely to be most efficient. 

Government service is likely to be inefficient because the production 
unit must, by definition, be the same size as the consumer unit, without 
regard to the optimal size. Therefore, if the most efficient size for a school 
system is one that serves 50,000 people, then cities with populations of 
1,000, 10,000, 100,000, or 1 million will all be inefficient if each has its 

own school system. 
All of the arrangements except government service, and self-service gov

ernment vending, can achieve economies of scale by allowing the size of the 
producer to be independent of the size of the arranger, thereby permitting the 
producer to be of optimal size. Intergovernmental agreements are more flex
ible than government service in this regard, but they are not as flexible as 
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contract or voucher arrangements, for the producer is limited to the size of 
either an existing jurisdiction or a new jurisdiction that could be created by 
aggregating existing ones. Contracting and franchising are most flexible in 
their ability to take advantage of scale economies. If the most efficient size 
of a producer is smaller than the size of the jurisdiction that arranges for the 
service, then the jurisdiction can divide its territory into two or more sepa
rate areas, each of optimal size. If the jurisdiction is too small, then the fran
chisee or contractor can nevertheless achieve optimal size by selling its services 
to other nearby jurisdictions as well. (This is a feasible option even in the case 
of a franchise service that requires a large capital investment in a geograph
ically circumscribed area, such as water supply or sewage treatment.) 

For example, consider a small town that collects residential garbage 
using a two-truck municipal unit. Assume that the optimal size of a 
provider for this service is eight to ten trucks, because of economies of 
scale. This town, and other nearby small towns, would save money by 
contracting with a private firm of the right size that sells its services to sev
eral towns in the area. 

Relating Benefits and Costs 
Efficiency is more likely to be realized when there is a direct link between 
paying for the service and realizing its benefits, and the consumer has an 
economic incentive to shop wisely. Such a link exists only for private and 
toll goods. The consumer pays the producer directly in market, voucher, 
grant (in some cases), and franchise arrangements; these do not involve any 
third party as an intermediary. For example, the consumer pays the grocer 
directly with food stamps (a voucher), and the telephone subscriber pays 
the local telephone company (a franchise). Voluntary service may have this 
characteristic, as in a housing cooperative or a country club, for example. 

One might say that government service does not interpose an inter
mediary between the consumer and the producer either, for the taxpayer
consumer pays the producer (government); however, unless a user charge 
is levied, the link between the act of paying taxes for government service 
and the act of consuming a particular service is far more attenuated than 
it is for market, voucher, grant, or franchise arrangements. 

Responsiveness to Consumers 
Direct contact between consumer and producer should result in more 
responsive service as well, particularly when the consumer can exercise 
some choice. This relation prevails when the consumer is the arranger, as 
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in market and voucher systems, in voluntary service when no contract is 
involved, and in arrangements that involve multiple grantees and fran
chisees. This is obviously true for self-service. 

Susceptibility to Fraud 
At first glance, it appears that several of the arrangements are particularly 
vulnerable to corruption, which, in addition to its moral impact, increases 
the cost of service. The award of government contracts, franchises, and 
grants is obviously susceptible to bribery, collusion, and extortion. Vouch
ers are vulnerable to a variety of fraudulent schemes, as evidenced by the 
counterfeiting, theft, sale, and illegal redemption of food stamps. Oppo
nents of these arrangements cite these weaknesses and point to the appar
ent superiority of government services (and by implication, inter
governmental agreements) in this respect. This matter is discussed in detail 
in chapter 11, which concludes that the situation is symmetrical and that 
neither the public nor the private sector is exempt from this problem. 

Economic Equity 
Do the arrangements differ in their ability to provide services to consumers 
in a fair and equitable manner? Two separate issues can be distinguished 
here: equity with respect to financial means; and equity with respect to 
race, religion, or other such characteristics. This section deals with the 
former and the next section with the latter. 

Many consider the market mechanism to be inherently equitable in that 
all people are treated equally and (in principle) everyone pays the same 
amount of money for the same thing. Others consider the market mecha
nism to be inherently inequitable because incomes are distributed unequally 
and therefore rich people and poor people cannot both buy the same things. 
Those who make this latter argument equate equity with equality. They 
view market, voluntary, and franchise arrangements as similarly inequitable, 
insofar as the ability to obtain service is dependent on income, as in paying 
for water, electric power, transportation, or recreation. The other organized 
arrangements (excluding self-service), however, are alike with respect to this 
issue. Grants, contracts, intergovernmental agreements, and government 
service can all be used to dispense services in whatever manner is deemed 
equitable by the appropriate government body, as can vouchers, which are 
deliberately designed to equalize access to services. 

This is an important point. Many who oppose privatization on the 
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grounds that it is unfair to the poor assume mistakenly that privatization 
requires a pure market arrangement, and they conjure up the vision of 
every family, rich and poor alike, paying individually to send their toddler 
off to school, for example. This is not the case at all, as we have seen. Col
lective goods can be provided by contract and financed by taxes; private 
goods and toll goods for the needy can be supplied by vouchers; both 
approaches allow whatever degree of redistribution is desired by society. 
The arrangements differ in the extent to which they facilitate redistribu
tion of goods and services. 

Racial Equity 
There is another important dimension to equity besides economic redis
tribution: equality of treatment without discrimination on grounds of race, 
color, or creed. Does privatization make any difference to members of 
minority groups? This question can be divided into two, more focused 
questions: What is the effect of different arrangements on jobs for minori
ties, and what is their effect on services for minorities? 

Effect on employment. The federal government and many state and local 
governments were among the first organizations in the United States to 
eliminate discriminatory hiring practices. As a result, they tend to have 
relatively more minority employees, and more of them in higher-paid posi
tions by virtue of promotions and seniority. (In 1980, 27.1 percent of all 
employed blacks worked for government, compared to 15.9 percent of 
whites.46 ) At first glance, therefore, it might appear that privatization will 
cause proportionately more job losses and fewer job opportunities for 
minority workers. 

There is little justification for this fear. In the first place, privatization 
creates jobs in the private sector, and private firms no less than governments 
are subject to laws prohibiting discrimination in hiring and can be made to 
conform to the letter and spirit of the law as closely as state and local gov
ernments can. In fact, private firms may be better in this respect than the 
federal government: Congress exempted itself from the laws on equal 
employment opportunity and did not have to practice "affirmative action" 
in hiring congressional staff members. In any event, the major study of this 
issue found that minority workers displaced from municipal jobs by priva
tization were hired by private contractors in about the same proportion as 
they had been employed by city departments.47 

In the second place, nondiscriminatory hiring is not always the practice 
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in governments. Many government agencies throughout the world are dom
inated by particular ethnic, linguistic, religious, or tribal groups; indeed, an 
individual agency is often considered the private preserve of one group. In 
the United States this practice is contrary to official policy and is fading, but 
it can still be observed in older eastern cities. In other countries the practice 
is often a matter of policy that is understood but is not made explicit. (In 
Southeast Asia, for example, privatization is viewed as tantamount to 
"Sinofication" because many private entrepreneurs are ethnically Chinese.) 

I observed a case in the United States wherein a change from munici
pal to contract service resulted in a fairer distribution of jobs for minori
ties. The contractor's newly hired workforce closely reflected the city's 
current demographic composition, whereas the agency's own workforce 
reflected the city's earlier composition because an older immigrant group 
still dominated the civil service. 

The third and final point with respect to the job issue has to do with 
entrepreneurial opportunities. Privatization affords ambitious members of 
minority groups the opportunity to start their own businesses and to pros
per. Minority communities in urban areas are particularly well situated in 
this regard. Many municipal services require only modest amounts of cap
ital and are technologically simple, requiring no professional training. These 
characteristics are attractive to many potential businessmen and business
women in minority communities. These individuals can start firms that 
would supply municipal services by contract or franchise. In New York 
City, black immigrants from the Caribbean started van services to improve 
transportation in minority communities but the city's bus agency fights them 
tooth and nail to restrict their operations and put them out of business. 
Legitimizing those operations and incorporating them into the city's tran
sit network would be good public policy and has long been advocated48

unsuccessfully so far, due to the power exercised by the transit employee 
union over the City Counci1.49 

Governmental encouragement of minority entrepreneurship has usually 
been expressed in the requirement that a certain portion of contracts be set 
aside and reserved for minority firms or that prime contractors subcontract 
a certain fraction of their work to minority-owned firms. Despite the laud
able intent of such restrictions, namely, to improve the economic condition 
of minority groups, such "set asides" have been marred by the creation of 
dummy corporations, paper exchanges of assets, fictitious billing, influence 
peddling, and other evasions of the spirit if not the letter of such laws. 
These quota-based methods have been attacked in courts and legislatures 
as discriminatory, and their survival is questionable. 
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The opportunity for market-based (instead of quota-based) minority 
entrepreneurism via privatization was recognized by the Bedford-Stuyvesant 
Restoration Corporation, an economic development unit in a minority com
munity in Brooklyn, New York. The corporation created an indigenous, 
neighborhood-based, locally owned company to bid for municipal work, 
but opposition to any contracting from public employee unions aborted the 
plan. Basically, the political power of the latter was greater than that mus
tered in the minority community. 

Despite this local setback, numerous minority entrepreneurs in the 
United States have started in business through privatization. The trucking 
industry provides a useful lesson about the business opportunities available 
to minority entrepreneurs through the marketplace. For many years it was 
necessary for a would-be trucker to prove beforehand that his entry into 
the business was a "public necessity and convenience." (Surely the best 
way to demonstrate this is to allow someone to enter the business and see 
if he survives!) The effect of such regulation was to keep blacks out of the 
trucking business, even though the minimal capital and training require
ments made this an eminently suitable activity for black entrepreneurs. 
The situation changed in the early 1980s after trucking deregulation. 
Modest as it was, deregulation tended to transform this activity from a 
restricted franchise to a market arrangement, enabling blacks, no longer 
subject to de facto exclusion, to triple their participation in the industry.5o 

In summary, job opportunities for members of minority groups appear 
to be pretty similar regardless of arrangement. In particular, government 
service seems no better or worse than any other arrangement on this score. 
Moreover, as explained in chapter 11, no job losses need occur when 
public services are privatized by contracting. 

Effect on services. Turning to the other part of the main question, do the 
arrangements differ with respect to level and quality of services to minori
ties? This is not merely a hypothetical concern. A court found that the 
town of Shaw, Mississippi, which had racially segregated neighborhoods, 
supplied its tax-paid municipal services-street lights, sewers, and paved 
streets-in a highly discriminatory manner. Whereas the town's popula
tion was 60 percent black, (1) all the modern street lamps were in white 
neighborhoods; (2) 98 percent of all the homes fronting on unpaved streets 
were occupied by blacks; and (3) 19 percent of black-owned homes were 
without sewer service, compared to only 1 percent of white-owned 
homes.51 All three inequitably distributed services were supplied directly by 
the local government. 
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Obviously, a government that discriminates against some of its citi
zens as a matter of unspoken policy can do so using contracts, grants, 
vouchers, or any other arrangement in which it has a hand. Sometimes, 
however, contracting can eliminate bias. For instance, a study I made 
uncovered the following practice in a city that once had municipal collec
tion of residential waste. When the city agency could not complete its daily 
collections on time, it generally coped by skipping the black neighbor
hoods, which had relatively little political influence. When the city changed 
to a contractor, this no longer happened. The contractor methodically com
pleted his assigned daily work, paying overtime if necessary, and was obliv
ious to the political strength or weakness of different neighborhoods. 

Like all taxpayers, minority groups have a stake in more efficient use of 
public funds. Nevertheless, to the extent that minority groups have lower 
than median incomes on average, they are more dependent on government
provided services than wealthier groups and they rely more on private goods 
that have been collectivized. Therefore, any arrangement that results in better 
quality of service, or in more cost-effective service (which makes more money 
available to government) is likely to benefit minority groups more. 

In summary, vouchers are particularly advantageous for low-income, 
minority-group members because it gives them greater choice. Housing 
vouchers and day-care vouchers are widely used by low-income groups, 
and blacks strongly favor vouchers for educating their children. 52 Minor
ity groups seem to be served equally well or poorly by any of the differ
ent arrangements when it comes to equity in jobs, but when it comes to 
equity in services they are better off with vouchers or with any particularly 
efficient arrangement such as contracting. 

Responsiveness to Government Direction 

Public services can be used as a vehicle to advance other governmental 
purposes, such as regional economic development. The location of military 
bases in certain favored areas of the country exemplifies this traditional, 
pork-barrel approach. Government, grant, and contract arrangements are 
equally responsive to such guidance. 

Contrary to what one may think, however, direct government service 
does not assure effective control or direction by elected officials. Executives 
from the private sector who are appointed to head government agencies 
are astonished at how little actual control they have over their agencies. 
The combination of ossified civil service rules, powerful public-employee 
unions, and inflexible traditions accounts for this effect. It explains much 
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of the frustration encountered by would-be agents of change who enter 
office on platforms that promise reforms. 

It is generally easier for a public agency to influence the behavior of a 
private organization than the behavior of another public agency.53 Several 
examples illustrate this. City housing inspectors are better able to persuade 
private landlords than public housing authorities to correct deficiencies. A 
judge placed the Boston Housing Authority (BHA) in receivership and cas
tigated it, accusing it of "gross mismanagement, nonfeasance, incompe
tence and irresponsibility." He concluded, "If the BHA were a private 
landlord, it surely would have been driven out of business long ago or its 
board jailed or most likely both."54 Similarly, the director of the u.S. Office 
of Management and Budget remarked that if the Securities and Exchange 
Commission had jurisdiction over federal budget documents, members of 
Congress and the administration "would be in jail."55 

The Tennessee Valley Authority also illustrates this point. It has been 
notably recalcitrant in reducing its air-polluting emissions despite pressure 
from environmental control agencies, 56 and it was accused of filing a mis
leading report to the Nuclear Regulatory Commission about an accident 
at one of its nuclear generating plants.57 Perhaps the ultimate example of 
government agency immunity to the law is provided by two frustrated con
gressmen. Exasperated by evidence that the Postal Service practiced decep
tive advertising with respect to its airmail and special delivery services, 
and calling it fraud, they asked for an investigation. The Federal Trade 
Commission declined on the grounds that it cannot investigate another 
government agency. 58 

No firm conclusion can be drawn from these anecdotal illustrations, 
but not even government service stands out as being more responsive to 
government direction or control than any other (with the obvious excep
tion of voluntary and self-service arrangements). 

Size of Government 

Measured by the number of employees, government is largest under gov
ernment service, of course, and least under market, franchise, voluntary, 
and self-service arrangements. Contracts, grants, and vouchers require gov
ernment expenditures but relatively few government employees because the 
latter are needed only to administer services and not to produce them. In 
addition, if these last three arrangements are more efficient than government 
service, they tend to limit government spending, although not as much as 
franchise, market, voluntary, or self-service arrangements limit spending. 

http:plants.57
http:agency.53


102 PART TWO: THE THEORY OF PRIVATIZATION 

Vouchers and grants can lead to large government expenditures even 
though the number of government employees is small. Food stamps 
(vouchers) have cost about $30 billion per year, and housing grants have 
created a $250 billion debt. 

Conclusion 

The arrangements clearly differ with respect to the characteristics already 
discussed. These differences are summarized in table 4.8. When the dis
cussion concluded that the arrangements are essentially equivalent with 
respect to a characteristic, that characteristic is omitted from the table, so 
that the listing shows only significant differences between arrangements. 
In the table, a double plus (++) sign (or a blank) appears when the 
arrangement possesses (or lacks) the indicated characteristic to a signifi
cant degree. If the characteristic is present to some degree, or to a minor 
extent, this fact is denoted by a single plus (+) sign. 0 bviously, these are 
subjective ratings. 

Having said this, it is nevertheless possible to inspect the table and 
form some initial impressions. If one merely tabulates the number of 
pluses-an embarrassingly simplistic approach-the voucher system and 
the market system stand out with almost unbroken strings of positive 
attributes; government service, government vending, and intergovern
mental agreements have the fewest positive attributes. This is a result of 
the values implicit in the table; all attributes are weighted equally, and so 
a different emphasis on redistribution, on efficiency, and on limiting the 
size of government would produce different outcomes. One can generate 
other versions of this table by adding other attributes and by assigning dif
ferent weights to the listed attributes, for instance. This is left as an exer
cise for the reader. 

However one tinkers with table 4.8, one can view it in the light of 
table 4.7 to determine the best arrangement for each of the different types 
of goods. Market and voucher arrangements are best for individual and toll 
goods, voucher and voluntary arrangements are best for what are now 
treated as common-pool goods, and contract and voluntary arrangements 
are best for collective goods. 

The relatively high ranking of voluntary arrangements for delivering 
collective and common-pool goods should come as no surprise. Voluntary 
arrangements are, after all, a form of self-government and generally offer 
maximum citizen participation. Democratic government has its roots in a 
voluntary social contract among citizens. 
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Privatization 

In seven of the ten arrangements the private sector is the producer: contracts, 
grants, vouchers, franchises, free market, voluntary service, and self-service. 
In the other three arrangements government is the producer: government ser
vice, intergovernmental agreements, and government vending. Arrangements 
are a static concept. Privatization is a dynamic concept that in the simplest 
sense means changing from an arrangement with a government producer to 
one with a private producer. To move in the opposite direction is to nation
alize, "governmentalize," or "deprivatize." 

Privatization can also be viewed in a more complex way. Table 4.9 
ranks the arrangements in descending order, with the most privatized 
arrangements at the top. Free market, voluntary service, and self-service 
arrangements, which are equivalent on this scale, are the ultimate in pri
vatization because they have the least government involvement. A fran
chise is next in this progression because, although in its pure form it 
involves no direct expenditures, government is the arranger. Vouchers, 
grants, and contracts are ranked in descending order in the table because 
they involve a decreasing degree of citizen choice and increasing govern
ment expenditures. (Government generally pays only part of the cost under 
a grant or voucher arrangement but the entire cost of a contract.) Gov
ernment vending is next because it relies on market incentives although 
government is the producer. Finally, an intergovernmental agreement is 
ranked higher than the government-service arrangement because it involves 
specifying and purchasing a service and is therefore more market oriented. 

This hierarchy is useful because it allows finer distinctions. A move from 
a lower arrangement in table 4.9 to a higher one is a form of privatization 

TABLE 4.9-HIERARCHY OF ARRANGEMENTS BY DEGREE 
OF PRIVATIZATION AND RELIANCE ON MARKET FORCES 

Arrangement 

Private-sector producer 
Free market; voluntary service; self-service 
Franchises 
Vouchers 
Grants 
Contracts 

Government producer 
Government vending 

Intergovernmental agreements 

Government service 
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in that it means relying more on the private institutions of society-notably 
markets-and less on government; this is the definition of privatization 
offered in chapter 1. 

Changing from government service to an intergovernmental agreement 
or government vending cannot logically be called privatization, but it does 
mean relying more on private-sector (market) mechanisms. Changing from 
a market to a grant arrangement (i.e., introducing a government subsidy) 
is the opposite of privatization because it makes less use of market forces, 
although the private sector delivers the service in both cases. Similarly, 
President Clinton's program to give students college scholarships (vouch
ers) after they have worked in community service is the opposite of pri
vatization and a form of nationalization for it means greater government 
involvement. That is, instead of working at jobs that are completely of 
their own choosing to save enough for college, young people in this work 
program are denied freedom of choice in the labor market and are 
restricted to government-approved jobs if they want the vouchers. 

The principal privatization transitions are 

• changing from government to contract, grant, voucher, franchise, 
voluntary, or market arrangements 

• eliminating grants (producer subsidies) in favor 	of voucher, vol
untary, or market arrangements 

• deregulating franchises where possible and eliminating price con
trols and entry barriers to permit market arrangements to 
respond to people's needs 

One could add a fourth transition, one not usually considered a form of 
privatization: imposing a user charge for government-supplied toll and 
individual goods; if the user is also given a choice between government and 
a private supplier, this is a change from service government to a govern
ment-vending arrangement, which is more market driven. The remaining 
chapters address in detail the first transition listed here, because it is the 
most significant one in practice. 

Public-Private Partnerships 

The term public-private partnership is commonly used in three different 
ways. First, it is used loosely, and somewhat pretentiously, to refer to any 
arrangement in which the public and private sectors join together to pro
duce and deliver goods and services. Contracts, franchises, and grants, for 
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example, satisfy this definition, but this book generally employs the more 
precise names of the arrangements. Second, it is used here and elsewhere 
for complex, multipartner, privatized, infrastructure projects. Third, it refers 
to a formal collaboration between business and civic leaders and local gov
ernment officials to improve the urban condition. 59 In this third case, cor
porations go beyond their usual role in the marketplace and become 
involved in schools, job training, downtown revitalization, urban redevel
opment, and much more. Government becomes more than a tax collector 
and provider of conventional municipal services and becomes a real-estate 
developer, business lender, and so on. Religious and nonprofit leaders add 
their moral authority and community outreach to the joint effort. Impor
tant as this large topic is, it is beyond the scope of this book. 

Summary 
Collective action to supply goods and services requires a government or vol
untary group to make decisions about the service to be provided, the level 
of service, and how to pay for it. One must distinguish between arranging 
(providing) for a service and producing (delivering) it. Ten different institu
tional arrangements are available for supplying goods and services: govern
ment service, intergovernmental agreements, government vending, contracts, 
grants, vouchers, franchises, markets, voluntary service, and self-service. 
They differ in the roles played by government, the private sector, and the 
consumer. Table 4.10 shows how the arrangements differ and how each 
arrangement is unique. The ten basic arrangements can be combined in mul
tiple, hybrid, and partial arrangements, resulting in a rich variety of alter
natives for delivering the services that people want. 

The arrangements differ in their suitability for providing each of the 
four classes of goods. Generally speaking, several arrangements are avail
able for supplying each class of goods; collective goods offer the fewest 
alternatives-only government service, intergovernmental agreements, con
tracts, and voluntary arrangements. Individual goods can be supplied by 
any arrangement. 

Several important criteria can be used to evaluate the different arrange
ments: (1) specificity of the service, (2) availability of producers, (3) effi
ciency and effectiveness, (4) scale of service, (5) relationship of costs and 
benefits, (6) responsiveness to consumers, (7) susceptibility to fraud, (8) 
economic equity, (9) equity for minorities, (10) responsiveness to govern
ment direction, and (11) size of government. 

The arrangements differ greatly with respect to these attributes, and no 
arrangement is ideal. Each has many positive features and lacks others; 
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TABLE 4.10-INSTITUTIONAL ARRANGEMENTS FOR PROVIDING PUBLIC SERVICES 

Service arrangement Arranger Producer Who pays? 
Government service 
Government 

vending 

Government 
Consumer 

Government 
Government 

Government 
Consumer 

Intergovernmental 
agreements 

Government (1) Government (2) Government (1) 

Contracts 
Franchises 

(exclusive) 

Government 
Government 

Private sector 
Private sector 

Government 
Consumer 

Franchises 
(multiple) 

Government 
and consumer 

Private sector Consumer 

Grants Government Private sector Government 

Vouchers 
and consumer 

Consumer Private sector 
and consumer 

Government 

Free market 
Voluntary service 

Consumer 
Voluntary 

Private sector 
Voluntary 

and consumer 
Consumer 

association association N.A. 
Voluntary service Voluntary 

with contract Voluntary association Private sector association 
Self-service Consumer Consumer N.A. 

Note: Government (1) and Government (2) are two different governments. 
N.A. =not applicable 

each has advantages or disadvantages, depending on the application. There 
is generally more than one good way to provide a service, and this should 
be recognized when planning new services or rethinking old ones. Deliv
ery arrangements should be selected by reason rather than by reflex. 

Given these criteria and the subjective value judgments presented pre
viously, one can rank the different arrangements. For both individual and 
toll goods, free-market and voucher arrangements are best. For common
pool goods, voucher and voluntary arrangements are best. For collective 
goods, contract and voluntary arrangements are best. 

Privatization means changing from an arrangement with high govern
ment involvement to one with less. The most important privatized arrange
ments from a policy perspective are the free market, franchise, contract, 
voucher, and voluntary arrangements. Government can privatize individ
ual and toll goods that it produces by divesting or withdrawing from the 
activity and allowing the market to supply them. It can privatize worthy 
goods by issuing vouchers, and collective goods by contracting and by 
encouraging voluntary action. 

Part 3 goes on to discuss in detail how to privatize government services 
and enterprises. 




