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Abstract: In many cases, the expected efficiency advantages of public-private
partnership (PPP) projects as a specific form of infrastructure provision did not
materialize ex post. From a Public Choice perspective, one simple explanation for
many of the problems surrounding the governance of PPPs is that the public
decision-makers being involved in the process of initiating and implementing PPP
projects (namely, politicians and public bureaucrats) in many situations make low-
cost decisions in the sense of Kirchgéssner. That is, their decisions may have a
high impact on the wealth of the jurisdiction in which the PPP is located (most
notably, on the welfare of citizen-taxpayers in this jurisdiction) but, at the same
time, these decisions often only have a low impact on the private welfare of the
individual decision-makers in politics and bureaucracies. The latter, for example,
in many settings often have a low economic incentive to monitor/control what the
private sector partners are doing (or not doing) within a PPP arrangement. The
purpose of this paper is to draw greater attention to the problems created by low-
cost decisions for the governance of PPPs. Moreover, the paper discusses
potential remedies arising from the viewpoint of Public Choice and constitutional
political economy.
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1. Introduction

Governments can often choose whether to produce public services like, for example, refuse
collection, road maintenance, fire services, park maintenance, or public transport not in-house
(i.e., by public employees/agencies) but through private sector companies. Apart from this
option of contracting out, which has been widely used in the USA, the United Kingdom, and
Australia for a long time (see Guttman, 2003, for an overview), there is the possibility of
producing public services in the form of a public-private partnership (PPP). In such a joint
venture, the public and the private partner(s) contractually agree on a certain division of work
with respect to the financing and/or production of public services or infrastructures. PPPs may
take a variety of forms depending on which tasks in the chain of financing/producing are
carried out by the private partner. There is, for example, the so-called DBFO model in which
the private sector company designs, builds, finances, and operates a hospital, school, prison,
motorway, administrative building, or another public infrastructure; see Grimsey and Lewis
(2007) and OECD (2008) for overviews of further PPP models. The conventional way—
usually denoted as ‘public procurement'—is to publicly finance and operate such
infrastructure, while the task of building is undertaken by a private contractor.

If a government is in financial difficulties, then the instrument of a PPP may offer a
promising solution. The capital from private partners can make feasible infrastructure projects
for which there is not enough public money available (Welch, 2006; Hammami et al., 2006).
Moreover, consulting firms frequently report that PPP arrangements in many sectors can be
expected to be more cost-efficient (i.e., cheaper) than conventional public procurement (see,
e.g., PWC, 2005; Deloitte, 2006; Ernst & Young, 2007; KPMG, 2009). The efficiency
argument is often used by public actors, too. Policymakers often justify the use of this type of
privatization policy by arguing that the particular PPP project is a ‘better’ way of infrastructure
provision (e.g., cheaper, faster, better quality, etc.) than conventional public procurement. For
example, in the mission statement of Germany'’s official “PPP-Project Database”, one can
read that “PPP stands for modern and efficient executive governance. Through a long-term
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projects more efficiently” (BMVBS, 2019, own translation from the German source).
However, in many real-world cases, the ex ante theoretically expected efficiency
advantages of PPP projects did not materialize ex post. Hence, in the debate about this form
of infrastructure provision, critics sometimes translate the acronym PPP as “P3 — Problem,
Problem, Problem” (Bowman, 2000). From the perspective of Public Choice theory (Downs,
1957; Mueller, 2003; Wagner, 2016), one simple explanation for many of the problems
surrounding the governance of PPPs is that the public decision-makers involved in the
process of initiating and implementing PPP projects (namely, politicians and bureaucrats) in
many situations make low-cost decisions in the sense of Kirchgassner (1992). That is, their
decisions may have a high impact on the wealth of the jurisdiction in which the PPP is located
(most notably, on the welfare of citizen-taxpayers in this jurisdiction) but, at the same time,
these decisions often only have a low (or even no) impact on the private welfare of the
individual decision-makers in politics and bureaucracies. As a result, in many settings, the
latter often have a low economic incentive to monitor/control what the private sector partners

are doing (or not doing) within a PPP arrangement.

The purpose of this paper is to draw greater attention to the problems created by low-cost
decisions for the governance of PPPs. Moreover, the paper discusses a number of potential
remedies that arise from the point of view of Public Choice theory and constitutional political
economy (Buchanan, 1987; Vanberg, 2005). In so doing, this paper intends to contribute to
the wider debate and literature on the adequate governance of PPPs (for a survey, see Vining
and Boardman, 2008) as well as to the politico-economic literature on “government failure”
(Shleifer and Vishny, 1998; Tullock et al., 2002) and “policy fiascos” (Oppermann and

Spencer, 2016).

2. The problem
Many reasons may contribute to an outcome where a PPP project turns out to be a bad deal
for citizen-taxpayers and society as a whole. In real-world settings, however, it is often very

difficult or even impossible (a) to identify all factors that have led to this type of policy fiasco,



and (b) to disentangle to what extent each single factor has caused and contributed to the
bad-deal outcome. But what we have is a huge body of anecdotal evidence (e.g., media
reports, reports by audit offices) that makes the point that in a number of cases, the public
partners—viz., political decision-makers and public bureaucrats involved in a PPP project—
at least to some extent contributed to the awkward outcome. The main argument of this paper
is that from the perspective of Public Choice theory in the tradition of Downs (1957) and others
(Mueller, 2003; Wagner, 2016), one reason for this type of government failure is that the
decisions of the public partners within a PPP arrangement are often low-cost decisions in the
sense of Kirchgassner (2008, p. 140): “The decision of the single individual is irrelevant for
the individual himself, but it is highly relevant for a single other individual (or for a group of

other individuals)” (see also Kirchgassner, 1992; Kirchgassner and Pommerehne, 1993).

Applying this concept to the specific context under investigation, one can say that the
decisions of politicians and public bureaucrats involved in PPP projects may have a high
impact on the wealth of the jurisdiction in which the PPP is located (particularly on the welfare
of citizen-taxpayers in this jurisdiction) but, at the same time, these decisions often only have
a low or even no impact on the private welfare of the individual decision-makers in the political
sphere and the bureaucratic hierarchy. For instance, in many settings public bureaucrats
often have a low economic incentive to monitor/control what the private sector partners are
doing (or not doing) within a PPP arrangement. In other words, the problem is that politicians
and bureaucrats often do not really have any ‘skin’ in the PPP game—to paraphrase Taleb
(2018) who, however, does not mention or refer to the Public Choice concept of low-cost
decisions as developed by Kirchgéassner and Pommerehne.

To have an analytical framework to discuss this control issue, it makes sense to model a
PPP project as a multi-level principal-agent relationship (see Figure 1, left column). In this
setting, democratically elected parliamentarians (as citizens’ Agent ) actually should control
the work done (or not done) by the executive branch, that is, by government politicians and
public bureaucrats. The latter constitutes ‘the government’ of a jurisdiction and, as citizens’

Agent Il, actually should control the work done (or not done) by the private sector partners



(Agent Ill). As the term ‘control’ may have many meanings, it should be noted that ‘control’ is
defined here following the economic agency theory (e.g., Arrow, 1985; Sappington, 1991) as
the activity of monitoring and, if necessary, sanctioning the behavior of certain agents. If one
takes into account the old proverb that ‘whoever pays the piper calls the tune’, then in the
multi-level principal-agent constellation displayed in the left column of Figure 1, the citizens
in the last instance have to be regarded as the ultimate principals of the private sector firms.
For via their tax payments, the citizens within a jurisdiction not only finance the politico-
administrative apparatus but they also fund the provision of public services contracted out to
private sector producers. Furthermore, besides the possibility of tax-financing, citizens often

pay a user charge directly to the private producer (e.g., in the case of toll roads).

PPP-PROJECT IN-HOUSE PRODUCTION
Citizens Principal | Citizens
I I
Parliament Agent | = Principal I Parliament
I I
Government (incl. Bureaucracy) Agent Il = Principal 111 Government
I I
Private Sector Firms Agent 11 Public Employees/Agencies
I I
PRODUCTION OUTPUT PRODUCTION OUTPUT

Source: Own illustration, inspired by Blankart (2008, p. 477)

Figure 1. Public-private collaboration as principal-agent relationship.

The crucial question is whether the principals in this multi-level game (i.e., citizens,
parliament, government) are willing and able to control the activities of the private sector
agents. For instance, governmental authorities have opportunities to control whether private
firms involved in a PPP project really meet the contractually specified objectives. Yet the main
problem in this context seems to be whether government politicians and public bureaucrats

can (or want to) adequately fulfill their control task. Undoubtedly, there may be an



informational asymmetry between the government (Principal Ill, Figure 1, left column) and the
private sector firm (Agent lll), which makes control difficult and expensive. There is, for
instance, the risk that private firms will exploit their informational advantages (e.g., concerning
production costs or quality) at the expense of their principals (e.g., pursuing a low-quality,
high-price strategy). As pointed out in studies dealing with the relative (in)efficiency of public
production, the transaction costs after the conclusion of a PPP project contract (e.g., in the
form of monitoring costs) may climb so high that conventional public procurement or in-house
production by public employees/firms gets the more cost-efficient production mode
(Borcherding et al., 1982; Hodge, 1999; Vining and Boardman, 2008).

As an aside, one should take into account that an informational asymmetry also exists in
the relationship between the government (Principal 11l) and the public producer (Agent Il1) in
the case of in-house production of goods and services (see Figure 1, right column). Even in
the in-house case, monitoring costs may accrue. So, in both cases, there is a task to
‘democratically’ control the private or public producer by the Principals | to Il (i.e.,
government, parliament, and citizens). However, without looking at a concrete empirical case,
it is difficult to evaluate what would be the more difficult: to control in-house producers (to
prevent shirking/slacking by public employees, for instance) or to control external private
sector producers (i.e., to detect breach of contract in whatever form).

Furthermore, instead of one-dimensionally claiming that there is a loss of democratic
control by government officials in the case of PPP deals, one should also account for the
possibility that the democratically legitimized controllers (i.e., government politicians and
public bureaucrats) have a weak or even no incentive to control the private sector partners
within a PPP. Public Choice scholars in the tradition of Downs (1957) do not tire of
emphasizing that public actors are not always and everywhere perfect agents of their citizen-
principals (see, e.g., Tullock et al., 2002; Mueller, 2003; Besley, 2006). They may have other
objectives in mind than, for example, carefully controlling the activities of the private
contractors. It cannot be ruled out that actors in the governmental apparatus and their private

contractors make bad deals at the citizen-principals’ expense (see, e.g., the anecdotal



evidence in Rugemer, 2004; von Weizsacker et al., 2005; Progressive States Network, 2007).

A bad deal in this context means that a PPP project turns out to be less efficient (e.g.,
more expensive) than traditional public procurement. Moreover, it may be the case that the
decision to enter into a partnership with a certain private sector company (particularly the
decision as to who gets the PPP project) is affected by the private sector contacts of the
politicians making such decisions. For example, it cannot be ruled out that local politicians
and/or their relatives and friends are on the payroll of construction firms (e.g., via consultant
contracts). This could particularly be the case at the local level where many councilors are
‘only’ part-time politicians, who need to carry out other jobs to earn their living. In other words,
not only in the area of conventional public procurement (e.g., Hyytinen et al., 2009; Coviello
and Gaggliarducci, 2017) but also in the field of PPP, it may be the case that relationships
between public and private partners (lobbying, corruption, etc.) play a role in the decision-
making of public agents. For instance, there may even be political corruption during the call
for tenders or other phases of the process of public-private collaboration (OECD, 2008;

Noltensmeier, 2008).

3. Potential remedies: Making low-cost decisions more costly

From the viewpoint of Public Choice theory (Downs, 1957; Mueller, 2003; Wagner, 2016) and
constitutional political economy (Buchanan, 1987; Vanberg, 2005), a fundamental
institutional-design issue with respect to PPPs as a specific type of privatization policy is the
question of how to design the rules of the PPP game in such a way that the public players
(i.e., politicians and bureaucrats) have an incentive to act in the interest of the jurisdictions’
citizens. This is because the latter are the ultimate principals in the multi-level principal-agent
structure depicted in the preceding section. Also, as mentioned above, it is by no means self-
evident that the citizens’ agents in the politico-administrative system are motivated to monitor
the behavior of private sector contractors. Instead of simply ignoring or accepting the problem
at hand (i.e., adopt a c'est la vie attitude), in what follows the paper will discuss potential

remedies for the possible problems caused by low-cost decisions in the area of PPP policy.



3.1 More transparency: Informing citizen-voters
One may argue that the choices political decision-makers make in the various phases of a
PPP project are actually not low-cost decisions as citizen-voters may ‘punish’ bad PPP deals
in the next election. So, being involved in a PPP fiasco may have a negative impact on re-
election-oriented politicians in terms of popularity and votes (see Kirchgéssner, 2019, for a
survey of the Public Choice literature on voting and popularity). Moreover, losing a political
office may have financial consequences if resigning politicians do not find an at least equally
high-paid job inside or outside politics afterwards. However, in this context, it should be
mentioned that elected politicians in advanced democracies often ‘fall softly’ as—depending
on age and seniority—they receive transitional payments or pensions after losing office
(Warfelmann, 2015). That is, for politicians nearing the official pension age, their political
decisions increasingly become low-cost decisions both in monetary terms (because they can
expect generous pensions) and in terms of votes and popularity (because they do not want
to be re-elected). In the legislative studies literature, it is well documented that the fact that
elected politicians are in their last period in office poses serious accountability problems as
these policymakers can no longer be held accountable by citizen-voters at the ballot box (see,
e.g., Geys and Mause, 2016, for a survey of the literature on the last-period problem).
Another problem that drives the PPP decisions of elected politicians towards low-cost
decisions is the fact that, in many situations, those actors who have the power to sanction
PPP fiascos at the voting box do not have sufficient information about the PPP projects. For
example, in Germany, there is a PPP database that includes more than 150 PPP projects.
But the information in this database is incomplete in the case of many projects and it can be
expected that many citizens are not aware at all that there exists a PPP database (Mause
and Krumm, 2011). Moreover, the database only includes ‘good news’ in the sense that, for
many PPP projects, the ex ante calculated efficiency gain of a PPP project compared to
conventional public procurement is reported. Usually, the implemented PPP projects are only
those which exhibit an expected cost-efficiency gain compared to conventional public

procurement. But readers do not get information about what happened after the conclusion



of the particular PPP contract. For instance, in a number of cases, it turned out that German
audit offices, which evaluated selected projects, calculated afterwards that the respective
PPP project was in fact more expensive than traditional public procurement (German Courts
of Auditors, 2011; see also European Court of Auditors, 2018). And this was the case not only
in Germany, but also in many other countries where there is currently no reliable official data
source providing information on PPP projects (OECD, 2008).

Thus, it would be helpful to have an official and publicly accessible database that includes
all relevant information for all PPP projects in a jurisdiction, so that citizen-voters, who are the
ultimate principals in the PPP game, have the opportunity to take into account what their
political agents are doing (or not doing) in the area of PPP policy in the next election. Such a
database could be hosted by a politically independent body, such as an audit office or
statistical office that has the power to collect the necessary information (Heine and Oltmanns,
2016). The Organization for Economic Co-operation and Development (OECD), the Statistical
Office of the European Communities (EUROSTAT), and national statistical offices provide
more or less detailed information on the activities of firms operating in the private sector of
the economy; for example, official data is available for the number of firms, the value added,
or the number of employees in different industries (energy, finance, mining, and so on). Why
is similar data not publicly available for (sub)national governments’ PPP activities in each of
the member countries of the EU and the OECD?

At this point, one may argue that providing more information to citizen-voters still does not
make bad PPP decisions more costly for elected politicians. Because from the viewpoint of
Public Choice theory, it can be expected that many citizen-voters behave rationally ignorant
in the sense that they—given that their individual vote will not be decisive in a large
electorate—will neither participate in elections nor will they inform themselves about politics
at all (Caplan, 2011). Moreover, it has to be taken into account that it may be the case that
many citizens in a jurisdiction may be dissatisfied with a PPP project and its political
management but they do not consider this in their individual voting decision as other factors

(e.g., partisanship, a certain policy problem, the niceness or charisma of a certain candidate;



see Poutvaara, 2017) are more important for them.

However, regardless of whether citizen-voters really use the provided PPP information, it
would be important to have the official and publicly accessible PPP database mentioned
above in a jurisdiction, so that at least the media (in particular, investigative journalists),
taxpayers’ associations, public finance experts, and interested citizen-voters can use them.
And it does not seem to be so far off to assume that at least some citizen-principals are eager
to know what is being done with taxpayers’ money and, therefore, have an incentive to cast
a critical look at the contractual relationships between the public and private actors. This may
especially apply for infrastructure projects at the local and regional level in the neighborhoods
of the citizens. Moreover, due to the rise of Internet-based social media, both individual
journalists and individual citizens have the power to cheaply distribute information about
politics (e.g., PPP fiascos) to a large number of people in a society. Though this offers new
options and powers to hold policymakers accountable, it is clear that social media in this
context may bring about new problems, such as the distribution of so-called ‘fake news’

(Schnellenbach, 2018).

3.2 Referenda: Allowing citizens to vote on PPP projects

In line with the principle of “normative individualism” as applied in constitutional political
economy, one may argue that the citizens of a jurisdiction in their role as “the ultimate
sovereigns” (Buchanan, 1991, p. 227) should have a say in the public policy area under
investigation. For instance, one may require that a (binding) referendum is held before a PPP
project is established. This certainly would not prevent problems from occurring in a PPP
project after the referendum. However, such a referendum would force policymakers to
explain to the public (a) why an infrastructure project has to be implemented via a PPP in the
specific situation, and (b) what the advantages of the PPP project are compared to other
modes of infrastructure provision. In short, it can be expected that due to information provision
and public debate prior to a referendum, there would be more transparency for citizens

compared to a case where PPP decisions are made in parliamentary meetings or even behind
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closed doors (Siemiatycki, 2007). Moreover, it can be expected that the announcement of a
referendum would trigger a lively public debate on the pros and cons of the respective
infrastructure project and the planned PPP, which would possibly lead to a better-informed
electorate (cf. the general discussion of this argument in Benz and Stutzer, 2004; Frey and
Stutzer, 2006; Frey et al., 2011). So, why are citizens not given the option to vote on PPP

projects in a referendum?

3.3 Linking public-sector pay to PPP project performance

Applying the pessimistic self-interest assumption of Public Choice theory, it can be expected
that the actors on both sides of the PPP market generally pursue not only the public interest
but also, or primarily, their private interests. Media reports and case study research provide
anecdotal evidence that politicians sometimes become ‘victims’ of private sector firms’
lobbying activities, in extreme cases leading to political corruption (Noltensmeier, 2008;
Rugemer, 2008). In any case, what seems to make sense is that politicians and administrative
staff are paid properly, so that they have little incentive to engage in corrupt activities. What
can be called ‘fair’, ‘just’ or ‘adequate’ pay for politicians and bureaucrats is, however, a matter
of a controversial public debate (Mause, 2014). Moreover, one may consider the possibility
of introducing a performance-based salary component for those public sector actors entrusted
with PPP projects in addition to the basic salary they receive. If a PPP project is successfully
implemented, then these actors would receive a bonus payment. Since it is often the case
that decision-makers are no longer in office when a PPP project turns out to be a bad deal,
one may also think about whether to subsequently ‘punish’ decision-makers, by reducing their
pension payments. To the author’s knowledge, no one in the public administration literature
has so far made this somewhat unusual proposal, but it may be worth considering. The
impending loss of a pension in the future would increase the costs of decision-makers in their

current PPP decisions.
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4. Concluding remarks

Public-private partnerships between governments and private sector companies have
received significant scholarly attention in recent years. Much has already been written about
PPPs as a tool of government and a specific type of privatization policy. Despite the huge
amount of literature, however, much remains to be explored with respect to this much-
researched phenomenon. The aim of this paper is to draw more attention to a phenomenon
that has so far been rather neglected in the PPP literature, namely that politicians and
bureaucrats—from a Public Choice perspective—often make low-cost decisions in the area
of PPP policy. The existence of low-cost decisions in this context provides an explanation,
among others, for the problems encountered in PPP projects. Apart from drawing more
attention to the low-cost phenomenon/problem, this paper has sketched potential remedies
to make low-cost decisions more costly for the decision-makers in the political sphere and in
the bureaucratic apparatus.

Most likely, there are no ‘perfect’ governance mechanisms that are able to completely
avoid problems occurring within PPP projects. Yet, the same also holds for conventional
public procurement transactions. But instead of simply doing nothing to tackle the low-cost
issue (i.e., to take up a c’est la vie stance), one can at least try to design the rules of the PPP
game in such a way that the likelihood of problems and PPP ‘fiascos’ is reduced. However,
what has to be taken into account in this context is that measures to tackle the low-cost issue
have to be designed in a manner that does not increase policymakers’ decision costs to a
level that is so high that politicians and administrative staff no longer dare to initiate PPP
projects at all. Despite the PPP project ‘fiascos’ that can occasionally be observed in the UK,
Germany, and other countries, it may well be that PPP projects are a success story and are
beneficial for both the private sector partners and for the society in which the PPP project is
located. Under certain conditions, public-private partnerships can improve efficiency in

building infrastructure.
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