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DI'l'RO IO

The malady of "too mu ch II government has seemed to

many to have an obvious cure: a stronger dosage of

private sector activity. Any successful effort to

restrain government spending, of course, must tilt

national product toward the private sector, and by

redrawing the boundary line between the public and

private sectors, augment the private role. It is

this assault on the perimeter of public sector

responsibility that now claims priority in domes

tic policy, at least in the United States.

For applied public finance, the private sector

model also has attained more immediate relevance.

The public sector has been urged to adopt private

sector principles directly, either by transferring

responsibility for service provision to private

firms or by adhering to the principles of private

markets, such as competition and pricing, in its

own service delivery. Although the injunction to

emulate the private sector may appear unambiguous,

several different principles have been advocated

by proponents of greater reliance on private enter

prise and markets.

Some have emphasized the efficiency advantages of

pr i vate providers . Competition among pr i vate,

profitmaking firms should encourage adoption of

least-cost production methods. This potentially

qualifies private firms as more efficient provid

ers than government, at least where it is possible

to price services and restrict access to them. But

superior production techniques can also be adopted

by public sector providers, and their use sus

tained by incentives other than profits . It then

becomes an empirical question whether private sup

pliers have aehieved eost reductions in delivering
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standard "public" services and, if so, whether

their cost advantages lie in production methods,

labor management, or wage rates.

Others have emphasized the role of pricing in

efficient service delivery. Charging customers for

the services they consume can restrain demand, and

allocate scarce resources to where the services

they produce have the greatest value. Prices a1so

can be used to allow the consumer to dec ide for

himself how much of the service he wants to ac

quire, given its price. Although pricing is an

essential feature of the private market model,

public authorities can (and frequently do) charge

prices for the services they provide. Whether used

by the public or private sectors, the establish

ment of a pricing system also can have other impor

tant consequences such as removing the redistri

butive element from service delivery and providing

only the "private" component, which individual con

sumers are willing to pay for. The actual effects

that public service pricing has had are an empiri

cal issue.

From a public entity' s perspective, one of the

most attractive features of the market model, in

any version, is the prospect that i t will help

restore budgetary balance. Governments have looked

to user charges to circumvent tax limitations;

individual public service authorities have looked

to special pricing mechanisms to insulate them

selves from the general budget reductions being

forced upon the state and local sector. Govern

ments often volunteer to shed functions with the

same criterion in mind: they propose to divest

themselves of services which, if performed else

where, would most improve their budgetary picture.
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In this paper, I attempt to assess the record and

promise of the public sector movement toward pri

vate market principles of service delivery. The

paper has three specific goais:

First, to exarnine the experience in the United

States to see if the avowed objective of lowering

public service costs through adoption of private

sector models has been achieved, and to assess how

mueh promise private sector methods hold for

future east savings.

Second, to exarnine how eos t savings have been

achieved, and what motivation lies behind the

recent acceleration of interest in turning over

responsibilities to the private sector. It is one

thing if pricing is intended to achieve, and does

achieve, greater effieiency in providing a given

set of services; it is something quite different

(though possibly also desirable) if public service

costs are lowered because pricing, or transfer of

service responsibility to the private sector, eli

minates the costly redistributive elements of

public service supply.

Third, I will consider some of the most important

side eonsequences for public sector budgets of

reliance on private firms and user charges. The

scramble to buttress individual service funetions

with independent revenue streams, like the selee

tive shedding of funetions, promises to alter

budget making in state and loeal governments.

For reasons of convention as much as anything

else, I have divided the paper inta two parts. The

first part treats the direct delivery of "public"

services by private firms, or joint provision of

these services by the public and private sectors
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in collaboration with each other. The second part

treats the use of pricing principles in the public

sector.

The enterprise undertaken here is not without i ts

difficulties. The economic theory of alternative

service supply proves to be rudimentary. For that

reason, most of the analysis has been devoted to

empirical testing of hypotheses about the cost sav

ings to be achieved from private sector models of

service delivery. This marshalling of facts tends

to be specific to the United States and is sensi

tive to the particular institutions involved in

service delivery. Evidence of this type often does

not trave l weIl beyond national boundaries.

Nonetheless , the admonition to governrnent to heed

better the private market model is heard in many

countries today o For better or worse, the United

States is furthest along in the effort to intro

duce private business and pricing into the public

sector, and so it is natural to assess the exper

ience that country has hade It is all the more

appropriate to do so since U. S. experience tends

to receive interested interpretation in other coun

tries something that is especially likely to

occur in as sensitive an area as efficiency and

service-quality comparisons between the public and

private sectors. And in the end, the broad conclu

sions that emerge from evaluation of the U.S.

experience may fit European countries. The U.S.

experience with public sector pricing and private

sector divestiture, for example, seems generally

consistent with the experience of Great Britain to

date.
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SUBS'.rrrtrl'I1IG PRIVA'l'E POR PUBLIC SERVICES

No action responds as directly to the complaint

that there is excessive government as the decision

to cede public service responsibilities to the pri

vate sector. This alternative has become known as

"pr ivatization" in the United States. It refers to

the provision by one or more private organizations

of a service frequently or traditionally furnished

by government •

No model of public retrenchment foresees full re

placement by the private sector of the activities

cut by public budget .reductions. Part of the oppo

sition to government expenditures, after all,

comes from the conviction that there is excessive

comrnitment to the ~ of programs that government

provides. In the United States this is particular

ly true of redistributive welfare programs, such

as Aid to Families with Dependent Children and

Medicaid, the federal-state program of medical as

sistance for the needy. Voter surveys repeatedly

have found that those voting in tax and spending

limitation referenda favor reducing expenditures

for these wel fare purposes. Typically, they are

the only services where across-the-board cutbacks

command support of a majority of the voters. (See

Citrin, 1979, for evidence from California~ Cou

rant-Gramlich-Rubinfeld, 1980, for evidence from

Michigan~ and Ladd and Wilson, 1983, for evidence

from Massachusetts.)

fficie.ocy ca risons

The model of privatization that has dominated dis

cussions of service delivery choices, however, is

one where private suppliers take over provision of
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a standard public service. Profit incentives and

competition are hypothesized to make it possible

for private firms to supply the standard service

at lower cost. As long as the service is provided

in away satisfactory to the public government -

which often can be assured by contract between the

private supplier and the public authority -- cost

efficiencies should suffice to make the private

sector the preferred supplier.

lIfTa.h Collection

The U.S. local government scene possesses ane serv

ice trash collection -- that is split between

public and private providers , and delivered under

a variety of institutional arrangements. It there

fore has provided a natural testing ground of the

hypothesis that private firms will be lower east

providers of services. Trash collection has the

further advantage that it is reliably quantifi

able. Trash collect~d can be measured by tons or

cubic feet picked up, and quality of service can

be measured along such dimensions as frequency

(one, two, or three pickups per week) , and con

venience (curbside or back door cOllection). This

makes trash collection suitable both for public

private contracting, where the nature of the prod

uct has to be defined in writing, and for empiri

cal cost comparisons.

Table l illustrates the variety of institutional

arrangements under which trash is collected in the

United States. These include:

o Municipal collection by the city itself.

o Contract or franchise collection, under which
a prl.vate company is granted exclusive rights
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by government to perform the refuse collection
function for allor part of a jurisdiction,
frequently the resul t of periodie competi tive
bidding. (In Table l "franchise" collection is
used to refer to exclusive rights for the
entire jurisdietion.)

o Private, or nonexclusive collection under
which private firms compete for individual
refuse collection accounts. In these cases,
the terms of competition vary considerably.
Entry inta the industry mayor may not be
restricted, either by government or by the
local industry itself.

The variety of institutional arrangements -- which

also includes mixed public and private supply in

many cities -- is a tribute to the decentralized

character of local government in the U. S . A few

general patterns are visible -- e. g., public trash

collection is more common in the South than in the

Northeast or Midwest, and much more common in

large, central cities than in other size govern

ments. But the distribution of institutional ar

rangements provides as complete a natural labora

tory as one could hope to find.

Comparisons of refuse collection costs by provider

type requires a number of controls. These must

standardize for service quality characteristics

and also for density of collection (tons per route

mile). Kemper and Quigley (1976) analyzed trash

collection routes in Connecticut cities and found

the inverse of density (route miles per ton) to be

highly significant and positively related to pick

up time and cost per ton. Density savings were

nonlinear. Dramatic savings occurred with in

creases in density within a range from zero to

about five tons per route mile7 minor savings were

achievable at higher densities.



Tab1e 1 Sinq1e Service Arrangements for Co11ection of Residentia1 Mixed Refuse

Total
number of Municipal Contract Franchise Private Self-service Other
arrangements
reported % of % of % of % of % of % of

(A) No. (A) No. (A) No. (A) No. (A) No. (A) No. (A)

Total. 2,531 768 30.3 421 116.6 165 6.5 782 30.9 376 14.9 19 0.8

Population group

Over 500,000 11 8 72.7 2 18.2 O 0.0 1 9.1 O 0.0 ° 0.0
250,000-500,000 26 19 73.1 2 7.7 ° 0.0 3 11.5 l 3.8 l 3.8
100,000-249,999 96 62 64.6 9 9.4 1 1.0 15 15.6 7 7.3 2 2.1 f-I

50,000- 99,999 172 87 50.6 17 9.9 20 11.6 26 15.1 21 12.2 1 0.6 ~
0'\

25,000- 49,999 203 63 31.0 35 17.2 25 12.3 53 26.1 27 13.3 O 0.0
10,000- 24,999 503 179 35.6 117 23.3 34 6.8 117 23.3 54 10.7 2 0.4
5,000- 9,999 640 178 27.8 105 16.4 29 4.5 219 34.2 107 16.7 2 0.3
2,000- 4,999 880 172 19.5 134 15.2 56 6.4 348 39.5 159 18.1 11 1.3

Geographic region

Northeast 981 186 19.0 213 21.7 22 2.2 382 38.9 176 17.9 2 0.2
North Central 715 143 20.0 111 15.5 16 2.2 330 46.2 107 15.0 8 1.1
South 469 341 72.7 28 6.0 34 7.2 33 7.0 27 5.8 6 1.3
West 366 98 26.8 69 18.9 93 25.4 37 10.1 66 18.0 3 0.8

Metro/city type

Central 307 192 62.5 30 9.8 14 4.6 43 14.0 23 7.5 5 1.6
Suburban 2,224 576 25.9 391 17.6 51 6.8 739 33.2 353 15.9 14 0.6

Note: Percentages may not add to 100% owing to rounding.

Source: Savas (1977).
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Table 2 campares the findings o f two independen t

studies of trash collection costs by provider

type. These show a surprisingly eonsistent pat

tern. At all city sizes, and for all types of

collection service, private competition is the

most expensive al ternative -- -usually by margins

of 30 to 60 percent over public municipal service,

after control for density. Kemper and Quigley at

tribute these east differentials in large part to

route disruption from competition. Private firms

must eompete for individual customers. The eonse

quent overlapping of different routes interrupts

the logic of the optimal route structure and de

tracts from the effective density of trash collec

tion. Kemper and Quigley alsa found presumptive

evidence of collusion between unregulated private

suppliers in same cities, which may add a monopoly

element to the cost structure.

The companion study by Savas and Stevens (1977)

attributes the cost disadvantage of private, compe

titive firms largely to their inability to use

centralized billing or achieve other administra

tive economies of scale.

In all of the studies contract collection -- pro

vided through exclusive franchise agreements with

private firms proves the least expensive serv

ice alternative. The cost advantage of private

contracting climbs wi th city size. At populations

of 50,000 or more, franchise agreements with pri

vate firms were found to cut casts by almost SO

percent from the costs o f municipal provision.

Further examination of the cost advantage of pri

vate contracting reveals that most of the competi

tive edge comes from technical and management effi-
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Costs of Resid t · a T

of Provider

Co1 Type

Average cost per ton

---_.._--
Kernper-Quigley Savas-Stevens

(1972-73) (1975-76)

Collection All cities Under 10,000- Over
arrangement 10,000 50,000 50,00

Private $23.50 $28.39 $23.08 $30.81

Municipal 15.36 22.48 19.47 25.87

Contract 12.09 18.86 21.77 18.09

Differential cost per ton, af ter controi for density,

service quality, and other factors
Percent variation from municipal service

Collection
arrangement

Kemper-Quigley

(1972-73)

All cities

Once-a-week service
Curbside Back-ef-heuse

Savas-Stevens

(1975-76)
Once-a-week curbside
service

Under 10,000- Over
10,000 50,000 50,000

Private

Municipal

Contract

+34.0%

-14.3

+27.1%

-30.0

+5R.3%

- 5.0

+11.4%

- 8.1

+54.6%

-48.2

Source: Kemper and Quigley (1976); Savas and Stevens (1977).
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ciencies. Table 3 shows that private contractors

operate much srna11er crews, have larger and more

efficient vehicles, and have far lower absentee

rates among employees. These differences increase

in magnitude with city size.

Thus the evidence strongly confirms that private

firms use a lower cost techn010gy to provide the

standard service. In both the Kemper-Quigley and

Savas studies, there was no evidence of systemat

ical1y lower wages paid by private suppliers • The

chief cost edge of the private firms did, however,

rest with their more efficient deployment of

labor.

The studies of comparative trash collection costs

are the centerpiece of the argument for privatiza

tion on grounds of efficiency. Trash collection is

the only municipal service that is widely provided

by both the public and private sectors, and the

only one in the United States for which public

private cost comparisons have been made. The only

other standard municipal functions frequently con

tracted for wi th the private sector are interme

diate services, such as computer services and

street maintenance.

If the analysis of trash collection costs shows

clear-cut efficiencies for some types of private

contracting, it also points up the limitations of

this type of privatization as a general response

to fiscal pressure. Trash collection in the United

States costs about $12 per capita, or less than l

percent of state and local expenditures. (Bureau

of the Census, 1980.) Moreovef' municipal movement

toward private sector supply, even within refuse

collection, is so slow as to be insignificant.
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gement Fac1:or n Refuse C01...._- _,__D

Population

50,000
and under

Over
50,000

Cities having
backyard
collection

Management Muni- Con-
factor cipal tract

Mean crew size 3.08 2.06

M.ean truck
capacity
(cubic yards) 19.04 22.21

Mean absentee
rate (percent) 12 6

Mean % of
vehicles
loading at
front and
side 26a 23a

Mean % of
cities with
incentive
system 57 80

a Not significant at .05% level.

Source: Savas and Stevens (1977).

Muni
cipal

3.26

20.63

12

13

80

Con
tract

2.15

27.14

65

44

Muni
cipal

3.04

19.90

12

16

Con
tract

1.98

23.50

4

30

Institutional arrangements show great stability.

According to Savas and Niemczewski (1976), only 84

of the 2,531 cornmunities responding to their sur

vey reported that they shifted arrangements for

collecting .solid waste between 1970 and 1974. Only

eight of the communities with changes had popula

tions of 50,000 or more. The rest were small commu

nities. Of the changes in arrangernents which did

occur, 36 were shifts from private firms to munici

pal agencies; 27 were shifts from municipal to

private supply. The Municipal Yearbook, published

by the International City Managers Association,

shows 40.3 percent of cities with populations
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50,000 or more as contracting out some or all of

solid waste collection in 1974; five years later,

in 1979, this percentage was 38 percent.

her services

For other local government service responsibi1i

ties, there is at this point on1y scattered evi

dence about the cost effectiveness or quality of

service provided by private firms.

There are examples of private subscription fire

service in the United States. The 1argest, and

best known of the firms providing such service is

located in Arizona, and serves the city of SCotts

dale (population of some 40,000) and a number of

smaller, rural communities. A comparison of fire

protection costs and quality between Scottsdale

and neighboring cities of comparable size shows

that costs are significantly lower and service

quality roughly comparable (see Table 4).

le Pirefighting Cost and service Qaality ca
pari8ODs, SCottsdale (Arizona) Private

SUpplier. and Municipal DeparbleDts

Fire service Average
cost per response Per capita Insurance

City capita time fire loss ratinga
$ Minutes $

Scottsdale 6.48 3.0 5.45 5

Glendale 12.62 3.0 5.19 5

Mesa 11.43 3.0 5.26 3

Tempe 10.68 3.8 9.60 4

a Lower grades represent better ratings.

Source: Institute for Loca1 Self-Government (1977).
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The east advantages of the private supplier rest

principally with its novel approach to labor man

agement. The firm operates in 8cottsdale with a

small core of full time firefighters, and relies

for the rest of its manpower on auxiliaries. These

are full time employees of city government d~part

ments -- mostly public works and parks employees-

who are authorized (and required) as part of the

contract between the city and private fire depart

ment to leave their regular city jObs when alerted

to emergency fire duties. Since auxiliaries are

paid a modest rnonthly retainer , plus hourly wages

for actual working time, labor costs are greatly

lowered relative to a full time firefighting com

plement. One study (Sonenblum, Kirlin, and Ries,

1977) found that 44 percent of all firefighting

time was provided by auxiliaries, paid on an

hourly wage basis for actual firefighting time.

This same labor arrangement is used by Falck Compa~

ny, which provides contract fire protection to

roughly half of Denmark. Falck also supplements a

core of full time professionals with paid reserv

ists (Poole, 1980).

During the early 1970s, the United States pursued

a large scale experiment of the ability of private

firms to improve student performance by operating

public school classrooms . (See Carpenter and Hall,

1971; Gramlich and Koshel, 1975). The experiment

involved new technological approaches to learning,

wi th almost all of the firms using their own pro

prietary learning programs for reading and mathe

matics • It also introduced pricing signals into

the classroom. All contractors were paid, in part,

according to student performance, either by year

long achievement improvements or by the proportion

of pupils reaching a designated achievement level.
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In some cases, pay incentives were transmitted to

classroom teachers and even to pupils, who were

rewarded for the progress they registered in the

classroom.

The school performance contraeting experiment re

mains something of a curio in U.S. social history.

It arose wi th almost unprecedented speed, against

a backdrop of growing frustration with public

schooling. A private firm that had signed a per

formance contract with the school board of Texar

kana, Arkansas , reported having doubled and even

tripled normal achievernent advances. Within a

year, more than 100 school districts around the

country had signed sirnilar contracts with private

contractors. Many of these were fully financed

from local resources. Experimentation in another

group of contraeting districts was financed

through the U. S. Office of Economic Opportunity ,

wi th a large coordinating grant and expansive re

search design.

By most standards, the experiment was highly dis

couraging in its implications for the ability of

private contractors to bring operating efficien

cies into the public schools. Careful testing

showed that participating schools enjoyed only the

slightest edge in achievernent gains over the con

trol group for reading and mathematics (for the

OEO experiment, this advantage was 0.04 of a

year I s gain, or 7 percent of the average gain of

the control group). In other subjects -- for which

contractors were not paid -- participating stud

ents significantly underperformed the control

group.

None of the

tricts chose

nation's participating school dis

to renew the performance contract
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relation with a private provider beyond the second

year. The firms, almost without exception, lost

money by accepting payment schedules which requir

ed much greater student advances for them to break

even. Relations between contraetor and school

board often disintegrated into acrimony and litiga

tion. No cost efficiencies were obtained from pri

vate sector participation.

Although the school performance contraeting experi

ment can be faul ted on many counts including

its hasty design and limitation to a single year's

performance evidence it laid to rest for a

decade the expectation that private firms could

achieve significant efficiency gains except in

routine services, similar to the kind that the

private sector already provides for private cus

tomers.

Dive -ture of Public Sector FunctioD

Budge BeaSODS

Although economists have advocated privatization

on efficiency grounds, most actual shifting of

state and local functions to the private sector

has occurred for budgetary reasons • Faced with a

serious budget deficit or an externally fixed ex

penditure ceiling, state and local governments

have typically responded by seeking to shed some

of their functions.

The budget-balancing motivation helps to define

which programs are candidates for transfer. Only

those programs that generate a revenue stream

through sales of services can plausibly be shifted

to the private sector or to quasi-independent en

terprise authorities. This suggests that local gov-



- 155 -

ernments will attempt to shed functions that are

money lasers -- where prices are inadequate and

political constraints prevent their modification,

or where costs have risen in ways that the public

sector finds irnpossible to control. If the stream

o f operating losses is tied to physical capital

which can be sold for cash, the function is a

still more probable candidate for transfer.

Public hospitals, city universities,

systerns, and city sewer and water

into this category. All have become

jects of transfer.

city transit

systems fall

frequent ob-

Shedding responsibility for public hospitals seems

a particularly tempting alernative to cities in

fiscal difficulty, and it is worthwhile to exarnine

same of the recently proposed transfers for what

they reveal about the motivation behind divesti

ture. l

The City of Detroit transferred the Detroit Gener

al Hospital (including a major new facility it

had just built) to a private nonprofit hospital

consortiurn in 1980. By doing so it relieved itself

of an operating subsidy which bad reached $20

million per year. A good deal of negotiation was

required to reach agreement on the terms of trans

fer. Initially, the private purehasers insisted

upon the right to renegotiate the sa1ary levels of

all transferred employees. In the end, the consor

tium accepted the current sa1ary levels of trans

ferred employees, but won the right to renegotiate

pension and other fringe benefits and to bargain

independently over future wage increases. Transfer

l These descriptions are taken from Peterson and
Wolman (1981).
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to the private sector also became the occasion to

rationalize staffing patterns. Within six months

of announcement of the transfer, the number of

licensed beds was reduced by 45 percent, and the

number of hospital employees reduced by 15 per

cent. Part of this reduction appears to reflect

reduced service provision, but most of i t repre

sents eloser attention to costs in operating the

hospital. The consortium agreed to continue to

offer a full service, acute medical center, only

after the state entered into a commi tment to re

imburse the hospital for the costs of indigent

patients not covered by federal Medicaid.

Erie County, outside of Buffalo, New York, in the

midst of i ts budget crisis, attempted to negoti

ate a sale of its public hospital to private

owners, but was stymied by public .opposition and a

hospital workers • strike. Opposi tion was based on

the fear that adequate services to indigents would

not be provided in the private facility, and by

workers' apprehension that their salary levels

would be reopened for negotiation.

Fiscal strain has led to other types of divesti

ture. The City of Buffalo transferred its zoo to

the private Buffalo Zoological Society, a private

nonprofit organization. Many jurisdictions in New

Jersey, Ohio, and other states have sold their

sewer and water systems and electrical utilities

to private companies or to new independent author

ities.

Each of these transfers has certain characteris

tics in common. In each case, the service in ques

tion was not self financing, but required a signi

ficant subsidy from the general resources of the

city government. This meant that transfer of the
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function would give immediate relief to the gen

eral government's budget.

In each case, the city government first attempted

to transfer service responsibility to a higher

level of government. Only when this effort failed,

did it consider transfer or sale to the private

sector. Private sector transfers became necessary

in those states, like Michigan, where the state

i tself was so impoverished as to make it impossi-

ble for the state government to acquire another

money losing operation.

Finally, and most importantly, the transfers to

the private sector were accompanied by a fundamen

tal revamping of the cost and revenue balance In

each instance of completed transfer, the private

sector owner raised charges for the services pro

vided by the transferred facility. In most cases,

the new owner insisted upon reopening the compensa

tion agreement wi th employees, and s ignaled i t s

intention to act less generously on wage increases

and staffing in the future o In the case of the

hospital transfers, the private sector operators

planned to reduce the range of redistributive and

subsidized services that the hospital provided,

unless compensated for these costs by government

payrnent.

These conditions of transfer demonstrate the rea

sons for the eost edge that the private suppliers

enjoy. First, the private owner retreated from the

range of redistributive responsibilities that the

public sector formerly had aecepted. Second, it

began to lower labor costs, by attacking wage and

pension rates, in respect to which there was a

major imbalance between the public and private

sectors, and by reducing staff leveis.
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This experience suggests that the economies of

private sector operation lie in the sectorls wil

lingness to cut back on services and subsidized

pricing, while taking a stiffer position on em

ployee compensation and labor management. The

public sector was weIl aware of this outcome -

having negotiated the terms of transfer in each

case. It might have been ab1e to achieve the same

results with more vigorous management controis.

However, the opposition that would have been en

gendered made it easier to cut back by transfer

ring service responsibility to the private sector,

diverting citizen resentment and management prob

lems to new owners.

The same mixed motivation -- hope for management

economies combined with willingness to accept

lower service levels -- has generated proposals to

transfer operation of the Medicaid heal th payrnent

program to the private sector. The Commonwealth of

Massachusetts, in its first budget after adoption

of Massachusetts· property tax limit, proposed

handing over the entire Medicaid program to a con

sortium of private providers. Savings from this

initiative (not yet acted on) were to be targeted

for local assistance to partia11y offset lost pro

perty tax revenues.

Economies are to be achieved in the Massachusetts

proposal by reinterpreting the patient· s right to

a choice of providers . Patients would be limited

to a "reasonable choice ", meaning that they would

be required to enter facilities that had excess

capacity and low reimbursernent rates. State offi

cials have estimated that this reduction in serv

ice choice,· coupled with private sector management

efficiencies, could reduce Medicaid costs by 20

percent from 1981 levels. Unfortunately for Massa-
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chusetts, private health suppliers have shared the

state 8 s assessment of savings potential, and so

far have been unwi1ling to negotiate the fixed

price contract that the state wants to enter intoG

The one precedent for privatization of Medicaid is

indeed discouraging. In the mid-1970s, a private

firm accepted a fixed price Medicaid contract from

the State of North Carolina, believing that poten

tial management economies were large enough to

justify assumption of the risk of increased pa

tient loads. With the 1974-75 recession, the num

ber of families eligible for Medicaid on economic

grounds began to climb. The firm soon found costs

to be out of control, and had to negotiate abandon

ment of its contract with the state.

Cons r eho D ce of Supp1iers

Up to this point we have considered efficiency

justifications for privatization. Service supply

by competing private providers also has been urged

to enhance citizen choice. It is likely to be on

this front that the greatest battles over privati~

zation willoccur.

The principle of consumer choice is most explosive

when applied to public schoois. Education vouchers

have been proposed in the United States for some

time. These would distribute school tax receipts

back to parents, in the form of vouchers cashable

at any school, public or privateo The voucher idea

has been proposed for experimentation at several

points, but public school opposition has prevented

anything but the most limited testing. Experiments

were limited to schoo1s within the same public

school district, distinguished from one another in
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relatively modest ways. The largest voucher experi

ment, in San Jose, California, was terminated in

midcourseo The results are inconc1usive as to

either the public acceptance or degree of differen

tiation that a full fledged voucher program would

produce.

With the tax revolt and dissatisfaction with pub

lic services has come faint signs of a revival o f

voucher proposals. The same NOvember 1978 Michigan

bal lot that established the state's tax limits con

tained a proposal to set up a statewide voucher

system. The proposal was defeated by a large mar

gin, in part because the plan for implementation

was left unspecified. In California, two law pro

fessors largely responsible for the school tax

base equalization movement in the United States

proposed a voucher plan that would have been

coupled with complete equa1ization of per pupil

expenditures, as embodied in the vouchers that

parents receive. The measure did not receive

enough support to get on the statewide ballot.

A still more imminent test of freedom of choice in

school ing takes the form of the proposed tui tion

tax credit. This measure -- original1y endorsed by

the current Administration -- wou1d partia11y de

fray the costs of private schooling by granting

parents a tax credit for private school costs up

to some ceiling, originally set at $500. A study

by Peterson (1978) of the three way choice between

public, private-religious, and other private

schools, found that this choice was extremely sen

sitive both to local public school quality and to

the price of religious schooling. In school zones

where school quality, as measured by average

fourth grade achievement leveis, was 1.0 year be-

low the national average, the price elasticity of
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demand for parochial (religious) school enrollment

was -1.35, for households of average income. This

result implies that a $500 tax credit for private

schooling would have the effect of switching 17

percent of remaining urban public school pupils to

private schools. Although the exact impact of a

tax credit is difficult to predict, the apparent

sensitivity of public school enrollment to the

relative costs of public and private schooling

makes it understandable that the tuitian tax

credit should have become the number one target of

teacher union lobbying in the United States.

Iftle Putor of Privatization

Though the record of privatization in the United

States is a highly diverse one, several common

conclusions emerge from the range of experience:

o For some services -- most conspicuously, trash

collection and hospital management there

are pure efficiency gai~s to be reaped from

private operation of "public" services. The

efficiency gains appear to come primarily from

better labor management and, frequently, lower

compensation leveis. Not all types of privati

zation are equally efficient, as the cost com

parisons for trash collection c.learly show.

o Market participants on both the government and

private sector side often greatly exaggerate

the efficiency gains that can be achieved by

privatization. The sociallandscape of the

1970s is littered with failed attempts by pri

vate firms to make a profit under fixed cost

contracts that presumed large efficiency

gains.



- 162 -

o Pure efficiency differentials in service deli

very create the potential for only small sav

ings relative to the total state and local

cost picture. Greater savings typically are

accompanied by de .facto cutbacks in service

provision. As a practical matter, recent trans

fers of functions to the private sector appear

to be motivated by the desire to shed func

tions generating budget deficits, and to

divert from public management some of the

stress associated with service reductions and

tougher labor management.

o Of far greater potential impact than private

contracting is the admission of direct compe

tition among private providers into "public"

service delivery. A voucher system for schools

or even a significant tuition tax credit,

would transform patterns of service delivery

in ways that exceed the total impact of priva

tization up to now.

P IC

While privatization of public services has proceed

ed fitfully in the United States, with no clear

trend in evidence, the application of user fees

and charges has steadily gathered force. Even the

narrowest definition of pricing -- limited to cur

rent charges plus sales of municipal utilities -

shows rnore than $90 billion raised in this manner

in 1977.

During the first half of the 1970s, through 1977,

receipts by government from user charges generally

kept pace with the overall rapid growth of govern

ment activity, and often exceeded the rates of
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rcent Chalnqe

nt
Fiscal years 1972 to 1977

sb

a 73.6

58.6 68.8

65.4 87.5

6.0 37.8

37.2

100.8 55.1

Intergovernmental
revenue

Tax revenue

Broad-based taxes

Selective sales
tax

License fees

Current charges

Special assessments

Other miscellaneous
revenues

Total revenue

Federal
government

149.2

65.6

State
government

151.7

71.5

Local
government

93.5

50.7

49.1

86.7

100.0

72.1

14.3

85.0

70.2

a No receipts from this source in 1972.

Source: Uel S el Bureau of the Census, 1977 Census of Govern
mentS: Compendium of Government Finances, Volume 4, No. 5

growth of revenues from other .sources. Table 5

presents measures of the rates of growth between

fiscal year 1972 and 1977 of the various types of

government revenueso As can be seen, current

charges were the most rapidly rising source of

revenue of the federal government during the

period, with the single exception of "miscella

neous revenue II .2 For local governments, the growth

in current charge and license fee revenues was

above average for total revenue growth. Only for

state governments did the revenue share of fees

and changes fail to increase over this period.

2 IIMiscellaneous revenue" comprises nontax reve
nues of governments aside from current charges and
intergovernmental aida It includes income from the
sale of property and interest earnings.
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Ge eral Revenu of lDca1 Gove

Major Iletropo1iUD Areas

Fisca1 years 1977 to 1979

te i 75

General
revenue

Intergovern
mental revenue

Tax revenue

Current charges

Miscellaneous

TOTAL GENERAL
REVENUE

Utility revenue

1977

Dollars
(billions)

46.3

49.6

10.5

4.9

111.3

n/a

Percent
of total

41.6

44.6

9.4

4.4

100.0

1979

Dollars
(billions)

56.8

53.0

13.5

7.1

130.4

10.0

Percent
of total

44.6

40.6

10.4

5.4

Percent
change
1977-1979

22.7

6.9

28.6

44.9

17.2

Source: U. S. Bureau of the Census, "Loca1 Government Finances in Se
lected Metropolitan Areas and Large Counties: 1978-1979", GF79 No. 6,
November 1980.

Reliance on user charges has risen sharply since

1977, far outpacing the growth in general tax

revenues. Table 6 shows that current charges in

major metropolitan areas grew by almost 29 percent

between 1977 and 1979, or more than four times the

rate of growth of tax revenues. A survey performed

by the Joint Economic Committee (1981) of Congress

estimates another 20 pereent jump in city revenues

from charges in 1980. This contrasts with less

than 4 pereent growth in loeal general taxes.

Us er charge revenues are highly eoncentrated in a

few functional areas. For states, these are state

universities and state hospitals; for Iocal govern

ments, hospitals, sewer and water systems.
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Ueer Charges as a Budgetary Device in Periods

of Fisca1 Constraint

The economics profession has been attracted to

user fees and prices because of their rationing

ability. The existing fee structure plays this

role most importantly in the human services by

limiting entry to universities and hospitals. In

other markets, user fees remain largely unex

ploited as rationinc;J devices o They have not been

used in the United States to relieve automobile

congestion, for example, despite frequent recommen

dations for their use for this purpose.

The practical adoption of user fees has been motiv

ated above all by budgeting considerations. In

most government budgeting , i t is the general tax

support for a function that generates budgetary

conflict. If a service function is ab1e to reduce

its net cost to the general taxpayer, through

adoption of a fee schedule or a hike in existing

fees, it stands a better chance of surviving a

cutback period with its service responsibilities

intaet.

A more aggressive pricing strategy thus is a natu

ral first response to fiscal pressure. Increases

in tuition fees, sewer and water charges, and

miscellaneous fees have become common throughout

U.S. state and local government. Fee hikes to

restrain demand for costly services have also oc

curred. Many states have adopted new copayment

charges for Medicaid services, hoping that these

will restrain growth in utilization rates. In sev

eralother states , federal courts have overturned

even more stringent pricing policies for Medicaid

services, on the grounds that these are inconsis

tent with federal law.
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A similar budget strategy appears to have been

followed in Great Britain. Glennerster (1980) re

ports that both the National Heal th Service and

the De·partment of Educational Services were able

to preserve their total service commitments in the

face of budget reductions by increasing fee levels

-- prescription and dental charges in the case o f

NHS; school meals prices, charges on school trans

port and other fees for education.

A special impetus to fees and charges in the U.S.

has come from efforts to circumvent new limita

tions on revenues from general tax sources. Most

of the formal tax limitations do not apply to

revenues from user fees and charges. The most

rapid growth in fees and charges has occurred in

states with newly adopted tax limitations that

exempt fees and charges from their ceilings.

In California, despite rapid action by the state

government to increase state aid to localities,

the immediate fiscal reaction was to raise user

charges. Forty-three percent of California cities

and 74 percent of California counties report that

they increased the rates of older fees and charges

or imposed new ones wi thin five months of the

passage of proposition 13 (see Table 7). Overall,

higher fees and charges were projected to generate

$100 million in additional revenues for the locali

ties in fiscal year 1979 during a period in which

cities and counties were experiencing sizeable re

venue losses from the property tax.

Similar interest in user charges has been stimu

lated in New Jersey since governrnent spending lids

imposed in that state in 1976 began to constrain

government options a few years later. The evidence

from that state shows that a number of the major
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Increases in isca1 ear
fr Higher Rates o Fee
Enacted by C 1ifor ia Cities
ties betveen June

Cities Counties Total

Business licence $11.7 $ 0.247 $ 11.9
(18%) (7%)

Utility users $ 2.6 $ 0.0 $ 2.6
(2%)

Transient occupancy $ 3.3 $ 4.0 $' 7.3
(11%) (12%)

Admissions $ 0.647 $ 0.015 $ 0.662
(1%) (1%)

Property transfer $ 4.4 $ 0.0 $ 4.4
(1%)

Planning and $20.9 $ 5.2 $ 26.1
development (30%) (52%)

Utility service $17.7 $ 2.4 $ 20.1
charges (18%) (5%)

Park and recreation 2.5 $ 5.7 $ 8.2
(11%) (10%)

Other $10.6 $ 9.6 $ 20.2
(10%) (34%)

Total $74.3 $27.2 $101.5
(43%a) (74%)

a Because in many cases a city or county increased more than
one kind of charge, percentages in each category, when com
bined, exceed overall percentage of jurisdictions raising
fees.

Note: Figures in parentheses are the percentage of cities or
counties which adopted increased rates of the charge or fee.

Source: Cal-Tax, Local Government Profile: A Post-Proposi
~3 Survey of 405 Cities, 58 Counties and 69 Special
Districts, Cal-Tax Research Bulletin, Sacramento, Calif.,
November 1978).
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cities responded to spending lids by selling muni

cipal facilities to private utilities, independent

authorities or special districts. These sales

shifted the facilities from general property tax

financing to user charges, or special property tax

assessments outside the CAP law. Special district

property tax levies rose by S percent, 30 percent,

and 10 percent annually during the first three

years following the adoption of the lids in 1976,

compared to 2 and 6 percent in the preceding two

years, and compared to a nominal 5 percent ceiIing

on Iocal budget growth (Beer, 1981).

The ultirnate consequences of the impulse to

greater application of fees and special districts

are difficult to foresee at this juncture. Both

measures change the nature of budgetary competi

tion. A service provided by an independent author

i ty, possessing an independent revenue stream, is

well insulated from general budgetary adjustments.

Peterson et al. (1981) have shown that water and

sewer systems provided through independent author

ities are maintained in better condition, have

higher rnaintenance reinvestments rates, and higher

user charges than systems that are operated as

part of the general government budget. From the

point of view of the individual service function,

the separation of service responsibility therefore

is likely to be beneficial. If there is reason to

think that in the course of daily budgetary compe

tition certain expenditures (like maintenance)

tend to get postponed, an independent service dis

trict with full pricing authori ty may be in the

public interest. Certainly, the use of special

authorities and strengthened pricing mechanisms

has been adopted as the central strategy of public

capital revi talization in both the U. S. and Great

Britain.
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The budgetary rigidities introduced by user fees

and special districts, however, also inflict costs

on local government. They can make it difficuIt to

recapture the budget as an expression of overall

spending priorities. This is especially true in

the United States , where much of state-Iocal fin

ance reform in the twentieth century has taken the

form of freeing governments from the earmarking of

revenues to specific purposes that formerly pre

vailed.

Finally, most public service pricing sets prices

equal to average costs. In industries where there

are declining marginal costs, such a pricing

system moves away from economic efficiency. Water

and sewer systems, with their large fixed costs,

will operate at inefficiently low service levels

and unnecessarily high costs when priced at aver

age cost •

. 'l'he Puture of Pub1ic Pricing

Although public service priority pricing appears

to be enjoying a surge of policy attention in the

United States , pricing has not been used to a

significant extent to create market analogs in the

public sector . Only sewer ahd water systems and

park and recreation facilities are commonly priced

to recover full costs.

Most other pricing of public services has been

adopted as a revenue measure. The pressure to

diversify revenue sources, and lessen reliance on

general taxation, has been intensified by the tax

limitation measures adopted by many states.
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In the future, the use of fees and charges to

restrain demand for public services is likely to

become much more important. Already, in reaction

to federal budget cuts and tightened budgets of

their own, states· have begun to impose user fees

and copayments on various types of human and

'social service programs. If federal regulations

prohibiting copayment in health and other pro

grams are relaxed, the use o·f pricing to· limit

demand (and hence costs) is likely to intensify.
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