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BY

Offered:
Referred:

Sponsor(s):  SENATORS WARD, Wilken
A BILL

FOR AN ACT ENTITLED
"An Act relating to the Task Force on Privatization; and providing for an

effective date."”

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. FINDINGS AND INTENT, (a) The legislature finds that

(1) the annual cost of state government is exceeding the annual revenue of the
state;

(2) there may be functions of state government that could be performed more
efficiently by individuals or businesses in the private sector;

(3) other states are considering privatization of some of their governmental
functions;

(4) more information is needed before the legislature can determine whether
privatization is a feasible alternative for this state to pursue in controlling its fiscal problems.

(b) The legislature intends to consider all reasonable methods to deal with the state

revenue shortfall and control excess growth in government.
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* Sec. 2. TASK FORCE ON PRIVATIZATION ESTABLISHED, (a) There is established

in the legislative branch the Task Force on Privatization consisting of

fl) three members appointed by the governor, one of whom shall be a public
member selected from a list of nominees submitted by labor organizations that represent state
employees primarily engaged in building or other trades, and one of whom shall be a public
member selected from a list of nominees submitted by labor organizations that represent state
employees that are not primarily engaged in building or other trades;

(2) three members of the senate appointed by the president of the senate; two
shall be members of the majority and one shall be a member of the minority;

(3) three members of the house of representatives appointed by the speaker of
the house; two shall be members of the majority and one shall be a member of the minority;

(4) two public members appointed by the president of the senate; and

(5) two public members appointed by the speaker of the house.

(b) The president of the senate shall select a member from among those appointed to
the task force by the president of the senate to serve as co-chair of the task force. The
speaker of the house of representatives shall select a member from among those appointed to
the task force by the speaker of the house of representatives to serve as co-chair of the task
force.

* Sec. 3. COMPENSATION OF PUBLIC MEMBERS. The public members of the Task
Force on Privatization are not eligible for compensation but are entitled to per diem and travel
expenses authorized for boards and commissions under AS 39.20.180.

* Sec. 4. MEETINGS; OATH, (a) The Task Force on Privatization shall meet as
frequently as the task force determines necessary to perform its work and may meet during
the interim as well as during legislative sessions. The task force may meet and vote by
teleconference.

(b) A co-chair of the task force may administer an oath to a witness appearing before
the task force.

* Sec. 5. DUTIES. The Task Force on Privatization shall

(1) review and evaluate the policies and recommendations of the other state:

that are studying or have implemented recommendations to privatize any of their governmental

functions;
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(2) review state contracting policy and procedures, including competitive
bidding procedures;

(3) identify functions of our state government that could economically and
appropriately be privatized, if any;

(4) solicit public comment about its subjects of consideration;

(5) submit a written report of its findings and recommendations to the governor
and the legislature by November 15, 1997, concerning state contracting policy and procedures
and privatization of state government funcdons in the Department of Transportation and Public
Facilities, the Department of Corrections, and the Department of Health and Social Services;
the report shall suggest legislation that may be needed to accomplish the recommenda cions;
and

(6) submit a written report of its findings and recommendadons to the governor
and the legislature by November 15, 1998, concerning privatizadon of government functions
of state agencies not addressed in the first report; the report shall suggest legislation that may
be needed to accomplish the recommendations.

* Sec. 6. This Act is repealed on December 1, 1998.
* Sec. 7. This Act takes effect immediately under AS 01.10.070(c).
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CS FOR SENATE BILL NO. 68(FIN)

IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTIETH LEGISLATURE - FIRST SESSION
BY THE SENATE FINANCE COMMITTEE

Offered:  3/26/97
Referred:  Rules

Sponsor(s):  SENATORS WARD, Wilken
A BILL |

FOR AN ACT ENTITLED

1 "An Act relating to the Task Force on Privatization; and providing for an

J
2 effective date.”
3 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
4 * Section 1. FINDINGS AND INTENT, (a) The legislature finds that .
5 (1) the annual cost of state government is exceeding the annual revenue of the I
6 state;
7 (2) there may be functions of state government that could be performed more
8§ efficiently by individuals or businesses in the private sector;
9 (8) other states are considering privatization of some of their governmental
10 functions;
11 (4) more information is needed before the legislature can determine whether
12 privatization is a feasible alternative for this state to pursue in controlling its fiscal problems.
13 (b) The legislature intends to consider all reasonable methods to deal, with the state
14  revenue shortfalrfj (-£) NN A
|
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* Sec. 2. TASK FORCE ON PRIVATIZATION ESTABLISHED, (a) There is established

in the legislative branch the Task Force on Privatization consisting of

(1) three members appointed by the governor, one of whom shall be a public
member selected from a list of nominees submitted by labor organizations that represent state
employees primarily engaged in building or other trades, and one of whom shall be a public
member selected from a list of nominees submitted by labor organizations that represent state
employees that are not primarily er.gaged in building or other trades;

(2) three members of the senate appointed by the president of the senate; two
shall be members of the majority and one shall be a member of the minority;

(3) three members of the house of representatives appointed by the speaker of
the house; two shall be members of the majority and one shall be a member of the minority;

(4) two public members appointed by the president of the senate; and

(5) two public members appointed by the speaker of the house.

(b) The president of the senate shall select a member from among those appointed to
the task force by the president of the senate to serve as co-chair of the task force. The
speaker of the house of representatives shall select a member from among those appointed to
the task force by the speaker of the house of representatives to serve as co-chair of the task
force.

* Sec. 3. COMPENSATION OF PUBLIC MEMBERS. The public members of the Task
Force on Privatization are not eligible for compensation but are entitled to per diem and travel
expenses authorized for boards and commissions under AS 39.20.180.

* Sec. 4. MEETINGS; OATH, (a) The Task Force on Privatization shall meet as
frequently as the task force determines necessary to perform its work and may meet during
the interim as well as during legislative sessions. The task force may meet and vote by
teleconference.

(b) A co-chair of the task force may administer an oath to a witness appearing before
the task force.

* Sec. 5. DUTIES. The Task Force on Privatization shall

(1) review and evaluate the policies and recommendations of the other states

that are studying or have implemented recommendations to privatize any of their governmental

functions;

CSSB 68(FIN) 9.
Nfiw TaxC Underlined (DELETED TEXT BRACKETED]



0-LSO38$\L

(2) review state olicy and procedures, including competitive
bidding procedures;

(3) identify functions of our state government that could economically and
appropriately b f any;

(4) solicit public comment about its subjects of consideration;

(5) submit a written report of its findings and recommendations to the governor

and the legislature by November 15, 1997, concerning state contracting policy and procedures

state government functions in the Department of Transportation and Public
Facilities, the Department of Corrections, and the Department of Health and Social Services;
the report shall suggest legislation that may be needed to accomplish the recommendations;
and
(6) submit a written report of its findings and recommendations to the governor

and the legislature by November 15, 1998, concerning privatization of government functions
of state agencies not addressed in the first report; the report shall suggest legislation that may
be needed to accomplish the recommendations.

* Sec. 6. This Act is repealed on December 1, 1998.

* Sec. 7. This Act takes effect immediately under AS 01.10.070(c).
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"An Act relating to the Task Force on Privatization;
and providing for an effective date"

Privatization is the fundamental political and economic reassessment of the
role of government and the private sector in the modern state. It is a
variety of management techniques and activities encouraging more
involvement of the private sector in providing government services.
Markets are efficient only when they are competitive, however efficiency
should not be government's only goal. Government must balance the
pursuit of efficiency with effectiveness, while maintaining the confidence

of the people it represents.

CSSB 68 was introduced to establish a task force that will review functions
of state government that could easily be transferred to the private sector.
The task force will have members from the public, legislative and

executive branches of government.

This will be the first all encompassing look at privatizing governmental
services in Alaska. Forty-eight other states, including Alaska, have
privatized some governmental services. When enacted, this bill will

evaluate which services could be provided more efficiently by the private
sector as well as highlight those services that are better provided by the
government. The report should provide a road map for reducing the size
and cost of state government, without reducing service, while providing

options for the future.

CSSB 68 will also look into the State’s contracting procedures to make sure
Alaskans are getting the most out of every contracting dollar spent.

This bill has been endorsed by the Alaska Trucking Association, Gold Belt
Inc., Local 71 and several others. Privatization of governmental services is
one of the top priorities of the Alaska State Chamber of Commerce.
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DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 or 465-2450 STATE OF ALASKA
FAX (907) 465-2029 130 Seward Street, Suite 409
Mail Stop 3101 Juneau, Alaska 99801-2105
MEMORANDUM April 17,1997
SUBJECT: Task Force ou Privatization (CSSB 68 (FIN))
TO: Senator Jerry Ward

Attn: Craig Johnson

FROM: Tamara B, Cook
Director "[D

The Task Force on Privatization is established in the legislative branch and consists of
members appointed by the president of the senate, speaker ofthe house, and governor. You
have asked whether the appointment authority granted to the governor violates the separation
of powers doctrine. While the question is not entirely free from doubt, | do not believe that
a court is likely to find a violation of the separation of powers doctrine.

The court has recognized that the separation of powers doctrine applies in Alaska and that
appointment ofexecutive officers is an executive function. Bradner v. Hammond. 553 P.2d
1 (Alaska 1976)") However, the power to appoint to office is not exclusively an executive
function, at least not so exclusively an executive function that it may not be exercised by the
legislature or by the courts as an incident to the discharge of functions properly within their
respective spheres. (16 C.J.S. 216) Furthermore, theor -+ - Tjfi-ml distributive
clause providing for the complete separation of governmental powers has generally been held
insufficient to vest the appointing power solely in the executive. Creation ofa commission
with some members appointed by the legislature and some by the governor has been held in
other states not to violate the separation of powers doctrine when the commission is
performing legislative and executive functions as a cooperative venture. (16 C.J.S. 135)

The Task Force on Privatization is charged with studying the issue of privatizing
governmental functions, a topic of interest to both the legislative and executive branches.
The Task Force is strictly advisory. It cannot exercise any legislative power, despite its
location in the legislative branch of government. Generally, in order to rise to the level of
a constitutional question, a conflict between the executive and legislative branches must be
clear. (16 C.J.S. 217) Because the Task Force is advisory only and because it is involved
in studying a matter of concern to both branches of government, |1 do not see the clear
conflict between the branches necessary to create a separation of powers violation.

TBCrimb
97-060.1mb
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-ALASKA STATE

H ospital & Nursing Home

assoclxtion

February 13, 1997

Senator Jerry Ward
Alaska State Senate

State Capitol
Juneau, AK 99801-1182 Re: Support, SB68, Task Force on
Privatization

Dear Senator Ward:

Members of the Alaska State Hospital & Nursing Home Association support SB
68, relating to the task force on privatizaton. We want to thank you for bringing
this matter to the attention of the Legislature and Governor.

The challenge that the annual cost of state government is exceeding the annual
revenue of the state is as true in the area of health care as in any other area.
Because health care is such a big part of the state government cost’'s, the members
of the Association would like to have one of their members sit on the Task Force.
They are willing to spend tne necessary time it will take to investigate the possibilities.
We all need to work together in this time of declining resources.

Sincerely,

Laraine L. Derr
President/CEO

i0 c-'VARN Streft-1! ¢ Juneau. AK 9QKO01 « <9071 586-1790 « Fax (9071 463-3573



ALAS, XTRUCKING ASSOCIA" DN, INC

3443 Minnesota Drive « Anchorage. Alaska 99503 ¢« phone (907) 276-1149 « FAX (907) 274-19g46

February 12, 1997

Madam Chair and Members ofthe Committee:

My name is Frank Dillon. | am the Executive Director of Alaska Trucking
Association, a 38 year old trade association, representing Alaska’s truck
users. We are testifying today in support of Senate Bill No. 68§.

We would like to thank the sponsor for his introduction of this bill and are
hopeful that it will quickly pass through the legislative process and be
enacted. Over the past 30 to 40 years government has taken on many roles
that rightfully belong in the private sector. Wc believe that in certain areas
privatization will provide efficiencies, cost savings, and improved service to
the citizens of Alaska. We are aware ofa number of examples throughout
the United Stales where privatization has worked and we are also enthused
by examples here in the state where privatization is working. One example
of this is in the area of commercial driver’s licensing. The division of motor
vehicles has entered into agreement with some private companies to provide
licensing services to commercial vehicle drivers. Currently ATA is also
working with the division of motor vehicles to privatize the issuance of truck
and trailer registration through the association. We believe there are many
examples where privatization makes sense and again would ask that you pass
this bill. Thank you very much for your consideration and wc would be
happy to answer any questions.

Sincerely,

¥
Frank J. Dillon

Executive Director



PLOLIC

EMPLOYEES

DONVALESKO

Business Manager

VALERIEK.BAFFONE

Secretary/Treasuer

HEADQUARTERS
2510Arctic Blvd.
Anchorage. Alaska 99503
FAX (907) 279-717"
(907)276-7211

2122 Airport Way
Fairbanks. Alaska 99701
FAXI907) 456-1771
'007)452-5024

7i0West9m Street
Juneau. Alaska 99801
FAX (907) 586-5757
.907)586-6993

February 11, 1997

Senator Jerry Ward
State Capital
Juneau, Alaska

Dear Senator Ward:

Public Employees Local 71 has looked at your proposed legislation for a Privatization Task
Force, SB 68. We are willing to support SB68 but would like to see language to seat
representatives from the affected labor organizations on the task force.

Local 71 believes that with fair representation from all concerned with privatization on the
Task Force, the issue should be resolved.

Local 71 looks forward to working with the Task Force if SB68 in enacted.

Sincerely,

Don Etheridge, Business Representative
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Privatization movement
gains momentum in Juneau

By DEANNA THOMAS
Alaska Star Reporter

Pledging to make state government “smarter and smaller”, Sen. Jerry
Ward has introduced a bill that would require the state to start looking at
privatizing all departments of state government.

if the bill is passed, the Legislature will form a task force thatwiH be
charged with analyzing the possibility of privatization in state govern-
ment. To ensure all areas of government and the private sector are fairly
represented, the composition o f the task force would have to be approved
by the governor.

“The public’s interest is foremost. With budget deficits facing Alaska
in recent years, privatization would force government to examine vari-
ous types o fcost-saving ideas,” Ward said. “ This will help deter the need
for new taxes while making government more effective.”

Ward said the task force will only recommend privatization if the ser-
vice can be “done cheaper and as well as or better than private busi-
nesses.”

While Ward said he doesn’t expect entire departments to be turned
over to private businesses, he said jobs within the departments would
probably be better done through contracting.

For example, Ward said the state could contract out catering services
for Alaskan prisons or snow plowing services for state highways. This,
he said, could save the state money in maintenance fees and employee
overhead.

Although Ward said he expects some state employees to be upset with
his plan, he said the Alaska State Employees Association has been sup-
portive of the bill and has only requested that a representative of the
union be on the task force.

“They have no fear whatsoever of matching themselves against pri-
vate enterprise,” he said.

Ward said he has made it clearto the union that the bills goal is “ not to
eliminate state employees.” Instead, Ward said he only wants the task
force to “ get the hard dollars and take a look at them.”

The task force would split its work into two years. This year, the task
force would look at privatization in the departments o f corrections, trans-
portation, health and human services and public facilities. All totalled,
the state spends $1.4 billion on these four departments, Ward explained.

The second year, the.committee would analyze the remaining state
departments. Once the task force has come up with its results, Ward said
“the report will be aroad map for the future.”

If approved, Alaska would be the 42nd state to create a privatization
task force. Meanwhile, debates have been brewing over whether prisons
and the Alaska Railroad should remain in state hands or be turned over to

private enterprise.

Slate eyes privatization
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Memorandum

To: Representative Jeannette James
Chair, House State Affairs Committee

From: Senator Jerry Ward
Re: Request for hearing CSSB 68
Date: April 7, 1997

Please schedule, at your earliest convenience, CCSB 68 to be heard by the
House State Affairs Committee. CSSB 68 calls for the creation of a task
force to study privatization of all state agencies and departments. This
task force will consist of members of the House, the Senate, the
Administration, collective bargaining units and the private sector.

| have attached a sponsor statement and some backup information for

your committee packets. Please let my staff person, Craig Johnson, know if

we can provide additional information.

Thank you.
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Privatization movement
gains momentum in Juneau

By DEANNA THOMAS
Alaska Star Reporter

Pledging to make state government “smarter and smaller”, Sen. Jerry
Ward has introduced a bdl that would require the state to start looking at
privatizing all departments of state government.

I the bill is passed, the Legislature will form a task force thatwill be
charged svith analyzing the possibility of privatization in state govern-
ment. To ensure all areas ofgovernment and the private sector are fairly
represented, the composition o f the task force would have to be approved
by the governor.

“The public’s interest is foremost. With budget deficits facing Alaska
in recent years, privatization would force government to examine van-
ous types of cost-saving ideas," Ward said. “ This will help deter the need
for new taxes while making government more effective.”

Ward said the task force will only recommend privatization if the ser-
vice can be “done cheaper and as well as or better than private busi-
nesses."

While Ward said he doesn’t expect entire departments to be turned
over to private businesses, he said jobs within the departments would
probably be better done through contracting.

For example, Ward said the state could contract out catering services
for Alaskan prisons or snow plowing services for state highways. This,
he said, could save the state money in maintenance fees and employee
overhead.

Although Ward said he expects some state employees to be upset with
his plan, he said the Alaska State Employees Association has been sup-
portive of the bill and has only requested that a representative of the
union be on the task force.

“They have no fear whatsoever of matching themselves against pri-
vate enterprise,” he said.

Ward said he has made it clear to the union that the bills goal is “not to
eliminate state employees.” Instead, Ward said he only wants the task
force to “ get the hard dollars and take a look at them.”

The task force would split its work into two years. This year, the task
force would look at privatization in the departments of corrections, trans-
portation, health and human services and public facilities. All totalled,
the state spends S1.4 billion on these four departments, Ward explained.

The second year, the.committee would analyze the remaining state
departments. Once the task force has come up with its results, Ward said
“the report will be aroad map for the future.”

If approved, Alaska would be the 42nd state to create a privatization
task force. Meanwhile, debates have been brewing over whether prisons

and the Alaska Railroad should remain in state hands or be turned overto .

private enterprise.
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ALASKA STATE

H ospital & Nursing Home
ASSOCIATION

February 13, 1997

Senator Jerry Ward
Alaska State Senate

State Capitol
Juneau, AK 99801-1182 Re: Support, SB68, Task Force on

Privatization

Dear Senator Ward:

Members of the Alaska State Hospital & Nursing Home Association support SB
68, relating to the task force on privatizaton. We want to thank you for bringing
this matter to the attention of the Legislature and Governor.

The challenge that the annual cost of state government is exceeding the annual
revenue of the state is as true in the area of health care as in any other area.
Because health care is such a big part of the state government cost’s, the members
of the Association would like to have one of their members sit on the Task Force.
They are willing to spend the necessary time it will take to investigate the possibilities.
We all need to work together in this time of declining resources.

Sincerely,

Laraine L. Derr
President/CEOQO

}io ctovvrh Street-! !'»Juneau -\K 99801 =(907) 586-1790 =Fax (907) 463-3573
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HEEDQ ARTERS Senator Jerry Ward
IC State Capital
( Juneau, Alaska
22 &%le Dear Senator Ward:
A
Sy _'“024 Public Employees Local 71 has looked at your proposed legislation for a Privatization Task
W%ﬁﬂn ! Force, SB 68. We are willing to support SB68 but would like to see language to seat
30! representatives from the affected labor organizations on the task force.

Local 71 believes that with fair representation from all concerned with privatization on the
Task Force, the issue should be resolved.

Local 71 looks forward to working with the Task Force if SB68 in enacted.

Sincerely,

Don Etheridge, Business Representative



ALAS. \ TRUCKING ASSOCIA" DN, INC
3443 Minnesota Drive » Anchorage, Alaska 99503 « RHONE (907] 276-1149 « FAX (907) 274-194G

February 12, 1997

Madam Chair and Members ofthe Commi ttee:

My name is Frank Dillon. |am the Executive Director of Alaska Trucking
Association, a 38 year old trade association, representing Alaska’s truck
users. We are testifying today in support of Senate Bill No. 08.

We would like to thank the sponsor for his introduction of this bill and are
hopeful that it will quickly pass through the legislative process and be
enacted. Over the past 30 to 40 years government has taken on many roles
dial rightfully belong in the private sector. Wc believe that in certain areas
privatization will provide efficiencies, cnsL savings, and improved service to
the citizens of Alaska. We are aware of a number of examples throughout
the Uniled States where privatization has worked and we are also enthused
by examples here in the state where privatization is working. One example
of this is in the area of commercial driver's licensing. The division of motor
vehicles has entered into agreement with some private companies to provide
licensing services to commercial vehicle drivers. Currently ATA is also
working with the division of motor vehicles to privati/.e the issuance oftruck
and trailer registration through the association. We believe there are mary
examples where privatization makes sense and again would ask that you pass
this bill. Thank you very much for your consideration and wc would be
happy to answer any questions.

Sincerely,

Frank J. DiJlon
Executive Director
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AMERICAN CONSULTING
ENGINEERS COUNCIL

CONSULTING ENGINEERS COUNCIL OF ALASKA

March 4, 1997

Senator Jew,1ward

Alaska State Legislature
State Capital (MS 3100)
Juneau, Alaska 99801-1182

RE: SENATE BILL NO. 68 >PRIVATIZATION

Dear Senator Ward:

The Consulting Engineers Council of Alaska supports your SB 68 privatization bill. We represent 32 consulting
engineering firms in the State of Alaska. Our national organization represents over 4200 firms in 51 States with
approximately 130,000 employees. Both at the State level and the National level our organization supports design
services being provided by the private sector because we feel it is more cost effective and brings to the projects an
opportunity for a greater range ofexperience in the many fields of engineering that are needed in most design projects.

We congratulate you for trying to get the State to move towards more privatization in design services. Again we offer

you our support for your bill.

Rupert G. Tart, Jr.
President

A AWRDLTR

P OBox 200345 ¢ Anchoraae. AK 99520-0345



ALASKA STATE EMPLOYEES ASSOCIATION

AFSCME Local 52, AFL-CIO

February 11, 1997

Senator Lyda Green, Chair
Senate State Affairs Committee
State Capitol

Juneau AK99801-U82

Re: SB 68 - Task Force on Privatization

Dear Senator Green:

We are pleased that SB 68 requires that any efforts to privatize be both economical and
appropriate. We heartily concur with these criteria. ASEA/AFSCME Local 52’s membership is
in a unique position to assist the legislature in addressing their concerns regarding long-term costs
and effectiveness of public service. While public service is not perfect, it does contain mechanisms
of democratic accountability. Once these civic functions are sold, it is very difficult to turn back

the clock.

ASEA/AFSCME Local 52 has serious reservations about privatization. When government
functions are privatized very often there is no savings to the state but simply a redirection of
moneys. Instead of state spending going into the pockets of many dedicated state workers and
turning over in the community, it is funneled into the pockets of a very few entrepreneurs who
often take that money outside. Maiy corporations have found big profits in privatizing public
services and although they have increased their bottom line significantly, it has benefited the

economy ofthe recipient state very little.

ASEA/AFSCME Local 52 is convinced that the best way to achieve efficiencies in public service
is labor/management cooperation. Joint initiatives and labor-management cooperation are Lhe best
route to improving services and state workers are the ones with the knowledge to make this

successful.
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Introduction

In order to reduce the tax burden on taxpayers in New Jersey, Governor Christine
Todd Whitman lias promised to make government leaner and smarter. The
Governor's objective is to deliver to the taxpayers necessary services at the least cost

The use of competitive contracting and privatization* can help Governor Whitman
achieve this goal.

Across the country and around the world, people are turning toward competitive
contracting and privatization to achieve significant savings to the taxpayers while
improving the quality of services.

To investigate the ways in which New Jersey can take advantage of savings in the
marketplace, the Governor formed the New Jersey Advisory Commission on
Privatization by Executive Order on June 19,1994 (appendix 1).

The Commission Chairman is Lewis M. Eisenberg, Co-Chairman, Granite Capital
International Group. Commission members are Philip Beachem, Executive Vice
President of the New Jersey Alliance for Action; Jane Kenny, Governor's Chief of
Policy and Planning; Thomas G. Labrecque, Chairman and CEO of Chase Manhattan
Bank; and Arthur J. Maurice, Vice President of the New Jersey Business and Industry
Association. It was assisted by John P. Mitchell, Vice President, and Michael Esposito,
Executive Vice President, both of Chase Manhattan Bank; Linda Morrison, consultant
for competitive contracting; Christine Steinberg, Assistant Attorney General; Larry
Weitzner, consultant; and Mark Magyar, Special Assistant to the Governor.

The Governor, in her Executive Order, asked the Commission to perform the
following functions:

» Conduct a review of existing feasibility studies and actual experiences of
governments that have initiated privatization efforts;

» Evaluate the advantages and disadvantages associated with privatization
generally;

» Conducta feasibility study of New Jersey state government, including a
cost-benefit and implementation analysis, to identify those areas where
privatization would result in cost savings and quality improvements; and

* Propose appropriate and beneficial methods of implementing privatization
in this state.

The Governor further asked the Commission to suggest methods for competitive
contracting that would give state employees the opportunity to compete against the
private sector.



This report is the result of five months of intensive review of state operations and
the input of hundreds of people from the public and private sector. A public hearing
was conducted on December 8 to solicit testimony from interested parties (appendix 2).

This report provides New Jersey with a blueprint for a successful competitive
contracting program. The Commission believes that implementation of these
recommendations will produce lower costs to the taxpayers, better services to the
public and more jobs.

The emphasis of our study was to find practical opportunities for the state to save
money and maintain the quality of services through competitive contracting. The
Commission believes that the state can save in excess of $200 million by following
these recommendations.

The Commission recommends that it continue to investigate areas of state
government it was unable to review during 1994, and that it serve as a catalyst
toward seeing its recommendations carried through to implementation in 1995.
The Commission is also available to study and report on how local governments
and authorities can take advantage of the savings that can be realized through
competitive contracting.

Tnthe upcoming year, the Commission plans to hold round-table discussions
focused on its recommendations.

The Commission worked closely with Treasury and OMB on these and other
recommendations. As a result, some recommendations are already being
implemented and may be included in the upcoming budget.

* Privatization car. involve the sale of an asset by a %overnmental entity, the contracting out of services that had
previously been provided by the qovernment, or the deregulation ofan area that had formerly been government's
responsibility. For the purpose of this report, “privatization” will refer generally to the transfer to the private sector
of services or assets. "Competitive contracting” will refer to the process of subjécting the provision of certain services
to competition by comparing the true cost of government providing those services to the private sector.



Background

For the past two decades, state government spending in New Jersey has doubled
every eight years. Local property taxes have risen at almost the same rate, giving
New Jersey one of the highest tax burdens in the nation. That tax burden discourages
new businesses from choosing New Jersey, drives away existing businesses, and takes
too many dollars out of the pockets of our citizens.

The Commission believes that competition for the provision of government
services will enable state and local governments to both cut costs and maintain or
increase the quality or level of those services. This has been the experience of states
and local governments across the country.

During its investigation, the Commission researched the concept of privatization
and examined the experience of others who used privatization. The Commission met
with experts in the field, mayors, legislators, government employees, and members of
Governor Christie Whitman's cabinet. The Commission reviewed books, articles,
pamphlets and other materials from many researchers, other commissions,
academics, consultants, local governments, state governments, and the privatization
experience of other countries. Privatization or competitive contracting is routinely
used by thousands of governmental units.

Governments that have subjected setvices to competitive contracting have seen
impressive results. In an 18-month period, Philadelphia subjected 21 services to
competition, achieving annual savings of $30 million. Some of the services
Philadelphia privatized included custodial services in City Hall, saving $344,000 a
year; security guard services in the Philadelphia Art Museum, saving $1.4 million;
and turf maintenance in the parks, which reduced costs over 70%.

Shortly after the city government began the privatization process for the Philadelphia
Water Department's sludge processing plant, department managers and employees
produced a plan to drop costs by one?-third. The operation was kept in-house.

Saving money is not the only reason to privatize. Privatizing the operation of the
underutilized Philadelphia Nursing Home resulted in an increase in nursing home
residents served, from 295 to 500; a $4 million drop in costs; arid the elevation of
guality of care to meet industry standards. Privatizing the city's purchase and
distribution of supplies guaranteed that office supplies would be delivered in
48 hours instead of six weeks and saved over $1 million annually.

Philadelphia was able to implement its competitive contracting program by
attrition—and no one was left unemployed. Displaced city workers were given first
hiring preference by contractors and a re-deployment unit was set up in the city's
personnel department to transfer workers to open positions in other functions.

Since 1991, Indianapolis has saved $28 million a year from operations that have
been privatized or where competition has prompted public employees to find
alternative cost savings.



The city of Indianapolis recently signed the largest privatization contract for the
operation of a wastewater treatment plant in the United States. Private management
of the plant will save $12 million in 1994. In addition, the city bid out ten trash collec-
tion districts. Four private companies won seven districts, while the Department of
Public Works won three districts. Taxpayers won a three-year savings of $15 million.

Indianapolis worked hard to implement its competitive contracting program with-
out leaving individual workers jobless. They eliminated positions through attrition,
reassigned workers and encouraged the private firms to hire government employees.

Mayor Richard Daley of Chicago has privatized 35 services in four years, including
sewer maintenance, health care at city-run clinics, drug and alcohol treatment, and
window washing. Inevery case, costs have dropped and quality has been maintained.

Most privatization to date has been accomplished at the local level. However,
there is growing interest in the concept of privatization by state governments.
According to the Council of State Governments' privatization survey of 1993, states
are increasing their privatization activity in correctional support services, transporta-
tion services, social services, health care, and administrative and general services.
More than 85% of state auditors, budget directors, and comptrollers responding to the
survey predicted increased privatization in the next five years.

In recommending ways to deal with state problems, the National Governors'
Association's Action Agenda to Redesign State Government observed that, "*Privatization
enhances government's ability to respond to these challenges by offering an innovative
alternative to traditional methods of organizing, financing and delivering public service."

In Michigan, the state's liquor distribution system was privatized. Three warehouses
and 66 state-owned liquor stores were closed, saving $15 million per year.

In Massachusetts, the state has privatized highway road repair, ice skating rinks,
a state mental health hospital, and prison food and health services.

The Texas legislature created a permanent Council on Competitive Government and
directed it to review state services to determine whether competition would improve
productivity. A new Texas law allows private firms to make unsolicited proposals to
provide state services. Government agencies are then required to conduct an analysis and
seriously consider the alternative presented.

National governments have also been successfully privatizing. Since 1980, Great
Britain has been a leader in all forms of privatization, most notably its airports. British
privatization efforts have transferred numerous state-owned companies back to the
private sector, transferred ownership of public housing units to their tenants, and
contracted out many municipal services. In 1988, the Compulsory Competitive
Tendering Act was passed, requiring local governments to put services out to bid on a
regular basis. Overall, 64% of British local government units saw some decrease in
costs due to contracting out: 16%realized savings of over 20%, and 24% realized
savings of 10-20%. This strategy has produced a number of useful indirect benefits,



The city of London has the world's largest system of competitively-contracted bus
service, with more buses under contract than are operated by all U.S. transit agencies
except New York. Almost 50% of London Transport bus service is competitively
contracted. Many contracts have been won by government managers and employees.
As a result, both contracted-out and in-house bus costs per mile have declined more
than 25% and service quality has improved.

Closer to home, in Mercer County, County Executive Bob Prunetti saved
$6 million by privatizing custodial services and maintenance for county buildings,
food service at the jail, and the county engineering department. Public employees
were offered jobs with the private firms or other government agencies. Bergen
County Sheriff Jack Terhune saved $1.8 million by contracting out food and medical
service at the jail.

The township of North Brunswick has saved $1.6 million since 1985, as a result
of contracting out its water treatment operation. The borough of Caldwell saved
taxpayers 33% on operating costs for their wastewater treatment plant through
competitive contracting. Newark contracted out the operation and maintenance of
its water treatment facility and cut annual costs by $1 million.

The evidence is overwhelming that injecting competition in the provision of
government services produces typical savings of 15-25%, while maintaining or
increasing service quality.



Implementing a Competitive Contracting Program

AVOIDING THE PITFALLS

While the Commission reviewed many successful examples of privatization at
all levels of government, some efforts did not deliver as promised. Although the
Commission believes that these unsuccessful examples are the exception rather than
the rule, they do provide some important lessons for any government agency con-
sidering privatization.

Public employee unions brought to the attention of the Commission instances
where competitive contracting efforts were plagued by unqualified contractors,
contracts that were ultimately more costly than if the service had remained in-house,
poor contractor performance, and cutbacks in service. The unions emphasized that
they should be included in efforts to improve service and save money, and they
expressed their concerns about the potential negative impact of privatization on
individual union members.

These are all serious concerns. Competitive contracting only makes sense ifit can
save the taxpayer money without diminishing the level of service.

The Commission concluded that, in most instances where privatization had not
succeeded, the failure was directly attributable to a complicated process, inadequate
planning, and a lack of quality control on the part of top management. Most of the
mistakes were found in the following areas:

» Thelack of good cost information on which to base decisions.

» Poor procurement procedure—especially regarding performance standards,
contractor qualifications and contract monitoring.

» Assuming that privatization is always better and not giving in-house
managers and employees an opportunity to improve their operation and keep
the work.

» Poor implementation plans, especially regarding the impact of contracting out
on existing employees.

However, the Commission believes that intelligent management of a competitive
contracting program will ensure that these errors are avoided.

Toavoid the possibility that one private contractor could hold unreasonable
control over the provision of a service, competitive contracting should be attempted
only where a sufficient pool of qualified bidders exists.

Quantifiable and measurable performance standards should be established and
the contractor's performance should be carefully monitored.



Public employees currently providing a service should be given the opportunity
to compete with private bidders. If a contract is awarded to an outside provider, any
employment changes due to competitive contracting should be implemented in a
manner that mitigates any negative impact on employees.

As the state moves forward on particular initiatives recommended in this report,
special attention should be given to the following:

1. Cost Accounting

During its investigation, the Commission heard concerns about accurate and
complete cost accounting. New Jersey State Senators Richard LaRossa and
Peter Inverso were persuasive advocates for reliable and complete cost
analysis in any competitive contracting program. They stressed, and the
Commission agrees, that the state must have a good idea of its internal costs
before awarding any contracts to private providers.

Cost analysis is amethodology used to determine the cost of providing goods
or services. Total cost is defined as all direct and indirect (overhead) costs
attributable to the service being analyzed. The major categories of direct costs
are salaries, wages and overtime, fringe benefits, supplies and materials,
equipment, purchased services, maintenance and repair, rent, utilities,
insurance, and equipment and service monitoring costs.

2. Intelligent and Competitive Purchasing Process

In order to receive good service at a good price, the state must do a good job
putting the service out for competition. The state must have a clear idea of the
desired end-results, establish quantifiable and measurable performance
standards, develop a contract monitoring plan, and consider only qualified
contractors with good references. The state must make sure the contract's
structure makes sense—especially concerning the size of the contract, how it is
priced, and the length of the contract. Evaluation criteria should stress quality
as well as price.

3. Allowing the In-House Operation t.. Compete

The Commission's investigation of efforts in other jurisdictions revealed that
subjecting a service to competition provides a real incentive for the existing
operation to make itself more efficient.

Departmental managers, employee union representatives, departmental fiscal
officers, budget analysts, and others should work closely to formulate a plan
that responds to the expected competition.

This may be the best time to employ Total Quality Management and Work Process
Improvement procedures to respond to competition. We suggest these strategies
be reviewed simultaneously with the bidding process.






Summary of Savings

10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

Initiative

Newark Airport

Garden State Arts Center
Toll Road Operations
Inmate Health Care
Prison Food Service
Inmate Commissary
Prison Operations
Prescription Drugs
Medical Savings Account

Flexible Benefit Program

JUA/MTEF Claims Settlement

Motor Vehicle Services
Technology

Revenue Collection

Wastewater Treatment Plants

Capital Transportation Projects

Veterans Memorial Home

Sports Authority

Passaic Valley Sewerage Commission

Miscellaneous Competitive Contracting Proposals

Estimated Annual Savings
To be determined
To be determined
To be determined
$16.1 million
$14.4 million
$500,000

$7-14 million

$40 million

$25 million
$15-37 million
$50 million

$3-6 million

$70 million

To be determined
$1 million

To be determined
$3 million

To be determined
To be determined

$30 million



4,

Implementation by Attrition

The most successful programs were implemented with the goal of minimizing
the impact on affected employees. As much as possible, the state should
iImplement job changes caused by competitive contracting through attrition.
The state should offer workers displaced by competitive contracting **first
hiring preference™ for open positions in other areas of government and provide
training, if necessary. In addition, every effort should be made to ensure that
contractors give "firsthiring preference’ to existing state employees. For those
for whom jobs cannot be found, the state should develop a severance pay
system and an outplacement support program to help displaced workers make
the transition to other work.

Legislative and Legal Issues

A close evaluation of all the legal issues relevant to any privatization or
competitive contracting initiative discussed in this report will be necessary as
specific proposals are developed. In some instances, legislation may be needed
to facilitate the implementation of a particular program or initiative. In cases
where an asset or improvement was acquired or constructed with the proceeds
of a tax-exempt financing, the potential impact of any proposed initiative on
the holders of any outstanding bonds should be considered. In such cases,
restrictions imposed by current federal tax laws and subsequent rulings must
be considered to preserve the tax-exempt status. In addition, the requirements
of existing contracts and federal laws and regulations must be evaluated.



Newark Airport

BACKGROUND

Newark Airportis operated by the Port Authority of New York and New Jersey
(PA) under a long-term lease with the city of Newark. The land in Elizabeth is owned
by the PA. A majority of the terminals and parking are on land owned by Newark
and leased to the PA.

25.8 million passengers used Newark Airport in 1993, up 6% over the previous
year. Itis one of the most trafficked airports in the country (JFKhad 26.8 million
passengers in 1993, down 3%).

Newark Airport generated a profit of $52 million to the Port Authority in 1993.

Federal law restricts airport profits from being used for anything other than the
airport. The Port Authority is exempt from this lav/ and uses profits to subsidize
money-losing operations such as PATH.

Many of the functions in the airports are operated by private contractors under
contract with either the PA or individual airlines.

Airports operated by private firms include Burbank, Atlantic City, Stewart and
Teterboro. No major U.S. airport is currently owned or operated by a private company.

CURRENT SITUATION

Private airport operators believe that they can operate the airport more efficiently
and at a lower cost than the Port Authority. One private operator estimated a savings
of at least 20% is possible.

Private operators at other airports have had great success in improving revenues
by expanding retail operations.

The Reason Foundation and other research groups have argued that the private
sector can improve the quality of airport operations—manage flight times better,
attract new investments to the airports and improve the quality of service.

The British have had great success in privatizing their ten airports. Indianapolis
issued an RFP to private firms to operate their airport for a term of up to ten years
under a lease or management contract basis (Indianapolis serves 3 million passengers
ayear and would be the largest U.S. airport privately operated). Pittsburgh has
improved its operations through private management and generated additional
revenue by aggressive marketing of their retail operations.

Opponents of privatiz-"tion argue that the Port Authority has successfully operated
Newark Airport for many years. Itis a growing and highly profitable enterprise. Ifit's not
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broke—why fix it? They also argue that a private firm may not have the region's long-
term interest at heart and may not be willing to make necessary capital investments.

Los Angeles and Albany both failed in efforts to sell their airports to the private
sector, due, partly, to opposition from the FAA, airlines and unions.

CONCLUSIONS AND RECOMMENDATIONS

Given the short-term obstacles, selling the airport is an option that should not be
pursued at this time.

The Commission recommends that the Port Authority finance * three-to-six month
study of opportunities for improving airport operations through either a lease or
management contract with a private airport operator. The study might be a coordi-
nated effort among the PA, the Governor's office and the Commission.

Subject to the above study, if significant savings can be realized and we are
assured of quality management, operation of Newark Airport should be subjected
to competition.

The Port Authority should be allowed and encouraged to compete for this
contract. If the PAwants to bid, a procedure would be needed to allow for a fair
evaluation of their proposal as compared to the private proposals.

Under a management agreement, the PA might retain responsibility for bonding
and for capital and long-term planning. The private firm could be charged with the
responsibility of management of the airport and the related construction program.

A management contract would require the approval of the Board of the Port
Authority and Governors Whitman and Pataki.

AUTHORITIES 12



Garden State Arts Center

BACKGROUND

The Garden State Arts Center is operated by the New Jersey Highway Authority.
When opened 27 years ago, this was a state-of-the-art amphitheater and very success-
ful in attracting talent. However, in order to remain competitive in today's environ-
ment it will need to increase its current capacity of 10,802 (5,300 of which are under

cover) by 10,000 to 20,000 additional seats.

The limited seating capacity has made attracting talent more difficult, led to higher
ticket prices, and resulted in flat revenues and minimal profits for the past three years.
This problem will only get worse as the facility obsolescence increases over time.

The trend in the amphitheater business is toward partnerships where government
provides the land and infrastructure, and the private sector manages the amphi-
theater and takes the business risks.

Below are some examples:

Facility Location Operated by
Blossom Ohio M.C.A.
Nassau Veteran Coliseum Long Island Spectator Mgmt. Group (SMG)
Louisiana Superdome Louisiana SMG
Jones Beach Theater Long Island Delsner/Slater
Hartford Connecticut Nederlander Group
Camden New Jersey Sony/Pace
CURRENT SITUATION

The New Jersey Highway Authority has recently completed a Request For
Proposals (RFP) designed to competitively contract/privatize their facility. The
Authority left open the RFP options of sale versus long-term lease and whether or not

alcohol will be sold.

The Highway Authority hopes to receive an annual fee from a successful bidder
plus an additional override based on "'real" profits.

CONCLUSIONS AND RECOMMENDATIONS

The Garden State Arts Center is an ideal opportunity for competitive contracting/
privatization. The Arts Center is in need of a significant capital infusion to compete
and continue to offer quality entertainment at reasonable cost to the residents of New
Jersey. Successful competitive contracting/privatization of the facility to a private
sector entrepreneur will provide private capital and could create a significant revenue
source for the Authority.

AUTHORITIES 13



Private investment is likely to benefit everyone—the taxpayers, the Arts Center
customer, the state government, and the entrepreneur.

The Commission commends the Highway Authority for moving forward with the
evaluation of privatization options for the Arts Center and for making the RFP as
flexible as possible to ensure the maximum level of private sector interest in the
project.

TIMELINE FOR IMPLEMENTATION

Earliest implementation 1996.

ESTIMATED SAVINGS

Undetermined at this time.

AUTHORITIES 14



Toll Road Operation and M aintenance

BACKGROUND

New Jersey has three toll roads operating under state-created authorities. The
South Jersey Transportation Authority operates the Atlantic City Expressway. The
Turnpike Authority operates the New Jersey Turnpike. The New Jersey Highway
Authority operates the Garden State Parkway.

The 1994 revenues of the South Jersey Transportation Authority were approximately
$30 million, expenses were about $25 million, debt service was approximately $5 million.
Apayment of $2.5 million was paid to the state for the Transportation Trust Fund.

For 1994, the New Jersey Turnpike Authority's revenues were approximately
$345 million, operating expenses were about $177 million, debt service was
$155 million and $12 million was paid to tire state for the Transportation Trust Fund.

The New Jersey Highway Authority operates the Garden State Parkway and the
Garden State Arts Center. Annual revenues for the Parkway were approximately
$185 million, annual expenses were approximately $123 million. Annual revenues for
the Arts Center were $13 million and expenses were $11 million. Interest income was
$7 million, debt service was $51 million, and $10 million was paid to the state for the
Transportation Trust Fund.

Because of stagnating revenues, rising operating costs and increasing debt
payments, the toll roads are coming under increasing pressure to raise tolls.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes that private operation of the toll roads could reduce
costs and increase revenues while maintaining or improving service. The savings
from private operation might reduce the need for future toll hikes. Electronic toll
collection and other new technologies that would improve customer service may be
introduced sooner and at less cost by private contractors.

New roads in California and Virginia are being constructed, operated and main-
tained by the private sector. In Florida, the Orlando County Expressway Authority is
contracting with Parsons Brinkerhoff to operate and maintain the expressway and
beltway in Orlando.

The toll roads should explore private sector alternatives by soliciting privatization
proposals from qualified, financially-strong private operators.

The scope of services for a private operator needs to be determined, but the
Authority could retain title to the real estate and approval over toll and pricing
policies.
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Alternatively, the Authorities could fonsider contracting out further operations,
such as toll collection and road maintenance.

An RFP, which contains performance standards and contract monitoring
procedures, should be issued to qualified operators. The in-house managers and
employees can be encouraged to submit a plan to be competitive with anticipated
private contractor proposals. The Authority should award the contract to qualified
private contractors if the Authority receives a proposal that would reduce costs without
reducing the quality of service.

TIMELINE FOR IMPLEMENTATION

1-2 years.

ESTIMATED SAVINGS

If the Authorities were able to reduce costs by 10-15% and increase revenues 5-7%,

substantial savings would be achieved.

AUTHORITIES
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Inm ate Health C are

Departm ent of Corrections

CURRENT SITUATION

The Department of Corrections operates 14 prison facilities dispersed throughout
the state. A preliminary cost analysis shows that health care for 20,000 inmates
housed in state facilities is approximately $70 million. Inmates who need
hospitalization are transported at considerable expense to a unit in St. Francis
Hospital in Trenton. The annual per-inmate cost of the present in-house system is
approximately $3,500.

In the last ten years, a corrections health care industry has developed. There are a
number of experienced, reputable and financially-sound competitors who would
respond to an RAP. Corrections systems which have contracted out health care report
significant cost savings and/or increases in service quality.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes that subjecting the provision of prisoner health care to
competitive contracting would substantially reduce the cost to taxpayers of providing
this service without sacrificing the quality of the service.

Massachusetts and the city of Philadelphia are among the many prison systems
that have contracted out prison health care.

An RFP, which contains performance standards and contract monitoring
procedures, should be issued to qualified operators. The in-house managers and
employees can be encouraged to submit a plan to be competitive with anticipated
private contractor proposals. The Department should award the contract to qualified
private contractors if tire Department receives aproposal that would reduce costs
without reducing the quality of service.

TIMELINE FOR IMPLEVVENTATION

An RFP could be issued by March 1 and a contract awarded by November 1.

ESTIMATED SAVINGS

Savings of $16.1 million per year could be realized were the state able to reduce i”s
per-inmate cost to $2,700 through competitive contracting.
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Prison Food Service

Department of Corrections

CURRENT SITUATION

The Department of Corrections operates 14 prison facilities dispersed throughout
the state. Preliminary cost analysis shows that the Department serves approximately
24.5 million meals to 20,000 inmates and 7,000 staff at a cost of approximately
$45 million or $1.84 per meal. Inmates are trained and supervised in the preparation
of meals. The Bergen County Sheriff's Department reported to the Commission that
their service was contracted out at a cost of $1.09 per meal.

The corrections food service industry is well-developed. There are a number of
experienced, reputable and financially-sound competitors who would respond to an
RFP. Correction systems which contracted out food service report significant cost
savings, increase in service quality, and enhanced inmate culinary training programs.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes that subjecting the delivery of food service to competi-
tive contracting would substantially reduce the cost to taxpayers of providing this
service without sacrificing the quality of the service. The experience of Bergen and
Mercer counties and other government jurisdictions shows that this service can be
provided at costs well below what the state is now paying.

The Commission recommends a cost accounting be completed, showing all costs
of delivering the service including service monitoring costs. An RFP, which contains
performance standards and contract monitoring procedures, should be issued to
qualified operators. The in-house managers and employees can be encouraged to
submit a plan to be competitive with anticipated private contractor proposals. The
Department should award the contract to qualified private contractors, if the Depart-
ment receives a proposal that would reduce costs without sacrificing quality.

TIMELINE FOR IMPLEMENTATION

An RFP could be issued this spring and a contract awarded by January 1, 1996.

ESTIMATED SAVINGS

Savings could reach $14.4 million per year based on $1.25 per-meal cost.

CORRECTIONS 18



Inm ate Commissary

Departm ent of Corrections

CURRENT SITUATION

The Department of Corrections operates 14 prison facilities dispersed throughout
the state. Currently, the Department maintains 14 separate commissary operations
that sell a variety of items such as toothpaste, cigarettes and potato chips to its 20,000
inmates. The commissaries are "'pick and bag"* systems where inmate workers select
merchandise from a written order form. The merchandise is put in a bag by prison
workers and is either delivered to individual inmates in their cells or picked up ata
centralized location. State employees purchase the merchandise and handle the book-
keeping and accounting for commissary transactions.

A preliminary review of the revenues and costs of the present system shows that
these 14 commissaries are run at approximately break-even.

The corrections commissary industry is well developed. There are a number of
experienced, reputable and financially-sound competitors who would respond to an RFP.
Private commissary operators have been able to save other states money by taking
advantage of their nationwide buying power. Private operators also employ sophisticated
systems for ordering, inventory management and inmate account processing. Correction
systems which have contracted out commissary services reportincreases in service
quality, lower costs and additional income from more profitable sales.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes that subjecting the operation of commissary service to
competitive contracting would substantially reduce the cost to taxpayers of providing
this service without sacrificing the quality of the service.

Itis also likely that the commissaries can be run more profitably by a private firm.
Private commissary operators typically sign concession agreements where they are
allowed to sell personal items to inmates and the prison system receives a percentage
of the sales.

The Commission recommends a cost accounting be completed, showing all costs
of delivering the service including service monitoring costs. An RFP, which contains
performance standards and contract monitoring procedures, should be issued to
qualified operators. The in-house managers and employees can be encouraged to
submit a plan to be competitive with anticipated private contractor proposals. The
Department should award the contract to qualified private contractors, if the Depart-
ment receives a proposal thatwould reduce costs and increase profits without
sacrificing quality.
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TIVELINE FOR IMPLEVENTATION

An RFP could be issued by May 1,1995 and a contract awarded by February 1,1996.

ESTIMATED SAVINGS

Savings could be realized through increased revenues of about $500,000.
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Prison Operations

Department of Corrections

CURRENT SITUATION

The Department of Corrections operates 14 prison facilities dispersed throughout
the state. There are approximately 20,000 inmates. Bayside State Prison in
Cumberland County is a combined medium- and minimum-security prison with a
population of approximately 2,000 inmates and operating costs of approximately
$52.6 million per year. Mid-State Correctional Facility in Burlington County is a
medium-security prison with a population of 570 inmates and an annual operating
cost of approximately $21.5 million. A new prison in Bridgeton is being constructed
for 3,000 inmates and is due to be completed in 1997.

Prisons are being operated by private firms in several states, including Texas,
Florida, California, New Mexico, Arizona, Kentucky and Mississippi.

In the last ten years, a private corrections management industry has developed.
There are anumber of experienced, reputable and financially-sound corrections
management firms which would respond to an RFP. Correction systems which have
contracted out specific prisons report significant cost savings and/or increases in
service quality.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes that subjecting the operations of prisons to competitive
contracting would substantially reduce the cost to taxpayers of providing this service,
without sacrificing the quality of the service.

The Commission recommends that a cost accounting be completed for both
Bayside and Mid-State, showing all costs of delivering the service including service
monitoring costs. An RFP, which contains performance standards and contract
monitoring procedures, should be issued to qualified and experienced operators.
Great care should be taken in this procurement process to allay concerns about public
safety and loss of control to an unqualified contractor.

The in-house managers and employees should be encouraged to submita plan
that would be competitive with anticipated private contractor proposals. The
Department should award the contract to qualified private contractors if the
Department receives a proposal that would substantially reduce costs without
sacrificing public safety.

An RFP should be issued in 1997 for the operation of the newly-constructed state
prison in Bridgeton.
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TIVELINEFCR IVPLEVENTATION

An RFP could be issued by June 1,1995 and a contract awarded for Mid-State and
Bayside by February 1,1996.

ESTIMATED SAVINGS

Itis difficult to estimate savings because each prison facility is unique. The
Department will not know what savings or operational improvements are possible
until an RFPis issued and qualified contractors respond. However, based on the
experience of other governments, savings of 10-20%—or $7-14 million—may be
realized by subjecting both Bayside and Mid-State to competition.

Millions in avoided future costs might be saved by private operation of Bridgeton.
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Prescription Drug M anagement Program

BACKGROUND

Prescription drugs represent one of the fastest growing cost components of the
health care network. Management of prescription drug costs is common in the private
sector. These programs typically save between 10% and 15% of prescription drug
expenditures while improving monitoring of patient drug use. An estimated 47 of
New Jersey's top 100 employers utilize prescription drug benefit management.

Benefit management reduces overall costs to government for prescription drugs
and minimizes the opportunity for fraud and abuse.

CURRENT SITUATION

New Jersey governments subsidize prescription drug costs in various programs
with no managed benefit system. These programs include Medicaid ($165 million/
year) and Pharmaceutical Assistance to the Aged and Disabled ($169 million/year).
State government has successfully applied managed benefit techniques in the govern-
ment employee New Jersey Prescription Drug Program ($67 million/year). There are,
however, 300,000 government employees and 145,000 government retirees who do
not participate in the New Jersey Prescription Drug Program and who may not
receive the cost and service benefit of managed prescription drug benefits.

Drug manufacturer rebates are provided to state government in the Medicaid and
PAAD programs. Even with these rebates—which equaled $77 million for state
purposes in the latest year—New Jersey's average prescription costs are higher than
the industry average, due, in part, to less use of generics and higher provider
compensation than in the private market.

CONCLUSIONS AND RECOMMENDATIONS

The Commission recommends that a prescription drug benefit management be
implemented in all government prescription drug programs along the following lines:

» All pharmacists should be allowed access into any prescription benefit
network as required under state "'willing provider"* legislation.

» State requirements for network access should exceed federal Medicaid
standards providing maximum choice for recipients.

» Utilization reviews should be mandated under a prescription benefit program.

» The benefit managers should assure access to necessary medication. However,
incentives should be created to encourage use of preferred drugs.
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M edical Savings Accounts

BACKGROUND

The state's Health Benefit Plan covers approximately 310,000 employees—active
and retired—in state government, school boards, municipalities, agencies, authorities
and counties. Benefit costs are one of the single highest expenditure categories in the
state budget.

Currently, the choices offered are traditional indemnity insurance with a low
deductible and HMO-type plans where choice in care is limited. This coverage costs
$7,000 per family for an indemnity plan and $6,000 for an HMO-type plan.

Under the current system, there is almost no incentive for the individual employee
to shop for the best price and care or to limit the amount of care purchased.

CURRENT SITUATION

hi the last few years, a growing number of private and government organizations
have used Medical Savings Accounts to lower employee health care costs, including
the Golden Rule Insurance Company of Indianapolis, Forbes, the Spurwink School in
Portland, Oregon, and the United Mine Workers of America.

A typical plan works like this:

1. The employer purchases a high-deductible ($2,000-$3,000) catastrophic
insurance policy for the employee. The premiums on these policies could be
40% lower than the premiums on low deductible policies.

2. The employer deposits the amount of the deductible in a special account for
the employee to spend on medical expenses, including IRS-recognized care
such as eye care, dental, physicals, preventive care, etc. The employee has total
freedom in choosing who delivers the care. If the employee does not spend the
full amount, the employee can keep the difference.

CONCLUSIONS AND RECOMMENDATIONS

Medical Savings Accounts will give power to consumers who will benefit
financially from prudent spending. Medical Savings Accounts would turn the present
incentives around, giving state employees the fruits of controlling health care costs.
Benefit costs can be lowered without reducing the quality of health care.

The state should carefully review the experience of others who have used Medical
Savings Accounts, and tailor a plan that would provide good medical coverage for
employees and significantly reduce costs.
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TIVELINEFOR IVPLEVENTATION

The Commission estimates that an agreement to establish Medical Savings
Accounts could be negotiated with employee unions, necessary statutory changes
made, and a new program implemented before the end of 1995.

ESTIMATED SAVINGS

Estimate: 5% savings of current costs. Savings to state budget: $25 million.
Savings to other budgets: $41 million.
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Flexible Benefit Programs for Government Employees

BACKGROUND

New Jersey state government does not offer flexible benefit, or so-called **Section
125" cafeteria plans for its employees.

In their simplest form, these plans, which are common in the private sector, allow
employees to make payroll contributions on a tax-deductible basis for health care and
dependent care/child care spending accounts. The employee reduces his or her taxes
and has money available to pay health care deductibles/copayments and other
out-of-pocket expenses for child care. Employers save because no employer Social
Security taxes are paid on amounts employees contribute to these plans.

Another advantage of flexible benefit plans is that they facilitate the offering of
health insurance opt-out programs to government employees whose spouses have
duplicative health insurance coverage.

There is amature industry of vendors experienced in establishing flexible benefit
plans for the private and public sectors who can craft plans that will maximize
employee benefits and employer savings.

Health insurance opt-out programs encourage employees to drop duplicative
health insurance policies where a family member also has coverage. The financial
savings are great for employers who share their savings with participating employees
in the form of incentive payments.

CURRENT SITUATION

Hexible benefit plans are common in the private and public sector. According to a
recent national survey of private and public sector organizations with 1,000 or more
employees, 59% of organizations offered health care spending accounts and 60% of
organizations offered dependent care accounts.

The two most common flexible benefit plan programs—tax-free payroll contribu-
tions to health care spending and dependent care accounts—are popular options with
employees that also reduce employer Social Security tax payments (typically 7.65%
on most of the employee payroll contribution).

New Jersey is one of only two states that has not conformed its state tax law
with federal tax code as regards health insurance opt-out plans. In New Jersey, an
employee can be taxed on the value of the opt-out incentive payment even if the
employee does not opt to take the incentive payment. The federal government and
48 states only tax the incentive payment, if received.
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Many local governments would like the ability to offer "*full service™ flexible
benefit plans to their employees. The program is supported by the League of
Municipalities and the Association of Counties.

CONCLUSIONS AND RECOMMENDATIONS
The Commission recommends that:

* New Jersey law be modified as needed to permit governments to offer a full
range of flexible benefit options to government employees;

» State government offer, at a minimum, health care and dependent care
spending account options with a corollary incentive program to allow
employees to opt out of duplicative health insurance coverage;

» The legislature move to enact legislation conforming the state tax code to the
federal code as regards health insurance opt-out payments.

TIMELINE FOR IMPLEMENTATION

An RFP for health plan administrative services was issued in November 1994,
Procurement of an administrator to establish and operate a flexible spending account
could occur shortly. This program could start in 1996.

ESTIMATED SAVINGS

Applying the typical plan design and employee participation rates found in existing
flexible benefit plans to New Jersey state government results in annual savings estimates
of between $15 million and $37 million, once the plan is fully utilized.
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JUA/MTF Automobile Insurance Claim Pools

BACKGROUND

The New Jersey Full Insurance Underwriting Association (JUA) and its successor,
the New Jersey Market Transition Facility (MTF), were insurance companies created
by state government to write "bad driver** policies. The companies stopped writing
policies in late 1993. However, there are outstanding claims estimated at $1.5 billion
that must be settled and another $500 million of deferred claims that must be paid.

CURRENT SITUATION

The JUA and the MTF have separate, duplicative administrative staffs and will
spend approximately $30 million during 1995 and 1996 on administration. Beginning
in 1997, administrative costs will drop dramatically as the number of open claims
decline.

Presently, 19 servicing carriers settle claims for the JUA/MTF. Servicers are
compensated a set claim fee that varies by type of claim. There are no economic
incentives for servicers to seek to reduce claim costs. Servicers are also compensated
for direct expenses which have averaged $11 million per month for the past year.

CONCLUSIONS AND RECOMMENDATIONS

The Commission believes the present system does not provide sufficient control
nor incentives to reduce cost. Such controls and incentives could best be provided by
private administrators.

The Commission recommends the following actions:

» The Department of Insurance should competitively consolidate and contract
the management of the JUA and MTF pools;

» The private manager should negotiate termination contracts with inefficient
carriers and be prepared to take over any remaining claims;

» The private manager should be given incentives to cost-effectively manage
claim settlements and expense requests.

TIMELINE FOR IMPLEMENTATION

An award to administer the program could be made in four months. However,
implementation of the full plan with removal of inefficient carriers may take longer.
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ESTIMATED SAVINGS

Savings occur from several actions. Consolidating administration of the two pools
would save $4 million. Exit payments representing refunds of servicing fees paid in
advance to terminated carriers could approximate $7 million. Assuming a 3%
improvement in claim cost settlements, a 109 reduction in expense reimbursements,
and competitive vendor incentive payments, bringing in a qualified manager
should produce savings of $40 million. These estimated savings total approximately
$50 million.
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M otor Vehicle Services

BACKGROUND

In most states, vehicle inspection is provided by licensed private garages. New Jersey
is one of only three jurisdictions with a government-operated motor vehicle emissions
and safety inspection system, although New Jersey also permits private inspection as an
adjunct to its centralized system. New Jersey is presently negotiating with die federal
Environmental Protection Agency (EPA) over changes in the vehicle emissions testing
program to ensure compliance with the federal dean Air Act. Nationwide, a private
industry exists that specializes in the establishment, management and construction of
enhanced systems to provide the required inspection services.

Because this is a new program, any changes will increase system capital and
operating costs.

CURRENT SITUATION

New Jersey presently has 35 vehicle stations with 86 vehicle inspection lanes,
operated at a cost of approximately $30 million annually. This state-operated system
Is staffed with 600 employees. Additionally, there are about 4,000 private inspection
centers that perform about 25% of all inspections.

New Jersey's experience with private inspection stations has been a success.
Motorists are familiar with the program; licensed private garages have successfully
performed inspections and repairs; and motorists have favored the convenience
option this provides to them. However, federal mandates limit the ability of
combined inspection/repair private facilities to fully participate in the program.
Although under the Clean Air Act inspection/repair private facilities will continue
to play a role, EPArequires New Jersey to operate a centralized system for Clean Air
Act inspections.

The state's Division of Motor Vehicles has explored competitive contracting
options for this centralized system.

CONCLUSIONS AND RECOMMENDATIONS

The Commission recommends that New Jersey competitively contract operation of its
state-operated emissions inspection system by including the following in the RFP:

* One or two vendors to operate the system.

* A 5-10year contract, with determination of optimum number of lanes/
locations based on state performance standards.

* Vendor lease or ownership of state-owned facilities, with rehab of lanes
performed by the vendors.
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» Vendor acquisition of new facilities/lanes; title transferred to state at end
of contract.

» Vendor option as to policy vis-a-vis current employees, with a minimum
requirement that current employees receive hiring preference.

* Minimizing of driver inspection fees.

However, the Commission recommends that the above not be included in statute,
so managers can maintain maximum flexibility. The Commission also recommends
continuation of the combined inspection/repair private option in the state's
reconfigured emissions control system.

TIMELINE FOR IMPLEMENTATION

Much of the groundwork for drafting of an RFP has been accomplished.
Therefore, the process can begin without undue delay. The following schedule
is achievable:

RFP response preparation 3 months
Proposal evaluation and selection 3 months
Protest period/contract award 4 weeks
Implementation 12 months

ESTIMATED SAVINGS

Competitive contracting of existing emissions inspections will reduce annual state
spending by approximately 10-15%o, or based on the present system, a $3-6 million
savings.

Savings estimates do not include avoided operations and capital costs related to
compliance with the Clean Air Act. Privatization of the Clean Air Act emissions
system may provide an additional opportunity for savings.
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Technology

BACKGROUND

State government’s use of technology is extremely complex. The total scope of
technology and the costs associated with it are not readily available. The Office of
Telecommunications and Information Services (OTIS) is the central data center and
has a budget of $89 million. Their budget is exclusive of a variety of direct costs
(i.e.,, employee benefits, depredation, rent, etc.) which would normally be induded
in cost estimates developed by the private sector.

The growth of technology in state government has occurred without the benefit of
astrategic game plan. This has created ineffidendes and promoted the expansion of
technology related activities outside of OTIS. Estimates are that in excess of $200
million per year is spent on technology in the State Department outside of OTIS. Itis
possible that this estimate could be in a range from $300 million to $400 million when
all costs are factored in.

CURRENT SITUATION

New Jersey's major systems are currently run on avariety of hardware and much
of the software and hardware are antiquated. Common standards and procedures do
not exist. This impedes the implementation of cost-efficient technology.

A well-designed procurement system is critical to implementing state-of-the-art
technology in a cost-effective manner. The current procurement process is time-
consuming, cumbersome and does not maximize leverage or support the benefits of
equipment standardization.

At a time when technology is dramatically growing, changing, and becoming
more critical, as well as costly, New Jersey does not have a central point of
responsibility and there is no overall vision or strategic plan for technology in
state government.

To date, efforts to re-invent the technology area have been confined to OTIS,
which comprises less than one-third of the technological activities in the Executive
Branch.

OTIS has limited resources to respond to the day-to-day needs of its current
customers and virtually no resources to dedicate to defining a strategic direction.

Inaddition to OTIS, virtually every department of state government has its own
technological component. The costs associated with those individual components are
difficult to identify and are understated due to the lack of a cost-accounting system.

An RFP to study OTIS has been issued. This focuses solely on OTIS and is not
designed to deal with the overall issues of technology in the state.
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CONCLUSIONS AND RECOMVENDATIONS

Given the critical importance of technology and information today and in the
future, as well as the need for a strategic direction, consideration must be given to
elevating this function within the Executive Branch or to the creation of a public
corporation to manage all technology Unless this function has departmental level
authority, significant change is unlikely. Nine states have created a Chief Information
Officer position, reporting directly to the Governor. The State of California has just
completed an extensive study of technology—the first recommendation was for
Governor Wilson to create a C.1.O. reporting to him.

In the short term, OTIS should move ahead with a baseline study of its organiza-
tion and structure. OTIS is only a part of the problem; however, such a study should
still identify savings opportunities in the $5 million to $10 million range.

The Treasury should prepare an RFP requesting a comprehensive study of all
technology units in state government. The focus of the effort should be to derive
efficiencies from consolidation and standardization. Technical experts indicate that this
type of effort has typically resulted in savings from 20% to 40% prior to any privatization
decision.

While privatization is possible in the short term, it appears to be premature, given
the fragmented nature of the function as well as the potential for significant
efficiencies prior to any privatization decision.

TIMELINE FOR IMPLEMENTATION

Immediate implementation should result in short-term savings in 12-18 months.
Total implementation will probably take two to four years.

ESTIMATED SAVINGS

Annual technology expenses are in the $300 million to $400 million range and
industry experts indicate typical savings deriving from this kind of effort from 20%
to 40%.
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Revenue Collection

BACKGROUND

The State of New Jersey collects $14.8 billion in revenues annually. Over 50
separate units of government have a collection function. Changing collection
techniques, as well as the need for sophisticated cash management skills, trends
toward electronic collection, and the securitization of receivables, all impact on this
critical function.

CURRENT SITUATION

Professional skills in the various collection units vary from highly sophisticated to
nonexistent. Cash management practices vary, reducing revenue opportunities which
reduces the state revenue potential by not maximizing the investment potential of
taxes and fees.

Most units of government do not routinely maintain information on collection
rates and receivable aging schedules, which is basic to any professional collection
activity. The state does not presently package and sell aged receivables.

Electronic collection activities are just beginning to be undertaken in the state and
will require increased expertise and capital.

CONCLUSIONS AND RECOMMENDATIONS

The consolidation of collection activities of over 50 units will offer significant
opportunity to reduce costs based on efficiencies and competitive contracting
opportunities. Consolidation and competitive contracting will bring to all revenue
sources the benefit of professional cash management skills.

Professional collection and money management skills, if brought to all state
collection units in a single focused collection unit, should substantially increase
revenues. The increase in revenue collected will also increase investment return.

There is an opportunity for the state to package for sale aged, uncollected accounts
receivables. The size of this opportunity is unknown, but perhaps significant. Many
states and other governmental units are already using this approach.

With the assistance of this Commission, the E)epartment of Treasury has issued a
comprehensive RFP, requesting consulting assistance in a large-scale management
and operational restructuring of revenue collection/debit recovery in the State of
New Jersey.

The primary objective is to evaluate the current options and recommend an
implementation plan for centralizing the function.
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All options will be reviewed, including a state-developed and -operated solution
outsourcing; public/private partnerships; or other feasible alternatives.

TIMELINE FOR IMPLEMENTATION

An RFP has already been issued. Implementation is expected in early 1996.

ESTIMATED SAVINGS

Savings will need to be determined as part of the project. Given the size of the
existing revenue base, as well as the current cost of operation, the potential for
savings is significant.
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State-Owned W astewater Treatment Facilities

BACKGROUND

The State of New Jersey owns and operates wastewater treatment facilities. These
facilities are owned and managed under the auspices of the Department of Human
Services and the Department of Corrections, primarily at state institutions.-Some of
these facilities have been fined by the DEP for failure to comply with state environ-

mental laws.

DEPARTMENT OF CORRECTIONS

The Department of Corrections is constructing a new 550,000 gallons per day
(GPD) facility at the Bayside State Prison to achieve compliance with environmental
regulations. The annual operating costs of the present facility are $645,000.

Mountainview Youth Correctional Facility-Main Unit is constructing a 360,000
GPD plant under a design/build contract. Present operating costs of the existing
facility are $1.46 million per year. The facility, which serves the Mountainview Youth
Correctional Facility-High Point Unit, has been cited for environmental violations
and is forced to haul all raw sewage from the facility. However, a licensed plant
operator must still be maintained at the facility to provide discharge monitoring
reports to the DEP. Current operating costs, including sludge removal, are $269,000.

Mountainview Youth Correctional Facility-Stokes Forest Unit has also been cited
for violations, and has been hauling its raw sewage since 1991. Hauling costs are
$127,000 per year.

Violations have been identified at the New Jersey Training School-Jamesburg
Facility, and the Department is moving to correct them. Operating costs are $98,300
annually.

The Wagner Youth Correctional Facility's sewage treatment operation has also
been cited for violations. The Department is in the process of requesting proposals for
design/build of anew plant. A vendor presently operates the plant at a cost of
approximately $500,000.

DEPARTMENT OF HUMAN SERVICES

The Department operates wastewater and water treatment plants at 12 residential
facilities: Ancora Psychiatric Hospital, North Princeton Developmental Center, Wood-
bine Developmental Center, Hagedom Geriatric Center, Brisbane Child Treatment
Center, Greystone Park Psychiatric Hospital, Marlboro Psychiatric Hospital, North
Jersey Developmental Center, New Lisbon Developmental Center, Johnstone Training
Center, Warren Residential Group Center, and Albert Elias Residential Group Center.
Many of these plants have been cited for violations by the DEP and have paid fines.
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A preliminary cost analysis shows operating costs of at least $1.4 million for all of
these facilities. In addition, over $300,000 in fines and attorneys’ fees have been paid.

CONCLUSIONS AND RECOMMENDATIONS

Contract operation and maintenance of water and sewerage treatment facilities is
a growing industry. Across the United States there are numerous examples where
local officials have improved quality and significantly lowered costs. The Com-
mission has collected information from contracted facilities in New Orleans, LA;
Indianapolis, IN; Newark, NJ; Maple Shade, NJ; Cranston, Rl; Oklahoma City, OK;
and others. Savings ranging from 30-40% are common. In the last 15 years, hundreds
of Operation and Maintenance contracts have been entered into. This industry has
grown and there are many experienced, qualified, reputable, well-financed firms who
would submit a proposal for this type of business.

A cost accounting should be completed, showing all costs of delivering the
service. Service monitoring costs should be included. RFPs, which contain perfor-
mance standards and contract monitoring procedures, should be issued to qualified
operators. The in-house managers and employees should work together to submit
a plan to compete with anticipated private contractor proposals. The Department
should award the contract to qualified private contractors if the Department receives
a proposal that would reduce costs without sacrificing quality.

TIMELINE FOR IMPLEMENTATION

RFPs on many of these facilities could be issued by May 1 and contracts awarded
before December 1,1995.

ESTIMATED SAVINGS

Approximately $1 million per year.
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Public/Private Partnerships in

Capital Transportation Projects

BACKGROUND

Many states are permitting the private sector to build and operate transportation
projects which had been exclusively done by governmental entities. Examples
include the Dulles Toll Road and four major highways in California. In the State of
Washington, the ""Public/Private Initiatives in Transportation' program provides a
wide range of opportunities for businesses to propose and undertake all or a portion
of the study, planning, design, financing, construction, operation and maintenance of
transportation systems and facilities.

The New Jersey Department of Transportation is moving toward engaging the
private sector in design/build projects. Based on the experience of other states,
private design and construction of transportation projects has reduced costs and
the amount of time it takes to complete a project.

CURRENT SITUATION

According to a Foundation of the New Jersey Alliance for Action study, New
Jersey has transportation infrastructure needs of $47.9 billion. They include:

» $31.8 billion for state highways and bridges.

$3.5 billion for public transit.

$5.9 billion for toll road facilities.

$2.7 billion for bi-state authorities.

$4.0 billion for county and municipal roads and bridges.

The state's Department of Transportation reports that at current funding levels,
the state will be unable to fund $10.3 billion in needed highway and mass transit
projects between the years of 1995 and 2002. These projects include rail transit
expansion replacement buses, new bridges and added highway lanes. )
1

In order to meet the state's backlog of unfunded transportation projects over the
seven-year period, New Jersey needs to increase its transportation capital investment
by $1.3 billion annually—from $1.5 billion to $2.8 billion.

Participation of the private sector in the design, building, ownership and
financing of many of these projects is needed.
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CONCLUSIONS AND RECOMVENDATIONS

The Department of Transportation should evaluate all options for private design/
build projects. The objective should be to enhance the Department’s ability to
complete a growing number of projects on a timely- and cost-effective basis.

The Commission also recommends adoption of a plan similar to the State of
Washington's New Partners Public/Private Initiative in Transportation. This program
has resulted in six significant projects being built by the private sector. Under the
Washington program, private firms are invited to propose construction projects to be
built and operated by the private sector. The state negotiates the details of each
project with the private finns.

The enactment of a program like this in New Jersey has the potential for
stimulating some creative and important transportation projects. Possible projects
include the construction of S-92 in Middlesex County, the renovation and expansion
of the Route 9 Bridge on the Raritan River, the construction of anew Route 9 Bridge,
operation of the Hudson River Waterfront System, the extension of Patco in South
Jersey, and many others.

TIMELINE FOR IMPLEMENTATION

Legislation may be needed before an RHP can be issued. Based on Washington
state's experience, it should take a little over a year to draft an RFP, receive proposals
and award a contract.

ESTIMATED SAVINGS

Savings cannot easily be determined, but the state might save hundreds of
millions of dollars by avoiding major capital and operating expenses.
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Veterans Memorial Home at Paramus

BACKGROUND

The State of New Jersey owns and operates a 334-bed veterans nursing home in
Paramus.

The Veterans Memorial Home at Paramus was built in the late 1980s and was fully
completed four years ago. The home serves veterans and veteran spouses (whose
husbands are already in the home) and ""Gold Star'* parents—parents of veterans who
have been killed in combat. The residents who have not depleted their personal assets

pay for their care.

CURRENT SITUATION

The Veterans Memorial Home in Paramus is staffed by approximately 400 state
employees, including managers, doctors, registered nurses, licensed practical nurses,
health care aides, and building maintenance, food service, custodial and other
support service workers.

The FY95 operating budget of the home shows $17 million in operating expenses,
including maintenance, and $6.4 million in revenues—$3 million from payments by
private individuals and $3.4 million from federal Veterans Administration reimburse-
ments. The difference between operating expenses and revenues is made up by state
taxpayers in the amount of $10.6 million. If operating expenses were significantly
reduced, this would have no effect on the amount of reimbursement provided by the
Veterans Administration. Cost per bed is about $140 per day.

The nursing home industry is well-developed, and there may be many experi-
enced, reputable and financial.y-sound and competitive operators who would
respond to an RFP and provide quality operation of this home.

CONCLUSIONS AND RECOMMENDATIONS

A cost accounting should be completed which shows all costs of operating and
maintaining the home, including service monitoring costs. An RFP, which contains
performance standards and contract monitoring procedures, should be issued to qualified
and reputable operators. This is a very important service upon wluch hundreds of lives
depend. Therefore, a great deal of care should be taken with this procurement process.
Veterans service organizations should be consulted during this process.

The in-house managers and employees should be encouraged to submit a plan
to restructure the in-house operation to be competitive with anticipated private
contractor proposals. A comparison between private proposals and in-house
reduction in operating costs should be made. The Department should award the
contract to qualified private contractors if the Department receives a proposal that
would reduce costs without sacrificing the quality of care.
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AREAS UNDER STUDY



TIVELINE FOR IMPLEVENTATION

An RFP could be drafted and issued to qualified operators by March 1,1995.

An award could be made by September 1, and service could begin by December 1995.

ESTIMATED SAVINGS

$3 million in operating expenses.

GOVERNMENT OPERATIONS 42



The New Jersey Sports and Exposition Authority

BACKGROUND

The New Jersey Sports and Exposition Authority manages Monmouth Park; the
Meadowlands Sports Complex, including Giants Stadium; the Byrne Arena; and the
Meadowlands Racetrack. The existing Atlantic City Convention Center is leased and
operated by the Authority. The Authority oversees the development of the new
Atlantic City Convention Center. In addition, the Authority owns undeveloped land

in the Meadowlands.

The Authority has $947 million in bonds outstanding. Due to the restrictive covenants
in the bonds and IRS regulations, a sale of any of the assets would be difficult.

In FY95, the state contributed $35 million toward the paymexit of Authority debt
Sservice.

CONCLUSIONS AND RECOMMENDATIONS

The Commission commends the Authority for taking significant steps toward
privatization of various functions. It is seeking a private operator to run the Atlantic
City Convention Centers, aprivate developer to construct new elements of the master
plan, and has contracted out many of its support services.

The Commission recommends a more intensive study of Authority activities be
undertaken in order to determine the potential for reducing costs through the intro-
duction of competition. Competition could generate new ideas and solutions for
reducing the Authority's need for a state subsidy.

TIMELINE FOR IMPLEMENTATION

Due to the multifaceted nature of the Authority's activities and the complex legal
restrictions in its bond covenants, an additional three to six months will be required

for the Commission to complete the study.
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Passaic Valley Sewerage Commission

CURRENT SITUATION

The Passaic Valley Sewerage Commission is a legislatively created authority which
operates a sewerage treatment plant located in Newark. In 1993, revenues were $114
million, operating expenses were $75 million, repairs and maintenance were about
$12.5 million and annual debt service payments were $19.7 million. Any surplus in
annual revenues over expenses is returned at the end of the year to PVSCs customers.

The PVSC sewerage treatment plant is one of the largest in the country and serves
1.5 million people and 4,500 businesses in parts of Bergen, Essex, Hudson and Passaic
counties. All of its operating and debt service costs are passed on to its customers.
These charges make up asignificant portion of the charges in customers' water and

sewer bills.

Contract operation and maintenance of sewerage treatment facilities is a growing
industry. Across the United States there are numerous examples where local officials
have improved quality and significantly lowered costs. The Commission has collected
information from contracted facilities in New Orleans, LA; Indianapolis, IN; Newark,
NJ; Maple Shade, NJ; Cranston, RI; Oklahoma City, OK; and others. Savings ranging
from 30-40% are common. In the last 15 years, hundreds of Operation and Main-
tenance contracts have been entered into. This industry has grown and there are
many experienced, qualified, reputable, well-financed firms that would submit a
proposal for this type of business.

CONCLUSIONS AND RECOMMENDATIONS

The Privatization Commission believes that subjecting the operation of the PVSC
to competitive contracting could reduce the cost to ratepayers of providing this ser-
vice without sacrificing the quality of the service.

The Commission recommends that the PVSC perform a cost accounting, showing
all costs of delivering the service, including maintenance and service monitoring.

There is no accurate way to forecast how much a private contractor might save
until the operation is subjected to competition in the marketplace. Therefore, the
PVSC should be encouraged to issue an RFP to qualified operators for an Operations
and Maintenance agreement, which contains performance standards and contract

monitoring procedures.

The in-house managers and employees can submit a plan to compete with
anticipated private contractor proposals. The Commission recommends the PVSC
award the contract to a qualified private contractor, if the PVSC receives a proposal
that would reduce costs without sacrificing the quality of services.
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M iscellaneous Competitive Contracting Proposals

BACKGROUND

The Commission, working with Treasury, OMB and the departments, has
uncovered a number of opportunities to competitively contract services at possible
savings to the state without reducing the quality of services. Actions have been taken
on some of these services, such as operation of day care centers in Human Services.
Others are still under study.

Among the services under review are: custodial services; institutional grounds-
keeping and food service; forensic medical exams; law enforcement data entry and
collection; ""bad driver'* surcharge billing and collection; DMV accident reporting,
licensing and testing; laboratory testing; state-run school district support services; state-
operated adult training centers; fleet maintenance; and maintenance and reconstruction
of NJ Transit rail track.

CONCLUSIONS AND RECOMMENDATIONS

The Commission recommends further consideration of the above services for
competitive contracting. If these services can be performed at a lower cost without
reducing the quality of services by a private firm, they should be competitively
contracted.

The Commission recommends that a cost accounting be completed for each of the
above, showing all costs of delivering the service including service monitoring costs.
For each service that is subjected to competitive contracting, an RFP, which contains
performance standards and contract monitoring procedures, should be issued to
gualified operators. The in-house managers and employees can be encouraged to
submit a plan to be competitive with anticipated private contractor proposals.

ESTIMATED SAVINGS

Based on a preliminary review of the costs of the above services that are
performed by the private sector, as compared to costs for the state to operate them,
asavings of $30 million per year is feasible.



APPENDIX 1

State Or new jersey

R mcvtive D ipahtmrnt

EXECUTIVE ORDER NO. 17

WHEREAS, saving tax dollars without compromising the
availability and quality of State services is a cornerstone of this
Administration: and

WHEREAS, State government must identify and pursue innovative
methods of achieving these' goals; and

WHEREAS, privatization, through reliance on private enterprise,
market forces and competition for providing public services, may be
one alternative by which to save tax dollars and maintain, and
possibly improve, State services; and

WHEREAS, a comprehensive study should be conducted to analyze
the feasibility of prudent privatization of selected government
services and evaluate the potential consequences of such
privatization;

NOW, THEREFORE, |, CHRISTINE TODD WHITMAN, Governor of the State
of Now Jersey, by virtue of the authority vested in me by the
Constitution and by the Statutes of .this State, do hereby ORDER and
DIRECT;

1. There is hereby established the New Jersey Advisory
Commission on Privatization, hereinafter referred to as the
Commission.

2. The Commission shall consist of a chairperson and four (4)
other members appointed by the Governor.

3. The Commission shall; (1) conduct a review of existing
feasibility studies and actual experiences of governments that have
Thitlated priVTrtitrwtrion efforts; (2>'.evaluate the. advantages end
disadvantages associated with privatization generally; (3) conduct a
feasibility study of New Jersey State government, including s
cost-bonefit end Implementation analysis, to identify those aress
where privatization would result in cost savings and quality
improvements; and (4) propose appropriate and beneficial methods of
implementing privatization in this State.

rmuttl oil teciiririt nuui-.t



4. The Commission shall periodically report to the Governor and
shall issue itB recommendations in writing by December 31, 1994.

5. The Commission is authorized to call upon any department,
offico, division, or agency of this State to supply it with data and
other information, personnel or assistance it deems necessary to
discharge its duties under this Order. Each department, officer,
division or agency of this State is hereby required, to the extent
not inconsistent with law, to cooperate with the Commission and to
furnish it with such information, personnel and assistance as is
necesaar: to accomplish the purpose of- this Order. The Attorney
General, or her designee, shall act as legal counsel to the

Commission.
6.  This Order shall take effect immediately.

GIVENt LIJQd/egr rngahand .and -&aal,
in the Year of Our Lord, One
Thousand Nine Hundred and

N|n ety-Four and
Inde pendence of the Unlted
States t#e Two Hundred and

Christina Todd Whitman***
GOVERNCR

Attest:

Japuty Chief &%ﬁﬁ/e‘ej/rto -the -Governor

FILED

APS-1 81994

SECRETARY O ke

Hinted on ttcyclrd p»prr
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APPENDIX 2
Commission on Privatization and Competitive Contracting

Public Hearing List

Personnel Commissioner - Linda Anselmmi
Professor Steve Savas - Director, Privatization Research Organization, Baruch College
Esmor - James F. Slattery, President
Mercer County Executive Bob Prunetti
Metcalf & Eddy - Donald Deiso, President
CWA
Congressman Dick Zimmer
Systems Control - Janies Caffey, Marketing Representative
Bergen County SheriffJack Terhune
United Infrastructure - Senator Thomas Gagliano
AFSCME
GC Services - Lawrence Smith, Marketing Manager
System House - John Bay, Managing Director
Cherokee Solutions - Leonard T. Bier
Martin Marietta - Neal Linkon, Director of Public Affairs
Construction Industry Advancement Program - John Clearwater
Michael Francis - Chairman, New Jersey Sports & Exposition Authority
United W ater Resources - Bob Senatore, Marketing Manager
Lewis Thurston - Executive Director, New Jersey Highway Authority
SE.LUJILLF.P.T.E
New Jersey Turnpike Employees Union - Frank Forst, Consultant
Project Build - Fred Mihelic
Wheelabrator Clean Water Systems - Ken Gibson
Mercer Street Friends - Johr Connolly, Executive Director
Public/Private Partnership Council of New Jersey - Vince Miller

Construction Industry Advancement Program - John Clearwater
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1996

HOUSE BILL 96-1262

BY REPRESENTATIVES Pfiffner, Anderson, Pankey, Sullivant, and
Taylor;
also SENATOR Johnson.

CONCERNING THE STATE PERSONNEL SYSTEM. AND MAKING AN
APPROPRIATION IN CONNECTION THEREWITH.

Be it enacted by the General Assembly of the State of Colorado:

SECTION 1. 24-50-104 (8) (@) () and (@) (@ (a1,
Colorado Revised Statutes, 1988 Repl. Vol., as amended, are
amended, and the said 24-50-104 (8) (a) is further amended BY THE
ADDITION OF THE FOLLOWING NEW SUBPARAGRAPHS, to read:

24-50-104. Job evaluation and compensation - repeal.
(8) Salary administration, (a) (1) The state personnel director
shall provide by vrule, based upon a system of performance
evaluation, for periodic salary increases which are based on
demonstrated ability for satisfactory performance and quality of
performance, for the withholding of such increases for less than
satisfactory performance, and for payment of an incentive award
in recognition of above-standard or outstanding performance by an
employee. This subparagraph (1) is repealed, effective July-4-r
v m JULY 1, 2000.

ann For the fiscal year beginning July I, 1994 JULY
1998, and each fiscal year thereafter, the salaries of all
employees may be increased or left unchanged based upon merit and
performance or the expectation of performance of such employees,
subject to the level of available appropriations therefor. The
state personnel director shall prepare and transmit to the gener-frl

CapitaYTeFters indicate new material added to existing statutes;
dashes through words indicate deletions from existing statutes and

such material not part of act.

1,
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wmM Y JOINT BUDGET COMMITTEE AND THE HOUSE AND SENATE STATE,
VETERANS, AND MILITARY AFFAIRS COMMITTEES, no later than January
N _ 1494 OCTOBER 15, 1996, reeomroendat ione - for—changes—in—the
statutes— neco&frary— — implement— Live— prov-isdions— e-f— M»4s
subparagr-aph- (-144-) A PERFORMANCE-BASED PAY PLAN. THE PERFORMANCE
BASED PAY PLAN SHALL INCLUDE, BUT NOT BE LIMITED TO, THE FOLLOWING

ELEMENTS:

(A) A SYSTEM FOR PERFORMANCE EVALUATION THAT PERMITS
PERIODIC SALARY [INCREASES BASED ON A DEMONSTRATED ABILITY FOR
SATISFACTORY PERFORMANCE AND QUALITY OF PERFORMANCE, WITHHOLDING
OF SUCH INCREASES FOR LESS THAN SATISFACTORY PERFORMANCE, AND THE
ESTABLISHMENT OF A JOB RATE FOR EACH OCCUPATIONAL GROUP, AFTER
WHICH NO ALLOWANCE FOR STEP OR LONGEVITY INCREASE SHALL BE MADE;

(B) ANNUAL SALARY INCREASES SHALL NOT BE GUARANTEED AND
SHALL BE SUBJECT TO THE LEVEL OF AVAILABLE APPROPRIATIONS
THEREFOR:

(C) A MINIMUM ANNUAL SALARY INCREASE SHALL NOT BE
ESTABLISHED OR GUARANTEED;

(D) ANY ANNUAL SALARY INCREASE THAT MAY BE AWARDED BY THE
APPOINTING AUTHORITY SHALL BE EFFECTIVE ON JULY 1, SUBJECT TO THE
LEVEL OF AVAILABLE APPROPRIATIONS, AND SHALL NOT OCCUR OR BE
DEPENDENT ON THE ANNIVERSARY DATE OF EMPLOYMENT.

(rv) THE JOB RATE DESCRIBED IN SUB-SUBPARAGRAPH (A) OF
SUBPARAGRAPH (I111) OF THIS PARAGRAPH (a) SHALL BE ESTABLISHED
THROUGH THE ANNUAL TOTAL COMPENSATION SURVEY. THE TOTAL
COMPENSATION ADVISORY COUNCIL SHALL AOVISE THE STATE PERSONNEL
DIRECTOR IN THE INITIAL DESIGN AND FUTURE REVISIONS OF THE
PERFORMANCE-BASED PAY PLAN DESCRIBED IN SUBPARAGRAPH (I111) OF THIS
PARAGRAPH (a). ON OR BEFORE DECEMBER 30, 1996, FOLLOWING
CONSULTATION WITH THE JOINT BUDGET COMMITTEE, THE STATE PERSONNEL
DIRECTOR SHALL FINALIZE THE PERFORMANCE-BASED PAY PLAN. THE JOB
RATE ESTABLISHED FOR EACH OCCUPATIONAL GROUP SHALL BE REVIEWED AS
PART OF THE ANNUAL PERFORMANCE AUDIT OF THE COMPENSATION SURVEY
CONTRACTED FOR BY THE STATE AUDITOR.

(V) (A) THE STATE PERSONNEL DIRECTOR SHALL IMPLEMENT
PERFORMANCE-BASED PAY OVER A PERIOD OF THREE YEARS |IN THREE
SEPARATE SEGMENTS PURSUANT TO SUB-SUBPARAGRAPHS (B), (C), AND (D)
OF THIS SUBPARAGRAPH (V) FOR ALL OF THE STATE EMPLOYEES IN THE
STATE PERSONNEL SYSTEM. THE PLAN SHALL DESCRIBE THE EMPLOYEE
GROUPS, CLASSES, OR POSITIONS COMPRISING EACH OF THE THREE
SEGMENTS.

(B) ON OR BEFORE JULY 1, 1990, PERFORMANCE-BASED PAY

SHALL BE IMPLEMENTED FOR THE FIRST SEGMENT OF STATE EMPLOYEES
DESCRIBED IN THE PERFORMANCE-BASED PAY PLAN.

PAGE 2-HOUSE BILL 96-1262
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(C) ON OR BEFORE JULY 1, 1999, PERFORMANCE-BASED PAY SHALL
BE IMPLEMENTED FOR THE SECOND SEGMENT OF STATE EMPLOYEES DESCRIBED
IN THE PERFORMANCE-BASED PAY PLAN.

(D) ON OR BEFORE JULY 1, 2000, PERFORMANCE-BASED PAY SHALL
BE IMPLEMENTED FOR THE THIRD SEGMENT OF STATE EMPLOYEES DESCRIBED
IN THE PERFORMANCE-BASED PAY PLAN.

(E) THE PROVISIONS OF SUBPARAGRAPH (1) OF PARAGRAPH (a) OF
THIS SUBSECTION (8) SHALL NOT APPLY TO ANY EMPLOYEE WHO BECOMES
COVERED BY THE PERFORMANCE-BASED PAY PLAN PURSUANT TO
SUB-SUBPARAGRAPHS (B), (C), OR (D) OF THIS SUBPARAGRAPH (V).

SECTION 2. Part 5 of article 50 of title 24, Colorado
Revised Statutes, 1988 Repl. Vol., as amended, is amended BY THE
ADDITION OF A NEW SECTION to read:

24-50-504.7. Conmission on the privatization of personal
services - creation. (1) (a) THERE IS HEREBY CREATED A
COMMISSION ON THE PRIVATIZATION OF PERSONAL SERVICES PERFORMED BY
CLASSIFIED STATE EMPLOYEES CONSISTING OF THE FOLLOWING APPOINTED
MEMBERS:

(1) THREE MEMBERS APPOINTED BY THE GOVERNOR,;

() THREE MEMBERS OF THE SENATE APPOINTED BY THE PRESIDENT
OF THE SENATE ONE OF WHOM SHALL BE A MEMBER OF THE MINORITY PARTY,

(rer) THREE MEMBERS OF THE HOUSE OF REPRESENTATIVES
APPOINTED BY THE SPEAKER OF THE HOUSE OF REPRESENTATIVES ONE OF
WHOM SHALL BE A MEMBER OF THE MINORITY PARTY;

(V) ONE MEMBER OF THE COLORADO ASSOCIATION OF PUBLIC
EMPLOYEES, DESIGNATED BY THAT ORGANIZATION;

(V) ONE MEMBER OF THE AMERICAN FEDERATION OF STATE, COUNTY.
AND MUNICIPAL EMPLOYEES, DESIGNATED BY THAT ORGANIZATION;

(Vl) ONE MEMBER OF THE COLORADO FEDERATION OF PUBLIC
EMPLOYEES, DESIGNATED BY THAT ORGANIZATION.

(b) THE COMMISSION SHALL MEET NO LATER THAN JULY 31, 1996,
AND SHALL MEET AS OFTEN AS NECESSARY.

(c) IN CARRYING OUT ITS DUTIES UNDER THIS SECTION, THE
COMMISSION MAY REQUEST STAFF ASSISTANCE FROM THE DEPARTMENT OF
PERSONNEL. ALL SUCH STAFF ASSISTANCE SHALL BE PROVIDED WITHIN
AVAILABLE APPROPRIATIONS.

(d) THE COMMISSION SHALL INVESTIGATE AND STUDY THE
SUCCESSES AND FAILURES OF PUBLIC AND PRIVATE PERFORMANCE OF PUBLIC
SERVICES IN THE STATE AND IN OTHER STATES. THE COMMISSION SHALL

PACE 3-HOUSE BILL 96-1262
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REPORT TO THE GENERAL ASSEMBLY ON THE RESULTS OF THAT
INVESTIGATION AND STUDY AND MAY MAKE RECOMMENDATIONS ON PERSONAL
SERVICES CONTRACTS, PRIVATIZATION OF CERTAIN STATE SERVICES, AND
APPROPRIATE LEGISLATION. THE REPORT SHALL INCLUDE, BUT NOT BE
LIMITED TO, THE FOLLOWING:

(1) WHETHER PERSONAL SERVICES CONTRACTS INCREASE EFFICIENCY
IN THE DELIVERY OF GOVERNMENT SERVICES IN THE STATE AND IN OTHER

STATES;

(rn) WHETHER THERE ARE OVERALL COST SAVINGS TO THE STATE
AND IN OTHER STATES DURING THE TERM OF SUCH CONTRACTS;

(rer) THE NUMBER OF PRIVATE ENTITIES EXISTING THAT PROVIDE
THE PERSONAL SERVICES CONTRACTED FOR BY THE STATE AND IN OTHER

STATES;

(V) WHETHER STATE EMPLOYEES ARE ALLOWED TO SUBMIT A BID
OR PROPOSAL TO PROVIDE THE PERSONAL SERVICES CONTRACTED FOR IN THE
STATE AND IN OTHER STATES AND WHETHER SUCH BIDS OR PROPOSALS WERE
MADE JOINTLY OR IN COOPERATION WITH A PRIVATE ENTITY.

(¢) ON OR BEFORE SEPTEMBER 1, 1997, THE COMMISSION SHALL
PREPARE AND TRANSMIT TO THE GENERAL ASSEMBLY A REPORT CONTAINING
THE RESULTS AND RECOMMENDATIONS DESCRIBED IN PARAGRAPH (d) OF THIS
SUBSECTION (1).

(f) THE REPORT REQUIRED BY PARAGRAPH (e) OFTHIS SUBSECTION
(1) SHALL BE FILED IN ACCORDANCE WITH SECTION 24-1-136 (9).

(Z) THIS SECTION IS REPEALED, EFFECTIVE NOVEMBER 1, 1997.

SECTION 3. Appropriation - adjustment in 1996 long bill.
(1) In addition to any other appropriation, there is hereby
appropriated, out of any moneys in the general fund not otherwise
appropriated, to the department of personnel, for the fiscal year
beginning July I, 1996, the sum of fifty-six thousand six hundred
ninety-six dollars (556,696) and 1.0 FTE, or so much thereof as
may be necessary, forthe implementation of this act.

(2) In addition to any other appropriation, there |Is hereby
appropriated, to the department of law, for the fiscal year
beginning July 1, 1996, the sum of ten thousand dollars ($10,000)
and 0.1 FTE, or so much thereof as may be necessary, for the
Implementation of this act. Such sum shall be from amounts
appropriated to the department of personnel in subsection (1) of

this section.

(3) In addition to any other appropriation, there is hereby
appropriated, out of any moneys in the general fund not otherwise
appropriated, to the legislative department, for allocation to the
legislative council, for the fiscal year beginning July 1, 1996,

PAGE 4-HOUSK BILL 96-1262
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the sum of four thousand seven hundred fifty-two dollars (54,752),
or so much thereof as may be necessary, for the implementation of

this act.

(4) For the implementation of this act, appropriations made

in the annual general appropriation act for the fiscal vyear
beginning July 1, 1996, shall be adjusted as follows:

(a) The general fund appropriation tothe capital
construction fund outlined in section 3 (l)(c) and (1)(e) 1s
reduced by sixty-one thousand four hundred forty-eight dollars
(561,448).

(b) The capital construction fund exempt appropriation to
the departmentof transportation, construction projects, s
reduced by sixty-one thousand four hundred forty-eight dollars

($61,448).

SECTION 4. Futi re appropriations. (1) It appears that this
act will require appropriations for subsequent fiscal years,and
the amount to be appropriated to the department of personnel for
the fiscal year beginning July 1, 1997, is estimated to be five
hundred seventy-nine thousand nine hundred twenty-four dollars
(5579,924) and 2.2 FTE.

(2) The amount to be appropriated to the department of law
for the fiscal year beginning July 1, 1997, is estimated to be
twenty-nine thousand nine hundredten dollars (529,910) and 0.5
FTE. Such sum shall be from amounts appropriated to the
department of personnel in subsection (1) of this section.

(3) The amount to be appropriated to the legislative
department for the fiscal year beginning July 1, 1997, is
estimated to be one thousand onehundred eighty-eight dollars

(51,188).

SECTION 5. Effective date. This act shall take effect at
12:01 a.m. on the day following the expiration of th” ninety-day
period after final adjournment of tl.e general assembly that is
allowed for submitting a referendum petition pursuant to article
V, section 1 (3) of the state constitution; except that, if a
referendum petition 1s filed against this act or an item, section.

PAGE 5HOUSE BILL 96-1262
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or part of this act within

such period, then the act, item,

section, or part, if approved by the people, shall take effect on

the date of the official
proclamation of thegqovernor.

/3/jdith M. Rodrigue /1
‘CHIEF CLERK OF THE HOUSTr
OF REPRESENTATIVES

APPROVED

PAGE 6-HOUSE BILL 96-1262

declaration of the vote thereon by

om Norton
PRESIDENT OF
THE SENATE

SECRETARY OF
THE SENATE

Roy Rc
GOVERNOR OF THE STATE OF COLORADO



STATE OF COLORADO

Commission oil Privntiznlion
Jnmmry 27, 1997

Charlie Brown

Legislative Council
200 Li. Colfax. //029
Denver. CO 80203

'[xAs'
We are writing 10 request that your depailmenl/ugeiicy, state college or university participate in completing
the attached management survey questionnaire. Your participation in this survey is important to the
Commission on Privatization’s task of Investigating the successes and failures of public and private
performance in the delivery of*stale services ill Colorado.

The Commission on Privatization was authorized by 11U-%-1262 to study and to make recommendations
to the General Assembly on the privatization of certain state services, personal services contracts and
appropriate legislation. This survey questionnaire is designed to assist the Commission in determining
current stale government privatized practices, the factors in considering privatization, wliat forms nf
privatization exist and what are the impediments to further privatization.

The survey findings will result in helping the Commission to make substantive recommendations regarding
the future of private competition within Colorado state government. Additionally, survey results will he
compiled into the linal Commission on Privatization reporr due the General Assembly later this year.
Please have division directors and managers complete the questionnaire. We would like cross
representation throughout your various divisions.

Completed surveys should be returned to General Support Services. Department of Personnel no later than
Friday, February 14. 1997. On behalfof the Commission, we thank you for your prompt assistance in
directing these surveys to be completed by appropriate personnel within Ihe deadline date established.

T¥you or any person in your organization have further questions regarding the survey process, please
contact the Commission administrator, Mr. Kick Garcia at 8t>f>-6575.

Sincerely,

thk d i
Representative Penn PIUThcr Andre N. Pettigrew
Chair executive Director
Commission on Privatization Department ul Personnel

Note: To complete this survey by email, go to the Commission on Privatization homepage.
http://www.statc.ct).us,/gov dir/gss/edu/priv/index.htiii. and follow instructions. 1Zmiiil responses should

be returned to Joi Simpson at Joi.Simpson($State.co.us.


http://www.statc.ct).us,/gov
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Privatization Survey Questionnaire

Due by February 1A, 1997
TO
Com mission on Privatization
c/o Executive D irector’s O ffice
Colorado Department of Personnel
General Support Services
1525 Sherman Street #2 00

Denver, CO 80203

ac-emcy/Division:
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Logtslatlva Council

Privatization Survey Questionnaire

Due by February 14, 1997

TO
Commission on Privatization
c/o Executive Director's Office
Colorado Department of Personnel

General Support Services

1525 Sherman Street #2 00

Denver, CO 80203

Aoency/Division:

Jod Title:

Namclofconal):

Prepared and Distributed my
Colorado Commission on Privatization
A3 AUTHORIZED MY HB 96-1262
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st Tems A Efnitios

Hie following definitions and Jeans widely describe the forms of é;overnment rivatization, lira terms gre
provided only as a paint of roforer.ce to assist the survey'" .pon entsldescn[?tlon of specific privatization
experiences. In providing these tnnms, there is no assumption that any of the described forms of
privatization are utilized or have boon utilized in Colorado slalo goverriment.

Contracting out- Government contracts all or a portion of a public service delivery to private firms (profit or
non-profit). orpurposesofthlssurve%, contracting out would Indude * purchased Services" as defined In
The Code of Colorado Regulations, Pi3-1-1 Classic examples Indude trash collection, wastewater
treatment and bunqu, repair and maintenance, More recant examples Induda human services delivery.
Incarceration and public transportation. Somo love) of performance evaluation, compliance and contract

monitoring Is maintained by government.

Deregulation- The government removes its regulations from the service «( previously regulated in favor of
selforno regulation 0f the service.

Franchisee =Government awards either an exdusive or nonexdusivo franchise to private firms to provide a
service within a certain geographical area, Under most franchise agreements the dtizan anAS directly for
service rendered. leeI%/mun_lmpaI franchisees Induda cable television and utility services. Most public
franchisees we assodated with regulated public utilities.

Grants/subsidies - The government provides a financial or in-kind contribution to a pri\ ate organization or
Individual to ancourage them to provide a service so that the ?overnment does not have to provide It. An

example Is private businoss using Enterprise Zone tax benefits.

LeasinP- A way for governments to have the use of certain goods or services without having to own (hem.
Examples are government leasing vehides or office apace.

Load/Service Shedding® The government actually gives up responsibility for an activity but works with a
rivnta agencg (profit or non rofle) willing to take qverresgonsmlllt . Perhaps thiswould'involve a one-time

Brant Ot subsidy. A local example is the privatization of some RTD routes and the University Hospital

reorganization model. In othey states, service shedding can be described as selling off state-owned assets

like @ woixerts compensation fund to a anate firm or givin UB Internal fleet mainténance by having an
outside company manage trie leasing and acquisition of state vehides.

Managed Competition- A public agency competes with private firms for the provision of public services
underg controlled or managgd procgss w){th degrty defineg steps to be foIIowe% and roles gf all the

participants.
Partnership!(Joint public-private ventures) * Businesses in the oommunity and the local government
oin forces for a major development such as a new shopping mall, downtown fevitallzstion ora sports

Jstatdium. Often tIx policy such as special improvement, incremental and spedal sales taxes accompany
these %ypes ofventures, "Recant examples indude Coors Field end the 16* Strcot business improvement

distric

Procurement- The acquisition or purchase of goods that ara not wholly manufactured or produced by state
government. Examples are the purchase of office ordeaning supplies, electronic and computer equipment

or vehides.

Sale of Assets- The government sells its assets to the privale sector. Sale of assets shifts government
functions and ownership to the private sector. An example is a government that sells surplus properly or

equipment to the private sedor.

Vouchers- Pie government provides vouchers to citizens needing tne service, but the dtlzens are free to
choose the organization from which to buy the goods and services.” Popular examples irdude housing and
food vouchers and more recent examples aro educational choice vouchers.

The following definitions are to be used when completing question 1
Quality of Partormanca and Service - this refers to the quality ol service from the provider.
Service Level « Decreese or Increase =comparison of the level ol service* before and after privatization.
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L Listdalldpiivalized funcHons/seivices that you have used within the last three years. Respond to each category m K pertains to the activity listed. Chart continued on back ir addition*! speca ts
needed.

I Typeol
L|J Priv%Ft)ization

Function or Service
which was Privatized

Qlfflcutty In
findin
provider

n’\br Itfromr

12 3 4

12 3 4

12 3 4

12 3 4

12 3 4

12 3 4

Lentl;,th of
Practice

(In years)

Depth of

Overright

Mo Mn

12

12

12

12

12

12

3

4

Frequenc
of F?evievel

WAV Annul
12 3 4

12 3 4

12 3 4

12 3 4

12 3 4

12 3 4

Ferwce
Qu?l%ol evel
performance  Decrease
and service  or Increese

row  erceiMt
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Please keep the Privatization Terms « Definitions inmindas you respond to (ha following questions.

2 Chech all ot the following factors which are considered when privatizing an activity.

, Cost saving ____Improving Customar Sotlsfactlon
Emargancy _ LacKof resourcta
Employee Satisfaction __ LacKof expertise in erea of service
FTE limits _ Legal Mandates
Improving Performance —  Short-term need

Other

Do gou have a formal Rrocess for maldng these decisions? Please describe below and Include all
personnel involved In Tha decision making.

3. How Important Is (he control of delivery of services to your agency? Circle the number which

corresponds.
e ot 3 \aylppert

Why is control of the delivery of services Important?

4, Describe In detail the cost analyses method used for determining cost savi,ngswhen Implementing
privatization practices. Please attach sample forms or written guldeOnee If dvailable.

Please Indicate the various t ges of state costs Ihat were Included (e.q., salaries, wages and direct

admlmstratlvg, costs, department Indirect costs such as ?ersonnel services and accoun‘m services,
state wide Indirect costs allocated to your department reflecting the central costs ol stele 80vernmen

versus the private provider's costs.

8r
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5. Assume for the moment that there wore no legal, regulatory or procedural burners to privatization.
W hich of your agency's activities would make the bail candidates for privatization ?

List barriers that prevent your agency from taking edvantago of the opportunities listed above. How
significant ere these barriers? Attach a separate sheetIf more space is needed.

NPNNNDNDNDDN

W w w w w w w

1. Has your agency used any means of obtaining customer satisfaction ratings in the pest7

Usl the melhodt that your agency has used or could use to measure customer satisfaction with tho
sen/ices or products of your organization.

Think you for computing thla survey.
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Privatization
of Local Public Services:
Lessons for New England

s governments consider ways to provide public services more

efficiently, privatization can seem like an attractive option. Yet

the subject engenders sharp controversies. As noted in a recent
report by the National Governors' Association, **Proponents of privati-
zation believe private enterprise can deliver the same services govern-
ment provides for less money, with higher quality of service and
increased flexibility. . . . Opponents of privatization believe that such
efforts undermire the quality of services, destroy public employee
unions, invite corruption, and weaken government control of services
key to the public interest’ (1993, p. 43). In New England, the latter
concerns appear to dominate, since local governments in the region
generally have not engaged in as much privatization as those in other
parts of the country.

This article examines the evidence on the relative merits of privat-
izing public services and attempts to determine whether these costs and
benefits actually appear to explain local government behavior through-
out the United States. The article begins with a broad description of the
mechanisms used in privatization, followed by evidence on the extent to
which state and local governments have privatized service delivery.
Contracting with private vendors turns out to be more common than use
of vouchers or subsidies. However, the tendency to contract out varies
considerably across services. The advantages and disadvantages of
contracting are then discussed, followed by an empirical analysis of why
some localities contract out more or less than others. Measurable
advantages and disadvantages vary by community, and explain part
(but only part) of the differences in contracting across communities. The
limited scope of privatization by New England local governments in
particular defies explanation, suggesting that communities in the region
may wish to reexamine their choices of how to provide services, if they
have not done so recently.



I. WhatIs Privatization?

Privatization refers to a shift from public to
private production. This article focuses on privatiza-
tion of traditional public services.l By definition,
these are services for which purely private markets
are considered inadequate (see the box). Privatization
takes advantage of the perceived cost efficiencies of
private firms. However, government intervention is
required even after privatization in order to ensure
that sufficient services are provided to residents.
Privatization of public services has been largely a
""bottom up'* experience in the Upited States, with
local governments in the vanguard and higher levels
of government trailing behind. As a result, this article
concentrates on efforts by local and, to a lesser extent,
state governments.2

Under a common privatization arrangement,
the government enters into an agreement specifying
that a selected private entity (rather than a govern-
ment agency) is responsible for producing particular
services. The government chooses the service level
and pays the amount specified in the contract, but
leaves decisions about production methods to the
private firm. Contracting may be used, for example,
to privatize the disposal of hazardous waste or oper-

1In some countries, governments have privatized state-
owned enterprises involved in the production of goods and ser-
vices that elsewhere are commonly produced by the private sector.
W?stem European countries, especially the United Kingdom and
France, have sold off state-owned enterprises in industries such as
automobiles, glassmaking, telecommunications, airlines, finance,
and insurance (see Hemming and Mansoor 1988). The countries of
the former Soviet bloc are now engaged in similar privatization
efforts, on a more massive scale. Once enterprises have been sold,
they funcb'on like any other private business. By contrast with
foreign economies, the role of commercial and industrial public
enterprises has Deen considerably more limited in the United
States. Government enterprises have been estimated to account for
only about 1 percent of total U.S. GDP, compared to a range of 4 to
16 percent in other OECD countries, and 65 to 97 percent in the
former Soviet bloc prior to recent reforms (Schwartz 1993). Fur-
thermore, government enterprises in the United States tend to
specialize in a limited range of activities (primarily postal services,
utility services, and liquor sales) rather than competing with
private corporations or a broad scale. In light of the relatively
limited role of the pi ->lic sector in the United States, it is not
surprising that only linimal sales of government enterprises or
other gcneminent-ov .ed assets have taken place. In 1990-91, for
example, the share of general own-source revenue raised by selling
property was only 0.45 percent for the federal government, 0.04
percent for state government, and 0.22 percent for local govern-
ments (U.S. Bureau of the Census 1993, Table 6).

1For discussion of privatization by the federal government,
see Donahue (1989), especially chapter 6. Also, the article's em-
phasis on public services, as opposed to public goods, simply
reflects the fact that governments in the United States rarely
provide goods.
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Public Goods and Services

Pure public goods and services are those for
which consumption is nonrival (that is, adding
another consumer imposes no additional cost of
providing the goods and services) and nonex-
cludable (that is, preventing another person
from consuming the goods and services is either
very expensive or impossible). Other goods and
services have some degree of "“public-ness,
even though they are not "‘pure.” Traditional
textbook examples of public services include
national defense and fire protection.

Economic theory has demonstrated that, in
the absence of government intervention, the
private sector would underprovide public goods
and services compared to the level that society
as a whole would prefer. By contrast, the pri-
vate sector is the preferred provider of those
goods and services for which each consumer is
charged a (nonzero) price equal to the added
cost of supplying the good or service to him/her,
and where it is feasible costlessly to exclude
anyone who does not pay.

Another, somewhat different justification for
government intervention relates to distributive
justice. The citizenry may object to purely pri-
vate markets in cases where the prices charged
would deter some individuals from consuming
what are viewed as sochlly desirable quantities.
In these cases, the government charges needy
residents a price below the cost of providing the
goods or services, and it funds the difference
through other mechanisms, principally taxation.

ation of homeless shelters (as well as a range of other
Services).

Another form of privatization is the franchise,
whereby a private firmor firms are awarded the right
to perform a specified service within a geographic
area over which the government has jurisdiction. The
company charges members of the public for services
(rather than receiving payment from the government,
as in a contract), while the government regulates the
level of service and the price charged. Examples of
services for which franchises are awarded include
trash collection, vehicle towing, and operation of a
public utility. These are services for which govern-
ments typically charge user fees even when the
service is produced internally.

New England Economic Revins



A final type of privatization maintains a funding
role for government (in order to maintain some level
of demand for the services), but permits individual
consumers to choose providers. For example, govern-
ments may issue vouchers to residents for the pur-
chase of private day care.3 Or they may provide
subsidies to private service organizations, such as
grants to private human services providers or capital
equipment for use by citizen groups performing
neighborhood improvement projects.

Privatization alters who produces
public services, but it does not

inherently alter who pays.

Privatization alters who produces public ser-
vices, but it does not inherently alter who pays.
Suppose that prior to privatization, a service was
produced by government employees and funded by
the government. Upon privatization, the service
would be produced by private sector employees, but
the government could continue its financing role. In
other cases, government funds might be supple-
mented by user fees—both before and after privati-
zation. To take a specific example, a contract could
specify that a private company provide free bus
sendees for riders (to be paid for totally by the
contracting government), or it might allow the com-
pany to charge a fare (thereby reducing the size of the
public subsidy). Similar funding options apply to
government-operated transportation services: they
may be paid for by taxpayers in general, by individual
consumers, or by some combination of the two
groups. To take another example, suppose that prior
to privatizatic . trash is collected by public employ-
ees, but resir its are charged a fee for this service.
Under a franchise arrangement, residents would pay
fees to a private company.

If privatization saves on overall costs, govern-
ment outlays decline even if service levels and user
fees remain unchanged. Governments engaging in
privatization sometimes decide to cut back the share
of costs covered by public funds. In these cases,
government outlays decline further. Residents con-
suming public services pay more if the overall cost
saving from privatization is less than the decrease in
public funding.
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Il. The Scope of Privatization

Although state and local governments on the
whole continue to use their own employees for the
majority of services provided to residents, a great
variety of public services are fully or partially privat-
ized in a large number of localities. Contracting is the
most common form of privatization.

Privatization by Local Governments

Methods of delivering local services vary consid-
erably, and a locality may use a mix of different types
of public and private providers for any given service.
The International City Management Association
(1989) conducted a poll of 1,681 cities and counties
regarding 71 services that may have been available to
their residents in 1988. In general, public employees
were more important producers of public services
than private employees. Services differed in the ex-
tent to which they were privatized. The services most
likely to be performed exclusively by local govern-
ment employees were street cleaning, meter mainte-
nance and collection, cemetery administration and
maintenance, inspection and code enforcement, util-
ity meter reading, water distribution, water treat-
ment, traffic control and parking enforcement, build-
ing security, payroll, secretarial services, personnel
services, and public relations/information. For these
services, three-quarters of responding localities indi-
cated using only their own employees. Police and fire
services, which are considered by many to be at the
core of local government functions, were exclusively
performed by local government employees in about
70 percent of cases.4

By contrast with these functions, other local
government functions have been privatized to a
greater extent (Table 1). The most commonly privat-
ized service is vehicle towing and storage: 80 percent
of respondents reported issuing contracts, and an-
other 8 percent issued franchises. This may be be-
cause towing services are identical whether vehicles
are towed from public or private property. Several
other services that are commonly contracted out.

3Special-purpose lax credits and deductions are equivalent to
vouchers, even thoufg]h _theY do not result in actual outlays b
government. To empRasize their similarity to government spend-
ing programs, such credits and deductions often are referred to as
tax exgendltures. o ,

4Some of the remamm? cities and counties used employees of
another level of government to supply services, in addition fo their
own employees. Inter?overnmental arrangements were especially
common in"the case of health and human services.
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Taible 1

Private Provision of Public Services in a Sample of Cities and Counties, 1988
Services and Method of Provision

Percent of

Respondents Contract with Private Frm Franchise Subsidies Volunteers

75 and higher  Vehicle towing and storage

50 to 74 Legal services Gas

25t049 Solid-waste collection and disposal,  Electricity ~ Operation of homeless Programs for the elderfy.

street repair, traffic signal
installation/maintenance, tree
trimming/planting, bus system
operation/maintenance, paratransit
system operation/maintenance,
airport operation, utility billing, street
light operation, hazardous materials
disposal, day care facility operation,
operation of mental her'th/
retardation programs/facilities,
drug/alcoho! treatment programs/
facilities, operation of homeless
shelters, food programs for the
homeless, buildings/grounds
maintenance, fleet management'
vehicle maintenance, labor relations

operation of homeless
shelters, food programs
for the homeless,
recreation services,
operation of cultural/arts
programs, operation of
museums

shelters, food programs
for the homeless

Note: Where applicable, respondents Indicated more than one method of providing d service. Fewer than 10 percentotrespondents indicated using

vouchers or regulatory and tax incentives lor any service.
Source: International City Management Association (1989).

including legal services and maintenance of equip-
ment and facilities, also are often purchased by the
private sector. In addition, a variety of transporta-
tion-related and human services have been privatized
by local governments. Localities commonly grant
franchises for gas and electricity supply (though,
interestingly, not for water). Compared to contracts
and franchises, vouchers and subsidies were used
relatively rarely. Volunteers—another way of mini-
mizing government employment—were used in at
least one-quarter of localities for certain human and
recreational services, as well as by between 15and 20
percent of fire, police, and ambulance departments.

The quinquennial Census of Governments in-
cludes information about privatization starting in
1987.5 One-third of ali general-purpose local govern-
ments in the United States contracted out or issued
franchises for at least one service shown in Table 2.6

*Information from the 1992 Census of Governments was not
yet available at the time this article was prepared. . ,

*General-purpose governments provide a variety of services.
By contrast, school districts and special districts perform a single
function. In the terminology of the Census, "contracting” includes
franchise agreements. Henceforth, this article will adopt the Cen-
sus terminology.
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In broad consistency with the results of the ICMA
poll, the Census data show that gas supply, public
transport, and electric power often involve private
sector employees, while the services of libraries,
sewerage systems, fire protection, and water supply
are usually supplied by public employees. The re-
maining services—airports, hospitals, landfills, nurs-
ing homes, and stadiums and conference centers—
are intermediate cases.

On the whole, local governments were more
likely to contract out for services that commonly are
offered by the private sector or other levels of gov-
ernment. Conversely, they tended not to contract out
for services that are commonly the responsibility of
local government. For example, fire protection, sew-
erage systems, and water—which are among the least
likely services to be contracted out—were provided
by more local governments than was the case for the
remaining services.7 Two potential explanations exist

TFor all 12 services, a simple regression explaining the per-
centage of all governments contracting out by the percentage of all
governments prowd_lng the service (using either their own or
pnvate employees) yielded a significant negative coefficient for the
explanatory variablé. The adjusted R-squared was 0.33.
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for this behavior, the first attitudinal and the second
practical. Services commonly provided by local gov-
ernments may be viewed as part of their essential
mission, and therefore officials may be reluctant to
allow them to be performed under contract. Further-
more, for this category of services, outside contrac-
tors may be in scarce supply.

Townships were more likely to contract out than
municipalities or counties.® In part, this reflects their
limited size. Localities with under 10,000 in popula-
tion generally were more likely to contract out than
larger localities. For a variety of services, the largest
local governments contracted out less often than
medium-sized governments.

Contracting varies across geographic regions,
with the Midwest (encompassing the West North
Central and East North Central Census areas) and
West South Central regions having the greatest and
the South Atlantic the least tendency for private
production (Table 2). New England was the second to
lowest region, as only one-quarter of local govern-
ments have contracted out or issued franchises for
the services indicated. Out of the nine Census re-
gions, New England ranked seventh or lower in
privatization of airports, electric power, fire protec-
tion, hospitals, landfills, libraries, and nursing homes.
Only in the cases of gas supply, public transit, and
water supply was New England's extent of private
supply more extensive than the national average.

Local governments in New England are much
more likely to provide fire protection, landfills, and
libraries for their residents than is true nationwide.9
For the reasons noted above, this fact may contribute
to limited contracting. Conversely, gas supply and
water are provided by a relatively low fraction of
general-purpose local governments in New England,
which may contribute to an above-average willing-
ness among the remaining local governments to
contract out for these services.l0 For the other seven
services, however, contracting behavior in New En-

*Only 18 states, concentrated in the Northeast and Midwest,
have the township form_of government. In other states, the
smallest units are mum(:l?al (governments. Municipalities serve
specific ﬁppulatlon concentrations; townships serve inhabitants of
%eograp ic areas defined without regard to population concentra-
ions. In some states, municipalities and_townships serve overlap-
ping territories, but this is not the case in New England,

*The percentages of New England localities providing these
services were 73.2, 60.7, and 545, respectively, compared to
national averages of 50.6, 21.2, and 20.6 percent,”

100nly 15 percent of New England localities indicated that
they were responsible for supplying gas, and 28.9 percent water, to
thelr rﬁ/lf%— its. The national averages were 5.7 and 36.9 percent,
respectiV' .
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gland is not explained by a simple hypothesis about
the extent to which they fall within the putview of
local governments. Alternative hypotheses are exam-
ined later in this article.

Privatization by State Governments

According to the Council of State Governments,
states have been slower to privatize services than
have local governments, but their interest has accel-
erated sharply in the past several years (Chi 1993).
Although comprehensive numerical data are not
available, the New England states appear to be as
active as others in privatizing a variety of services.
Maine and Massachusetts are among 22 states issuing
recent studies exploring the feasibility of privatiza-
tion. Connecticut, Maine, Massachusetts, New
Hampshire, and Vermont (along with 21 states out-
side New England) have reportedly privatized more
than 15 percent of their mental health and mental
retardation programs. Ten states (including Rhode
Island and Vermont) have privatized more than 15
percent of their remaining health services programns,
14 (including New Hampshire and Vermont) social
services, and 23 (including Maine, Massachusetts,
and Vermont) transportation. However, no New En-
gland states were among those with high rates of
privatization of general administrative services, cor-
rections, or educational programs.ll

I1l. Advantages and Disadvantages
of Privatization

Case studies have been used to evaluate partic-
ular experiences with privatization of state and local
government functions. Taken as a whole, these stud-
ies do not indicate that contracting is uniformly better
or worse than provision of services by public sector
employees. But they do come to a consensus on the
advantages and disadvantages of contracting in cases
where it has been tried.

Reduced Costs and Other Potential Advantages

In a wide variety of cases, contracting has re-
sulted in the same level of service being provided at

1 El%ht,st,ates report privatization of at least 15 percent of their
qeneral administrative services, Five states report privatizing 11 to

5 percent of their corrections programs and two have privatized
an equivalent share of educational programs.
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Table 2

Local Governments Contracting Selected Services as a Percent of Total Providing Setvices,

by Type of Government, Population, Size, and Geographic Region, 1987

Electric Hre Gas Nursing  Public
Aimports  Poser  Protecion Supply  Hospitals Lladfills  Libraries Homes  Trasit
Type ol Govermment
Courtties 3.1 73.5 2.9 77.8 *H.2 2.2 152 55 2.8
Municipelities 25 50.9 14 57.5 53.8 423 18 5.7 47,5
Tomnships 47.7 .9 21 RB.6 714 H.7 232 63.4 5.5
Population
100,000 and over 15.6 R7 133 53.3 27.8 238 79 128 2.1
50.000 199,999 A0 3H.7 13 60.0 4.0 205 19.7 2.0 40.3
25.000 1 49,999 H3 3.9 10.3 63.9 41.5 31 7.3 283 37.6
10,000 t©24.999 3.5 31 13 5.9 40.9 2.3 154 4.4 48.8
Less than 10,000 23 53.9 01 &.0 53.0 4.2 164 53.5 5.2
Geographic Region
New England 34 47.3 84 7.0 37.8 0.1 3.6 2.2 70.8
Mid-Atlantic 458 72.9 H9 97.0 61.6 46.0 %.1 0.2 7
East North Gatral 3.1 2.6 H5 8L.9 51.6 22 21.0 4.2 48.6
West North
Cantral 3.7 56.0 .0 0.2 0.3 45.4 1.2 3.1 4.9
West South
Catral . 246 56.2 X0 67.8 B.2 2.9 1.0 40.2 48.6
South Atlantic 4.6 22 131 2.1 481 2.0 16.9 4.9 375
East South
Catral H6.5 45.0 57 26.6 1.7 3.8 144 51.9 45.6
Mouttain 6.1 4.2 10.3 71.9 51.3 316 2.2 50.6 413
Pecific 215 2.0 135 67.6 43.8 373 24.6 23 5.2
Al Local
Governments 0.1 5.3 261 64 457 x4 154 2.6 48.5
Memo: Number ol
Govermments
Providing Service 3,09 3,846 19,68 2,204 1,404 8,263 8,032 1,148 1,313

Source: U.S. Bureau ol the Census (1388).

substantially lower cost, although utilities seem to be
an exception. In a response to a 1987 survey, three-
quarters of city and county executives with experi-
ence with contracting cited cost reductions as the
primary benefit of contracting out, and most indi-
cated that they were satisfied with the quality of the
work performed by the private contractor (David
1988). Of those reporting some cost saving, 18 per-
cent estimated it at below 10 percent, 39 percent
between 10 and 19 percent, and the remaining 43
percent at 20 percent or more. In response to a survey
by the Council of State Governments, many states
cited savings in the range of 11 to 30 percent (Chi
1993). Transit authorities in the United States and the
United Kingdom have saved in the range of 20 to 30
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percent by privatizing bus services (Gdmez-Ibdhez
and Meyer 1993).

Econometric analyses have provided concurring
evidence in some cases. One such study examined
public and private suppliers of municipal services in
the Los Angeles metropolitan area (Stevens, as cited
in Donahue 1989). After controlling for the scale of
service, the level and quality of service, and the
physical conditions of the service area, the author
estimated cost savings ranging from 37 percent for
tree maintenance to 96 percent for asphalt overlay
construction, with intermediate results for janitorial
service, traffic signal maintenance, street cleaning,
trash collection, and turf maintenance. Private con-
tractors and public employees were equally efficient
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Stadiurs,
Aditoriurs. Memo:
Senerage- ; Convertion  Water Number of
System . Centers Supply Toal Covernments
1957 2.2 216 2.1 3.300
6.3 20.4 58 5.6 19.910
21-4,. 46.8 24.4 48.7 9,036
BS.7v 16.5 78 302 771
131 1° 9.2 9C 206 900
14.7 = 18.9 10.6 2.4 1.598
e 125*m 242 1.7 303 3,385
7.2 0.2 72 34 25.52
6.9 21.4 86 254 1,72
17.4 3.0 16.7 3438 3.95
10.7 H.6 9.0 b5 8,504
2.8 6.1 51 40.6 7,141
29 24.0 55 303 8,083
9.6 17.9 73 245 2,998
7.5 12.6 80 X5 1.848
6.2 16.9 47 268 1,60
10.6 19.0 48 30.7 1.526
8.2 2.8 78 .7 3,246
13.224 969 14.367

in providing (he remaining service, payroll prepara-
tion. Another econometric study found greater oper-
ating efficiency for privately owned than for publicly
owned urban transit systems across the United States
(Perry and Babitsky 1986).12

Studies of water and electric utilities are less
decisive. Seven out of the thirteen studies cited in
Donahue (1989) indicate no significant difference in
costs between publicly and privately owned utilities,
after controlling for other factors (such as the size of
the service area) that might affect unit costs. Of the
remaining six studies, all but one found publicly
owned utilities to be more cost efficient than privately
owned utilities.

Cost savings from using private contractors may
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come from a variety of sources. Some authors con-
tend that privatization reduces costs primarily by
introducing competition into markets in which public
agencies enjoyed a monopoly position (see, for exam-
ple, Savas 1992 and G<5mez-Ib2hez and Meyer
1993).13Under this view, governments can foster cost
efficiencies by encouraging bidding by multiple enti-
ties when a contract is up for renewal and by ensur-
ing that the current supplier does not have an unfair
advantage in the contract process.}4 The argument
also provides an explanation for the lack of cost
savings from privatizing utilities. Because utilities are
natural monopolies, with per customer costs falling
as the service area increases, competition is not
advantageous.

Additional studies point to specific cost advan-
tages of private suppliers (see, for example, Kettl
1993a and 1993b, Dudek & Company 1988). Private
firms may pay lower wages and fringe benefits (no-
tably retirement benefits) than local governments.
But they also often appear to have higher labor
productivity. Private firms have more flexibility to
use part-timers to meet peak loads, to fire unsatisfac-
tory workers, and to allocate workers across a variety
of tasks. In some cases, a private contractor may
enjoy greater economies of scale or scope, or access to
more productive capital. For example, the private
contractor providing firefighting services to Scotts-
dale, Arizona also serves adjacent rural communities
and designs its own specialized vehicles and equip-
ment (Donahue 1989, p. 71).

While a private contractor may produce services
more efficiently than public employees, governments
incur new contracting and monitoring costs when
they shift to private suppliers. The best studies of
contracting have attempted to measure these addi-
tional costs in evaluating privatization efforts, al-
though admittedly this is hard to do. Actions against
contractors overrunning projected costs, not main-

2 However, the authors found that private management of
publicly owned transit systems did not result in cost savings; they
attributed this result to a lack of sufficient incentives in contracts.

BIn a similar vein, Boardman and Vining (1989) concluded
that previous studies comparing public and private enterprises
failed to find greater efficiencies on t_he,Part of the latter largely
bceause they examined markets with limited possibilities for com-
petition. Their own study, which is limited to industrial markets
where competition exists, finds greater efficiencies for private firms.

_14The United Kingdom introduced mandatory competitive
bidding for local services starting in 1988. This provision covers
refuse collection, street cleaning, and maintenance of vehicles and
grounds, among others (Laudér 1992). However, Donahue (1989.
p. 64) notes that open competition Is an expensive option if i:
results in a loss of economies of contiguity.
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taining quality standards, or perhaps even engaging
in fraud are likely to engage multiple departments of
government.

Burdensfor Public Employees and
OtherPotential Disadvantages

The burdens of contracting are concentrated on
the public sector work force. In some cases, privati-
zation results in layoffs of public sector employees,
although governments often lower the burdens on
employees by reassigning them to other government
jobs, placing them with private contractors, or offer-
ing early retirement programs. One study proposes
that governments link the pace of privatization to the
rate of public employee attrition, in order to avoid

The burdens ofcontracting out
are concentrated on the public
sector work force, and public
employee unions oppose
privatization.

disruptions for workers (Cox and Love 1992). Still,
because burdens on civil servants often are not elim-
inated entirely, public employee unions oppose
privatization. Surveys have indicated that, where
present, this opposition lowers the likelihood that
public services will be contracted out (Dudek &
Company 1988; The Mercer Group 1990, 1992).15

On the whole, consumers do not appear to be
hurt by contracting, and in some cases they actually
benefit. For example, privately operated prisons have
been found to result in higher satisfaction for inmates
and guards, lower escape rates, and fewer distur-
bances (Thomas and Logan 1993). Studies of transit
have found better maintenance, greater safety, and
more innovations in the private sector (Perry and
Babitsky 1986; Cromwell 1991; Gbmez-lbdriez and
Meyer 1993).

Even though consumers as a whole may not
suffer from privatization, certain subsets may be at
risk. For example, contracting can be used to mask
decisions to reduce services (Donahue 1989, p. 136).
Contracting can be especially risky in human ser-
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vices. Elderly residents and those with infirmities
tend to be sensitive to the way services are provided,
and government may have very imperfect measures
of quality with which to measure performance by the
contractor (see especially Kettl 1993aand Schlesinger,
Dorwart, and Pulice 1986). Furthermore, part of what
advocates of privatization call waste on the part of the
public sector may be the inevitable consequence of a
conscious effort to redistribute resources to particular
parts of the population (Borcherding and Pom-
merehne 1982). Despite these natural obstacles to
privatization of human services, many examples of
contracting exist—in part because of legislative man-
dates that governments seek bids from outside ven-
dors. 16

Finally, scattered examples exist of contractors
who failed to live up to expectations, even though the
average experience does not appear to be negative.
As a consequence, elected officials may feel they can
more readily avoid political risks by having public
services operated by public employees.

IV. Determinants of Contracting

The previous section suggests that contracting
can result in savings if private sector firms are more
cost-effective suppliers of services than the public
sector, and if markets for contracted services are
sufficiently competitive. On the other hand, public
sector employees have an incentive to block privati-
zation because their jobs and incomes are at risk.
Public sector unionization may increase the effective-
ness of opposition to privatization. This section tests
whether these factors actually appear to explain con-
tracting patterns among local governments in the
United States. 17

S Unions may lobby for legislation that limits the potential
cost_savings from privatization, as well as_directly opposing
Rlartlcular moves to privatize. For example, Chi (1992) reports the:

ew York state has a law requiring government contractors to pay-
prevailing union wage rates. , _

W For example, Schlesinger, Dorwart, and Pulice (1986) cite a
Massachusetts law requiring”all new contracts for mental health
patient services valued in excess of $40,000 to be competitively bid
and all renewal contracts to be subject to competitive bidding a:
least once every three years. Before the enactment of the [aw.
contracting existed but often was limited to designated private
nonprofit Organizations staffed at least in part by state emglofyees.

17 By waY of comparison, Abraham and Taylor (1993) found
multiple” explanations’ for contractm% by private firms.” These
included a desire to reduce labor costs, make use of specialized
skills, and meet volatile demands.

New England Economic Reivzr



Potential Explanations for Contracting

This section describes how the extent of contract-
ing and potential explanations for contracting are
measured. Appendix Table | provides additional de-
tails.

Extent of Contracting. The data on contracting are
taken from the 1987 Census of Governments.18 The
sample consists of 655 municipalities and townships
with population of at least 25,000 that provide at least
four of the 12 services covered in the Census ques-
tionnaire.19 The extent of contracting is measured as
follows. For each service j that it provides, locality i is
assigned a contracting dummy dlif, equal to 1 if the
service is contracted out and O if it is not contracted
out. Let Pj equal the fraction of all localities that
contract out for service j (in other words, the average
value of djj). The overall contracting index for locality
I is measured as the sum of the deviations of its
contracting dummies from their average values for all
localities:

Ci= 2 (d4- M)
iej.

where J, represents the set of services provided by
locality i. A positive value f the contracting index
indicates that the locality contacts out more than
average, adjusting for the mix of services provided to
its residents and the fact that not all services are
equally likely to be contracted out. A negative value
indicates below-average contacting.

Itis important to bear in mind that Q provides a
somewhat imprecise measure of the extent of con-
tacting. The Census data indicate that a community
contacts out for a service whether or not the service
is entirely provided by outside contractors. Fre-
quently, only some aspects of a given service are
contracted out. For example, a town may contact out
for hookup of new water customers while using its
own employees to read meters. Or it may operate a
general public transit system while it contacts out for
shuttle services for senior citizens. In the extreme

*Note again that the Census of Governments uses *con-
tracts" to encompass both contracts and franchises. ,

" Counties are omitted from the study and are a relatively
unimportant level of government in New n?la,nd. The omission
of municipalities and” townships with population below 25,000
reduced the total sample size from 28,946 to 1,662, The sample was
further reduced to 1,196 because some communities did not report
on the manner in which they provide the services covered in the
Census questionnaire. Omitting localities that provide fewer than
four services and those that”lacked some of the explanatory
variables further reduces the sample to 655.
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case, asingle private sector manager may be hired to
supervise civil servants. All these examples yield a
contacting dummy equal to 1 in the Census survey,
even though they represent different degrees of
privatization. Unfortunately, no estimates of the dol-
lar value of contracts or the number of contract
employees exist for a broad sample of governments.
A potential problem with interpreting the Cen-
sus data is that measured contacting includes cases
when governments contract with other governments
or quasi-govemmental agencies. Therefore Census-
measured contacting is not necessarily equivalent to
privatization. The results of a small, informal survey
confirm that the reported percentages of contacting
for library and water services, though relatively low,
indeed may overstate the degree of privatization.2)
Costs of Providing Services. All else equal, a com-
munity should be more likely to hire private contrac-
tors the higher the costs of providing services by
public employees relative to the cost of providing
them using workers from the private sector. Average
monthly earnings of local government noneduca-
tional workers are used to measure costs in the public
sector. Average revenues per employee in the busi-
ness services industry are used as an indica or of the
costs of hiring private contactors.2L Unfortunately,
measures of non-wage cost differentials, which some
studies find to be substantial, were not available.22
As the literature summary indicated, in the ab-
sence of competition among contactors, the commu-
nity may not achieve potential cost savings from
privatization because contractors are able to earn
monopoly profits. Small, remote localities are espe-
cially likely to encounter this problem. The regres-
sions include a dummy variable indicating whether
or not the community is located in a metropolitan
area as a proxy for the availability of contractors.23

21In connection with the current study, 22 communities in
Massachusetts and Michigan were called inorder to ascertain the
nature of their contracts.” All three communities contracting for
library services, two (out of four) contracting for water supply, one
out of one) contracting for sewerage treatment, and one (out of
our) contracting for transit did so with another government or
public authority, Also, one administrator believed that the 1987
response to the Census of Governments regarding contracting for
water was erroneous. In the cases of airports, hospitals, “and
landfills, the respondents confirmed that the contracts were with
private firms.

JI This measure was used by Good (1992).

uFor example, Gémez-IMfiez and Meyer (1993) note that
more than one-half of the savings associated with transport priva-
tization come from sources other than wa%es. , .
. U Abraham and Taylor_(1993gfoundt Is variable to be signif-
icant in explaining contracting behavior for two of the four private
industries they studied.
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Finally, abstracting from location is.'ues, smaller
localities may incur relatively high unit costs if they
operate their own services as aresult of not being able
to achieve economies of scale. They may benefit from
turning to a contractor that serves multiple commu-
nities. This hypothesis is tested by including the pop-
ulation of the locality among the explanatory variables.

Privatization may be more
acceptable in fast-growing
communities, where services
are being expanded and
contractors are less likely to
displace public employees.

Opposition to Privatization. The study evaluates
whether public employees may provide more effec-
tive opposition to privatization where they are union-
ized. In the regressions, the unionized percentage of
local noneducational public employees varies by
state, and is measured separately for municipalities
and townships in cases where a state has these two
forms of local government.24 On the other hand,
privatization may be more acceptable in fast-growing
communities. If services are being expanded to cover
new residents, contractors are less likely to displace
existing public sector employees. The regressions use
each locality's population growth rate over a six-year
period.

Sensitivity to Costs. Even if two communities face
identical cost differentials between private contrac-
tors and public employees, one may be more likely
than the other to economize because its residents are
less willing to pay for services. Per capita income
provides one indication of the community's ability to
pay. Income tends to be positively related to the
value of property, which in turn is the major tax base
for many communities. Furthermore, for a given
value of property, a community will find it easier to
raise revenues the higher the monetary income of its
residents.23

Another measure of sensitivity to costs relates to
the number of local governments in a given geo-
graphic area. Where government density is higher,
each locality will be under greater pressure to mini-
mize the costs of providing a given bundle of services
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(or to maximize the services it provides per dollar of
revenue collected locally) in order to attract house-
holds and businesses, Eberts and Gronberg (1988)
have shown that, all else equal, per capita govern-
ment spending falls as the number of local general-
purpose governments rises, a result they attribute to
competition among governments.

Finally, contracting may vary with the number of
services provided to residents. As the number of
services increases, differences in the cost and effec-
tiveness with which they are provided become more
apparent. Prevailing pay scales or work rules may
limit the possibilities for altering how public employ-
ees deliver services. Therefore, all else equal, locali-
ties providing diverse services may be more open to
exploring privatf-sector alternatives than those local-
ities where services are more limited.26 The regres-
sions include as an explanatory variable the total
number of services covered by the Census question-
naire that are provided in the locality, whether by
government employees or private contractors.

Other Determinants. The receptivity of a commu-
nity to contracting may also depend on how residents
view the role of their government. If citizens believe
that local government should emphasize a narrow
range of essential services, they might be relatively
comfortable with using contractors in order to mini-
mize the number of public employees. On the other
hand, in places where the local government has a
broader mandate to redistribute income, citizens may
be less likely to support privatization. The first mea-
sure tested in the regressions is the percentage of the

14 Information on :he extent of unionization for individual
munlmﬁalltles and townsi ips is not publicly available. For private
firms, Abraham and Taylor *'1993) found no’systematic association
between unionization and contracting out. ,

2 Because information  an contracting is available only for
1987, this study cannot disi.nguish factorS that originally léad
locality to contract out for se.-vices from those factors'that continue
to play a role. For this reason, the study does not examine direct
measures of fiscal health or fiscal stress, since they tend to fluctuate
with business cycles. Aim, McKee, and Skidmore (1993r) found, for
exam,gle, that in the earlier years of their sample, fiscal stress
contributed to states' decisionis to adopt lotteries. More recently,
dtectlsmns have been more influenced by practices in neighborirg
states,
24Somewhat analogously, Abraham and Taylor (1993) find
that firms requiring diverse sKills are more likely to'contract gut for
work that pays wages that lie outside company norms. Speclflcallkl-
“Our finding that high-wage establishments are more- Ilkelr 0
contract out for Janitorial services suggests that these establish-
ments cannot ea5||¥ pay low wa?es 0 janitors on their own
payrolls. Similarly, the finding that low-wage establishments are
more |Ike|%/ to contract out for certain types of high-fkill services
suggests that these establishments cannot easily pay high wages to
warkers in selected occupational groups.”
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locality's general noneducational expenditures allo-
cated to core services, here measured as police and
fire protection. The other is the percentage spent on
human services, measured as public welfare plus
health and hospitals. Because these indicators are
negatively correlated with each other, they are en-
tered sequentially rather than simultaneously.27 Fi-
nally, regional dummies are used to test for attitudes
or other unspecified influences that may be wide-
spread in a region rather than being specific to any
given community.

Regression Results

The regressions reveal that, in deciding how to
provide services, smaller localities respond more to
economic variables than do larger localities. In both
cases, attitudinal variables also matter, as do addi-
tional factors not taken into account in the regres-
sions. Table 3 presents the most satisfactory regres-
sion results, while Appendix Table 2 presents results
using a more comprehensive set of explanatory vari-
ables. B

Costs are highly significant determinants of con-
tracting for localities with a population under 50,000
(columns 1 to 3). These localities were more likely to
contract out if the average wage in the public sector
was high, if they were located in a metropolitan area,
and if they were small. Costs mattered both for
non-utility services and for utilities, though they
mattered more for the former category.? Private
sector revenues per employee were not significant
(Appendix Table 2). Unionization and population
growth were significant at the 10 percent level for
non-utility services; they entered with the expected
signs (negative and positive, respectively) for utility
services, but were not significant. The number of
services provided was a strong predictor of the like-
lihood of contracting. The performance of the other
measures of sensitivity to costs—per capita income
and the density of governments—was disappointing;
often they were insignificant or entered with the
wrong sign. As expected, localities where govern-
ment expenditures are highly concentrated on health
and human services were less likely to contract out.
Conversely, places where the government concen-
trates on providing "core" services are more likely to
contract out, although the significance of this variable
was somewhat lower than the health and human
services variable. (This latter version of the regression
is not shown in the tables.)

Columns 4 to 6 report on regressions with se-
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lected regional dummies.30 The New England
dummy enters with a negative coefficient that is
significantly different from zero in the "All Services"
equation. With the regional dummy variables, the
unionization and population growth variables lose
significance, which suggests that the exact causes of
objections to or acceptance of privatization are hard
to pin down. Finally, adjusted R-squared values in
the range of 0.2 to 0.3 confirm that localities are
strongly guided by factors that are not measured in
the regressions—including perhaps the presence or
absence of political leaders who support privatiza-
tion, the reputation of local contractors, or differences
in costs of providing fringe benefits or in productivity
between the public and private sectors.

A smaller set of explanatory factors mattered for
localities with population of 50,000 or more (columns
710 9). The larger localities in this group were a little
less likely to contract out than localities with popula-
tion under 50,000. Higher public sector wages con-
tributed to contracting, but the coefficients were not
as significant and were smaller than for communities
with population of less than 50,000. Since all places
with population of at least 50,000 are located ii. a
metropolitan area, the availability of contractors was
not an issue. Contracting was more prevalent in
localities providing a greater number of services
(among the 12 covered) or concentrating a greater
share of expenditures on core services, and among
those located in the Middle Atlantic states. Unioniza-
tion and population growth were insignificant (even
in the absence of regional dummies), and the explan-
atory power of the regressions was less than in the
case of smaller communities.

11 The omitted category of expenditures largely represents
public infrastructure. It includes roads, recreational facilities, and
community development. , _

u A separate set of regressions (not shown) used a probit
model to examine privatization with respect to individual services.
Variables generally entered with the same signs as in the regres-
sions measuring the total extent of contracting, but the coefficients
were less likely to be significantly different from zero. In another
set of alternative regressions, contracting indexes were defined
separately for localities with population, under and over 50.000,
based on"each group's average contractmg,experlences. In other
words, the values of /q were allowed to Qiffer between the two
groups. These regressions yielded results very similar to the ones
reported, which used averages from the entire sample. -

2The non-utility regressions are estimated for those localities
providing at least four (out of nlneJ,non-utllltY services. The utility
regressions include localities providing at least two of the following
three_ services: eIectrlcng, gas, and water. As a result of these
criteria, the number of observations is much smaller for the utility
equation than the other equations. S

3 Omitted dummies were rarely (if ever) significant in eny
regression.
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Table 3 ] .
Contracting Regressions

Population Between 25,000 and 49,999

Without Regional Dummies

All Non-Utility All Non-Utility All Non-Utility
Services Services Utilities  Services Sendees Utilities Sen/ices  Services Utilities
Independent Variable (1) ) (3) (4) 5) (6) (7) ®) ()]
e
Costs
Average wage in .8123*** .9780"* .5268" 7761 %= .9646"* .5031" .3410* .2164 .0593
public sector (.1942) (.2148) (.2446) (.1987) (.2218) (.2354) (.1859) (.1676) (2554)
Location in .6659* *  .4445"* 4521 ** .6729*" 4613*" .4875"
metropolitan area (.1774) (.1649) (.2248) (.1766) (.1656) (.2348)
Population -.0195" -.0218" -0146 -.0212" -.0223" -0125 -0004" -0003*** -0002
(.0097) (.0102) (.0125) (.0097) (.0102) (.0129) (.0001) (.0001) (.0002)
Opposition lo Contracting
Unionization -.0053 -.0078* -.0057 -.0037 -.0073 -.0042 .0020 .0016 .0082
(.0041) (.0043) (.0047) (.0047) (.0051) (.0057) (.0053) (.0046) (.0087)
Population growth .0033 .0107* .0040 .0023 .0093 .0031 .0037 .0037 .0021
(.0039) (.0055) (.0043) (.0039) (.0056) (.0044) (.0050) (.0045) (.0068)
Sensitivity to Costs o
Number of sen/ices .3034™ .2580"* .2424*” .3148"* .2534"* .2431*" .2224*" .1568*" .1825*"
(.0432) (.0447) (.0423) (.0433) (.0444) (.0427) (.0384) (.0354) (.0468)
Other
Concentration on core .0186" .0171** .0133
functions (.0094) (.0087) (.0129)
Concentration on
health and human -.0139*" -.0096* -.0061 -.0134"* -.0094~* -.0053
services (.0051) (.0053) (.0054) (.0051) (.0052) (.0056)
New England dummy -.4835" -3081 -.3324 -.0481 -.0999 .3868
(.2255) (.2262) (.2986) (.3059) (.2621) (.9377)
Middle Atlantic dummy .1364 3758 .0488 .8450"* .9106"* 1.442—
(.2584) (.3677) (.4140) (.2743) (.2656) (.3968)
West North Central -4492* -.3555 -.3121 -.4801* -.3888* -.0362
dummy (.2558) (.2409) (.3724) (.2698) (.2260) (.3191)
Constant -2.855— -«2.742" - m2318— -e2756— --2.628*" - m2.366— -2.747"* w®.063*" --2.170—
(.56317) (.5379) (.6916) (.5354) (.5427) (.7071) (.5015) (.4473) (.7175)
Adjusted R-squared .200 240 .298 215 252 291 119 126 .255
Number of
observations 316 213 89 316 213 89 339 269 86

"Significant at 1 percent level.
"Significant al 5 percent level.
‘Significant at 10 percent level

With Regional Dummies

Population 50,000 and Over

Contracting Decisions in the New Lngland States

The equations including regional dummies fit the
New England averages very closely.3l Without the
dummies, New England contracting is overpredicted.
For example, for localities with population under
50,000, the regression excluding regional dummies
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predicts the overall New England contracting index
to be close to, rather than substantially below, the

. 3L For localities with population under 50,000, the nine re-
gional values of the overall contracting index ranged from -0.32 to
+0.60; New England's valueof -0.26 Was the second lowest (Table
4). For localitieS with population of at least 50,000, New England
had the third to lowest value.
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Table 4
Regression Variables
Population
Between 25,000 Pogulation
and 49,999 50,000 and Over
. United  New  United  New
Variable States England States England
Contracting Index
Overall 09 -.26 -1 -24
Non-utility
services 08 -24 -12 0 -30
Utilities 07 .14 07 m
Avera?o wage in
public sector 2.00 2.03 219 2.05
Location in
metropolitan
area 81 90 100 1.00
Population 3454 3387 19723 97.24
Unionization 3549  53.80  36.78 6439
Population growth 8.55 140 8.65  -.35
Number of
services 5.52 5.73 6.10 597

Concentration on
core functions 2450 2457 2470 2352

Concentration on
health and
human sen/ices 471 6.62 + 451 .9.92

s e S e s abe',?vsefé%&lvc%rége

n
'9{“% one local overnmen? in New England was included In the
tilitres regressiom.

national average. In other words, the region's low
contracting tendency remains a mystery.

Table 4 indicates the role of measurable influ-
ences on privatization. Given their cost factors, New
England localities with population under 50,000
would be expected to contract out more than their
counterparts in other parts of the country. Ninety
percent are located in a metropolitan area, compared
to 81 percent nationally. Also, the average New
England locality pays slightly higher wages and is
slightly smaller than the average included commu-
nity in the nation. For localities with population over
50,000, cost factors are mixed.

Factors other than costs partly explain low priva-
tization in New England. In other states, on average
only about one-third of public sector employees are
unionized, compared to over one-half in New En-
gland. Population growth has been minimal in the
region, which means that there is little need for
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expansion of public services. Therefore, private con-
tractors would be likely to displace public employees.
Finally, a relatively high share of government r.on-
education spending is devoted to health and human
services, which the regressions showed was a nega-
tive indicator of contracting.3

V. Conclusions

Surveys and other analyses confirm that state
and local governments can achieve savings, without
sacrificing quality, by privatizing the delivery of ser-
vices through judicious use of private contractors.
Regressions indicate that localities do in fact tend to
contract out to avoid paying high public sector wages.
They also are more likely to contract out if they provide
multiple services. A wide range of functions apparently
makes cost comparisons across programs more feasi-
ble, while making it less likely that civil service rules
produce desirable results for all programs. Local
governments are more likely to contract out when
they serve a small population and when they are
located in a metropolitan area. In such circumstances,
they may find it difficult to achieve sufficient scale
economies or. their own, but have access to anumber
of contractors to ensure competition.

These factors, while significant, do not explain
much of the observed variation in the degree of
contracting across localities. Attitudes are important.
Places where government concentrates a greater
share of resources on provision of basic public ser-
vices such as police and fire protection are more likely
to contract out than places where the government is
charged with more active redistribution of resources.
Unobservable factors—including perhaps the views
of local politicians or relative non-wage costs between
the public and private sectors—also affect govern-
ment decisions.

In addition to this variation across localities,
some services are less likely to be contracted out than
others. In particular, basic public services such as fire
protecti.n are contracted out far less often than
services h.at are commonly purchased individually
by private businesses. The reason for this discrep-

n A study by Tannenwald (1990) had found thal New En-
gland's_high priority on collective services and redistributional
expenditures limited” the extent to which the region could rely on
user ftes to finance public expenditures. An interesting extension
of the work in_that article and the current study would be to
consider in a simultaneous model the effects of preferences for
public services on methods of service delivery and financing.

Sew England Economic Review 43



ancy may be partly economic (the relative abundance
or scarcity of private contractors for some services)
and partly attitudinal (whether or not the service is
viewed as the responsibility of local governments).
For electric power and gas supply, contracting rates
are relatively high, despite evidence that public util-
ities often can produce services at costs that are no
higher, and may even be lower, than those of private
utilities.

Cities and towns in New England have shown
less willingness to privatize public services than their
national counterparts. This discrepancy could not be
explained. Despite historical opposition, however,
there is reason to believe that contracting out and

Appendix Table 1
Variable Definitions,

Variable

Contracting index

other forms of privatization will become more popu-
lar in the future. A general move to improve cost
efficiency and productivity in government has cre-
ated considerable interest in privatization efforts, and
some state officials in the region are actively exploring
further use of this option. Equally important, New
England's local governments serve communities that
on average are smaller, but more likely to be located
close to concentrations of population, than is true
for the nation as a whole. Access to multiple service
providers increases the likelihood of being able to
produce meaningful competition among contractors,
which is an important prerequisite to achieving cost
savings.

Sources, Means, Minimums, and Maximums

Average wage in public
sector

Location In metropolitan
area

Population
Unionization

Population growlh
Government density

Revenues per employee

1987 income per capita
Number ol services

Concentration on core
functions

Concentration on health
and human services

New England dummy
Middle Atlantic dummy
East North Central dummy
West North Central dummy
South Atlantic dummy

East South Central dummy
West South Central dummy
Mountain dummy

Pacific dummy

Data Mean Minimum Maximum
More Detailed Definition Source {Observations for 1196 Localities)
See text. a 3.86e-10 -2.43 6.97
Average October 1987 earnings of full-time b 2.15 .94 4.63
employees, thousands ol dollars.
Dummy = 1 if the municipality or township is located a .94 0 1
in a metropolitan statistical area.
1986 population, thousands. a 91.41 25.02 7,262.75
Percent of public noneducalional employees that are b 37.73 1.31 93.67
organized, by state. Computed separately for
municipalities and townships.
Population growth rate from 1980 to 1986. a 9.85 -24.21 497.86
The number of county, municipal and township &d .03 .00 .08
governments per square mile, by state. Computed
separately for metropolitan statistical areas and
other areas.
Annual receipts for firms providing business services a 3,005.5 350.0 11,070.6
relative to the number of paid employees.
Per capita money income, thousands ol dollars. c 12.89 4.39 36.69
Sum of the number of services operated and the a 4.43 0 12
number of services contracted.
Expenditures on police and fire protection as a b 25.6 0 57.5
percent of total expenditures less education.
Expenditures on public welfare and health and b 3.4 0 79.8
hospitals as a percent of total expenditures less
education.
Dummy = 1if state - CT, MA. ME, NH. RI, or VT. a A 0 1
Dummy 1 if state = NJ. NY, or PA. a 17 0 1
Dummy = 1 if state » IL, IN. MIl. OH, or WI. a A7 0 1’
Dummy = 1 itstate -mIA, KS. MN. MO. NE. ND. or SO. a .07 0 1
Dummy - 1 if state = DE. DC, a. GA. MD, NC. SC, a A1 0 1
VA, or WV.
Dummy » 1 if state = AL. KY. MS. or TN. a .04 0 1
Dummy - 1 if state » AR, LA, OK, or TX. a .09 0 1
Durnm”- 1ifstate - AZ. CO. ID, MT. NV. NM, UT. a .06 0 1
Dummy - 1if slate - AK, CA. Hl. OR. or WA a .19 0 1

Source: U.S. Bureau ot lho Census: *machine readable data. 1988: °(1988); *(1993); “unpublished daia.
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Appendix Table 2
Contracting Regressions with a Comprehensive Set of Independent Variables
Population Between 25,0CX) and 49.999
Population 50,000 and Over

Without Regional Dummies With Regional Dummies

All Non-Utility All Non-Utility All Non-Utility
Services Sen/ices Utilities  Sen/ices Services Utilities  Services Services Utilities
Independent Variable ) %) 3) (4) (5) (6) @) (8) 9)
Costs
Average wage In public
sector .6534"* .8660"* .4186* .5064" .7845*"  .2933 -0797 -.0856 -.2763
(.2199) (.2558) (.2510) (.2305) (.2737) (.2743) (.2326) (.2091) (.2928)
Revenues per employee in
private sen/ices sector .0473 -.0237 .0082 .0355 -.0448 -.0070 .0070 -0277 .0866
(.0756) (.0926) (.1134) (.0748) (.0921) (:1133) (.0812) (.0734) (.0906)
Location In metropolitan
area .5595" .3983** .3205 .5437*" .4185" .3104
(.1970) (.1842) (.2644) (.1950) (.1836) (.2740)
Population -.0138 -0172 -.0134 -.0159 -0176 -.0108 -.0004" -.0003" -0001
(.0104) (.0111) (.0133) (.0103) (.0110) (.0134) (.0001) (.0001) (.0002)
Opposition to Contracting
Unionization -.0061 -.0083" -.0077 -.0028 -.0068 -.0033 .0066 .0055 .0073
(.0044) (.0047) (.0053) (.0050) (.0055) (.0065) (.0057) (.0050) (.0094)
Population growth .0033 .0103 .0060 .0030 .0102 .0048 .0049 .0048 -.0017
(.0042) (.0064) (.0046) (.0041) (.0063) (.0047) (.0053) (.0047) (.0073)
Sensitivity to Costs
Number of services .3185"*  2706“ * .2457"* .3323"* .2664*" .2473"* .2345-— .1608***  .1730” *
(.0449) (.0459) (.0447) (.0446) (.0455) (.0441) (.0395) (.0364) (.0494)
Per capita income .0302 .0252 .0430 .0505" .0369 .0670* .0821*" .0710*" .0616
(.0231) (.0237) (.0364) (.0240) (.0248) (.0394) (.0282) (.0269) (.0795)
Government density -.3232 - 7637 6.715 1.634 1.285 7.281 9190 1050 --4.423
(3.821) (4.528) (5.723) (4.056) (4.749) (5.661) (4.215) (4.202) (6.380)
Other
Concentration on core
(unctions .0215" .0181“ .0178
(.0098) (.0091) (.0136)
Concentration on health
and human services -0147"* -.0099* -0064 -0137*" -.0092* -.0046
(.0054) (.0054) (.0058) (.0053) (.0054) (.0060)
New England dummy -.6974*" -4454* -6012* -4719 -4410 .7034
(.2489) (2550) (.3203) (.3342) (.2940) (.9613)
Middle Atlantic dummy -.0019 .3082 .2980 .6046” .7869" 1.409—
(.2809) (.3846) (.4440) (.:3131) (.3070) (.5114)
West North Central dummy -.4525 -.3651 -.5339 -4762* -.4049%* .0013.
(.2820) (.2743) (.4255) (.2870) (.2444) (.3525)
Constant -3.171"* --2.907"* - m2.697*" -3.132*" .-2.824*** .m2820— --3133"* --2.355"* - m2322—
(.5854) (.6026) (.7682) (.5788) (.5981) (.7685) (.5525) (.4951) (.8127)
Adjusted R-squared 198 .236 .292 .220 .251 .310 .146 149 279
Number ol observations 303 202 85 303 202 85 321 252 so

«e<Siflnilicanl at 1 porcont level.
"Significant at 5 percent level.
‘Significant al 10 percent level.
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Inthisarticle, the author builds a model o flocal governments' decisions to contract out residential
solid waste disposal services and empirically tests this model by using a new dependent
variable— Proportlon of expenditures on a service tint goes to eapeniea other than payroll. The
important factors affecting the contracting-out decision are scale economies, nonprapcrty taxes,
difrerence in private- and public-iector unionisation rates, and Income and bond ating, in that order.
Political and ideological factors appear to be less determinative than economic considerations.

Privatization, In general, and contracting out, in particular, were popular-
ized by such national leaders as President Ronald Reagan and Prime Minister
Margaret Thatcher. Since then, many local governments have also been
considering privatization. But what considerations enter into local govern-
ment’s decision to contract out a particular service? An examination of the
privatization decision can draw on an extensive literature regarding the
"makc-or-buy’’ decision of private firms; Coase (1937), Alchian and Demsetz
(1972), and Williamson (1979) provided early contributions. In this article's
theoretical part, | will build on this literature and adapt it to the make-or-buy
decision of local governments—that is, whether to contract out a service to
a private firm. The objective of this article, thus, is to contribute to the
privatization literature by presenting theories about the major considerations
that enter local governments’ privatization decisions, particularly contracting
out. First, 1 will review some of the existing literature and indicate where this
article fits in. Then | will build a model and subsequently test it empirically
in relation to the decisions to contract out residential solid waste disposal
services.
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PREVIOUS STUDIES

Studies in which scholars have examined factors that can affect local
officials' decision to contract out services fall into two main categories; those
in which mainly one privatization factor is examined (e.g., cost effects of
contracting out) and those in which the emphasis is on building and empiri-
cally testing acomprehensive framework and amodel with which to explain
the contracting decisions and test them empirically. Many studies of the first
type exist, but few of the second exist; this article is designed to be an addition

to the second type.

SPECIFIC FACTORSTUDIES

Stevens (1984) studied the relative costs of service provision in 121 cities
in Southern California and found that out of the eight services studied, seven
exhibited significantly lower costs when produced by private firms. The
highest savings of 96% were found in asphalt overlay construction, and there
were 42% savings in refuse collection. She attributed these cost differentials
to more efficient production techniques used by private firms rather than to
wage differences and concluded that "on the average, these differences in
cost were not associated with differences in the quality of service delivery”
(p- 401).

A number of studies have provided reasons to interpret cost studies such
as Stevens' (1984) with caution. In astudy of nursing homes in New York,
Gertler and Waldman (1992) found considerable variability in the quality of
care across nursing homes of different sizes and specifically reported that
"When quality is ignored, the estimates [of a quality-adjusted cost func-
tion] ... suggest large economies of scale. However, estimates of a quality-
adjusted cost function show diseconomies of scale for high-quality homes”
(p. 1251).

Sullivan (1987) focused on the loss of control and social accountability
concomitant with privatization and expressed concern that “By turning
‘production’ cf public services over to private groups, governments can
effectively cva’™c constitutional restraints” (p. 462). This would imply an
additional social cost not captured in simple accounting measures.

Ferris and Graddy (1991) and Prager (1993) focused on the fact that direct
measurement of the cost of private production tends to understate the social
cost. Ferris and Graddy found that additional costs related to monitoring the
private service producer—that is, transaction costs of contracting—arc
found to influence the clu'ice between private and public production. Prager
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investigated the some issue under the label external monitoring cost, os
opposed to internal monitoring necessary with in-house government produc-
tion. Ke also distinguished between micro- and macrocontracting—for ex-
ample, contracting out individual tasks rather than entire services—asserting
that die macrocontracting is more difficult to monitor and, hence, is more
costly than microcontracting.

A summary of studies of major services (hat have been contracted out in
the United States is presen'ed in Hirsch (1991). The services include solid
waste disposal, management and operation of facilities and programs, secu-
rity services, parks and recreation services, road services, vehicle mainte-
nance and repair, and day-care services. For each service, there is areview
of productivity comparisons, extent of contracting, and switching. The re-
sulting picture shows mixed productivity results and not insignificant switch-
ing in and out of contracting.

COMPREHENSIVE MODELSOFTHE CONTRACTING DECISION

Fenis (1986) developed a model designed to test conditions under which
urban governments contract out. He focused on supply—that is, production
co& and fiscal and political determinants. He constructed an index of overall
privatization by adding the number of services contracted and analyzed how
this index varied across 433 cities. This method effectively highlighted
interjurisdictionai variations while necessarily obscuring variation across
services (e.g., certain services might be privatized in small cities but not in
large cities or may be privatized to varying degrees). He found that in terms
of supply factors, privatization is less common in cities with lower relative
public-sector wages and in those that ore neither metropolitan nor within the
standard metropolitan statistical areawith other large cities (indicating fewer
competitive private suppliers of service). Within the fiscal category, a higher
per capita tax burden, a higher level of intergovernmental grant revenue, and
statutory fiscal limitatior; are found to increase the proportion of services
privatized. Finally, among political variables, Ferris found less privatization
asacity's proportion of residents aged 65 years or older, of public employees,
and of residents aged 30 years or younger increased.

A second comprehensive model was constructed and implemented by
McGuire, Ohsfeldt, and Van Cott (1987), who focused on school transporta-
tion. They found that privatization was more likely in cities in which strike
activity, wage rates, and unionization rates in the puciic sector were higher
and in which the government's proclivity to tax and spend was lower. The
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tine between political and economic determinants appears to be blutTed. For
example, political conditions within ajurisdiction may allow for higher taxes
that will reduce the urgency of cost-cutting measures for school administra-
tors. The authors interpreted their results as finding that "non-monetary
constraints are an important factor affecting this choice o f production modes”
(p- 212).

Another model was built by Dubin and Navarro (1988). They used a
choice-theoretic framework, focusing on economies of density as an eco-
nomic determinant and on the power of rent-seeking interest groups and
ideology as political determinants. By using solid waste disposal as their
service, they could point to differences among private and public collectors
concerning the exclusivity of territorial rights. In the case of private firm
collectors, there can and does exist much competition for business in the same
geographical area; governmental collectors have exclusive territorial rights
and can significantly benefit from scale economies. Private firms may also
benefit from scale economies if they win acontract for a large city. As to the
role of ideological preferences, they found that privatization decisions were
likely to diverge in both Democratic and Republican communities from the
cost-minimizing alternative and impose real costs on thecommunity (p. 236).

A theoretical model was presented in Hirsch (1991) that hypothesized that
the decision to contract out a service is affected by accountability, cost and
efficiency, and distributional considerations. No steps were taken to imple-
ment the model empirically.

THE MODEL

The privatization model that wilt be developed and empirically imple-
mented in this article is in some sense a fusion and extension of my earlier
theoretical model (Hirsch 1991) and the model implemented by Ferris (1986).
The model is based on the assumption that the decision of local governments
to contract out a given service depends on four sets of factors:

¢ Accountability
¢ Production, efficiency, and cost
Political, Institutional, and legal considerations

¢ Fiscal pressures facing the government unit

These four factors will be discussed in turn.
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ACCOUNTABILITY

Accountability refers to the responsibility of ensuring that aservice highly
valued and/or deemed crucial by society is provided at an acceptable mini-
mum level, particularly when the private sector’sprofit motive would involvc
extremely high transaction costs. Thus accountability is affected by the extern
to which a service can be monitored and its providers punished. In relation
to services from which society demands a high degree of accountability,
privatization tends to be ruled out. Services for which accountability is an
important consideration include those provided by judges, especially in
criminal proceedings; by officials who must ensure the rights of minorities
in law enforcement and incarceration; by planning officials; and by zoning
officials. In short, before efficiency and other characteristics associated with
aservice are considered, those who are to decide on the efficacy of contract-
ing out must determine whether accountability is a major issue. If it is, no
examination of further factors may be needed.

PRODUCTION, EFFICIENCY, AND COST

&oductivity enhancement and cost savings, which have been the over-
arching privatization determinants in the past, can be rnalyzed in terms of a
number of major factors, scale economies being one of the most significant.
They can result, for example, when a government service is provided by a
large firm that contracts with many departments or with many governments
rather than by a relatively small government department. Bulk purchases
become possible, as does spreading relatively fixed management costs over
a larger output. Econometric studies of urban government cost and produc-
tion functions provide some partial confirmation of this proposition.1

A second factor involves economies of scope, a term that refers to the
increased efficiency that can result when several complementary services arc
under the direction of the same entity. Although economies of scope are less
common than economies of scale, they arise, for example, when there are
significant gains from complementary relations.2 Although it may be ineffi-
cient to contract out certain services separately, it can become cost-effective
to do so when some arc bundled together to benefit from economies of scope.
For example, rather than privatizing fire services alone, agovernment might
privatize many or all emergency services.

Market competition is another factor. It must be remembered that markets
for local public services are apt to be imperfectly competitive. Yet the more
competitive the market, the greater the likely efficiency gains from contract-
ing out. When privatization merely replaces the public monopoly with a
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private one, the bidding process may fail to force the asking price of the
winning firm down close to its opportunity cost. The relationship between
(heextent of competition and the final equilibrium bidding strategies depends
on the structure of the auction and, in particular, on the possibility ofcollusion
between bidders.51n addition, if the service in question is not competitively
provided, the equilibrium costs will include monopoly profits, and the cost
advantages of privatization would thus be minimal,

INSTITUTIONALPOLITICALAND LEGAL FACTORS

The institutional environment within which the privatization decision is
made and which seriously affects privatization is complex and multifaceted.
One of the circumstances that bears on the contracting-out decision is
labor-management relations; often, legislatures prescribe restrictive hiring
practices, work rules, and costly compensation patterns for public employees
and, sometimes, for the employees of private firms that bid on public
contracts. As aresult, firms and governments face constraints on factor ratios
and wages paid. In the case of unionized labor, these constraints can be given
either explicitly through union contracts or implicitly by the fear of union
political strength. In cither case, the government faces a de facto technology
in which the possibilities for input substitution can be more limited than in
the actual technology/ Because public unions are more powerful than those
in the private sector, they tend to exert greater pressure on employers.5Thus
unionization may prove to be a barrier to contracting out for local govern-
ments that find the political pressures applied by unions difficult to resist.
This condition can be looked upon as an additional cost of contracting out
that is revealed not in factor ratios or wages but as a cost incurred by
politicians when contracting out occurs.

Restrictive labor laws can be a further impediment to privatization, and
much of the earlier analysis can be applied to such labor Jaws as prevailing
wage laws, which compel governments to pay wages at least equal to those
paid by the private sector for similar work, and residency laws, which restrict
hiring of workers to Ihose who arc residents of the jurisdiction. These laws
can impose serious constraints on the input mix of governments.

Furthermore, the dominant party affiliation of a community's residents
can affect privatization as can the general income level. By and large,
relatively well-off communities with conservative values tend to favor pri-
vatization; communities that have many residents who belong to unions and
that have a large minority population tend to oppose privatization.
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FISCAL PRESSURES

Financial exigencies are likely to exert pressure on local government to
consider contracting out some services in an effort to reduce costs. A number
of possible signals of the presence of such pressures can be identified. One
such signal is the rating given bonds by major bond-rating firms, which
testifies to the general fiscal health of the particular government as perceived
by experts. Jurisdictions with alow rating usually are, or in the recent past
have been, experiencing financial difficulties, which, in turn, can stimulate
their exploration of such measures as contracting out to reduce cost.

Another indication can be the level of subsidies given to alocal govern-
ment by federal and state governments. | f such subsidies make local officials
feel less pressured to seek cost-reducing arrangements, the incentive to
consider contracting out will have diminished. (Yet high subsidies may
suggest strong fiscal pressures.)

Finally, when the responsibility to pay per capita taxes to local, state, and
federal governments falls on residents and the taxes are relatively high and
visible, citizens tend to pressure their government officials to explore ways
to reduce costs so that their tax burden can be reduced. Such a scenario can
prori®pt serious consideration regarding the contracting out of certain services.

IMPLEMENTATION OF THE MODEL

In the following empirical analysis, | will focus on a single service,
residential solid waste disposal, which tends to be the Liird or fourth largest
budget item of most municipal governments. It involves few accountability
problems and is one of the most common of privately produced local

government services.

MODEL SPECIFICATION

In the preceding section, a model of the determinants of the contracting-
out decision was developed that can be stated as follows;

PRIV = f(ACC,PRODAPLE,FISC),
where
PRIV = extent to which alocal government contracts out a service,

ACC = accountability,
PROD = production efficiency and cost,
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TABLE 1. Descriptive Statistic?, 1980

\aicde
Adeviation  Definition

PRIV Proportion of fusidendel solid wulc dlipoiel nonpayroll expenditures*
POP Population (1,000s)

POPSQ  POP cquared/100,000 .
DENS Density— I00CVsg, mile

METRO | if city It located Ina metropolitan area of 30,000 or more, 0 otherwise

UND Difference between public employees' unionization and private employees'
_unionization rates (br state)

INCO City's meditn household income ~ ~

OWNER Percentage of owner-occupied housing
BOND Moody's bond rating: A, Ax, or Aaa=0; Baort§aaa|

SUBS Per capita intergovernmental revenue transfers
PTAX Per capita City property tax

OTAX Per capita city nonproperty taxes

STAX State sales tax rate

a.U.S. Bureau of the Census (1981a, 1981h).
b. U.S. Bureau of the Census (1983).

¢. Troy and Sheflin (1983),
d. Moody's Bond Rating (September 1982).

1PLE = institutional, political, ar.d legal environment, ar.d
FISC = fiscal pressures on governments.

Thble 1 summarizes the variables that are included in the empirical
analysis. Each of the variables will be discussed in the following sections.

Extent to Which a Local Government
Contracts Out Residential Solid Waste Disposal
with Firms (PRIV)

Data to directly measure PRIV do not exist. In previous research, Ferris
(1986) and Ferris and Graddy (1991) used survey data to determine whether
aserviceis or is not privatized. Such data have serious shortcomings because
they are binary for any one service—that is, a given service is considered
either privatized or not. In reality, privatization occurs along a continuum
between total and no privatization.

An alternate measure, for which data are collected and published by the
U.S. Bureau Grthe Census for cities with populations greater than 50,000, is
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the proportion of expenditures on a particular service that goes to expenses
other than payroll. There is good reason to conclude that ci* ~3for which this
proportion is small compared to that of the average cit; (e.g., close to 0)
privatize less than those for which the ratio is large (e.g., close to 1). (Thus,
if a city completely contracts out a service, this ratio would be 1 because
payroll expense on this service would be0.)

Residential solid waste disposal is a service that lends itself well to
empirical analysis. Its extent of privatization varies greatly across cities, from
0% to 100%, and government expenditure data are generally available.

It is conceded that the proposed measure of the degree of privatization
(PRIV) has some flaws. Efficiency, possibly resulting from differential use
of capital equipment, may affect this ratio.® Moreover, the ratio may be
influenced by anumber of institutional arrangements altogether unrelated to
the extent of contracting out. For example, both involvement of county
governments in solid waste disposal within acity and the actual classification
of spending by service vary across cities. Advantages of the proposed
measure are, however, that it is not artificially constrained to be discrete and
that auniform and consistent source of dataexists across cities. Its conceptual

clarity is another advantage.

Production Efficiency and Cost (PROD)

Although a cost function is not directly estimated, four variables related
to efficiency and cost are included in the equation; POP, POPSQ, DENS, and
METRO. These variables are described as follows.

POP = City's population size. If a U-shaped cost curve for city service
provision is hypothesized, as is theoretically plausible and has been empiri-
cally verified (Ladd 1992), population size is likely to affect the degree of
privatization. Large cities with large sanitation departments will face dis-
economies; smaller ones will experience economies in government provision
of solid waste disposal. To test for a parabolic relationship between city size
and privatization, | included population (FOP) and population squared
(POPSQ) variables (Hirsch 1965). If aU-shaped unit cost function docs exist,
a negative coefficient on POP and a positive coefficient on POPSQ should
be found, suggesting economics of scale for smaller cities and diseconomies

for large ones.

DENS = Density of population within city. Negative externalities or
external effects are likely to assume greater importance as density increases.
If city governments are better able to internalize negative externalities
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associated with solid waste disposal, then anegative relation between density
and private-sector provision seems likely.

METRO = Citysituated in metropolitan area. A dummy variable equal to
lis used if the city is located in a metropolitan area with a population greater
than 500,000 inhabitants, and O is used if it is not. Private-sector competition
for contracts tends to be greater within large metropolitan areas than it is in
small ones; therefore, more privatization can be expected in large areas, with
firms likely to be of sufficient size to enjoy economies of scale. Competition
among bidders should lead to lower cost contracts.

Institutional, Political and Legal Environment (IPLE)

Three variables reflecting IPLE are included in the analysis; UND, INCO,
and OWNER. These are described as follows.

UND = Difference between state's public andprivate unionization rates.1
Unions are often a vocal and powerful political force in the decision to
privatize city services. However, public and private unions have different
interests; those in the public sector generally oppose privatization, and those
in the private sector generally support it. Consequently, cities with large and
influential public-sectorunions and relatively little unionization Inthe private
sector are likely to contract out relatively little of their solid waste disposal
services, even though they are likely to have incentives to do so, and vice
versa.

INCO: City's median household income. Because higher-income indi-
viduals tend to be politically more conservative thpn lower-income individu-
als and, therefore, are likely to be more ideologically opposed to large
government, they can be expected to be also more favorably disposed to
contracting out government services.

OWNER: Percentage of owner-occupied dwellings within a city. Home
owners may be more concerned with the level of externalities associated with
provision of government service than are renters. For example, they may be
more likely to complain to local government about solid waste disposal noise,
dirt, and smell and more likely to demand closer supervision to reduce those
nuisancei. They are likely to seek action, because reducing negative exter-
nalities nuy increase home values and, therefore, benefit even those owners
personally not complaining about the externalities. Running counter to this
effect, however, is that home owners tend to be more conservative and, hence,
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more apt (0 support privatization than are tenants. Moreover, because they
pay taxes directly to government, they arc likely to be more concerned with
cost of government services than are renters who pay taxes indirectly as part
oftheir rent. A priori, itis, therefore, difficult to predict the direction in which
home ownership will affect privatization.

Fiscal Pressures (FISC)

Five variables reflecting FISC are included in the analysis: BOND, SUBS,
PTAX, OTAX, and STAX. These are described as follows.

BOND = Citybond rating. Adummy variableequa! to 1is used if Moody's
rating is low (i.e., Ba or Baa), and adummy variable equal to O is used if the
rating is high (i.e., A, Aa, or Aaa).1The lower acity's bond rating, the more
difficult and costly it is for the city to borrow and, hence, the greater the fiscal
pressures it faces. Because privatization is often the result of cost-cuttii.
measures in the wake of such pressures, alow bond rating is hypothesized to
affect efforts to contract out positively and vice versa.

SUBS = Per capita intergovernmental revenue transfers. Cities able to
obtain large subventions from other levels of government will often have
their fiscal pressures alleviated and, therefore, usually have aless urgent need
to attempt to reduce costs by contracting out.

PTAX = Per capita city property tax. Greater fiscal pressures to reduce
costs through priv. izalion may occur in cities that have relatively high per
capita taxes than do those with low taxes, and vice versa. Because property
taxes tend to be directly rather than indirectly paid by residents who own
property, they tend to be better informed about their property tax payments
than they are about other tax payments, particularly income taxes. As property
taxes become relatively high, it is likely that the incentive to contract out, in
the hope of reducing costs, will increase.

OTAX = Per capita city nonproperty taxes. Although, as stated earlier,
residents who own property tend to know their property tax bills, nonproperty
taxes, such as city sales, excise, hotel room, and income taxes, tend to be
rather invisible and, indeed, arc often paid by individuals and firms not
located in thecity. It is, therefore, possible for acity to collect relatively large
amounts from these sources without causing major political pressure for
privatization. Cities that provide a relatively large amount of services and
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levy relatively high nonproperty taxes may show a negative relation between
nonproperty taxes and contracting out,

STAX = Stale sales tax rate. Although local governments may levy their
own sales taxes, by far the greatest source of variability in sales tax rates
across cities results from differences in the state rates. I f higher state sales
tax rates are coincident with greater concern about the cost of government,
these tax rates would be expected to be positively related with the extent of
contracting out.

Six additional variables were considered but proved notto besignificantly
related to the privatization proxy. Because, purely on the basis of ideology,
privatization might seemto be favored mere by Republicans than by Demo-
crats, two measures of party affiliation were included. One was a variable
measuring the percentage of those who had voted for Ronald Reagan in the
1980 presidential election. The second was party affiliation of the state's
governor, using adummy variable that was given the value 1if the governor
ofthe state in 1980 was a Republican and O if not. The initial hypothesis that
both variables would be positively related to privatization was not supported
by the data. Similarly, because one may hypothesize that conservatives
generally seeprivatization in amore favorable light than do liberals, adiscrete
variable testifying to the presence or absence of a right-to-work law in the
state (such laws are generally antiunion and are thus favored more by
conservatives in both parties) was introduced; it also was found to be
statistically insignificant. Because conservative states are more likely than
liberal ones to enact state tax limitations, a variable testifying to the existence
of such a limitation was included; it also was found to be statistically
insignificant. The fact that all four of these variables associated with political
ideology and party affiliation were not found to be significant suggests that
ideology and politics may not be a major determinant in the decision to
privatize solid waste disposal.9

Finally, the percentage of city population that is nonwhite and whether the
city had amanager- or mayor-type government were found to be statistically

insignificant.

Data

All US. cities with populations in excess of 300,000 in 1980 were
included in the sample.l0To gain insight regarding the importance ofcity size
for privatization, it was considered desirable to include also some smaller
cities. Toward this end, a random sample of cities across states with a
population of between 75,000 and 300,000 was also included. The intent was
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TABLE 2) Contracting Out (ordinary least squares) Regression (dependent variable Is
PRIV)

Regmiof Coeffidet  StandadError T Ratio Beta Coeffident

INTERCEPT 5541 2024 214" *

o o -5432
POP -0001 0000715 -2.01 9
POPSQ 0023 o111 210~ o
DENS -0167 009215 -1.82 .
METRO 1094 0499 2.19%* 2216

IPLE
UND -.0087 003003 -2.881* -4101
INCO 0205 007426 2.T7%* 3093
OWNER  -.0040 002963 -1.34 -1923

FlsB%ND 1739 0691 2.52%** 2946
SUBS -0002 0001272 -1.84* - 2497
PTAX 0002 0002168 12 1679
OTAX -.0006 0001822 -3.18 -4126
STAX 0218 0166 131 1343

/ = 3702 Fjuristicf(12 ,80)« 3.9180

SEofre?ression » 1907
Mean ofdependent variable m5828
Maximum o f log-likelihood « 29.1609

m = 2757

Residua) sum of squares =2.9084
SOofdependent variable » 2240
Dwhin-Waison juristic = 1.9590
gttﬂzt?sftﬁjcegm;'} 'ﬁasmﬁ%%gta abtkfhte 90% level. **autistically significant at the 95% level, sseslatis-
tically significant at the 99% level.

to include one city of this size range from each stale." Data for 1980-1982
were used because this was the period for which the richest data set existed
when the empirical work commenced and which coincided with the period
pertinent to Ferris’s (1986) study.?As aresult, the two studies can be readily

compared.

RESULTS

Table 2 presents the contracting-out equation. The adjusted Rl is .2757,
which can be considered reasonably high for cross-sectional data with a
sample of 93 observations.” The presence of linear hetcroscedasticity was
tested for and rejected at the 95% confidence level, because aregression with
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the log of the sum of the squared residuals on all right-hand side variables
yielded an F statistic of 1.6, far below the critical value. As previously
mentioned, several alternative specifications were examined with the general
result that additional variables, usually political in nature, were not statisti-
cally significant and did not improve the overall fit of the regression.4

With regard to variables that relate to production efficiency and cost, a
parabolic relationship was found between contracting out and population
size. Both POP and its square value, POPSQ, were statistically significant at
a 95% level and have the expected signs. The negative coefficient on POP
and the positive coefficient on POPSQ are likely to be associated with the
existence of a U-shaped average cost function for residential solid waste
disposal services.b

The coefficient of-.0167 on density, DENS, has a 7*ratio of-1.82 and is
significant only at the 90% confidence level. Its negative sign is consistent
with the earlier hypothesis that the larger the density, the less privatization of
solid waste disposal. (The coefficient -.0167 implies that all else being
constant, a city with 1,000 more people per square mile on average will
privatize 1.7% more than one with 1,000 fewer.) The coefficient of. 1094 on
METRO (significant at the 95% level) has the expected sign. It indicates that,
ceteris paribus, cities that lie within a metropolitan area with more than
500,000 inhabitants will privatize on average 10.9% more than acity not in
such a metropolitan area.

A coefficient of-.0087 was estimated for UND and found to be significant
at the 99% level. Its sign is consistent with the hypothesis that cities with a
large difference between the rate of unionization of public- and private-sector
employees (the number of public-scctor employees minus *he number of
private-sector employees—generally positive) tend to privatize less than
cities in which the difference is small or even negative. (The regression
coefficient suggests that a city with a 1% difference between the rate of
public- and private-sector unionization, holding other city characteristics
constant, has on average .87% less privatization then one without a differ-
ence.) For the median household income variable, INCO, a coefficient of
.0205 is estimated and found to be significant at the 99% level. Its sign is
consistent with the hypothesis that cities with a higher median household
income are likely to privatize more than those with alower income. (Specifi-
cally, cities with $1,000 higher household income will privatize on average
2.0% more than cities without this higher income.) A coefficient o f-.0040
on the percentage of owner-occupied houses, OWNER, has aT ratio 0f—.34

and is not statistically significant.
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The variable that represents the city’s Moody’s bond rating, BOND (1
when the rating is Baa or Ba and 0 when the rating is A, Aa, or Aaa), is
statistically significant at about the 99% level and has the expected positive
sign. (Specifically, cities with bond ratings of Baa or below are estimated to
have on average 17% more privatization than those with ratings of A or
belter.) The estimated coefficient on per capita intergovernmental revenue,
SUBS, is-.0002 and. with aT ratio 0f-1.84, is statistically significant at the
90% level; it has the expected sign. The coefficient implies that a city
receiving $100 more in intergovernmental revenue privatizes on avei Ige
2.3% less than a city receiving $100 less in per capita transfers. Per caj ita
property tax, PTAX, has acoefficient of .0002, which, with a 7*ratio of I.j I,
is statistically not significant. Per capita city nonproperty taxes, OTAX, nave
acoefficient o f-.0006, which is statistically significant at the 99% level and
has the expected sign. (The coefficient suggests that a city that collects $100
more from nonproperty taxes will on average have 5.8% less privatization
than one with $100 less.) Finally, the state sales tax rate, STAX, has a
coefficient of .0218 but, with a Tratio of 1.31, is not statistically significant.

The importance of the different explanatory variables can be assessed
through the construction of beta coefficients, which are included in "Bible 2.
Such coefficients render the regression coefficients more readily comparable
by subtracting their means and dividing them by their respective standard
deviation. Their relative magnitude suggests that population, per capita
nonproperty taxes, and difference between public- and private-sector unioni-
zation rates, in that order, are the most important explanatory variables ofthe
decision to contract out solid waste disposal. Next in importance are income
and bond rating.

The regression equation with an R* of .3702 (and R1of .2757) is quite
robust and has relatively high explanatory value for asample of 93 cities. For
policy makers, the following results of the contracting-out equation should
be of interest: The population variable, which relates to scale economies and
has a parabolic relationship with contracting out, was the most important
factor influencing the decision, followed by nonproperty taxes, differences
in private- and public-scctor unionization rates, income, and bond rating
variables, in that order. The finding that efficiency and cost are the most
important decision considerations but that institutional factors as well os
fiscal-pressure-related factors are also important in contracting-out decisions
is consistent with conclusions of studies reviewed earlier.

Public officials facing adecision whether to privatize solid waste disposal
thus might assess the position of their city with regard to the aforementioned
factors. They are likely to be favorably disposed to an affirmative decision if
their jurisdiction is small or middle-sized, levies relatively low per capita
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nonproperty taxes, and has a low bond rating. At the same time, however,
such officials face a confusing situation with regard to unions; although
communities in which public-sector unions are stronger than private-sector
unions tend to have a significant incentive to privatize, powerful union
resistance will seek to prevent it.

NOTES

L In studies of fire services (Hinch 1959) and high schools (Riew 1966), some scale

economies for populations up to 100,000 were found. In relition to hospitals, Ro (1968) also
found some scale economies. Dolan (1990) found that fragmentation o government entities In
lllinois Increased service costs, and Ladd (1992) found a U-ihaped relation between per capita
spendm(i on government services and population density, finally, there is evidence ofeconomies
of scale In street cleaning, traffic signal maintenance, and asphalt overlay construction, as well
as injanitorial services, payroll preparation, and rurfand tree maintenance (Stevens 1984),

2. Prager (1993) gave as examples of economies of scope "street maintenance
crews ... trained to drive snow plows ... and even to handle infrequent calls for rescue or first
aid services" and "hospital-based social workers (who]... can handle. .. dysfunctional fami-
lies, home-based senior citizens, drug-addicted teenagers, alcoholics and so on" (p. 20).

3. Theory indicates (hat fust-bid, sealed-bid auctions, which are mostcommon in contract-
ing auctions, yield thebest solution from (he ﬁovernment‘s perspective forany numberofbidders
greater than one, but with only one bidder, the government does much worse (Milgrom 1989).

4. Anexample of a restriction on government's technological possibilities is found in mass

transit. Because mass transit has a peak-hour demand patter, severe constraints In its use of
tabor are often encountered. Forexample, the 1985 Agreement Between the Southern California
Rapid Transit District and the Amalgamated Transit Union, Division 1277, prohibited subcon-
tracting except under unusual circumstances. The agreement also stated that "re?ularoperapqrs
shall be tg?uar@nte%(; eight hours' pay time per day within a spread o ten hours from the initial
sign-on time" (p. 5).
5. In 1987, the percentage of local government employees workin? full-time in the United
Slates was as follows: fire protection, 64.9%; teaching, 58.1%; police protection, 53.7%;
sanitation. 50.2%; public welfare, 48.4%; and highway repair, 44.4% {l)J.S. Bureau ofihe Census
19313). Hospital and n?nmstructlonal education employees had somewhat lower rates—38.6%
and 34.5%, respectively

6. PRIV can also be influenced by the caFitaI;Iabor ratio applicable to a particular solid
waste disposal operation. A highly automated collection process would tend to have a high PRIV
value and vice versa. However, It could be argued that the purchase of capita] equipment is a
form of privatization, because the equipment is produced in the private sector. The focus, thus,
woul_dshiftmoretppublicemploymentofIaborratherthantoeitherprivateemPloymentofIabor
or private production of capita] goods. A further issue Is that what usually isreferred to as waste
disposal is actually waste management composed of waste collection and disposal, and the costs
of disposal are likely to be little affected by contractm? out.

7. Corresponding data on a city level are not available.

8. No city in the sample had a bond rating below Ba.

9. Admittedly, the absence of city data, which made it necessary to use state data, might
also be respansible for the results.
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10. Because moil urbanites live In (he very largest cities of the United Statei and because |
wanted that fact reflected In the aample, | decided to include all cities with population! in exceai
0f300,000. Moreaver, fortheie large cities, | had Information on all the right-hand variables of
interest to me, which Ldid not have for (he smaller cities. o

11 There were two reasons wh %ns roved impossible. Fust, some stales had no cities with
populations between 75,000 and 300,000 for which a complete set of the required data was
available. These Included Delaware, Hawaii, Maine, Maryland, Montana. New Mexico, North
Dakota, Vermont, and West Virginia 7 maintain a sufficient number ofsmall-city observations,
one additional randomly selected small city was chosen from Florida, Illinois, Louisiana,
Nevada, Ohio, Virginia and Washington, and two additional observations from Massachusetts
were selected. Second, the following cities were deleted because of incomplete data: Tulin,
Oklahoma; Honolulu, Hawaii; Macon, Georgia; Boise City, daho; Gary. Indiana; and Yonkers,
New York. Following these deletions and adjustments, the sample size was 93, with 48 of the
cities having populations of more titan 300,000 and 47 having between 75,000 and 300,000 in

1980.
12. For example, the most recent unionization data for the public and private sectors that

could be found were for 1982. _ . _

13. Admittedly, as happens so ofter. the available data lack some of the ideal properties one
would like them to have tojustify all aspo’.ta of the regression analysis performed. For example,
the dependent variable is restricted to values between Oand | |.ence, the assumption o fnormality
for the true error term s not valid. To test for the severity of this Problem, alog-odds ratio of the
dependent variable was formed, which transformed itS possible ranges of values to between
positive and negative Infinity. Although the standard errors of the coefficients were affected, not
one oithe signs of the coefficients was altered. Heteroscedasticily was tested for and found not
to be a significant problem. In addition, correlations between the explanatory variable! were not
targe enough to require corrective measure!. .

14, Alio, In recognition of the fact that each city in the small-city sample represented many
cities of similar size, a weighted least squares regression was run that resulted in only minor
differences from fmdm%s inTable 2. . . .

_15. The bottom of the U-shaped contracting-out curve relative to population occurs at 3.07
million inhabitants. Thus the declining portion coven most U.S. cities. Using the two coeffi-
cients, one can estimate the net effect on contracting out (PRIV) when a city's population

increases.
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In this article, we examine patterns of privatization in the lllingis child welfare system
using data from State payment records and a survey of organizational providers. We
describe the state contract system and show wh|ch prowders are active in itand how
important they are to the State agency nvolved. We h |¥ othesize (1) that market
forces will favor those providers thatmatch maost closely t needsof hestate a%encg
for specific, expertlse and (2) that power and Ieverage will operate to favor thos
who can brmg the most resou r%esbﬁar OH contract negotiauons. Multiple regres-
sion analysis Shows support for both hypotheses.

Social scientists have long examined the nature and extent of public

CO M P L I M E NTS O F TH E mandates, addressing such issues as how much the public sectorspen(_js

for welfare in comparison to defense, what accounts for differences in

AI—AS KA STATE I— I B RARY spending patterns across nations (or states), and how and W_hy spenqling

changes over time. These are important issues, but they fail to consider
the interorganizational structures under which the mandates are
executed.

Two of these structural features are particularly important: inter-
governmental funding relations and privatization of services by con-
tracting with nonpublic organizations to deliver publicly financed ser-
vices.! Both features are of long standing in the United States. They
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also share some common attributes in that they require effective coop*
erative arrangements among independent organizations. The role of
intergovernmental funding structures has attracted considerable at*
tendon in the face of condnuing efforts to curtail growth in social
spending since the mid-1970s. As Martha Derthick showed almost 20
years ago in her pioneering work on social services grants, certain
forms of intergovernmental transfers may result in uncontrollable
public spending.* Others have emphasized the special problems of
control and accountability that may occur when one level of govern-
ment depends on another to execute its mandates.*

The subcontracting of public services has also received more atten-
don in recent years. It was an integral part of the Reagan administra-
don's efforts to redefine the role of the federal government, just as it
is central to the new Republican “Contract with America" platform.
Polidcal enthusiasm notwithstanding, the empirical question of
whether subcontracdng promotes more effective and efficient services
is sdll unresolved.* Certainly, studies on negotiating processes and
transaction costs involved show the complexity of establishing and
operating public-private contract systems* From an organizational
perspective, these latter findings suggest that the contract system pro-

vides important opportunities to analyze patterns of resource depen-
dency among organizadons involved in the system.

In this article, we examine the pattern of subcontracted service
provision in the child welfare field in Illinois.6 The field is character-
ized by a complex system of intergovernmental reladonships in which
the state plays a key role. There isalsolong-standing, extensive reliance
on nonprofit agencies to deliver key services, dating back in some form
to the latter part o f the nineteenth century.7Consequendy, our analysis
is of a mature, fully institudonalized contract system, not one that has
only recently come into existence or been subject to major renegotia-
dons. This means that resource relations are likely to be stable and
well developed, features that make these relations attractive to subcon-
tractors because they lower uncertainties and reduce transacdon costs
as providers are able to affirm their experdse and management experi-
ence over time. At the same dme, it raises the quesdon of which
characteristics are associated with success in this particular market,
that is, what kinds of organizadons receive the largest volume of sub-
contract dollars—those that provide services in greatest demand or
those with well-established clout and influence?

We draw on a unique body of data that allows us to examine these
questions in greater detail than is usually the case. Where most previ-
ous research has surveyed state contracting administrators or recipient
organizations about their attitudes toward and assessments of the con-
tract experience, we analyze the actual flow of dollars in the contract
system. We then link this flow to characteristics of the provider O gani-
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nations in order to determine which subcontractor features are most
strongly associated with success in the contract market. Because we
present only cross-secdonal data for a subsector o fa particular contract
system and do not have data on all relevant aspects of the contract
reladonship, we cannot provide a definitive test of our hypotheses.
However, the patterns of association that we observe are revealing
and certainly suggestive for further research.

Ourdata come from the lllinois Department of Children and Family
Services (DCFS) and the system of providers that delivers the bulk of
its services. We first answer two key descriptive questions: who is in-
volved in the provider system, and how important are they to DCFS,
that is, how much funding do they receive? We then examine differ-
ences in the amount of funding received by a subset of key providers.

We hypothesize that two processes operate to determine the amount
of funding levels. First, we argue that market forces—the provider’s
competitive market strengths—favor those that match most closely
DCFS s demand for particular types of expertise and specialized ser-
vices. Second, we suggest that organizational power and leverage favor
those providers that can bring the most resources to bear on contract
negotiations. A better understanding of how these dynamic processes
operate isimportant for assessing the costs and benefits o f privatization
and for addressing questions of whether and how privatization serves
to control public spending.

The Child Welfare Contract Market in Context

The child welfare field ranks low on the national agenda, if the volume
of public spending is any indication. All social services combined (not
just child welfare) account for only 3 percent of combined federal,
state, and local spending for social welfare purposes. However, child
welfare is important in other respects. An increasing number of chil-
dren and youth experience conditions that threaten their ability to
build strong foundations for adulthood. Abused, neglected, or ‘just”
poor, they lack the physical, emotional, or social support that would
allow them to develop into healthy, productive adults.

In lllinois, DCFS is the primary state agency responsible for ad-
dressing the needs of troubled children and their families. Its mission
statement declares that it, "in partnership with others, will provide
services to children and families to protect and advocate on behalf of
children and youth who arc, or who are at risk of, being abused,
neglected, or removed from their families." The phrase "in partner-
ship with others" acknowledges that DCFS does not render these ser-
vices alone, nor does the state finance all the services from its own
funds. In fact, throughout the 1980s, DCFS consistently received
close to half of Ics revenues from the federal government and used
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two-thirds ofits annual budget appropriations to purchase services
from individuals and organizations through its grants and con-
tracts system.

This pattern of state responsibility for and control over services,
substantial dependence on federal funds, and significant reliance on
other service providers is typical of the social service field in lllinois.
In 1984, the state provided only 35 percent of all public spending on
social services for the Chicago and Cook County area from its own
revenue base, with the federal government providing 59 percent and
local government, the remaining 5 percent. However, the state dis-
persed 64 percent (including some of the federal funding) and con-
trolled 76 percent of the spending (including funds passed on to local
governments and dispersed by them).8Almost half (47%) ofthe public
spending for social services was subcontracted to nonprofit agencies
and another 4 percent to for-profit organizations, leaving public agen-
cies with less than half of the spending for direct service delivery.

Public spending for other service fields differs notably from the
social service pattern (and that of DCFS) on one or more of these four
dimensions, that is, the fields show different combinations of revenue
origins, levels of government at which funds are dispersed, extent to
wnich various levels of government exercise control over the funding,
and composition of the service delivery system.9Child welfare systems
in other states may differ from the lllinois pattern on some or all of
these dimensions as well.

In lllinois, DCFS is responsible for licensing all day-care agencies
in the state, for diverting children and youth from the criminaljustice
system, and for investigating and responding to all reports of child
abuse and neglect (currendy more than 100,000 reports per year). To
provide adequate care on a continuing basis for abused or neglected
children and their families, DCFS must insure that a full range of
services is available, including substitute care, counseling, family sup-
port, adoption, outreach, prevention, and so forth.

The child abuse and neglect mandate is especially important to the
department. By law, DCFS must respond in a timely manner (within
24 hours) to all reports, insure that children do not come to any
further harm, and accept responsibility for the future development of
children who become wards of the state. Increases in the number of
child abuse and neglect reports and in the serious nature of families'
problems pose major challenges to DCFS. The need to respond imme-
diately to crisis situations means that DCFS must have ongoing access
to certain critical services (e.g., substitute care). However, solving im-
mediate crises and finding appropriate substitutes for the natural fam-
ily are tasks fraught with difficulties. Mistakes or errors injudgment
may harm children and subject DCFS to highly emotional and trouble-

some public criticism (including court cases).
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The high risk and human cost of failure mean that controlling the
delivery of services is extremely important for DCFS. But this is diffi-
cult to do. The recipients of service (and, by extension, DCFS and its
providers) have little objective basis for assessingthe quality o fservices.
The service market, therefore, represents a classic case of transactions
under conditions of "contract failure," where trust and reputation,
rather than agreed-on and easily assessed standards of performance,
arc paramount.10

The service context in which DCFS operates, therefore, leads to our
two hypotheses, as noted above. First, the need for ready access to
particular types of services suggests that possession of relevant exper-
tise should be closely related to the level of contract funding private
providers receive from DCFS. If, asthis hypothesis predicts, the DCFS
contract system favors providers that exhibit the most pertinent exper-
tise, then competition and straight market factors are at work. This
should keep transaction costs low because providers can perform their
specialties and do not need to learn difficult new activities. Correspond-
ingly, DCFS can reduce monitoring efforts aimed at insuring that it
gets what it pays for.

Indeed, the entire free market economy is based on the underlying
assumption that the unrestricted operation of market forces will mini-
mize overall transaction costs and promote the efficient production of
goods and services. In many respects, then, this first hypothesis is so
obvious that findings that run contrary to it would deserve attention.

Second, difficulties in objectively judging the quality of services
mean that DCFS operates under conditions of contract failure as dis-
cussed above. When expertise is difficult to assess, nonmarket charac-
teristics may come to rival or overshadow pure market advantages.
Providers that appear legitimate or trustworthy, are politically power-
ful, or otherwise are able to exert leverage over DCFS can bring a
wide range of organizational resources and strategies to bear on the
contract relationship. As a result, these types of providers may come
to dominate the contract system and obtain larger payments from
DCFS than would be expected if only market forces operated.

The providers have strong incentives for developing contractual
relationships with DCFS. Not only is public funding a major source
of revenue to many social service agencies, but public grants and

-contracts for these types of services appear to be remarkably stable
and predictable sources of revenues. Case studies of public grants
and contracts received by social service agencies show that most such
contracts are in the form of new or continuing awards. Very few
contracts are terminated, although the levels of funding may
fluctuate. 1l

The DCFS system constitutes an especially attractive market to pro-
vider agencies because DCFS rarely opens up the contracts to open
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bidding, and then only in some service categories, in some regions,
and in some years. That makes the DCFS funding system fairly difficult
for contractors to enter, but it is predictable and ongoing once they
obtain access to it. The need to provide vulnerable children with conti-
nuity of carejustifies the closed funding system, just as the need to
protect national security does in the case of defense contractors.

Methods
The sheer volume of efforts and transactions in which DCFS is en-
gaged is impressive. During the fiscal year of 1989, DCFS contracted
with almost 19,000 providers to deliver services on behalfofthe depart-
ment. Simply describing the provider system is a monumental task.
As we discovered, developing an appropriate database to describe and
analyze this system presents formidable technical challenges as well.
Our analysis of the DCFS provider system combined two sources of
data: administrative data from the department’s financial payment sys-
tem and a mail survey of human service and day-care facilities listed in
the DCFS provider database. The financial payment database allowed
us to describe how the DCFS service market is structured and to assess
the sample and response rates of the mail survey. The survey provided
a wide range of data about the organizations themselves. We merged
the two databases in order to test the two hypotheses outlined above.
We used the DCFS board and voucher payment systems for the
1989 fiscal year (July I, 1988-June SO 1989). The board system
tracks monthly payments to service providers caring for clients in
residential placement (e.g., foster homes and group homes). The
voucher system records payments (usually monthly) for all other ser-
vices, including administrative activities (e.g., printing and staff travel)
and client services (e.g., day care and counseling). The payment rec-
ords contain a separate record for each check issued (if no client is
involved) or, in the case of client services, a separate record for each
client every time a check is issued for services to that client. In the
latter case, the records include information on the type, cost, dates,
and recipient of the service.12
The combined board and voucher payment files totaled over
600,000 records for 1989. We first eliminated payment records for
purely administrative services. Then, to use service providers (rather
than each client-related payment) as the unit of analysis, we undertook
an extensive series of aggregations and recodes to create a record for
each service provider.BAs a result of these efforts, we obtained data
on the amount of client-related payments by DCFS to a total of 18,778
providers in 1989.14
In the winter of 1990-91, we also conducted a mail survey of the
social service and day-care program units included in the DCFS pro-
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vider database, a cumulative list of individuals or program units that
DCFS has authorized payments to over several years, licensed (in the
case of day-care centers), or otherwise recognized as relevant service
providers.* The 180,528 records in the provider database include
entries for DCFS staff members, commercial vendors (for office sup-
plies, travel, etc.), individual foster parents, lawyers, doctors, as well
as organizations providing direct services to DCFS clients.

To identify organizations involved in client services, we undertook
an extensive review process that resulted in :i listing of 2,669 eligible
providers, including 1,871 day-care centers 18 Because of the large
number of day-care centers, we drew a stratified random sample of
them, but included all the remaining 798 service units in the survey
for a total sample of 1,091.17 After eliminating those that appeared
to be out of business (123), inappropriate (19), or duplicates (207),
we received usable responses from 465 organizations, about 63 percent
of the valid sample. The response rate was significantly lower for the
two day-care samples (50%—53%) than for all other organizations
(71%).

As a final step, we merged the financial payment and mail survey
data in order to examine links between a provider's experience in the
DCFS service system and the organization’s characteristics.18 Of the
organizations originally included in the sample, 516 (or 70% of the
Vjiid sample) could be matched to the financial payment database.19
Of this initial pool of 516 matches, 63 percent (354) responded to the
survey, including 63 organizations that did not receive DCFS payments
in 1989 but had done so at some point over the 1985-88 period. The
analysis presented here is based on the 291 matched organizations
that received DCFS funding in 1989.

These 291 matched survey respondents represent 11 percent of
the 2,631 organizations from which DCFS purchased client-related
servicesin 1989. However, they account for 61 percent o f DCFS fund-
ing to provider organizations in that year. The remaining 39 percent
of the funding is split between organizations included in the sample
that failed to respond to the survey (24%)2and those excluded from
the original sample because they were nonsampled day-care organiza-
tions (C%) or because we did not believe our questionnaire items would
be relevant to them (e.g., businesses and schools, 9%). Our survey
data thus capture information about most of the organizations with
the largest staki' in the DCFS provider system.

The DCFS Provider Markets

There are two distinctive markets in the DCFS system: the market of
individual service providers and the market of organizational provid-
ers. In the former market, DCFS competes with other social service
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agencies for qualified foster parents, homenmcrs, counselors, and so
forth. The department assumes direct responsibility for supervising
the services these individuals provide. They are like part-time staff or
consultants whom DCFS uses on a more or less continuing basis.

In the organizational provider market, DCFS competes with other
state and local government agencies for access to particular types of
service infrastructures, for example, group homes, counseling agen-
cies, and day-care centers. In this part of the system, DCFS has trans-
ferred responsibility for direct supervision of staff, foster parents, and
soforth, to the provider agencies. The direct management responsibili-
ties of DCFS itselfare limited to client referral and efforts to maintain
and monitor the contract relationship. We review both markets but
pay most attention to the latter because it bears directly on our sur-
vey findings.

Ofthe 18,778 providers from which DCFS purchased services dur-
ing fiscal year 1989, the vast majority (86%) were individuals and only
2,631 (14%) were organizations.*1 However, the latter received the
lion’s share (78%) of the $244 million that DCFS paid to providers
in 1989, reflecting the greater service capacity of organizations in
gpmparison to individuals. The provider system, then, is one in which
DCFS purchases small amounts of service from a large number of
individuals and a large volume of service from a modest number of
organizations.

To examine the individual and organizational provider markets in
greater detail, we looked at the volume of services that DCFS purchases
in different service fields and the types of providers that are most
heavily involved in these fields. To facilitate the analysis, we grouped
the 268 detailed service codes from the financial payment systems into
13 major service categories.**

The Individual Provider Market

The Department of Children and Family Services purchases services
from avariety of individuals—foster parents, adoptive parents, home-
makers, counselors, advocates, day-care workers, doctors, psycholo-
gists, lawyers, and the like—people with special motivations or skills
to assist families and children in trouble. Table 1shows the distribution
of individual providers and payments to them across the 13 service
categories. The table shows that the individual provider market is
dominated by foster care, accounting for 60 percent (9,657) of the
individual providers (col. 1) and 72 percent of all payments to individ-
ual providers (col. 3). This is also the service field with the greatest
interpenetration of individual and organizational markets. Roughly
half (52%) of all spending for foster care goes to foster parents who
worked as individual providers, as shown in column 5. The remaining
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48 percent goes to agency providers who supervise their own foster
families.

Column 5 of table 1also shows that individual providers (i.e., adop-
tive parents) dominate the market for adoption services, receiving 91
percent of all spending for these services. Adoptive parents also ac-
count for the second largest proportion (18%) of all dollars to individ-
ual providers, as shown in column 3. Jointly, foster parents and adop-
tive parents account for 79 percent of all individual providers and
receive 89 percent of all payments to individual providers and 20
pe: cent of all provider dollars. In all remaining service fields, individ-
ual providers receive only a small fraction of DCFS payment for ser-

vices rendered (col. 5).

The Agency Provider Market

The Department of Children and Family Services also purchases ser-
vices from social service agencies, day-care centers, schools, health-
mental health facilities, commercial businesses, schools, and various
other organizations. Some of these specifically target the children and
families for whom DCFS is responsible. Others (e.g., commercial busi-
nesses) have objectives that overlap only indirectly with the DCFS
client population. Some 595 social service agencies in the provider
system (most of which were included in our sample list) dearly over-
shadow all other types of organizations in their importance to DCFS.5
Although they account for only 23 percent of the organizations with
DCFS payments in 1989, they received $163.5 million, or about 86
percent of what DCFS paid to all organizations and 67 percent of
payments to all providers.

As table 2 shows, social service agencies dominate most service fields,
absorbing more than 85 percent of spending in eight of the 13 service
categories and about half or more of total funding in 11 of the 13
categories (col. 5). Adoption services and children’spersonal and physi-
cal maintenance services are the only exceptions to these patterns. The
sacial service agency market is less concentrated than the individual
provider market. No single service field accounts for the bulk of fund-
ing, although institutions and group homes come closest, with a 33
percent share (col. 3).

The remaining types of provider organizadons, that is, the 587 day-
care centers, 375 schools, 202 health-mental health fadlides, 618
commercial businesses, and 254 miscellaneous other organizations,
play only a peripheial role in the DCFS provider system. They received
only 11 percent of the fiscal year 1989 contract dollars, with the major-
ity (68%) of this funding paying for day-care services.

From this analysis, it is clear that social service agencies are the
principal service providers in the DCFS grants and contracts system.
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To alesser degree, day-care centers and foster parents play a signifi-
cant role, but mainly because of their large numbers and not the
amount of funding each o fthem receives. Yet, these aggregate patterns
do not fully demonstrate another crucial point: some providers are
much more important to DCFS than others. Some 34 social service
agencies received at least $1 million each from DCFS in 1989. These
top 34 social service agenciesjointly accounted for $108 million in
fiscal year 1989. This Is equivalent to 66 percent of the funding to
social service agencies, 57 percent of the funding to organizations,
and 44 percent of the funding to all service providers.

Figure ldisplays the skewed distribution of DCFS funding to social
service agencies.I* Two-fifths (41 %) received less than $10,000, and 70
percent received lessthan $100,000. Thus, the bulk of DCFS funding is
directed to a very small percentage of providers. These findings raise
several critical questions: What are the characteristics of provider orga-
nizations that are most pivotal to DCFS—the social service and day-
care agencies? And what factors account for the spectacular success
of some of these providers in the DCFS contracting system?

Hypothesized Effects of Market Forces and Leverage

As discussed earlier, we hypothesize that two sets of factors account for
the differential success of provider organizations in the DCFS funding
system: (1) market forces, which favor those that match most closely
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the needs of DCFS for particular types o fexpertise In terms o f services
(e.g., residential services) or approaches (e.g., focus on children and
youth or minorities), and (2) leverage or influence factors, which favor
providers that can bring more resources (e.g., legitimacy) to bear on
their negotiations with DCFS. To address these hypotheses, we rely
on the mail survey for information about the types of services agencies
provide, the clients they target, the service approaches they use, their
finances and contractual relations, and their involvement with other
nonprofit organizations.15 Several survey measures relate directly to
the two broad concepts of market forces and leverage in the DCFS
grants and contract market.15

Market Forces: Attractiveness to DCFS

Interviews with DCFS grants and contract staff, as well as findings from
the broader Children’s Policy Project, suggest that several criteria are
likely to make providers especially attractive to DCFS: service expettise,
comprehensiveness of services, appropriateness of target population,
and accessibility of services. Appendix A lists these attractiveness-market
forces, the independent variables we used to measure them, and the hypoth-
esized relationship between each variable and the amount of DCFS funding
received by the organization. We explain each criterion below.

Expertise.—The Department of Children and Family Services spends
most of its contract dollars on a few key services. Substitute care for
children (e.g., residential services and foster care) and day care receive
the most funding, with smaller shares for youth services, counseling,
and support services. Organizations that specialize in these well-funded
services should have greater opportunities to obtain a significant share
of DCFS contracts than those with little or no expertise in these fields.
The department’s confidence in the experience and skills of providers
allows it to reduce its own monitoring efforts correspondingly. We use
information on the primary mission of the organization and the extent
to which its major services are of particular interest to DCFS.

The major purpose or mission of an organization dictates a long
list ofimportant organizational decisions: the primary services to offer,
the expertise of staff members to be hired, the variety of facilities to
secure, the clients to serve, and even the types and volume of resources
to which it should seek access.17 We coded an open-ended question
about the organization's major purpose or mission using the National
Taxonomy for Exempt Entities, a hierarchical, highly detailed coding
system organized into major service groups.18We then combined the
categories into six major groupings (MISSION): residential and insti-
tutional care organizations (23% o f the matched organizations), other
social service agencies (18%), day-care and preschool agencies (18%),
child and youth service organizations (14%), nonresidential mental
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health organizations (20%), and miscellaneous other types of organiza-
tions (8%).

The DCFS should also favor providers that can deliver several core
services within one agency. This minimizes the number of providers
with which DCFS must establish relationships, negotiate contracts, and
train. We asked survey respondents to indicate which of 52 different
types of services (spanning nine major fields) they provide and which
six are their major or most important services.” We designated 18 of
the 52 services as core services of particular relevance for the DCFS
service system (e.g., counseling, foster care, adoption, group home,
and day care), noting the number of these services in which; each
provider was engaged (ALL_CORE). The average was 5.7 core ser-
vices, but some listed as many as 17.

We also noted the number of core DCFS services that the provider
defined as among its own "major" services (MAJ_CORE). The larger
the number for a given provider, the closer the fit between DCFS
service needs and provider expertise. Some providers reported no
DCFS core services among their own major services; others as many
as nine. The average was 2.4.

. Comprehensiveness ofservices.— Although DCFS may fund only certain
types of services, its clients are likely to need help with a full range
of other problems, including literacy, employment, housing, drug
abuse, and so on.3 Organizations that provide a broad range of ser-
vices should, therefore, be attractive to DCFS because they can more
easily insure that clients receive the necessary range ofservices without
having to resort to difficult and fragile referral systems with other
organizations.8l We defined organizations that checked a large number
of the 52 services (ALL_SERV) as providing more comprehensive
services than those that provide only a few services. Only counseling,

parent education, support groups, and information and referral were
checked by half or more of the organizations. The average number
of services was 11.6, ranging from one to 59. We also asked whether
providers believe that they provide directly most of the services that are
needed by those of their clients who are children, youths, or families
(SELFSERV). The great majority (81%) said they did.5L

Target population.— In addition to particular services, DCFS needs
providers that have experience with the types of clients that come to
its attention.53 Providers whose primary client commitments match
DCFS client types should be attractive to DCFS because they are likely
to have expertise in serving such clients and to devote their own re-
sources to meeting the needs of these clients.

Expertise with children, youths, and their families and with racial
and ethnic minorities are especially important to DCFS.5 We asked
those providers that indicated that they target some client or popula-
tion group to describe the most important target group. We followed
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with two additional questions about the extent to which this target
group was composed of children, youths, and their families
(CHLDTARG) and members of racial or ethnic minorities, such as
African Americans, Hispanics, Asian Americans, or Native Americans
(RACETARG). The great majority (78%) did target children, youths,
and their families. However, although racial and ethnic minorities
made up about 75 percent of children in publicly supported substitute
care under the guardianship of DCFS in 1991, only 31 percentof the
groviders reported that their primary targetgroup is mainly or entirely
omposed of minorities.%

Outreach and accessibility of services.— Accessibility of services is also
important, especially for clients who are young, not fully informed
about available services, or not assertive in insisting on the services
they want and need. Most DCFS clients have one or more of these
characteristics. We used several indicators of this concept Everything
else being equal, organizations that have multiple sites (MUL_SITE)
make themselves accessible to more clients than those that maintain
only one location. About half of the organizations had multiple sites.

We also asked organizations to indicate the best description o f their
geographic service focus from among several statements provided.
Organizations that view themselves as "entirely community-based and
community-organized" may develop close relationships with local cli-
ents, reducing cultural and social barriers to accessing services. About
one-third (35%) of the organizations defined themselves in this man-
ner (COM_BASE).3 Finally, we asked respondents to indicate the
extent to which most, some, or only few of their in-person contacts
with clients normally took place in a variety of different settings. We
categorized the settings as being more or less external to the organiza-
tion (SERV_SET).57 Only 27 percent of the organizations provided
most or all of their services in external settings.

Given the closed nature of the DCFS contract market described
above, one might expect that this list o f market factors would constitute
a minimum set of qualifications that all DCFS contractors would meet
to have entered the contract system in the first place. Such is not the
case. As noted above, substantial proportions of the provide~s fail the
criteria in full or in part—their major services include only a few core
DCFS services, and most do not target minority groups or engage in
extensive outreach. We can therefore examine whether some market
factors are more important than others in differentiating among more
or less successful providers in the DCFS contract system.

Leverage: Agencies’ Capacity to Exert Influence over DCFS

A second set of forces that shapes the relationship between DCFS and
its service providers is the influence or power that providers are able



598 Social Service Review

to wield in their ongoing relationship with the department. Large
organizations with proven staying power, those well established in the
public funding market, with recognized legitimacy, and active partici-
pation in networks of like-minded organizations may have sufficient
power and legitimacy to resist DCFS initiatives that they define as
contrary to their interests.5° These types of organizational resources
may even allow them to become active participants in shaping the
initiatives themselves. These expectations derive mainly from the liter-
ature on resource dependency and institutional theory.® Appendix B
lists these forces, describes how we measure them, and indicates the
hyﬁ)othesized relationship with amount of DCFS funding.

esource strength.—We used two measures o f resource strength: size
of revenue and the age ofthe organization. We expect that larger (and
older) organizations will find it easier to obtain public funding than
smaller (and younger) organizations. Large organizations have more
staffand can develop higher degrees of specialization, including exper-
tise in fund raising or contract negotiations.40They have more organi-
zational slack or resilience and are less likely to be affected by staff
turnover or loss of a single contract (even if it is large). Size confers
visibility, legitimacy, and access to external resources. Similarly, orga-
nizations that have survived a minimum number of years have over-
come the liability of being a new organization, struggling for survival.
Over time, they develop experience and expertise; obtain visibility,
contacts, and recognition; become established in their fields; and insti-
tutionalize their external funding relationships.

Size of revenues gives broad indications of the capacity and amount
ofinfrastructure that an organization controls. We asked organizations
to report their total revenues for the most recently completed fiscal
year (usually 1990) and also to indicate the number of full-time
(FT_STAFF) and part-time staff members as ofJuly 1, 1990. Because
of the highly skewed distribution of revenues, we used the log value
(LOG_SIZE) in ail subsequent analysis (as we did for total DCFS pay-
ments). Data on the year of establishment (YEARESTB) show the
average year of founding to be 1951, but half the agencies were estab-
lished in 1970 or later.

Revenues, of course, have a built-in relationship with DCFS funding
because total revenues include whrt the provider receives from DCFS.
However, we cannot easily resolve the confounding because the two
measures come from different yean (1989 for DCFS funding, 1990
for total revenues), and we are reluctant to assume that revenues are
stable over time.4L Although this is an important conceptual issue, the
zero-order correlation between the log values of total revenues and of
DCFS funding isonly r = .16, suggesting that the confounding is not
of major practical import.4*

Access to competingfunding sources.— Providers may have well-estab-
lished relationships with public funders other than DCFS that also
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desire access to their services. Such providers are likely to be less
dependent on DCFS since they will find it easier to replace DCFS
funding with other public funding sources than those without immedi-
ate access to such alternative relationships. Their competitive position
is strengthened further because they can point to their role in provid-
ing important services for the public sector. They are also likely to be
skilled in negotiating the public funding market and managing the
grants znd contract system, with all of the restrictions it imposes on
recipient organizations.% We have information on the distribution of
revenues by five major categories for 1990 as well as on the number
of different public agencies from which organizations receive funding.
We hypothesize that the larger the proportion of funding from public
agencies and the larger the number of public funding sources, the
more DCFS funding agencies obtain.

The types of revenues on which providers depend are important
because funding relationships become institutionalized over time. Or-
ganizations become familiar with and skilled in managing the contin-
gencies associated with major funding sources and their respective
degrees of flexibility, discretion, external control, and predictability.
We use the proportion of total 1990 revenues from government fund-
ing (PCT_GOV), fees (PCTJFEE), or donations (PCT_DON).4 As
in the case of total revenues (and for the same reasons), we cannot
disentangle any built-in relationship between the dollar amount of
DCFS funding and the percentage of revenues from all public sources
combined. Fortunately, the relationship is not very direct in this case
because a provider may receive a small dollar amount of funding from
DCFS, yet it may constitute a large proportion of iu total revenues.5b
We have information on whether the organization reports DCFS as a
major funder in 1990 (providing 10% or more of total revenues).
Almost half (45%) did. We use this variable (DCFS_MAJ) as a control
on the assumption that it is a relatively stable indicator of degree of
involvement with DCFS.

The larger the number of public funding sources, the more likely
the organization is to have access to alternative funding and to use its
connections with such sources to influence decisions made by DCFS.
We asked the organizations to indicate whether, during the most re-
cently completed fiscal year, they received any grants, contracts, or
reimbursements directly from any of 16 different state agencies.46\Wc
then summed the number of such funding contracts (STAT_CON).
Some received funding from all 16, but the average number was only
2.5. Funding relationships with a core group of state human service
agencies are especially important because these state agencies also
provide extensive services to children and youth and rely extensively
on other organizations to deliver mandated services.4/ We summed
the number of such relationships reported by the service providers
(STAT_CORE). The average was 2.1 and went as high as seven.
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We also asked provider* to report the total number of local govr ,n*
menu (LOC_CON) and federal agencies (FED_CON) from which they
received funding during that year. More than half (59%) reported no
funding from local governments, and the average was only 1.5, but
the maximum was funding from 32 different local governments. Only
18 percent had any direct federal funding, including some with fund-
ing from sedifferent federal agencies. Finally, we computed the total
number of governmental units involved (OOV_CON). The number
of public funding links range from one to 36, with a mean of 4.4.

Legitimacy.— Rendering services under contract with public funding
sources involves provider organizations direcdy in the production of
public goods. That is itself an important source of legitimacy. How-
ever, some organizations have their own built-in sources of legitimacy,
which they can use as leverage in negotiations with public funders.
Nonprofit organizations receive official recognition as contributing to
the public good when their revenues and contributions are exempted
from taxes (within certain limits). Their claim to serve the best interests
of the community and clients is not easily rejected by public authori-
ties.& The great majority (78%) of the organizations operate under
nonprofit auspices (NP_AUSP). Some nonprofit organizations are also
affiliated with religious institutions (RELAFFIL). For the 17 percent
with such affiliations, that may not only confer additional legitimacy
but may also secure access to other external resources in the form of
funding and influence.4

Nonprofit networks.— In addition to maintaining direct and extensive
relationships with public agencies, public subcontractors also have a
broad range of affiliations with each other. Some of these involve
formal agreements about resource relationships, whereas others are
more political in nature. We have data on the number of contractual
relationships that organizations maintain with other nonpublic agen-
cies and that involve public funding.3We asked whether the organiza-
tion subcontracted any of its public funding to other nonpublic organi-
zations and whether it received public funding indirectly by means of
subcontracts with other nonpublic agencies. If the answer was yes, we
asked with how many different organizations the agency had each of
these types of subcontractural relationships. We assume, but do not
know for sure, that most of these subcontracts occur among nonprofit
organizations rather than for-profit ones. Overall, 39 percent engage
in some form of subcontracting of public funding to or from other
nonpublic organizations (NP_CONTR), involving asmany as 16 other
organizations, but the average was only 1.2.

We also asked the organizations to indicate whether they belonged
to, or received funds on aregular basisfrom, any United Way organiza-
tion, religious federations, or any other federated charity. We counted
the total number of such funding sources (NPFNDFED). More than
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Half (58%) belonged to federations, mainly United Way (54%) rather
than religious federations (13%). The survey also listed five major
statewide associations or coalitions active in services for children and
youth and asked the organizations to indicate whether they belonged to
any or all of them (CHLDCOAL).*1Almost two-thirds (53%) had such
connections, and some belonged to all five. Finally, we measured the
overall degree of involvement in nonprofit networks (NPNETWRK) by
adding the number of subcontractual relationships with other nonpublic
agencies, memberships in funding federations, and affiliations with state-
wide coalitions. Only 17 percent had no such network connections, but
some had as many as 18, and the average was 2.9.

Findings

Column 1in table 3 reports on the zero-order correlations between
the log value of amount of funding from DCFS (dependent value) and
the two sets of measures of market forces and leverage (independent
variables). These correlations show that both market and leverage
variables are significantly related to the amount o ffunding received by
agencies. All but three of the 29 zero-order correlations are significant.
Only self-defined comprehensiveness, degree of community base, and
number of funding relations with units of local government fail to
reach significance. A fourth variable (reliance on donations) has only
borderline significance (p < .10) and is in the opposite direction to
what we expected.

To understand more fully the factors related to success in the DCFS
provider market, we undertook multiple regression analyses using the
two sets of independent variables to predict the amount of funding
providers receive from DCFS (log value). Four pairs of independent
variables arc highly correlated with one another and, therefore, pres-
ent a problem of multicoilinearity in the multiple regressions.5 We
dropped one variable from each of these four pairs based on the
relative clarity or importance of its conceptual link to the dependent
variable. In two of the four pain, the application of this criterion
eliminated the variable with the lowest correlation with the dependent
variable. For one pair, the eliminated variable (COR_SERV) has a
stronger correlation with the dependent variable than the one we kept
(ALL_SERYV) but has a more ten jous conceptual link to service com-
prehensiveness. For the final pair (PCT_FEE and PCT_GOV), there
is no clear conceptual basis for distinguishing between their relation-
ship to the dependent variable. We therefore display results from sepa-
rate analyses to examine whether the inclusion of one as opposed to
the other affects the overall findings.

Columns 2-5 in table 3 present the results of our multiple regres-
sion analyses. Column 2 shows the results of a multiple regression
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analysis including reliance on public funding (PCT_GOV) but not
reliance cn fees (PCT_FEE). Column 3 displays results when in-
cluding reliance on fees but no: public funding. Columns 4 and 5
show the results when also controlling for relative dependence on
DCFS funding (DCFS_MAJ). For the sake of clarity, standardized
regression coefficients that fail to reach the .20 level of significance
are not presented.

We draw three conclusions from these analyses. First, market forces
and leverage together account for a relatively large proportion of the
variance in the amount of DCFS funding. As shown in column 2, the
29 independent variables have a multiple correlation coefficient of
r « .65 and explain 36 percent of the variance. The coefficients and
amount of variance explained are slightly smaller if reliance on fees,
rather than reliance on government funding, isincluded in the analysis
(cal. 3). If we control for the relative importance of DCFS funding to
the organizations (cols. 4 and 5), we explain an additional 8 percent
of the variance (43%—44%).

Second, in each case, three or four variables are significantly related
to funding (at the .05 level or better): whether the agency targets
children and families (CHLDTARC), the year the agency was estab-

lished (YEARESTB), funding mix (PCT_GOV or PCT_FEE and
PCT_DON), and the number of memberships in child welfare coali-
tions (CHLDCOAL). Several more variables approach significance at
the .10 level or better (numbers not in parentheses). The number of
relevant variables increases only slightly if we consider those with
significance levels of .20 or better as well (numbers in parentheses).
All significant relationships are in the hypothesized directions and in
the same directions as the zero-order correlations. That is also the
case for all regression coefficients of borderline significance.

Third, the leverage variables appear very important in accounting
for differences in the amount o f DCFS funding received. They account
for seven of the eight zero-order correlations with r > .30 and all the
significant variables in the multiple regression except for one mea-
sure of target focus (CHLDTARC). Fourth, the overall patterns
do not change substantially if we allow stepwise regression tech-
niques to select the best set of predictor variables, whether or not we
include DCFS as a major funding source (DCFS_MAJ), overall size
(LOGS1ZE), or the organization’s primary purpose (MISSION).”

Discussion

We found support for both our hypotheses. The success of providers
in the DCFS funding market (as measured by the amount they received
from DCFS in 1989) does have some relationship to the type of
expertise they have and therefore how well they match the needs of

Child Welfare Contracting 605

DCFSfor certain types of providers (market factors). Their success is
also related to the legitimacy to which they can lay claim and the
amount of influence or resources to which they have access (lever*
age factors).

But, as our findings show, some of these factors are more important
than others. The amount of DCFS funding providers receive is related
mainly to whether they target children, youths, and their families;
whether they are old, established agencies; whether they have exper-
tise with public funding (or alternatively avoid fees); and how exten-
sively they are involved in coalitions focusing on children and youth.”
We speculate that the importance of involvement in statewide coali-
tions reflects at least in part how the policy arena itself is structured,
that is, in lllinois, state government plays a major role in controlling
and administrating expenditures in the child welfare field.

These are important findings. Although market factor variables are
related to the amount of DCFS funding that providers receive, their
contributions are weakened when leverage variables are included as
well.” The pattern is consistent with what we would expect, given
DCFS's long-standing and extensive reliance on external (mainly
nonprofit) providers to deliver complex services that are difficult to
evaluate. These are ideal conditions for allowing reputation and
legitimacy to take on amajor role iu negotiating grants and contrac-
tual relationships. Tho findings suggest that contractual relations
in the child welfare system (as least as structured in lllinois) are
likely to be very stable over time and to respond only imperfectly
to shifts in market forces.

We acknowledge, however, that this is also a tentative argument.
We do not know the extent to which our findings would be modified
if we had been able to incorporate a more i.omplete set of variables
in our analysis, especially measures of provider performance. Nor do
we have time-series data that would allow us to test the causal direction
of relationships. Our cross-sectional analysis allows us only to confirm
that there are strong associations between provider success in :he
DCFS contract system and the various independent variables we have
included in the analysis, especially leverage and influence factors.

However, our argument about the greater importance of leverage
rather than market forces gains plausibility from the substantial barri-
ers that providers must overcome to enter the systemin the first place.
Moreover, according to our informants among agency providers and
DCFS staff, a series of events that took place in 1987 reveals in some
detail the power and leverage that existing providers are able to exer-
cise ovet DCFS.

The occasion was a first-ever decision by the Cook County regional
office of DCFS to invite new providers to submit bids for counseling
contracts and allow them to compete on par with providers with cur-
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rent contracts. When several current providers, whose bids were
ranked lower than new providers on the evaluation criteria, were noti-
fied that their contracts would not be renewed, they protested the
decision. Eventually, they took their case to the governor's office and
succeeded in having the contracts that had already been awarded to
new providers cancelled on the day before the new providers were to
begin to deliver services. Protests by the new providers, many o fwhom
had hired staff and rented space to accommodate the contract work,
fell on deaf ears. Although such open displays of raw political power
are rare, their occurrence highlights the importance of paying careful
attention to leverage and its various sources.

Ofcourse, in spite of tendencies toward inertia in the contract system
and reliance on incremental budgeting processes, the DCFS grants and
contracting system is not immutable. Client needs, provider capacities,
department financial resources, and service monitoring arejust some
of the conditions that exert and promote change in the provider con-
tract system. A 1-year snapshot of the service provider system may or
may not accurately reflect what the system looks like over a period of
time. Nor is it certain that the factors that account for the amount of
funding a provider received in 1 year necessarily explain that pro-
vider's success or failure over dme.

Future work in this area should explore more long-term measures
of organizational success in the public grants and contracts system.
We plan to do so by (1) examining the number of years providers
participate in the funding system over the 5 years for which we have
data,” and, for those that are continuous providers, (2) examining the
growth or decline in the amount of DCFS funding a provider has
received over that period of time, and (3) exploring the extent to
which providers have diversified or specialized their Lase in the DCFS
funding system by adding or dropping funded services.

Analysis of data from financial payments systems can make an im-
portant contribution to understanding the composition of a provider
market. These systems present valuable tools for revealing the opera-
tion of public bureaucracies by making it possible to track trend; in
the numbers and types of providers over time; identify patterns of
continuity, exit, and entrance; and understand how narrow, special-
ized, or diverse is a set of services a given provider may deliver to the
public agency.

it is our impression that this type of analysis is rarely done and that
our data set is unique. While most public agencies and other human
service organizations keep track of their expeixihurcs and contract
relationships, they rarely employ a longer time perspective than 2 or
3 fiscal years (last, current, or next) or address the types of broader
policy and planning concerns outlined in this article. O f course, human
service organizations (whether public or private) often lack the internal
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resources to perform an extended financial analysis. Nor do policy
researchers use this resource to its full potential, perhaps because of
the difficulty in obtaining and reorganizing financial data.

Efforts to describe both the provider funding systems and the charac-
teristics of the organizations that participate in a system have implica-
tions beyond the set of organizational issues identified in this article.
Empirical evidence of the role of market forces and leverage in privat-
ized systems can help policy makers assess the benefits and the prob-
lems of such systems and move to Improve the ways In which they
function. Without careful attention to the interplay of these forces,
policy makers are likely to face unexpected obstacles in their efforts
to formulate new resource development strategies, improve ser-
vice coordination and monitoring, develop cost-effective services,
streamline the contract and grant process, and improve licensing
processes.

Appendix A
Table Al
DtscaimoN 0F AmtAcnvzNus/MAiuucT Forcej Variables Included in Analysis
Variable Name Description and Type of Variable
Expertise:
MISSION .o Primary purpose oforganizalion: residential services (+),

other sodal services (+), day care (+), child/youth
services (+), nonrcsldential mental health (-), other
miscellaneous (—) (dummy)

4 ALL_CORE* ... Total number of core DCFS services provided (numeric)
4 MAJ_COR£ ................. Number of core DCFS services also defined as provider’s
. . major services (numeric)
Comprehensiveness:
4 ALL SERV .o Total number of different services provided (numeric)
RV Self-asjessment of service comprehensiveness (dumm
Targ @ 1oEs ) P (dummy)
+ CHLDTARC ... Major target group composed entirely/mainly ofchildren,
youth, and their families (dummy)
4 RACETARG ... Major target group composed entirely/mainly ofracial or
. ethnic minorities (dummy)
Outreach:
4 MUL_SITE ... Operates in multiple sites (dummy)
4 COM_BASE ..o Extent to which organization is community focused
(ordinal)
4- SERV_SET .o Extent to which organization operates in accessible

service settings (ordinal)

Note._Sign in front of variable name indicates hypothesized relationship with
am_o%rﬂt)of Department of Children and Family Services (DCFS) funding (dependent
variable).

* Dropped from the analysis because of potential problems of multicotlinearity (see

).
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rider'sname, We found somelnconsrstency among these criteria, e.g., Individual provid-

ers being paid to deliver agency-hased foste
V\Pe%ngertooFk this %oceZs oreacqh {t(he9 ean over the 1985-69 period and

mer?ed theb ¥:ean into asrn%ledata setofsome 88,000 grorrden en% %ed In contraptual
services for DCFS clients at Come point during the 6 years. We preSent only data from

1989 in lids article.

onbjerg an ner 6 abqv
B Weehminated dS cate‘hstrnqs Tl viduals, schools, townships, commercial ven-
don, medrcal and Ied rofessronas or unlu_not m Illnois. We mcIuded 2 soclal
I-rvice organizations that serve only admjnistrative purposes for DCFS (e.q;, theSaIva
tion Armr@ Because of problems in Identrfyrn headquarters, we [ncluded all distinctive
program Units und erag?rven FEIN, but eliminated responses (30) that were duplicates.
An additional 177 program units screened themselvesouton the same hasis.

17. We drew a 10 percent random sample (1612 of the 1607 sngle-site day-care
organizations and a 5 ercent random sample (132) o the 264 multiple-site diay-care
organizations. Many of the day-care organizations in the provider database have no
contractual reIatronsh rpwrthD FSbut are included in thedatabase lﬁecause the must
be licensed order to operate. At the time we conducted the survey,
not completed our anaysrs of (he payment database and were, therefore una e to
distinguish between Licensed-only art/ care organizations and those with DCFS pay-
ments, By samplrn% only a portion of the day- careo&ramzatrons , Smaller organizations
are, underrepresen ed In the survey. We considered, but rejected, the possibility of
werrh; ?surveg resgonses to compensate for this underaamglmg because it would have
bee difficult to establish valid werghr g factors, given the lack 01 detailed information
about provid ers in the payment atabase and Complexity in dealing with difrerent

res on rate

PS \SI\? dq the d, data |sb { compared the nameﬁ dsrcorded
Yin each data set {0 verrf)( e matches. ere efine two asesas "Uunmatc ecause
the names clearly denoted different orgamzatrons We defined one care as a “match’
because the same name wax assoclated with FEIN numbers that difTered only by a
reversal of the first two digits. We matched three survey respondents without FEI N
numbers on (he bagrs oAname but couId notdp]so for another three.

We assume, but do not know for sure, (hat the remamrng organizations in the
I:ple are licensed day-care centers that had no DCFS fundrng rganizations that had
CFS fundin onl%grrorto 1985 orwere among thosethatwe deeted from the financial

Bv ayment database because their DCFS Ra ments were not related to direct client services.
were unable to eliminate these organizations from the samﬁeprrortoconductm g the
survey because technical problem! delayed our ability to magch the sam mg frame"and
the financial Bayment database and hecause the sampling frame contained insufficient
}nformatron a ?ut DCES séervrce actrvrtres TO, vorp ell Jnrna mda prognate or anrzatrons
rom our sample, we decided to erron th esr e 0T induslrenets wrng Uesampe

0. Including, unfortunate t esrnﬁle ar?est recrprento&DCFS pn mg the Chi-

cago ‘Department of Human ervices, Which Teceived about $18.5 million m day-care
funds in” 1989, most of Whj%h are redrs%rrbuted to private da 8are Pogra |

21 Service providers with multiple fast names— “Smith and Smith® or * Smith and
Associates'— were counted asorganrzatrons those with a single name— "Smith"— were

coged gs
escription of Mrvice categories is avara n reques

95 Hd pt fM gtﬁ%é: ilable g L

23, A|595 SOClf servrce agendes s ave been inducted in our sample list, but
35 percent were not. The mrssrn? organizations appear to be those with sufficiently
ambiguous name* that we did nof recognize them as sodaf Mrvice agendes when we
screened the provider database for appropriate orfganrzatrons to inclyde in the survey.
These erroneously exduded agendes accounted for 5 percent of all dollars to sodal
Mrvice agendes arxi 4 percentof dollar* to aii provider organizations in 1989,

24, In order to comprel* the figure into a reasonable format, the two ends of (he
distribution have drfferenéy axds scalmg

25. The survey alio Induded questions designed to measure the extent and nature
of changes experienced by provider* over the past 3-5 yean, |.e., revenue* and funding
source* I 1985, changes in Mrvice mix over the prévious 3 yean, and changes In
affiliations with key nonprofit funding federations.
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26.. We ym statistical tests or srgnrfrcance to mdrpate whether there Is a substantial
association between the amount offunding received from DCFS and a particular charac-
teristic of the provider. As noted above, We do not have a genuine random sample of
the DCFS rovrders and significance tests may not be fully approprrate However, we
ave ostp the. Importan DCFS providers n our survey, and the tests describe the
strengt so existing patterns.

21, In fact, “mrssron" turned out to be one ofthe kegvarrable* (hat explained most
8th€rd fferences among (he responding organizations. See Gronbjerg and Stagner (n.

National Center foy Charitable Stafistics, "NTEE: Mapping the Nonprofit Sector:
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Privatization OF Segports?

Though hardly a recent phenomenon, "privatization™ of publicly owned
assets has come increasingly into vogue as a solution to perceived
problems of fiscal scarcity and institutional Inefficiency. The underlying
assumption appears to be that private sector participation is needed
both to relieve governments of burdensome financial responsibilities
and to promote Investment and efficiency in a manner that the public
sector is inherently incapable of providing.

by Rexford B. Shermart

A mong the targets of privatiza-
tion at the inter-national level
have been state, owned enter-
prises such as banks: trading

companies: tele-communications; utili-

ties; steel and petroleum companies:
and transport-ation entitles such as
railroads, shipping lines, highway sys-
tems. airlines and ports. The most obvi-
ous examples have been the transition
to the free enterprise system of the com-
munist economies of Eastern Europe,
the former Soviet Union, and even the
remaining communist states such as

Vietnam and especially China. However,

It Is occurring with comparable rapidity

elsewhere — In Britain under the Con-

servative governments of Prime Minis-
ters Thatcher and Major, Argentina
under President Menem and the Mexico
of former President Salinas, for example,

— with the reversal of socialist policies

of the past by public divestiture of previ-

ously nationalized and other state-
owned companies, and the adoption of
policies aimed at encouraging rather
than constraining market-oriented be-
havior in the private sector.

Public ports have become increas-
ingly inviting targets of opportunity for
privatization over the past decade. The

first and arguably the most successful
occurred in 1981 with the sale by the
British government of the 21 ports con-
trolled Transportation Board to a Joint-
stock company known as Associated
British Ports Holdings. Other countries
where port privatization is well under-
way are Argentina, Chile, Colombia.
Malaysia, Mexico, New Zealand, the
Philippines, and Venezuela. The process
has accelerated within the last two
years, according to the British trade
Journal “Port Development Internation-
al", which estimates that 30 ports world-
wide "will, in some way or another, be
privatized In the short-term."1In total,
more than 40 countries are said to be
pursuing "port privatization in one form
or another.2

In the United States, privatization
initiatives thus far have typically en-
tailed the contracting out of to vendors
of services handled by public employees
such as solid waste disposal, nursing
home operation, wastewater treatment,
traffic adjudication, prisons, school
lunch programs, and child support
services.3Even the Federal Government
has not remained Immune. Examples
Include the sale to the private sector of
Federal Barge Lines and Conrall; quasl-
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privatized institutions such as the U.S.
Postal Service and the National Passen-
ger Railroad Corporation (or "Amtrak");
and the recent proposal for privatizing
the federal air controller service as part
ofthe reorganization of the U.S. Depart-
ment of Transportation.

Only recently, however, has the
debate in this country begun to embrace
the privatization of U.S. public port
agencies. A 1993 study by The Reason
Foundation which touts "greater private
sector participation.as a solution to the
"many problems" faced by U.S. public
ports” such as "lack of exposure to full
commercial competitive pressures .. to
operate efficiently” and undue "political
interference.” 4 More specific proposals
have come from the prospective Execu-
tive Director of The Port Authority of
New York and New JErseyd and a re-
organization plan for the Port of Los
Angeles, which among other things,
recommends the contracting out of
certain "non-essential” port functions
and the privatizing of others such as
pilotage.6

The merits of these ideas can be
effectively evaluated, however, only by
precisely defining what is meant by
privatization, actual privatization experi-
ences elsewhere in the world, and how
they relate, if at all, to the situation to
public port governance In the United
States.

"Privatization" simply stated means
the transfer, sale, or lease of public
assets, functions, or services to private
sector entitles. Furthermore, privatiza-
tion defines not one but rather a spec-
trum of options ranging from the "com-
plete” sale of public port assets on one
extreme to contractual or leasing ar-
rangements in which ownership remains
In the public sector but operational
control is delegated in some fashion to
private sector concessionaires. A World
Bank study7 outlines these "progres-

%

sively increasing degrees of private
participation:"
(@ publicly owned and operated
port
(b) Private stevedoring in publicly
owned facility
() Private shore-side cargo-han-
dling and stevedoring in public
facility
(d) Private operating concession
in public facility
(e Privately owned and operated
terminal

A more recent delineation8pred*cts
that port privatization ventures "to the
year 2000 and beyond ... will not neces-
sary entail a full-blooded switch from
public to private ownership ... but (in-
stead) will involve a broad based cul-
tural change from public cost-beneflt
thinking to private sector commercial
values." "Common strategies,” beyond
the "selling off [of] public ports lock
stock and barrel" will Include:

"Partial privatization of terminal

operations where the government

retains an equity stake and exerts
control in line with this."

The full privatization of terminal
operations where facilities are
leased on a term basis and the role
of the port authority becomes a
management and coordinating one
without direct involvement in oper-
ations."

'The port authority may opt to con-
tract to perform other key func-
tions, for example, towage duties,
infrastructure and plant malnte*
nance and navigation duties.”8

Other, though less likely options.
Include:

‘The contracting of private sector

management expertise to run a

given facility.”
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'The leasing of entire ports."10

A decision to privatize ports can be
driven by a variety of forces. The most
obvious Is to relieve a financially
strapped government by turning to the
private sector for an infusion of capital
required to modernize and sustain port
operations — or to bolster the natlon'J
treasury. Another can be to seek the
economic benefits from competition by
cutting labor costs, eliminating publicly
sanctioned monopolies, reducing bloated
port labor forces, and removing other
Institutional barriers that discourage
Innovation and Isolate and Indeed pro-
tect port management from the exigen-
cies of the global market place.

Inefficient and costly port opera-
tlons can seriously impair the competi-
tiveness of a nation's export Industries
and artificially raise the cost and thus
constrain the availability of Imported
goods. Thus, privatization hi certain
circumstances holds the promise of
stimulating economic growth and higher
living standards for society at large as
well as those whose livelihood depends
directly on portactivity and trade.

However, privatization carries cer-
tain risks that must be carefully
weighed before decisions or made. There
Is the danger, for example, as Britain's
experience with certain of Its "trust
ports"™ underscores,1l that the below-
market sale of;public assets can deprive
government of the full value and thus
the full financial benefit of a port asset
divestiture.

Determination must be made as to
what If any role should be retained by
the public sector; what restriction: or
limits should be placed on private oper-
ators: and, what safeguards are needed
to prevent abuses. In this rcsnect, It Is
Important to note the recent e i ergence
and expanding holdings on an interna-

tional scale of fewer than two dozen
privately-controlled terminal operating
companies whose corporate headquar-
ters are often far removed from the port
properties they own or manage.12These
entitles have typically been the success-
ful bidders of late for terminal conces-
sions in Latin America, Asia, and Eu-
rope. While these companies have much
to offer In the form of capital, manage-
rial expertise, and market acumen, their
Interests are global rather than local or
regional, corporate rather than public,
profit maximization rather than eco-
nomic benefit — factors that argue well
for adequately safeguard public and
national security Interests in any port
privatization strategy.

It should also be remembered that
ports are but one link In the Interna-
tional trading system and that care
should be taken to ensure that reform
extends beyond the port Itself. If, for
example, Inefficiencies or monopolistic
practices are allowed to persist else-
where In the system, the benefits from
port privatization may be compromised
or forfeited altogether. A modem, effi-
cient container port serves no useful
national purpose If It Is served by poorly
maintained or Inadequate rail or high-
way facilities.

Similarly negative consequences
can ensue from unnecessary and/or
corruptly managed government regula-
tory practices, from a failure to trim
bloated public port bureaucracies, to
Implement meaningful labor reform, or
to sensitize port operations to market
rather than political forces. Clearly, the
challenge Is to promote economic effi-
ciency while preserving and protecting
the public Interest In a modern, viable
port system. In the last analysis, the
guiding strategy must be In ensuring
the uninhibited flow of waterborne trade
rather than short term and. one might

95
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say, short-sighted politically motivated
fiscal goals —the danger, as one astute
commentator puts It, of "milking for
cash, not trade,"13

Port privatization experiences to
date have for the most part focussed on
the sale of operating concessions (In
Argentina, China, Mexico, and the Phil-
ippines. for example)w, Jolnt-public-
private ventures (Malaysia and Viet-
nam)15 privately-oriented but port au-
thority controlled operating subsidiaries
(Saint Lucia)l8 or the dissolution of
government-owned cargo handling mo-
nopolies In favor of competitive private
sector stevedoring companies (Chile and
Dublin).17 The "lock stock and barrel”
sales ofpublic ports In New Zealand and
Great Britain are rather the exception
than the rule. Only a few months ago,
for example, "a barrage of criticism from
users, unions, and shipowners" forced
the Victoria State Government In Aus-
tralia to abandon Its pursuit of "port
reform"” through the sale of the shore-
based and non-port-related assets of the
Port of Melbourne Authority.18

Proponents of privatization argue
that U.S. public ports many cases oper-
ate at a loss and. furthermore, "lack
exposure to full commercial competitive
pressures™ which "may have reduced
Incentive to operate efficiently” and "are
often subject to political Interference."19
They pointwith approval to privatization
success stories In Great Britain and
Malaysia, for example,2and In so doing
Imply that because ,..,rt privatization Is
occurring elsewhere In the world, it
ought to be done in the United States.
The underlying assumption Is that pub-
lic ports systems are the same every-
where. and that what makes sense for
Malaysia, Argentina, or Mexico, makes
equally good sense for the United States.

That assumption Is seriously flaw-
ed. Unlike most other port systems,
particularly In the developing world, the

U.S. port system Is decentralized, highly
competitive (which Is the major reason
why many have difficulty turning a pro-
fit), and Is already "privatized" to a large
degree. To say that U.S. public ports are
unresponsive to competitive pressures Is
to Ignore the billions df dollars they have
Invested In facilities and services to
ensure that they do in fact remain com-
petitive.

The operating philosophies ofpub-
lic seaport agencies in the United States
are dictated largely by local circum-
stances — by decisions ofport managers
as directed by their governing boards
and the enabling charters of the agen-
cies themselves rather than Dby
administrative flat of the national gov-
ernment Indeed, In the United States,
there is no single national port author-
ity. Rather authority is diffused though
all three levels of government — federal,
state, and local. This stems from the
federal character of the U.S. Constitu-
tion. which reserves certain powers for
the national government and delegates
others to the states.

The U.S. Constitution grants the
federal government exclusive Jurisdic-
tion over the navigable waters of the
United States, including its deepdraft
channels and harbors. -However,
landside port development, with certain
restrictions, is a state and local govern-
ment prerogative. Port authorities in the
United States are instrumentalities of
state or local government and estab-
lished pursuant to laws or grants of
authority extended by state legislatures.

Neither Congress nor any federal
agency has the power, or even the right,
to appoint or dismiss port commission-
ers or staff members, or to amend, alter,
or repeal a port authority charter —
with one exception. That exception per-
tains to the enabling charters of bl-state
agencies, which, because of their Inter-
state character, are subject to Congres-
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slonal approval. In addition, by federal
law. ports may not give undue or unrea-
sonable preference or refuse to deal with
a person, locality or type of trafllc. Port
tariffs are filed with a federal regulatory
agency to ensure compliance with the
law, and lease and service agreements
must.be made available to the-agen7y-
upon request.

However, port Investmentand man-
agement decisions are a local, state or
private sector function. So far as port
development and Investment Is con-
cerned, the federal function has histori-
cally been restricted to navigation chan-
nel construction and maintenance.
Shoreslde development has been left to
the non-federal public and private sec-
tors. Indeed, the U.S. Constitution
stipulates that the'federal government
shall give "no preference by any regula-
tion or commerce or revenue to the
ports of one State over those of
another.” Thus, port development In the
United States Is a shared responsibility
between the federal government on the
one hand, and local and state govern-
ment and the private sector on the
other. Because U.S. port agencies are
state or local government entitles, the
decision to privatize rests with the legis-
latures and not with the federal Con-
gress. This contrasts with the case In
Britain where port agencies are subject
to Parliamentary oversight.

Private sector terminal operations
are widespread In the United States,
occurring in virtually every port. These
Include private sector tenants of public
port agencies as well as facilities which
are both privately owned and privately
managed. The latter are functionally,
corporately, and legally Independent of
any public port agency, and many even
compete with public port agencies. In
addition, most port services such as
railroads, trucking, towage, pilotage,
bunkers, and so forth are typically pri-

vate rather than public sector function.

As previously noted, port privatiza-
tion elsewhere has typically favored the
sale of operating concessions rather
than the outright sale of public port
assets, with the port authority as a
landlord and terminal operations being
formed by Its tenants. This, In fact. Is
already a widespread phenomenon In
the United States, particularly among
though by no means restricted to the
nation's largest container ports. Arecent
survey by the American Association of
Port Authorities of Its U.S. port mem-
bers identifies 31 "operating"”, 34 "non-
operating' (or "landlord") and seven
"limited" operating port agencies.2*"Op-
erating" ports are those In which cargo
handling Inland from the pier are per-
formed by port authority employees
performed by employees of those agen-
cies. At "landlord" ports, by contrast,
these functions are performed by port
authority tenants. "Limited operating”
poi ts combine characteristics of first two
categories, leasing some facilities and
operating the others.

In several instances, a desire to
commercialize public port operations
have led U.S. port authorities to estab-
lish quasl-private operating subsidiaries.
Examples Include the Virginia Port
Authority (Virginia International Tennl-
nals, Inc.). Maryland Port Administra-
tion (Maryland International Terminals,
Inc.), Tampa Port Authority (Tampa Bay
International Terminals, Inc.) and, most
recently, the Delaware River Port Au-
thority (The Ports of Philadelphia and
Camden. Inc).

Longshore sendees, meaning the
physical loading or unloading of vessels
at plersldc, are almost universally per-
formed by private sector stevedoring
companies —at both landlord and oper-
ating ports. The terminal operator, be it
the port authority or a port authority
tenant, contracts with the stevedore.

o7
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which in turn, hires longshore labor
based on the terms of its contract with
the longshore union —the International
Longshoremen's Association for ports on
the Atlantic, Gulf, and Great Lakes
Coast and the international Longshore-
men's and Warehouseman's Union for
ports on the West Coast. These labor
agreements historically have been con-
cluded between the unions and local
terminal operator and/or steamship
associations. Port authorities tradition-
ally have been exgluded from these
negotiations, except*inan observer sta-
tus. This arms-length relationship with
longshore labor negotiations appears to
have been dictated by political sensitivi-
ties and in some cases by state laws
that flatly forbid such Involvement by
state agencies (such as port authorities).
Non-union terminals or terminals oper-
ated by unions other than the ILA or
ILWU exist in some U.S. ports.

What is more, the U.S. public port
system Is vast and highly competitive,
presenting shippers with an array of
routing alternatives that Include ports In
neighboring countries. East coast ports,
for example, compete with their West
Coast counterparts and their Canadian
counterparts for market share In the
U.S. midwest. Terminal operators and
other port service providers frequently
compete with one another locally as well
as with ports elsewhere. Thus the port
monopolies that are often the target of
port privatization in other areas of the
world, particularly in the developing
countries, simply do not exist in the
United States.

As to the issue ofsubsidy, while it
may occur, many port authorities no
longer enjoy ready access to public
funds, but are instead being forced to
rely on what they generate from earn-
ings to cover their costs and satisfy the
exacting demands of private capital
markets. In fact, what we are seeing, is

growing Instances of "reverse subsidy”
such as in the recent case of California,
with port authorities being called upon
to bail out financially strapped state and
municipal governments.

It is Important to remember that
port authorities were established in the
United States to end private sector mo-
nopoly and abuse (particularly by rail-
roads). to ensure equal harbor access,
and to provide essential facilities and
serv.ces that the private sector was
unable or unwilling to provide. Public
access to the waterfront and the dis-
criminatory practices of port facility
owning railroads were recurring Issues
at AAPAconventions in the years imme-
diately following its founding in 1912.“
While railroads monopolies are no lon-
ger at issue, there nevertheless remains
an abiding public interest in the man-
agement of waterfront development

Port activities create substantial
economic and international trade bene-
fits for the nation, as well as local and
regional economies. According to the
U.S. Department of Transportation, in
1992 commercial port activities gener-
ated 1.5 millionJobs, contributed $73.7
billion to the Gross Domestic Product,
provided personal Income of$52 billion,
generated federal taxes of$14.5 billion,
state and local taxes of $5.5 billion.24

Facilities owned by public port
agencies also serve nation's strategic
Interests as staging points for the de-
ployment of U.S. Armed Forces in the
event of war or other international mili-
tary contingency. During the Persian
Gulf conflict of 1990/91, for example,
more than 3.0 million measurement
tons of military cargo was loaded out of
U.S. commercial ports in support of
Operation Desert Shield/Desert Storm. 25

The shoreslde Infrastructure re-
quirements of waterborne commerce
face growing competition for suitable
waterfront land from commercial real
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estate developers, residential housing,
recreation boating, historic
preservationists, and other Interests.
Striking a fair and equitable balance
that best serves the public economic
growth and the quality of life as It re-
lated to harbor developmentis an ongo-
ing challenge to ports and local govern-
ment as well as those whose livelihood
depends on maritime activity. A viable
port authority helps assure that the
requirements of trade do not go un-
heeded.

In brief, the private sector Is already
well entrenched in the U.S. port system.

Furthermore, the highly competitive
nature of the system obviates any dan-
ger from monopoly to the (low of U.S.
waterborne trade. Further privatization
of public pcrts is most likely to be selec-
tive — security, pilotage and other dis-
crete functions, along the lines of what
Is being contemplated In Los Angeles —
or the conversion to landlord status by
operating ports.

Whatever the case, care must taken
to protect and preserve the overriding
public Interest in the flow ofwaterborne
commerce so vital to the nation's econ-

omy and security.
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Drver's Licenses and Auto Insurance

It is conceivable that all of the functions of MVD could be privatized.
Issuing registrations and driver's licenses are the major tasks performed
by MVD. Other tasks (like issuing titles and collecting taxes) could be
contracted out. The Ports-of-Entjy could be consolidated into the De-
partment of Public Safety. Arizona's innovation in this area could serve

as a model for other states.
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COPYRIGHT LAW (TITLE 17 U.a. CODE).

by John Semmens

| N Arizona, the law requires owners

of vehicles to carry liability insur

ance in order to register their ve

hides. The idea is that vehicle own-
ers be made responsible for any dam-
age they may create in operating their
vehicles. Yet, a considerable portion
of the vehicles on the roads are with-
out this required insurance. The All-
Industry Research Advisory Council's
survey of 1989 found that an estimated
8 percent of households in the nation
admitted to operating at least one ve-
hicle without insurance." The Arizona
Department of Transportation's Motor
Vehicle Division also estimates that
about 8 percent of the vehicles operat-
ing on Arizona's roads do not have the
required insurance.2 This survey,
though, relied upon the self-reported
assertions of individuals. Since most
states require liability coverage, many
individuals may have been reluctant to
admit breaking the law. Obviously,
statistics on ke number of persons
breaking the Uw are prone to data col-
lection difficult es. Aware of this, some

observers have asserted that at any
given time, up to 30 percent of the ve-
hicles on the streets may be operated
without insurance.

Uninsured vehicles are only half the
problem. Other vehicles are grossly
underinsured. Arizona state law per-
mits vehicles to be operated with liabil-
ity coverages as low as $15,000/
$30,000/$10,000. What this means is
that the insurer will cover bodily injury
damages up to $15,000 for a single vic-
tim, up to $30,000 total for multiple
victims, and up to $10,000 for prop-
erty damage. Itdoesn't take much ofa
wreck to total a car. Replacing one to-
talled car could easily cost more than

.$10,000. Considering that about 75

percent of the traffic accidents in Ari-
zona involve more than one vehicle,3it
should be readily apparent that many
crashes will produce property damage
in excess of the minimum mandated
liability coverage. As it is, the dVerage
cost of a "property damage only" acci

dent in Arizona is $6,500." Next to this,
the $15,000 to $30,000 coverage for
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injuring or killing someone is ludi-
crously inadequate. Minor injury ac-
cidents result in costs averaging over
$10,000 per accident. Major injury ac-
cidents generate an average cost of over
$32,000. Fatal accidents produce dam-
ages in the $880,000 range.5

When the damage caused by a driver
is not covered by his liability insurance
(either because he has none or is
underinsured) it is borne by the victim.
In terms of what the insurance indus-
try pays for claims by its policy holders
who have purchased ."uninsured" and
"underinsured" coverage this amounted
to around $30 milliori’per year in the
mid-1980s in Arizona.® Even though the
accident rate has declined since the
mid-1980s (from 3.2 per million vehicle
miles of travel to 2.6 per million miles)7
the cost ofeach accident has risen. This
would giveus an estimate ofaround $80
million per year as the current amount
paid by insurers to cover damages done
to their policy holders.®

These payments made by insurers
understate the actual damages for sev-
eral reasons. First, the "uninsured" and
"underinsured" coverages offered by in-
surers cover only bodily injury medical
expenses. They do not cover damage to
property. Neither do they cover lost
wages, pain and suffering or other tort-
related damages. Second, not everyone
who is insured purchases these cover-
ages. Medical expenses charged to a
person's medical insurance rather them
to his auto insurance under his "unin-
sured" or "underinsured" coverage would
not be counted in this calculation. Fi-
nally, the uninsured losses borne by in-
dividuals are also not captured by this
estimate (for example, ifone uninsured
driver causes damages to another unin-
sured driver). So, in terms of the order
of magnitude of the problem, we are
probably talking about $100 million per
year in costs imposed on the victims of
accidents or their insurers.
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Modeling a Solution

There are two models useful in ana-
lyzing this situation. On the one hand,
we could view roads as falling into the
"ballpark™ model. In the ballpark cus-
tomers are warned that the management
assumes no responsibility for any inju-
ries or damages suffered by its custom -
ersin the event that they are harmed by
baseballs, bats, or players in the normal
course of the game. If thi3 model was
applied to the roads, anyone who paid
the price of admission to the roadways
(i.e., purchased the necessary licenses
and vehicle registrations) would have
access. Road agencieswould assume no
responsibility for any injuries or dam-
ages. Users would determine whether
to buy insurance or not. Anyone ven-
turing onto the roads would do so at his
own risk and with the explicit warning
that he might be harmed by others who
would not be able to compensate for any
damage done

The chiefadvantage of the "ballpark*
model is that it would remove the ambi-
guity regarding who should bear the re-
sponsibility of insurance. No one could
venture onto the roadways under the im-
pression that the state has guaranteed
him that the other drivers are insured.
The knowledge that there are no insur-
ance requirements would inspire those
who desire to be indemnified against
damages that may be caused by other
drivers to purchase their own adequate
levels of insurance coverage. Those will-
ing to bear the risks ofgoing without in-
surance would be permitted to do so.
Since the accident rate in Arizona is
about one per 400,000 vehicle miles of
travel, the odds of any one driver being
in a crash are very small. Given a typi-
cal annual 12,000 miles of travel foreach
automobile, thereisa 97 percent chance
that the vehicle won't be involved in an
accident in any one year. When we fac-
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tor in the possibility that one can sig-
nificantly reduce the chances ofaccident
involvement by adopting safer driving
habits (i.e., obeying traffic rules, keep-
ing the vehicle in good running order, and
not consuming alcohol), the decision to
gowithoutinsurance may not be entirely
unrea.sonable‘ In fact, on an__q.ctuarial
basis, the estimated annual cost of Ari-
zona traffic accidents
averages around $600
per vehicle.9 Ifthe cost
to obtain insurance for
a vehicle is greater than
this amount, going
without insurance be-
comes a logical eco-
nomic decision.

The chief disadvantage of the
"ballpark™ model is that driving might
become more financially risky. Even
though the reduction of the impact of
“moral hazard" (i.e., the tendency for
humans to exert less cart in preventing
events that are covered by insurance) on
driving behavior in the "ballpark™ model
would tend to reduce the frequency of
traffic accidents, the financial impact on
those unfortunate enough to experience
them could be substantial. Those with-
out insurance could easily sustain ma-
jor losses. Those who do purchase in-
surance might well have to buy larger
amounts of coverage since there would
likely be larger numbers of uninsured
drivers. So, even though the aggregate
social cost of traffic accidents would
likely be lower if the "ballpark* model was
implemented, the redistribution of finan-
cial burdens to those risk-averse enough
to purchase insurance might be viewed
as undesirable by many.

An alternative to the "ballpark™ model
is the "Disneyland"™ model. In
Disneyland, customers are covered by
the business' liability insurance. Con-
sequently, the managementiets its own
risk reducing restrictions on vho may
use various facilities. Customers may

be barred from some rides or attractions
for being too small, too big, too frail, too
pregnant, etc. Since the business is held
strictly liable for any damages suffered
by those entering the park, management
will undertake a substantial effort to
enforce its rules in order to avoid having
to compensate injured parties for any
harm dbne to visitors while in the park.

Enforcement of the insurance requirement
would be achieved by having the insurers issue

the licenses and vehicle registrations.

Like the "ballpark™ model, the
"Disneyland™ model would also reduce
the ambiguity concerning who wili be
responsible for damages. In this case,
obtaining insurance would be a prereq-
uisite of venturing out onto the road-
ways. Enforcement of the insurance re-
quirement would be achieved by having
the insurers issue the licenses and ve-
hicle registrations. This differs from the
current system wherein the mandatory
insurance is sold by private vendors, but
is enforced by the public sector. The
State of Arizona does not assume liabil-
ity for damages done by drivers that fail
to comply with the insurance require-
ment. There is no significant financial
consequence to the State for failure to
enforce the insurance requirement.
Hence, we must rely upon the
bureaucracy's devotion to duty as the
main motivation for enforcement of the
mandatoiy auto insurance law. As dedi-
cated to duty as many individual bureau-
crats may be, bureaucracy itself is not
noted for efficiency or effectiveness.

Meanwhile, private insurance com-
panies have very weak incentives to
guard against persons buying inad-
equate insurance or cancelling coverage
once their vehicle obtains the desired
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registration tags from the Motor Vehicle
Division. Inasmuch as insurance pre-
miums are directly related to amount of
coverage and the risk of having to pay,
rates will vary. Some of the worst driv-
ers - those most likely to inflict substan-
tial damages on others - buy only the
minimum amountofcoverage allowed by
law. These drivers form the pool of
"underinsured” risks on our roadways.

Keeping these high risk drivers offthe roads,

then, could createlsome hardship for them by

greatly reducing their mobility.

The insurance industry knowingly sells
these inadequate policies because the
insurer’s liability is capped by the low
amounts ofcoverage provided. So, while
the premiums paid by these high risk
drivers are sufficient to cover the losses
ofthe insurers, they are not sufficient to
cover the full actuarial cost of the dam-
age that is the likely result of their driv-
ing behavior. These costs will be shifted
to the victims of these drivers.

In addition to buying an inadequate
amountofcoverage, another way offlout-
ing the mandatory auto insurance law
is to buy a policy in order to obtain the
vehicle registration tags, but cancel the
coverage after the tags are received.
When the policy is cancelled, the insurer
is required to notify the Motor Vehicle
Division. On average, there will be about
two weeks elapsed time between the ter-
mination ofa policy and the notification
of the Motor Vehicle Division. Once no-
tified the Motor Vehicle Division sends a
letter to the vehicle owner to let him know
that the State is now aware that he has
cancelled his insurance. |If there is no
response from the vehicle owner, this
failure to carry insurance; will be entered
into a computerized database accessible
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by law enforcement officers. Then, if
these officers have occasion to call for
information on the vehicle, the lack of
insurance will be one of the pieces ofin-
formation they will be given. Obviously,
an individual could drive around for a
considerable period with no insurance.
If, during this period, there is an acci-
dent, the victim or victims will have no
assurance that they will be compensate
forany damages caused
by this uninsured indi-
vidual.
Thechiefadvan-
tage ofthe "Disneyland-
model is that it would
provide a much stron-

bad drivers off the
roads. Ifinsurers had to accept full li-
ability for whoever they issued a license
and registration to the problem of
"underinsureds" would vanish. By defi-
nition, there would be no limit to the li-
ability assumed by the insurer. The in-
surer would, in fact, be insuring that
whatever damage was caused by one of
its policy holderswould be covered. Bad
driverswould not have the option ofbuy-
ing a woefully inadequate policy. They
would be forced to pay the full cost of
their actuarial risk in order to obtain a
driver's license and vehicle registration.
The insurance company would see to this
as a matter of business survival.

The chief advantage of the
"Disneyland™ model is also, in many
people's view, its chief disadvantage.
Many high risk drivers would not be able
to purchase insurance. Either the price
to cover the likely damages they would
cause would be higher than they would
be willing or able to pay, or they may be
unable to find an insurer willing to sell
them coverage at any price. This would
effectively deny them the legal right to
drive on the state’s roads. Keepingthese
high risk drivers off the roads, then,
could create some hardship for them by

ger incentive to keep
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greatly reducing their mobility.

As we can see, each of the above
models has its advantages and disadvan-
tages. Either could work because the
responsibility is clearly assigned. The
current mandatory auto insurance law
fits into neither model. The idea that
users of the roads should be responsible
for the damages they may cause is not.a
bad one! However, the enforccment/of
the current mandatory auto insurance
law has proven troublesome. The fine
for failure to carry liability insurance is
only $250 for a first offense. The amount
of .this fine is less than the typical six
month insurance premium on most ve-
hicles. Even then, the fine may be waived
if the cited individual purchasl insur-
ance prior to his court appeal.ince.10
Many financially irresponsible drivers
may choose to go without insurance
when facing these cost trade-offs. So,
even though the state nominally requires
users to be insured, since the state is
not held liable for allowinguninsured ve-
hicles onto the roads the incentives to
enforce the mandatory insurance law are
weak. As a result, victims of high risk
underinsured or uninsured drivers must
suffer an estimated $100 million peryear
(or more) in uncompensated costs."

Outline for Restructuring this Activity

Given the problem ofa significant an-
nual burden due to uncompensated
costs that are being inflicted on victims
of undcrinsured and uninsured drivers
a coherent solution is needed. The con-
trasting "ballpark™ and "Disneyland"
models each offer a coherent solution.
However, it is my opinion that the
"Disneyland™ model provides a solution
that most people would find more satis-
factory. While each model is likely to
make the roads safer, the "ballpark™
model does this by imposing more of the
burden on the cautious drivers. The

"Disneyland" model, in contrast, would
make the roads safer by removing more
of the high risk drivers.

Assuming that we'd like to explore
the "Disneyland™ model in more detail be-
fore deciding whether to implement it,
let's take a look at how it might work.
Conceivably, one might assert that the
same entity thatissues the licenses and
registrations ought to supply the insur-
ance. Thiswould entail the State of Ari-
zona getting into the insurance business.
While plausible on paper, government
insurance schemes have not fared well
in practice. The Old Age, Survivors' and
Disability Insurance (i.e., Social Security)
program has had repeated financial
problems. Government medical insur-
ance (i.e., Medicare and Medicaid) has
seen expenses soar beyond the
government's planned outlays on a regu-
lar basis. Government insured student
loans have an extraordinary non-pay-
ment percentage. So, ifhaving the State
run an auto insurance program is a bad
means of consolidating the insurance
and licensing/registration functions, the
alternative of having the insurers issue
the licenses and registrations merits ex-
amination.

Having insurers issue licenses and
registrations amounts to a "privatization"
of this activity. Nominally, a privatization
law would state that vehicle registrations
and drivers' licenses would be issued by
those willing and able to assume full re-
sponsibility for any damage caused by
the vehicle and its driver. Normally, we
would expect that this would mean that
insurance companies would issue the
registrations and driver's licenses. Since
it would be absolutely clear who was re-
sponsible for a particular vehicle being
on the road, insurers would have a strong
incentive to make sure that every vehicle
and driveris adequately insured. Insur-
ers would also have a strong incentive
to make sure that uninsured vehicles
and drivers did not use the roadways.
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To clarify financial responsibility for
potential damages done on the roadways,
the privatization law would state that as
long as a vehicle bore the license plate of
an insurer, that insurer would be held
liable for any damages caused by that
vehicle. It is likely that insurers would
only issue plates after investigating the
driving record of who they are insuring
and receiving an adequate premium from
the insured individual. Insurers could
not escape liability by later showing that
the insured lied on hi? application to
purchase the insurance..This may seem
hard on the insurers, but consider the
alternative. When an insurer can bail

Each insurer would be free to establish its own

criteria for issuing policies and license plates

out of a policy, this means that the vic-
tims of the erstwhile insured party are
apt to be left without any recourse for
ameliorating the damages they have suf-
fered. Potential victims have no reason-
able MEANS of investigating all potential
high risk drivers prior to an accident. On
the other hand, insurers do have a rea-
sonable means ofconducting such an in-
vestigation prior to issuing a policy. If
an insurer is not satisfied that a prospec-
tive customer is truthful or a good risk,
it can refuse to issue a policy. Under
the proposed privatization scheme, sus-
pect applicants will not be able to legally
use the roads until they can find an in-
surer willing to issue them a policy.
Since issuing an auto insurance
policy and issuing license plates would
be simultaneous events, those without
insurance would be easier to spot on
the roads. They would be operating ve-
hicles without plates. This would be a
more obvious sign of lack ofinsu.ance
than is currently the case. In fact,

given the greater degree ofresponsibil-
ity placed on each insurer, it seems
likely that steps to improve the "visibil-
ity" of license plates would be under-
taken. For example the, much-tested
but little deployed, 'electronic license
plate” would be a likely innovation un-
der a privatized licensing system. Un-
der this scenario, plateless vehicles
would be even more conspicuous.

The dodge ofbuying insurancejust
to obtain a vehicle registration tag *nd
then cancelling the insurance once the
tags are received would become much
more difficult. Since the insureris re-
sponsible for damages done by vehicles
bearing the insurer's
plates, there is a very-
strong incentive to re-
quire a substantial in-
surance payment or
deposit that will only
be refunded when the
plates are turned back
to the issuer. While this return-for-
refund process may be less convenient
than cancelling one's insurance by
phone, it should virtually eliminate the
problem of uninsured vehicles result-
ing from cancelled policies. Given the
many insurance sales locations and the
interconnection of these offices via
computer networks, obtaining or re-
turning plates ought to be a lot more
convenient than it is to deal with the
Motor Vehicle Division on these issues
in the current environment.

Individuals would be free to shop
for the best registration/insurance deal
they could find. Each insurer would be
free to establish its own criteria for is-
suing policies and license plates. Some
insurers may opt to cover only low risk
drivers. Otherinsurers may opt to cover
high risk drivers at correspondingly
higher premiums. Insurers may wish
to give written and/ or road tests to pro-
spective customers. Insurers may wish
to encourage or require some or all ve-
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hides they insure to be equipped with
safety-enhancing devices (for example,
an ignition that can only be activated
after the driver passes ari automated,
on-board breathalizer test). Customers
.may choose to accept some limitations
on their driving in exchange for redu6-
tions in premiums. Other may prefer
to pay more in order to escape restric-
tions. In short, there is likely to be a
wide variety ofp? vment/license options
available. Nevertheless,, those who
could not meet the minimum require-
ments of dNY insurer would not be is-
sued vehicle plates. Insurers would
have no incentive to assist individuals
in "beating" the system. Vehicles with-
out license plates would be easier for
police to spot and remove from the
roads.

Privatizing the issuance of licenses
and registrations in this fashion would
also do away with underinsured ve-
hicles. Since the issuer
of the vehicle plates
would be responsible
for whatever damage is
caused by one of its
policyholders, there
would be no motive for
selling low dollar cover-
age. The current policy of allowing
"judgment proof drivers (i.e., those who
do not fear the financial consequences
ofthe damage they may do because they
are unable to pay) to buy insurance that
may fall far short of compensating vic-
tims for any harm they suffer at the
hands of these "judgment proof driv-
ers is irresponsible and, in many in-
stances, inhumane.

«
Estimate of Potential Savings

The potential savings would occur in
two areas. We have already estimated that
the current system causes the victims of
uninsured and underinsured drivers to

be burdened by $100 million per year in
uncompensated costs. The proposed re-
form would shift these costs offofthe in-
nocent victims of bad driving and back
onto those who cause the accidents. In
one sense, this is not so much an elimi-
nation ofcosts as a displacement of costs.
Nevertheless, as the perpetrators ofdam-
age were forced to bear a larger share of
the consequences of their actions we
could expect some modifications in their
behavior. Insurers, in order to make a
profit and stay in business, would have
to ao a good job of matching premiums
torisk. This would motivate them to take
actions that would reduce risk. A price
structure that accurately reflected risk
would push drivers toward safer behav-
ior. A refusal to insure the worst risks
would take many ofthe really dangerous
drivers off the roads entirely. So, over
the long run, not only would the $100
million of uncompensated losses be

A price structure that accurately reflected risk
would push drivers toward safer behavior.

shifted, it is also likely to be reduced in
total as driving behavior improves and the
worst risks are taken off the roads.

The other source ofpotential savings
would come from eliminating functions
of the Arizona Department of Transpor-
tation. Currently, the Motor Vehicle Di-
vision of ADOT is budgeted foran annual
expenditure of around $30 million. 12
While the costs of specific activities are
not published, I estimate that about half
of this outlay is the result of vehicle reg-
istration activity. Of the remaining ac-
tivities (issuing driver's licenses, record-
ing vehicle titles, collecting highway user
taxes, and manning the ports-of-entry)
issuing driver's licenses is probably the
most expensive. So, if we privatize the
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registration and driver's license functions
we could probably reduce public sector
spending by about $20 million per year.

Some may argue that the $20 million
peryear saving of public expenditure will
be offset by an increase of private sector
spending as insurers undertake the ef-
fort to issue registrations and driver's li-
censes. Thisapparent offsetting expense,
though, may be exaggerated. As it now
stands, auto dealers must compile all the
data necessary to register newly sold ve-

hicles. This data is then forwarded to the .

Motor Vehicle Division for entry on the
state's database. Selling insurance and
issuing registrations on the spot might
actually be easier than the current pro-
cess. The perception that this might be
the case inspired the Linda Brock deal-
ership tovolunteer to pilot test a program
wherein the dealership would issue the
registration. 13 ADOT estimates that this
"third party" registration could save up
to $1 million ayear ifadopted statewide.
One third of the savings are in postage
alone. 14 The law now permits the Direc-
tor of the Motor Vehicle Division to au-
thorize "third parties" to issue vehicle reg-
istrations. 15 The potential for "one-utop-
shopping" convenience under
privatization would appear substantial.
One could buy a car, get it registered, and
insured all at one location. The insurers
and auto dealers would have an incen-
tive to make the process as expeditious
as possible. In fact, competition among
insurers and dealers would help promote
efficiency and convenience.

Consider a typical transaction with
the current Motor Vehicle Division. It's
your lunch hour. You have chosen this
opportunity to take care of some business
down at the Motor Vehicle Division office.
Maybe you need to renew a driver's li-
cense, register a vehicle, or obtain a title.
Your first task is to find the local MVD
office. They're not always conveniently
located. They’re certainly scarcer than
any other related business location you

132

might have need of. Asyour search for
the MVD office drags onyou pass numer-
ous gasoline stations, a half-dozen auto
parts stores, several auto insurance sales
offices, and a few auto dealerships.

Finally, you locate the MVD branch
office. Youwalk in and join the line of
people waiting for service. Youradvance
to the head ofthe line is not hastened by
the fact that a goodly percentage of MVD
personnel have also chosen this time to
take their lunch hour. When your turn
finally arrives you are greeted by an em-
ployee whose occupation was ranked last
in a survey of civility published by the
WallStreetJournal Thatis, on a scale of
zero to ten (with zero being bad and ten
being good), MVD employees have been
rated 0.2. This is below ratings received
for comparable customer contact employ-
ees like sales clerks (7.5), grocery check-
out cashiers (7.0), gas station attendants
(6.2), bank tellers (6.0), stadium ticket
sellers (3.5), city bus drivers (1.6), and
utility company employees (0.8). 16

You think the service could be more
convenient, expeditious, and courteous,
butitisn't and won't be likely to get that
way. The monopoly position of the state
agency authorized to handle matters re-
lating to the operation ofvehicleson pub-
lic roads pretty much assures that it
won't After all, it is not as ifyou could
take your "business" elsewhere. Reduc-
ing the incidence of the above mentioned
type of transactions would be another
benefit of privatizing the vehicle registra-
tion and driver's license functions of the
Motor Vehicle Division.

Possible Legal, Political, and Other
Obstacles

Shifting the issuance ofvehicle reg-
istrations and driver's licenses to the
private sector would require legislation.
Any prospective legislation must over-
come the normal obstacles of the legis-
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lative process. A bill privatizing regis-
trations and driver's licenses would have
to clear committees in both Houses of
the Legislature, get a majority vote in
each House, and be signed by the Gov-

~>erjnor. This is an arduous process that"

trips up many a bill. /

This proposal will likely be resisted
by the MVD bureaucracy. After all, if
the Motor Vehicle Division is no longer
needed to register motor vehicles some
may well question whether it is needed
at all. At the very ieast, MVD may be
talking about a 50 percent cutback in
its budget. Hundreds of people would
see their public sector jobs eliminated.
These prospective impacts will inspire

"those affected to object to the proposed
reform.

We may also expect some initial op-
position from the auto insurance indus-
try. Atthe outset, the increased respon-
sibility th.ust upon the insurance indus-
try will provoke uncertainty. Businesses
generally do not like uncertainty. Un-
certainty increases risk. New means of
coping and making a profit would have
to be learned. However, once the insur-
ers understand that they will be com-
pensated by their customers forthe costs
ofissuing registrations and licenses they
should be more receptive to the idea. The
opportunity to play a more direct role in
controlling the risk of the roadway envi-
ronment should be perceived as a means
ofreducing underwriting losses over the
long term. As the environment becomes
safer, insurer's losses will fall (ultimately,
premium rates would be expected to fall,
as well, tut not as rapidly as underwrit-
ing losses). This should improve profit-
ability. Then, too, many of those cur-
rently evading the mandatory insurance
law will become the reluctant customers
of the insurance industry. This also
should increase profitability.

The general public may be apprehen-
sive about letting the private sector in-
surers decide who gets onto the roads.

As it now stands, though, private sector
businesses decide who can and can't
obtain creditand at what price. Obtain-
ing a loan to buy a house or a car must
pass private sector scrutiny. We have
learned to live with this system. We ex-
pect the decisions to be made on ratio-
nal criteria. And they are. Reflection
upon how the private sector has handled
this vital segment of contemporary life
combined with the greater convenience
of the hours kept by insurers and the
assurance that responsible drivers would
not have to pay high premiums to cover
damage done by wuninsured or
underinsured drivers should help to al-
leviate some of the general public's ap-
sprehension.

Ofcourse, that segment of the popu-
lation that is currently flouting the man-
datoiy insurance law or exploiting it by
underinsuring their vehicles would be
expected to raise quite a fuss over this
reform proposal. While we should not be
persuaded by the objections of those who
wish to continue passing the burdens of
their own actions on to others, we can
envision some means ofaddressing their
legitimate concerns.

The cast most deserving of sympathy
is that of the individual whose past driv-
ing behavior has taught him a lesson. It
is unfortunate for such individuals that
many more proclaim to have learned les-
sons that actually have. Consequently,
individuals with bad driving records
would undoubtedly have trouble obtain-
ing insurance and permission to use the
roads. |would expect insurers to estab-
lish methods ofserving this market niche.
One method would be to require the ve-
hicle ofsuch a person to be eauipped with
devices that enhance the safe operation
of the vehicle. We already mentioned the
possibility if a "breathalyzer-ignition™
link. Otheroptions could include vehicles
that could only run during daylight hours
(perhaps having a solar collector connec-
tion to the engine or transmission) or ve-

133



Transportation Q uarterly

hides whose maximum speed could not
exceed a low setting (perhaps having
"speed governors’ placed on the engine).
Insurers might see fit to require regular
safety inspections ofthe vehicle as a con-
dition of issuing a registration. Insurers
might see fit to require regular driving
tests for individuals whose driving behav-
ior has been demonstrated .to be more
hazardous than normal.

It may then be feasible for some high
risk, but repentant, drivers to work to-
ward a full reinstatement ofdriving privi-
leges by demonstrating meritorious per-
formance under limited driving privileges.
For others, though, the outlook will be
less sanguine. Thereare some peoplewho
should not be behind the wheel of a car.
Stopping them from drivingnot only hdps
to preserve the health and lives ofothers,
but also may save the driving-deprived
individual from Kkilling himself. Incom-
petent drivers must find other means of

meeting their transportation needs.
Carpooling is one obvious option. Living
or working closer to the places one needs
to travel is another option. Riding the
bus is another, albeit inconvenient, op-
tion. Society is not obliged to bear the
risk ofallowing persons who cannot cover
the costs ofany damage they are likely to
cause to drive vehicles on the roadways.

It may be preferable to tr* this re-
form in a pilot project in one country
prior to lull scale statewide implementa-
tion. Thiswouid enable insurers to gain
some experience with the process before
having to rely on it for three million ve-
hicles registered in Arizona- The selec-
tion ofa specific county should be made
jointly by the insurance industry and the
Arizona Department of Transportation.
This will enable ADOT to better antici-
pate any transitional difficulties and pre-
vent them from taking on a crisis pro-
portion.
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Abstract

This paper demonstrates th<U the for-profitprison
isalmostexclusively a Southern phenomenon, formed
ind shaped by the unique social and especially
iconomic charade.istics o fthat region. Unionization
mtes and. wages ofcorrectional employees provide a
statistically significant and theoretically sound basis
@r privatization in the southern states. The authors
tonclude that, when comparing the American South to
the Northeastand M id Atlantic, slates with the lowest
inmate increases have privatized while states with the

'‘argest increases have notprivatized.

Introduction

The growth of the American criminal justice
system, particularly its correctional component, has
been truly phenomenal in the past 20 years. In 1992,
743,984 inmates were held in state correctional
institutions, and another 32,688 adjudicated state
inmates were held in private prisons. With the addition
of the approximately 336,000 inmates held in jails
and detention facilities {Vital Statistics in Corrections,
1991, p. 66), and inmates in Federal institutions, tho
number of incarcerated individuals in the United
States is well over one million.

As prison populations grow, so does the emergence
of the for-profit prison. This paper is about for-profit
prisons and seeks to explain the socioeconomicreasons
why contemporary for-profit prisons are located, for
the most part, in the American South as opposed to
the Northeast and Mid-Atlantic regions.

NN T a o |Ilv ¢ W S
(TITLE 17 U.S. CODE)

Private Sector Involvement
_From Lilly and Knepperis Perspective (1992), the
private 1prlson_ sector consists ofthree farts_: (1) private
prison financing and construction; é 2 rivate prison
ownership and/or management; an 38 corporations
under contract with governmental units and private
management firms to provide goods and services, such
as lavatory units. They conclude that, “The ownership
and operation ofsecure facilities for adults constitute,
in actual numbers alone, the least significant area of
private sector involvement in corrections” (p.176).
When considering sheer numbers and their corollar?/,
the expenditure of funds, this statement is probab
accurate. The totality of the corrections commercial
complex greatly transcends the singular effort of
private sector involvement in the management and
ownership of prisons. However, when one considers
the growth pattern ofprivate state facilities in relation
to state inmate growth, private sector involvement no
longer seems “least significant.” The authors estimate
from 1991 to 1992 total public sector state inmates
grew by 5.4%while those in the private sectorgrew by
nearlly 41%..In other words, state private inmate
Bopu ations outpaced public sector state populations
oyer 750%. Ina recentbusiness article tor The New
ork Times, Ramirez (1994) proclaimed that, “Despite
a checkered past the future is looking brighter for the
private prison industry” (p. 6).

The growth and proliferation of a privatization
ideal in the corrections market is embodied in the
philosophy, management style, and budgetary
practices of the for-profit prison. The for-profit prison
IS unrestrained by competitive bids, union contracts,
direct government oversight, and the countless
regulations unrelated to inmates to which government
units must adhore. The private for-profit prison
represents the quintessential ideal ofthe connections
commercial complex. It can tap into, acquire, and
develop a market at lightning speed, while the
ponderous state apparatus crawls along at a snail’s
pace. Philosophically, the private prison'sraison d'etre
corresponds to the contemporary popular punitive
concept of incarceration. The autbc's agree with



McShane and Williams (1989) as wall as Lilly and
Kncppor (1992,1993) when iboy sug%est that private
for-profit prison interests have actually contributed to
o retributive warehousing approach to correction.

As of December 31,1992,over 80% ofall privatized
state inmates were held in four southern states:
Kentucky, Louisiana, Tennessee and Texas (Table 1).
The corporate headquarters of the three largest
corrections corporations are located in the South:
Corrections Corporations ofAmerica (CCA), Nashville,
Tennessee; United States Corrections Corporation
(USCC), Louisville, Kentucky; and Wachenhut
Corrections Corporation (WCC), Coral Gables, Florida.
Of the 21 corrections corporations listed in Thomas
and Foard’s directory (1992), 13 (62%) are located in
the South and most of the others are located in far
western states; those in the North are nonprofit
corporations, such as Volunteers of America.

Southern Industrial Growth and Northern
Decline—F heir Link to Prison Privatization

The pattern of southern industrial growth and
northeastern decline iB well documented in the
literature ofthe 1970s and 1980s We believe that the
same economic forces which contributed to the “Third
Wave of Corporate Migration” arc also shaping the
formation offor-profitprisons. Prison privatization is,
in addition, facilitated by the conservative crime
control philosophy and practice ofthe southern region.
Labor intensive firms, ofwhich private prisons are an
example, will view areas ofthe country where unions
are strong as the least desirable location for
investment.

All of the southern states in our analysis
(Tennessee, Texas, Louisiana) except one (Kentucky)
have some form of "right to work lav/* in place; in
contrast, no state in the Northeast or Mid-Atlantic
regions has such laws. Right to work laws are the
product of a long standing alliance between political
and business elites (Ichniowski & Zax, 1991). Miller

PAGE.003

and Canak (1988) document, in their quantitativ?
analysis, the significance ofopposition to unions in thi
American South. Business also lobbied against public
sector unions by advocating legal limits on collectivi
bargaining rights of civij servants and stiffer laws
against public employees' strikes. In Miller anc
Canak’s words, “the statistical evidence indicate?
rather persuasively that business influenced policj
makers against collective bargaining in the public
sector " (p. 275).

Virtually all prisons, whether public or private
locate in rural, economically depressed regions.
Consequently, private prisons mustrely on the reserve
ofrural labor (Wengerand Bonomo, 1993). Marginality
Is a key feature of the low wage labor process and is
readil?/ utilized by capital. In developed societies
capital expands principally within the service sector,
of which ﬁrisons are a component. All research
indicates that service workers on average receive less
pay and benefits and have less job security than
industrial workers. Workers who move into service
jobs fromsome other sector are much more likely to he
marginalized. Based on the authors’ interviews with
corporate administrators In both CCA and USCC,
wages in private prisons are lower than for comparable
positions in state facilities, and wages in Southern
facilities, as noted in the paper data, are considerably
lower than those of Northeastern states.

Privatization and Geographic Region:

Method of Analysis

As noted in the above, four southern states
(Kentucky, Louisiana, Tennessee, and Texas) account
for 80.6% ofall privatized state inmates. These states
were compared to seven northeastern states
(Connecticut, Delaware., Maryland, New Jersey, New
York, Pennsylvania, Vermont) and the District of
Columbia which comprise the member states of the
Mid-Atlantic States Correctional Association. The

Table 1;

Percentage of Slate inmates Privatized by Correctional Employees Unionized or In Employee Associations (1992)

% Private

Stale inmates Pjtvate Puwta
KY 8.6 1,095 8,531
U 17.8 2.262 14,575
TN 113 1438 9,677
X 420 5436 51,214

% Slate Corr

TOTAL % Private Emotovoe Union

9,626 114 0
16,638 134 10’
11115 12.9 55*
60,050 9.5 0

" Includes etafl hi both adult and Juvenile facilities, represented by American Federation ol State, County and Muntotpal Employees (AFSCME)
[American Federation of Labor (APL)* Congress of Industrial OrflanlzavVOn(CIO)]

? Career employees are represented by tho Tennesceo Stole Employees Association and only the non-eupervised employees at Brushy ML are

represented by AFSCME (AFL-CIO).
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northeastern stateB have no privatized state inmates
in secure facilities. The central tenets in Rusche and
Kirchheimer's thesis (1939) regarding the significance
ofeconomic and fiscal variables are analyzed with data
derived from the American Correctional Association’s
(ACA) publications vital Statistics (1991) and the
ACAsDirectory ofAdultFacilities (1992,1993) as well
as the statistical Abstract o fthe United States (1993).
The most consistent, comparable data are available
for states rather than counties and of course the
Federal Bureau ofPrisons system docs notdistinguish
among regions.

If in fact these regions are distinct, significant
statistical differences should manifestthemselveswith
respectto some or all ofthe following social, economic,
and fiscal variables: (1) unionization rates of
correctional employees, (2) starting salaries of
correctional officers, (3) percentage increaso of state
inmate populations, (4) percent change per capitadebt,
(5) percentincrease in state revenues, and (6) percent
Increase in operating budget (Table 2). The two
regions, Northeastern and Southern, are the
explanatory X variables which are com;})]ared by an
analysis ofvariance. The hypothesis is that there is
no significant statistical difference (p=.05) between the
regions in relationship to the five criterion-dependent
variables.

rnut. -out

Presentation of Data
(1)Unionizati0n rates. Table 2,column 1,com pares
unionization rates between coiTectionalemployees in
each region for 1991. Therais a significant statistical
difference between regions in correctionalemployees’
unionization rateB.

(2) correctional officers’starting salaries. Column
two examines the starting salaries of correctional
officersas of December 31,1990. There is a significan
statistical difference between regions in correctioniJ.
officers’starting salary.

(3) Increase in state inmate population. Column
three presents growth patterns in inmate populations
overatenyear period, 1983-1992. Mean imprisonment
rates have grown at a much faster pace in the Mid-
Atlantic region than the South: 99.3% in the former
and 40.8% In the latter. These differences cannot be
explained by a corresponding growthin private inmate
populations in the South since the percentage of
private inmates within these states ranges onl;*
between 9.5% in Texas and 13.45% in Louisiana. Ii.
other words, the percentage increase in the privatei
sectoristoolowto reducethe growth rate in the South’v
public sector prisons (See Table 1). There i? a
significant statistical difference between regions in.
increases in state inmate populations.

Table 2:
Relationship Between Regions and DependentVariables

MkJ-ACantJc % Adult Starting % Increase
States (MAS) Com employees Salary State Inmate
X, Unionized c.o. Population
soyth&flism asi 1991 15/318Q 1983-1992
Y, Y, Y,
cr 80% $22,958 113.6%
DC 72% $22/35 » 138.3%
DE 85% 517,702 83.8%
MD 66% 520,772 65.0%
NJ 90% 526,045 121.0%
NY 91% 521,338 102.0%
PA 80% 517,734 124.0%
VT 85% 516,661 46.4%
MAS MEAN a 62.4% 99.3%
KT 0% 513,668 92.3%
LA 10%* 513,776 23.3%
TN 55% S13J560 8.3%
TX 0% 516,676 39,2%
SS MEAN - ie.25%5" 514,145 40.8%
Sia DIFF. BETWEEN
MID-ATLANTIC AND SOUTH
.0001 0028 0166

ANOVA [~

Per Capita % Increase Operating
Debt Stale Budget
1983-1990 Revenuo % Increase
%EDLAIQfi J383-1990 1983-1992
Y, Y. Y,
40.7% 43.8% 310.9%
— — 146.7%
17.7% 67.0% 88.0%
-43.8% 25.0% 185.6%

2.4% 35.7% 303.0%
-16.7% 24.5% 168-1%
-48.7% 19.0% 265.4%

11.6% 46.7% 115.3%

" 51% 36.0% 186,0%
-43.1% 47.5% 214.1%
1432% 11.0% 98.9%
-66.6% 23.4% 13£4%
-76.0% 11.0% 417.8%
«42.83% 232% 215.8%
1248 2109 .7894

=Information obtained from contact with Department ol Corrections, Personnel Division.

‘Include start In both adult and Juvenile faculties, De. amentofCorrecUorw, represented by AFSCME

The 10.25% Is Inflated because of guafificaUon*.
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(4) Per capita state debt reduction. Column four
examinos trends in per capita state debt reduction
within both regions. Debt reduction from 1983-1990
Is greater in southern states than in the Mid-Atlantic
corrections region. Even though there is a difference
of over 37% between these regions, we fail to reject
the hypothesis. There is not a significant statistical
difference between regions in per capita state debt
reductions.

(5) Increase is state revenues. Columnfive compares
the increase in state revenues from 1983-1990.
Revenue differences between the two regions are
similar. The Mid-Atlantic region increased its
revenues on average 36% while the South increased
its amountonaverage by 23.2%. Given tins similarity,
Itisto boexpected that wefail to reject the hypothesis.
There is nota significant statistical difference between
regions in their respective increase in state revenues.

(6) Operating budgetfordepartmento fcorrections.
Column six examines the department of corrections
operating budget increases from 1983-1992. The two
regions are very similar, operating budgets onaverage
increased 198%in the Mid-Atlantic region and 215.8%
in the South. As expected, we fail to reject the nuU
hyfpothesis; there Is not a significant statistical
difference between regions in department of
corrections operating budget increases.

Discussion of D ata
A researcher would expect states with a largerper
capita stale debt relative to other states to be inclined
to privatize since private prison corporations maintain
thatthey can provide a comparable or superior service
at a lower cost, thus reducing state expenditures.
However, the authors’cost benefit analysis indicates
numerous hidden costs in privatization (Haririan and
Bonomo,1994). The southern states have reduced their
debt by over 800%in comparison to northeastern states
(-42.83% in the South versus -5.1% in the Northeast),
whereas one would expect the reverse trend. The
degree of state debt ’oes not appear to impact the
decision to privatize, although a non-statistically
significant trend is ap()farent in which states with the
greatest amount of debt reduction have chosen to
privatize and states with continuing higher amounts

of per capita debt have not privatized.

In asimilar vein, increase in state revenue between
the two regions demonstrates no significant statistical
difference. State revenues increased only 12.8% more
in the Mid-Atlantic states (36.0% versus 23.2% in the
southern region). Ifthis gap were larger, one could
argue that a lack of revenues contributed to
privatization.

Whendepartmentofcorrections* operating budgets
are compared, virtually no statistical difference is
demonstrated. One cannot argue that states which

rmac. ukju

have privatized have significantly larger correction.®
budgetincreases. Logic seems to dictate that a motive
behind private prison formation is the more rapid
growth in corrections’ budgets, hence the need to turn
to a more cost effective solution. The authors indicate
that this is not the case. Likewise, debt reduction and
revenue increases cannot explain the motives behind
privatization.

A significant statistical relationship is observed
when examining the increase in state inmate
populations. A researcher would expect those states
where inmate populations have increased the most to
be more inclined to privatize. The authors indicate the
reverse trend. The Northeast, where incarceration
rateB have grown over two times faster than the South,
99.3% versus 40.8%, has not privatized; while the
South, with much lower growth rates, has chosen to
privatize. This factis startling since private corrections
corporations maintain that their speed of coming on
line with less cost Is a major advantage over public
facilities managing rising inmate populations. It can
be said with reasonable certainty otthese regions, that
states with the lowestinmate increases have privatized
while states with the largest increases have not

privatized.

Summary and Conclusions

It is appropriate to examine the structural
conditions in the American South which predispose
the formation of private prisons. Larger labor and
capital relations provide significanttheoretical insights
lo private prison formation in the South. The authors
conclude that unionization rates and correctional
officers' starting salary explain Wh%/ private prisons
have chosen to locate where they have. Within the
southern region, wages are lower and greater corporate
topsiown control is exercised over employees. Private
prisons would find it difficult to offer a competitive
3alary in the northeast rogion. Although actual wage
rates are difficult to obtain for the private sector, it is
generally recognized that starting correctional officers’
salary aswell as the salary forany comparableyear of
service in a particular state is lower in the private than
in the public sector. Democratically oriented unions,
which participate in work place issues under the
umbrella of collective bargaining and the right to
strike, are not compatible with southern management
stylos. Oligarchical management practices tie easily
into low unionization rates and larger social policy
Issues, such as "Sight to work* laws, which existin most
of these southern states. Furthermore, this study
shows that, when comparing the American South to
the Northeastand Mid Atlantic, states with the lowest
inmate increases have privatized while states with the

largest increases have not privatized.
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~ Endnotes
"‘Mam dedicating this article to the memory of my
dear friend end collaborator, Thomas Bonomo.
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HE RECENT infatu-
ation with the priva-
tization of educa-
T tional services has
supporters who
seem to present itas a panacea
for all that ails public education.
Yet, two recent developments
have cast dramatically differing
perspectives on this controver-
sial practice. In School District of
Wilkinshurg v. Wilkinsburg Educa-
tion Association (1995) the Su-
preme Court of Pennsylvania
affirmed the denial of a request
by the teachers' union to enjoin
the local board from entering
into a contract with Alternative
Public Schools Incorporated
(APSI) from Nashville, TN, a
private firm, for the operation
and management of one of its
elementary schools. The teach-
ers were concerned because if
the board followed through on
the contract, then APSI would
be free to hire its own faculty
and staff at the school, a move
that could cost 30 teachers their
jobs. The ruling in Wllklnsburg
cleared the way for the board to
enter into the contract with
APSI. Conversely, shortly after
the decision in Wilkinsburg, du-
cational Alternatives Incorpo-
rated (EAI), one of the leading
firms in the move toward priva-
tization, lost its contracts to

AAY 19%

operate schools in Baltimore
(Walsh, 1995) and Hartford
(Walsh, 1996).

In light of these very different
results, this article examines
state oversight, or rather, the
lack thereof, and legal controls
over the new breed of educa-
tional organizations such as EAI
and the Edison Project, perhaps
the two best known private con-
tractors for instructional ser-
vices. The article begins by
briefly examining background
issues on privatization along
>ith reviewing arguments re-
garding its adoption. The sec-
ond section notes the virtual
lack of governmental controls
and regulation of privatization.
The final portion raises lingering
legal questions that remain in
the apparently head-long rush to
privatization.

Overview of Privatization
Privatization, coined after the
concept introduced by Peter
Drucker in 1968 (Bast &
Walberg, 1994), refers to the
practice whereby public school
districts enter into contracts
with private, for-profit organiza-
tions to deliver a variety of edu-
cational goods and services. The
range of contracts stretches from
managing entire school systems.

to providing instructional media
such as Channel One, to con-
tracting out student transporta-
tion, food services, maintenance
and custodial services and
photo copiers.

Advocates of privatization
offer at least three related argu-
ments to bolster their position.
Perhaps the major point raised
in support of privatization is
that it brings the efficiency of
the marketplace to public educa-
tion. A closely related view is
that since public schools have
failed to keep pace with interna-
tional standards, they must re-
spond to the competitive de-
mands of the marketplace. A
third set of arguments maintains
that privatized schools would be
more accountable, would be cost
effective and would promote
innovation as educators are
forced to become more entrepre-
neurial.

Opponents respond that
privatization in the form of for-
profit schools 3nd deregulation
is influenced by social Darwin-
ism and the survival-of-the-
fittest concept and may simply
allow for the rich to get richer
and the poor to get poorer. Such
a result has been evident in
other realms of public service
including education and health
care as privatization has, ac-
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cording to Brown and Contreras
(1991), done little more than
"create economically, socially
and racially stratified communi-
ties, and there is no evidence
that this stratification is the di-
rect result of competition be-
tween communities to offer su-
perior public services™ (p. 145).
The legitimate fear of critics is
that to offer privatization with-
out creating an accompanying
mechanism to regulate its
spread or considering its impact
on communities most in need
risks further stratification of
schools-and society.

The move toward privatiza-
tion is compounded by
the fact that although
many use the term al-
most interchangeably
with charter school,
there is no universal
agreement on its mean-
ing. An example of the
differences between
these two types of
schools can be seen by
comparing legislation in Minne-
sota and California. Charter
schools in Minnesota, identified
as outcome-based schools (Min-
nesota Statutes, § 120.064, 1994),
are legally autonomous, while in
California (California Education
Code, 8§88 47600-47615, 1994), the
board negotiates not only a
charter but also who may hire or
dismiss personnel.

Howard Fuller, the superin-
tendent of Milwaukee Public
Schools, offers another interest-
ing 4 erspective. Fuller maintains
that Wisconsin's statute is not a
charter school law since staff
members in these schools would
be employed by the local board
rather than a private contractor;
as such, they would be subject
to existing collective bargaining
agreements and state laws.

Privatization has received
mixed support at best. That is,
in response to a question about
whether private, for-profit cor-
porations should be permitted
to enter into contracts to operate
public schools, a national poll of
attitudes toward the schools
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revealed that 45 percent of re-
spondents favored the idea, 47
percent opposed it, and 8 per-
cent did not know what to think
(Elam, Roser, & Gallup, 1994).
This poll also indicates that 54
percent of respondents are of the
opinion that charter schools are
a positive development, while
39 percent disagree and seven
percent did not know what to
think (pp. 53-54).

The competition between pri-
vate contractors has continued
to intensify. In other words,
while EAl's efforts at privatiza-
tion remain underway in Dade
County, FL, it has been ousted in

Baltimore and Hartford, and its
proposals have been rejected by
school systems in Arkansas,
Florida, Minnesota, New Jersey,
and New York.

Further, the Edison Project
has gained contracts in Kansas
and Massachusetts (Schmidt,
1994; Walsh, 1994), and local
firms are negotiating agreements
in Nashville, TN, and Osceola
County, FL (Schmidt, 1994).
Even so, as these developments
gather momentum, plans for legal
oversight have not kept pace.

State Regulation
Of Privatization

The related concept of au-
tonomous publicly-supported
charter schools, which have
been adopted by 19 states with
10 more states likely to do the
same later this year (Toch, 1996),
has been accompanied by appro-
priate oversights. The same is
not true about privatization. In
fact, with the exception of
guidelines created by the Minne-
sota Department of Education

(Randall, 1992), these agree-
ments are apparently a matter of
a private contract between en-
trepreneurs and school systems.
Clearly, public schools have
had long-standing business rela-
tionships with private vendors
forsuch "hard" goods as books
and supplies that are closely
monitored by state statutes
(Kentucky Revised Statutes, §
45A.33 et seq., 1992). This kind
of business relationship is a
mixed blessing. On the one
hand, schools are protected if
the cost of an item increases
during the life of a contractas
the supplier is bound to provide
the good(s) at the agreed
upon price. Conversely,
if a price declines during
the term of a contract,
the schools are bound to
pay the higher price.
The current wave of
privatization on instruc-
tional services began in
1990 when EAI entered
into a contract with
Dade County, FL, the fourth
largest school system in the na-
tion (David, 1992). The relation-
ships being created by firms such
as EAIl differ from the roles of
suppliers of hard goods in two
significant ways. First, they are
seeking to provide the "soft" pro-
fessional service of instruction.
Second, unlike laws regulat-
ing competitive bidding and
quality control, there are virtu-
ally no state controls, explicit or
implicit, to oversee the critical
process of assuring that the de-
livery of educational services
will meet the needs of the stu-
dents being served. Moreover,
one of EAIl's strongest selling
points is its stated concern with
saving school systems money.
Yet, as witnessed by its difficul-
ties in Baltimore it is not clear
how EAI can accomplish this
goal if it is locked into a pre-
existing contract for hard goods
or soft services should some
external factor change the cost
of doing business.
At the same time, unlike the
non-public schools, which his-
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torically have been largely ex-
empt from the same degree of
state oversight as public schools,
it is not clear whether private
contractors will enjoy the same
degree of freedom. Thus, al-
though private contractors are
not likely to be operating under
recognized statutory exceptions
from compulsory attendance, as
public schools they will be act-
ing "under color of state law."
As such, they will fall under the
full regulatory umbrella of fed-
eral laws and regulations.

Along with federal law, priva-
teers are likely to be bound by a
wide array of state laws ranging
from procurement codes, to
teacher certification, to class
size, to the length of the school
year. Moreover, not the least of
the areas where potential con-
flict looms is labor relations as
both the American Federation of
Teachers and National Educa-
tion Association are wary of
privatization efforts (Schmidt,
1994). The effect of potential
labor strife in California, Minne-
sota or Maryland (Diegmueller,
1992), all of which have moved
toward privatization while ex-
plicitly recognizing the right of
school employees to organize
and bargain collectively, could
be telling.

The growing tension between
management and lat or in the
face of privatization can give
rise to a whole new set of legal
problems. Just as WI”(InSbUI’g
illustrated how tempers can
flare between a board and its
teachers, a recent lawsuit in
Minnesota (Independent School
District No. 88, New Ulm, Minne-
sota V. School Service Employees
Union Local 284, 1993), the home
of EALI, illustrates another type
of dilemma that can present
itself in a move toward
privatization.

At issue in New UIm was the
school board's decision to con-
tract out its food services opera-
tion. The Supreme Court of Min-
nesota affirmed that although
the collective bargaining agree-
ment between the parties recog-
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nized contracting out as an in-
herently managerial right, the
board was required to submit to
binding arbitration over the
impact of its action. The court
was concerned over the rights of
the school personnel who would
be affected during the remain-
der of the contract period. The
court concluded that arbitration
was especially appropriate be-
cause the board's actions effec-
tively eliminated the entire bar-
gaining unit while the contract
remained in effect. Conse-
quently, where privatization
seeks to suspend a bargaining
agreement or leads to labor
strife upon the expiration of a
contract, one can only wonder
what such a disruption would
mean in the lives of the students
whose rights virtually have been
ignored in this discussion.

Other potential trouble areas
loom. For example, to the extent
that contracts between private
vendors and school districts are
public business, they are subject
to state disclosure laws. Where
an EAI or Edison Project enters
into a contract to operate a school
district, it is unclear whether all
of a state's bidding laws will ap-
ply or whether contracts and
other legal agreements will be
subject to disclosure provisions,
sunshine laws and freedom of
information acts.

Lingering Legal Questions

The rush towards privatiza-
tion has been unaccompanied by
adequate legal analysis. Conse-
quently, as districts head into
previously uncharted legal wa-
ters, the following issues are
raised in order to help school
business officials and other edu-
cational leaders gain a clearer
understanding of whether pri-
vate, for-profit organizations
can deliver on their promise to
reverse the declining fortunes of
the public schools.

First, public education in this
country cannot jump at simplis-
tic solutions to the multifaceted
aroblems they face. By merely

tinkering with the system” effeér
tive long-term benefit is unlikelJy
to occur. While the need to im"?
prove the delivery of educa-

tional services is evident, the -*
dramatic ,hift in resources that
privatization suggests should be
well-reasoned and supported by-
research rather than changing

simply for the sake of change.

Accordingly, privatization
must be accompanied by appro-
priate legislative and adminis-
trative enactments as a means of
providing legal guidance.

Insofar as public education is
a function of the State, law mak-
ers would be foolish to allow
local school systems to delegate
their responsibility without first
considering what is taking place
and determining responsibility
in advance. Legal concerns in
this regard include day to day
matters such as contracts; com-
pliance with state and federal
mandates; school safety in terms
of student supervision and hir-
ing of personnel; and the consti-
tutional rights or students,
teachers, parents and taxpayers.

A second, and closely related
issue is that just as the perfor-
mance of school personnel is
subject to legal scrutiny, an ap-
propriate measure must be de-
veloped to effectively evaluate
moves toward privatization.
Unfortunately, few, if any, of the
privatization contracts seem to
include systematic, reliable pro-
visions for its evaluation.

Thus, as reform-minded
states such as Kentucky have
enacted elaborate statutory and
regulatory mechanisms to en-
sure accountability, privatized
schools would be wise to follow
their lead. For example, these
schools can help to ensure that
they will meet appropriate lev-
els of performance either by
including explicit statements
that they will comply with state
requirements or by voluntarily
holding themselves to higher
standards of student achieve-
ment.

Third, those most directly
associated with public educa-
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Hon—students, teachers, parents
and taxpayers—must be em-
powered to realize that they are
the true owners of the system.
These stakeholders must be
aware of what is being pur-
chased in their names. As such,
any move toward privatization
should include meaningful input
from its key stakeholders. In an
era of entitlement, it is

at best unwise to not

seek as broad a base as

possible for ensuring

educational improve-

ment.

For example,
where privatized
schools attempt to
eliminate programs
such as extracurricu-
lar academic activi-
ties or interscholastic sports,
their contracts should include
mechanisms such as public hear-
ings to afford stakeholders with
the opportunity to voice their
input. Hearings may not guaran-
tee that all participants will ac-
cept, or even be happy with, a
decision, but at least they can be
satisfied in knowing that their
concerns will have been consid-
ered.

Fourth, the impact of privati-
zation must be looked at in
terms of cost-benefil: analysis. In
other words, rhetoric aside,
there are little, if any, data on
the financial costs associated
with a move to privatization or
on how such a change might
disrupt the orderly operation of
school districts.

Consequently, even if private
corporations are able to con-
serve some financial resources,
in light of the monetary difficul-
ties that EAIl experienced in
Hartford, it is unclear how sav-
ings can, or will, be accom-
plished.

Moreover, should privateers
be able to save a few dollars, it
does not appear that any serious
thought has been given to how
non-financial costs such as labor
strife and lost school days to
students are factored into the
equation. The hidden costs asso-
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ciated with squandered or mis-
used human capital may wind
up costing the schools, and the
country, much more in the long
run as students are short-
changed in their educational
experiences.

In sum, despite ample evi-
dence suggesting the need for
caution, proponents of privati-

zation seem to present it as the
cure-all for public education.
However, before acHng in haste,
school business officials and
other educational leaders should
keep the olcl adage in mind—if
something is too good to be
true, then it probably is. Let the
buyers bewarelQ
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Buyer Beware

State Controls over Privatization

By Dr. Charles J. Russo and Dr. J. John Harris, H

T HE RECENT infatu-
ation with the priva-
tization of educa-
tional services has
supporters who

seem to present it as a panacea

for all that ails public education.

Yet, two recent developments

have cast dramatically differing

perspectives on this controver-
sial practice. In SChOOl District of

Wilkinsburg v. Wilkinshurg Educa-

tion Association (1995) the Su-

preme Court of Pennsylvania
affirmed the denial of a request
by the teachers' union to enjoin
the local board from entering
into a contract with Alternative

Public Schools Incorporated

(APSI) from Nashville, TN, a

private firm, for the operation

and management of one of its
elementary schools. The teach-
ers were concerned because if
the board followed through on
the contract, then APSI would
be free to hire its own faculty
and staff at the school, a move
that could cost 30 teachers their
jobs. The ruling in WI”(InSbUI'g
cleared the way for the board to
enter into the contract with

APSI. Conversely, shortly after

the decision in Wilkinsburg, edu-

cational Alternatives Incorpo-
rated (EAI), one of the leading
firms in the move toward priva-
tization, lost its contracts to

operate schools in Baltimore
(Walsh, 1995) and Hartford
(Walsh, 1996).

In light of these very different
results, this article examines
state oversight, or rather, the
lack thereof, and legal controls
over the new breed of educa-
tional organizations such as EAI
and the Edison Project, perhaps
the two best known private con-
tractors for instructional ser-
vices. The article begins by
briefly examining background

'sues on privatization along
with reviewing arguments re-
garding its adoption. The sec-
ond section notes the virtual
lack of governmental controls
and regulation of privatization.
The final portion raises lingering
legal questions that remain in
the apparently head-long rush to
privatization.

Overview of Privatization
Privatization, coined after the
concept introduced by Peter
Drucker in 1968 (Bast &
Walberg, 1994), refers to the
practice whereby public school
districts enter into contracts
with private, for-profit organiza-
tions to deliver a variety of edu-
cational goods and services. The
range of contracts stretches from
managing entire school systems,

to providing instructional media
such as Channel One, to con-
tracting out student transporta-
tion, food services, maintenance
and custodial services and
photo copiers.

Advocates of privatization
offer at least three related argu-
ments to bolster their position.
Perhaps the major point raised
in support of privatization is
that it brings the efficiency of
the marketplace to public educa-
tion. A closely related view is
that since public schools have
failed lo keep pace with interna-
tional standards, they must re-
spond to the competitive de-
mands of the marketplace. A
third set of arguments maintains
that privatized schools would be
more accountable, would be cost
effective and would promote
innovation as educators are
forced to become more entrepre-
neurial.

Opponents respond that
privatization in the form of for-
profit schools and deregulatiorr
is influenced by social Darwin-
ism and the survival-of-the-
fittest concept and may simply
allow for the rich to get richer
and the poor to get poorer. Such
a result has been evidentin
other realms of public service
including education and health
care as privatization has, ac-



tion—students, teachers, parents
and taxpayers—must be em-
powered to realize that they are
the true owners of the system.
These stakeholders must be
aware of what is being pur-
chased in their names. As such,
any move toward privatization
should include meaningful input
from its key stakeholders. In an
era of entitlement, it is

at best unwise to not

seek as broad a base as

possible for ensuring

educational improve-

ment.

For example,
where privatized
schools attempt to
eliminate programs
such as extracurricu-
lar academic activi-
ties or interscholastic sports,
their contracts should include
mechanisms such as public hear-
ings to afford stakeholders with
the opportunity to voice their
input. Hearings may not guaran-
tee that all participants will ac-
cept, or even be happy with, a
decision, but at least they can be
satisfied in knowing that their
concerns will have been consid-
ered.

Fourth, the impact of privati-
zation must be looked at in
terms of cost-benefit analysis. In
other words, rhetoric aside,
there are little, if any, data on
the financial costs associated
with a move to privatization or
on how such a change might
disrupt the orderly operation of
school districts.

Consequently, even if private
corporations are able to con-
serve some financial resources,
in light of the monetary difficul-
ties that EAI experienced in
Hartford, it is unclear how sav-
ings can, or will, be accom-
plished.

Moreover, should privateers
be able to save a few dollars, it
does not appear that any serious
thought has been given to how
non-financial costs such as labor
strife and lost school days to
students are factored into the
equation. The hidden costs asso-

ciated with squandered or mis-
used human capital may wind
up costing the schools, and the
country, much more in the long
run as students are short-
changed in their educational
experiences.

In sum, despite ample evi-
dence suggesting the need for
caution, proponents of privati-

zation seem to present it as the
cure-all for public education.
However, before acting in haste,
school business officials and
other educational leaders should
keep the old adage in mind—if
something is too good to be
true, then it probably is. Let the
buyers bewarelQ
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Stale (in the broad sense of the notion, cither at the state or the federal
level) is responsible for the infringement.’

However, the Supreme Court has acknowledged that there are
circumstances in which a seemingly "private” action should be
considered a State Action. When the State is deeply involved in a
private activity, this activity is perceived as being (substantively) a state
action, despite its private appearance. It is this application of the
doctrine that is of interest in the context of privatized enterprises and
services. Privatization usually stands for substitution of public services
by private actors - resulting in the government being only "involved" in
them (usually by operating the regulatory process).9 And the question
is, whether privatized services should be considered as completely
private, or rather, also as public to a certain degree, and therefore as
state actions (at least, in some circumstances).

Il. Private Actions as State Actions According to Current
Doctrine

The Supreme Court has accepted the view that, in special
circumstances, private actions should be viewed as state actions.
However, it has applied this view very narrowly, considering most
actions as private despite clear traces of government involvement. | will
first review this approach, and then evaluate it. Considering the purpose
of the discussion, it will not be a complete review of the state action
doctrine. It is aimed only at the possible application of the doctrine to
private enterprises facing state action claims.10

8. This statement of the law is subject, of course, to changes originating from state
constitutional law. See PmneYard Shopping Ctr. v, Rubins, 447 U.S. 74 (1980); tee also
Jennifer Friesen, Should Callfomia't Constitutional Guarantees o f Individual Rights Apply
Against Private Actors?, 17 HASTINGS CONST. LQ . 111 (1989).

9. FortheinterchingeabiUty o fpublic-ownership and regulation, see STEPHEN BREYER,
Regulation and rrs Reform 1s1-83 (1982).

10. The stale action doctrine has long been criticized for its lack of clarity and
indefinitive scope. For broader discussions of (he doctrine, see Harold W. Horowitz, The
Misleading Starch for "State Action" Under the Fourteenth Amendment, 30 S. CAL L
Rev. 208 (1937); Charles L. Black, Jr., The Supreme Court 1966 Term « Foreword: “State’
Action, Equal Protection, and California’s Proposition 14, 81 HaRV. L. REV. 69 (1067);
Ira Nerken. A New Dealfor the Protection of Fourteenth Amendment Rights: Challenging
the Doctrinal Bases o fthe Civil Rights Cases and Slate Action Theory, 12 HaRV. c.r.-c.L.
L REV. 297 (1977); Erwin Chemerinsky, Rethinking Stale Action, 80 Nw. u. L. REV. 603
oss); Laurence w. Tribe, Refocusing the “State Action” Inquiry: Separating
State Acts from State Actors in Constitutional. Choices (1985); see also Barbara
Rook Snyder, Private Motivation, Slate Action and the Allocation of Responsibility for
Fourteenth Amendment Violations, 1S CORNELL L REV. 1053 (1990), and the list o articles
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A. Easy Cases of State Action

1. Coercion and Authorization

There are some obvious cases of state action, i.e., when private
activity is coerced by law or specifically authorized by an official
exercising statutory authority. In these examples, the private action
derives its validity from a real state action, and therefore is substantively
a state nction. This form of state action is exemplified by the decision
in Public Utilities Commission v. Poliak.1l In this case, the proceed-
ings followed a decision of a street railway company operating in the
District of Columbia to amplify radio programs in its streetcars and
buses, allegedly depriving passengers of liberty without due process of
law.11 The Court was willing to discuss this state action complaint
because the relevant state authority - the Public Utilities Commission of
the District of Columbia - investigated the decision of the company and
approved it.13 From the Court’s perspective, it was important that the
official approval was explicit and addressed the current complaint. ¥4
In Jackson v. Metropolitan Edison Co.,5the Court did not deem suffi-
cient an implicit authorization.16 This case addressed a consumer’s
complaint that her electric services were terminated without affording
for a hearing, and therefore allegedly without due process of law.I7
The company’s right to terminate scvices for nonpayment appeared in
its general tariff filed with the Public Utility Commission, and was
never disapproved.” However, the implicit authorization was not
considered a sound basis for a state action claim.19

However, the obvious case of a specific authorization is not the
right prototype for the current discussion. Privatization initiatives are

compiled there in note. For a general survey of the cuiTent doctrine, see Laurence .
Tribe, American Constitutional Law 1688-1720 (chapter 18) (2d ed. 1988).

1. 343 U.S. 451 (1952).

1Z 1d. at 456-57.

13. Id. at 462-63.
14. According to the Court: “We rely particularly upon the fact that that agency,

pursuant to protests against the radio program, ordered an investigation of it anJ, after
formal public hearings, ordered its investigation dismissed on the ground that the public
safety, comfort and convenience were not impaired thereby.” ld. at 462.

15. 419 U.S. 345 (1974).

16. Id. at 354.

17 Id. at 347-48.

18. Id. at 355.

19. Id. at 354-37.
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company] operates a public utility on the streets of the District of
Columbia.”3

The significant curtailment of the public function theory started in
the seventies, when Justice Rcnquist ruled that it is limited to activities
traditionally and exclusively identified with the state,3 a reservation
first introduced in JACKSON.2: As mentioned before, this case addressed
electricity services, and the plaintiff contended that their supply should
be regarded as fulfilment of a public function.3 The contention was
flatly rejected by Justice Rcnquist, who wrote for the majority. In his
view, a state action may be found only when the function operated is
one that was "traditionally the exclusive prerogative of the state,"3 or
"traditionally associated with sovereignty.”3/ This narrowing theory
prevailed in later cases, although its basis was never fully explained. It
allowed a differentiation between the company-owned town and modem
activities like electricity services, but the appropriateness of this
differentiation was far from self-evident.

The Flagg Bros, case was the next to raise the public function
issue.3l Due to an unpaid debt to a warehouse, the plaintiff’s property
stored there was about to be sold in accordance with a state law
authorizing satisfaction of a lien without prior recourse to the courts.®
The plaintiff argued that her due process rights were infringed, the
creditor being in these circumstances a state actor - acting in the public
sphere of dispute resolution.40 Justice Rchnquist, who delivered the
opinion of the court, dismissed the public function argument once again.
He explained that "the settlement of disputes between debtors and
creditors is not traditionally an exclusive public function.”4l Later in

32. Id.
33. Another line of nanowing interpretation of Marsh discussed in its First

Amendment context. The application of the precedent to speech in shopping centers, in
Food Employees Local 590 v. Logan Valley Plaza, 391 U.S. 308 (1968), was overruled in
Hudgens v. NLRB, 424 U.S. 507 (1976). | chose not to concentrate on this line of cases,
because it also entangles considerations specific to the free speech debate. However, the
judicial tendency to lim it the significance of Marsh is also evident here. For a discussion
of these cases, see Frederick Schiuer, Hudgens v. NLRB and the Problem of State Action
in First Amendment Adjudication. 61 MtNN. L. REV. 433 (1977).

34. 419 U.S. 345.

35. Id. at 351

36. Id. at 353.

37 1d

38. 436 U.S. 149.

39. 1d, at 153.

40. I?at 157.

41. 10. at 161
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the opinion, Justice Rehnquist made it clear that the current doctrine
does not apply even to “a number of state and municipal functions. ..
which have been administered with a greater degree of exclusivity by
states and municipalities than has the function of so-called ‘dispute
resolution.” Among these are such functions as education, fire and
police protection, and tax collection.”4l Not even police protection!
However, in regard to these relatively exclusive functions, words of
reservation were added: “we express no view as to the extent, if any, to
which a city or State might be free to delegate to private parties the
performance of such functions and thereby avoid the the strictures of the
Fourteenth Amendment.”43 From the context, it is not clear whether
these words were meant to be confined to intentional circumvention of
constitutional duties through the delegation of functions. However, the
narrow understanding is supported by the fact that this reservation was
never mentioned again in the Chief Justice's opinions. For example, in
Rendell-Baker v. Kohn,u he rejected the suggestion to apply public
function theory in regard to a school that served as a de-facto substitute
to a public school. Most of the students were both referred to it and
financed by government authorities.43 In the Court's view, the decisive
fact was that education was not "traditionally the exclusive prerogative
of the State”46 while ignoring the reservation in Flagg Bros which
specifically addressed semi-exclusive public functions like education.47
The same can be said about BlUm V. Yaretsky,4> in which the Court
denied an application of the public function theory in regard to nursing
homes attending Medicaid patients. Again, the rrling precedent was the
"traditionally the exclusive prerogative of the state” formula.49 A more
recent precedent is San Francisco Arts & Athletics v. United States
Olympic Committee.50 Here, the state action claim concerned the
United States Olympic Committee (USOC), a corporation endowed by
law with the sole authority to represent the United States in the Olympic
Games. The USOC had refused to allow the use of the word “Olym-
pic” for a sport event organized by the petitioner as the “Gay Olympic

42. 1d. at 163.

43. 463 U.S. at 163-64.

44, 457 U.S. 830(1982).

45. |d. at 832.

46. td. at 842 (quoting Jackson, 419 U.S. at 353).
47. 436 U.S. at 63-64.

48. 457 U.S. 991 (1982).

49. Id. at 10il.

50. 483 U.S. 322 (1987).
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monopoly of local public transportation, and was operating under an
elaborate regulatory scheme.6l However, the Court was not willing to
draw a state action conclusion from these factors alone.® This
conclusion was based upon a specific authorization of the private
decision, pursuant to an official investigation of it. Poliak preceded
Burton, but later cases prove that the narrow view expressed by it
outlived Burton.

An important case subsequent to Burton was Moose Lodge No. 107
v. Irvis.10Here, the plaintiff was a black person discriminated against
in a private club because of his race.7l The state action claim was
based on the fact that the club got a liquor license and was regulated as
a liquor licensee.72 The license was partially exclusive in nature
(though not monoplistic in the strict sense) due to a quota system
administered in liquor licensing.73  However, according to the
majority’s opinion, “here there is nothing approaching the symbiotic
relationship between lessor and lessee that was present in Burton,”7%
The description of the relationship in Burton as "symbiotic" limited the
potential of this precedent. Symbiosis infers reciprocity, and therefore
is not established even by substantial governmental involvement.

There may be good reasons for the denial of a state action claim
in the circumstances of Moose Lodge.™ The background of the case
was a relatively standard scheme of licensing. It would be exaggerated
to argue that in the modem administrative state almost every licensee
is a state actor. However, the question remains whether, and in what
sense, reciprocity should be part of the test, i.e., is it essential that the
government will have a pecuniary interest in the private action, as in
Burton?

Later, Lie narrow application of Burton was not limited to such
relatively standard licensing situations as the one discussed in Moose
Lodge. JacksonBSis a representative example. Here, a much deeper
governmental involvement with the private actor was still short of state

68. Id. at 462

69. Id.

70. 407 U.S. 163 (1972).
71. 1d. al 164-65

72. 1d. at 165.

73. 1d. at 177.

74. 1d. at 175.

75. 407 U.S. 163.

76. 419 U.S. 345.
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action.77 As previously noted, the Court declined to acknowledge the
provision of electricity services as state action under the public function
theory.7l But, this was not the only line of argument. Under the
circumstances of the case, the petitioner based her argument also on
other factors: extensive regulation and the monopolistic status of the
utility. 79 These were the same factors discussed in Moose Lodge, but
more intensified - heavy regulation (rather than standard regulation) and
a clearer monopolistic status. However, the majority of the Court still
thought that this was insufficient to constitute state action:

All the petitioner’s arguments taken together show no more than that
[the utility] was a heavily regulated, privately owned utility, enjoying
at least a partial monopoly in the providing of electrical service
within its territory . ... Under our decision this is not sufficient to
connect the State of Pennsylvania with the respondent’s action so as
to make the latter’s conduct attributable to the State for purposes of
the Fourteenth Amendment.10

b. Financial Support and Financial Dependence

The licensing and regulation cases discussed previously lacked a
trait that had significant influence on the Burton decision - the
pecuniary aspect. It is therefore important to evaluate to what extent a
financial relationship with the government may have bearing on the
willingness of the Court to recognize state action. It was already noted
that the Court invalidated subsidies to racist organizations.” However,
it seems that these precedents were confined to cx-gratia government
support, excluding payments for services the government buys from
private entities. The latter did not suffice the Court when applying the
nexus test.

This distinction was drawn by two later cases decided on the same
day, Blumi2 and Rendell-Baker13 In Blum, the plaintiffs were resi-
dents of private nursing homes that were paid by the government, via
Medicaid benefits, for the plaintiffs’ treatment.3 The plaintiffs
challenged the decisions of the institutions' doctors reassessing the level

77. 1d. at 352.

78. 1d. at 353.

79. Id. at 351. 357.

80. Id. at 358.

81. See supra notea 20-23 and accompanying text.
82. 457 U.S 991.

83. 457 U.S. 830.

84. Blm, 457 U.S. at 993.
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context, the initiatives of privatization in the corrections system may
serve as a representative example.18

The state action doctrine, as it has been shaped in the majority
decisions of the Supreme Court, does not constitute a sound enough
basis for arguments of state action in regard to privatized services.
Generally speaking, both the public function theory and the nexus
theory seem applicable. However, they were fatally impaired. From the
perspective of the public function theory, most of these services were
not "traditionally and exclusively"” reserved to the state. After all, the
concept of a state that supplies services like education and health is a
modem one. From the perspective of the nexus theory, privatization
will usually not result in a financially symbiotic relationship between the
state and the private actor. The government will probably license and
regulate it and even buy its services, but not gain a pecuniary profit (as
in Burton).X¥

Are the results of the current doctrine satisfactory? | venture to
say that they are not. What this means is that once services are
privatized, the citizens who are in need of them (for example, Medicaid
residents) or subjected to them (prisoners or troubled children attending
special schools) may be stripped of the constitutional guarantees
awarded to them before by not being entitled to due process and by
being treate.d in a discriminatory way (in the absence of a specific
statutory or regulatory limitations).

It is probable that the deficiencies in the current doctrine will be
less likely to circumvent constitutional rights in the context of privatiza-
tion of corrections. Confinement of prisoners is part of the enforcement
of criminal law, which is a traditional characteristic of sovereignty.1®

Contracting Out: For What? With Whom?, 46 Pub. ADMIN. Rev. 332 (1986). For statistic*
of privatization of public services in (he United States, see E.S. Savas, Privatization and
Prisons, 40 VAND. L REV. 889. 890-93 (1987).

103. For a Symposium dedicated to the privatization of prisons, see 40 VaND, L. Rev.
813-1024(1989) (number 4).

104. 363 U.S. 715.
105. For a discuision of (he state action doctrine in (he context of privatization of

prisons, sec Susan L Kay, The Implication of Prison Privatization on the Conduct of
Prisoner Litigation Under 42 U.S.C. Section 1983. 40 VAND. L. REV. 867 (1987); Ira P.
Robbins, Privatization of Prisons: An Analysis of the Stale Action Requirement of the
Fourteenth Amendment and 42 U.S.C. Section 1983, 20 CONN. L. Rev. 833 (1988); Harold
J. Sullivan, Privatization of Corrections and the Constitutional Rights of Prisoners. FED.
Probation 36 (1989); Charles W. Thomas & Linda S. Calvert Hanson, The Implications
of42 USC. Section 1983for the Privatization of Prisons, 16 FLA. St. U. L. REV. 933

(1989).
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in West v. Atkins, 15 the Supreme Court accepted a state action claim
in regard to the actions of a private physician under a contract with the
state to provide medical services for inmates at a state prison (a "mini
privatization"). The case for the state action claim in regard to a
broader policy of privatization in the correction system is supported also
by the decision of the Texas District Court in Medina v. O'Neill.io7
In this case, inmates attacked the practices of a privately run facility for
confinement of illegal immigrants. The Court accepted the state action
claim, stating that both immigration and detention are powers "tradition-
ally and exclusively” reserved to the state.10l

In practice, the results of the present doctrine are more likely to
threaten constitutional norms already established in social services. Let
us consider the example of the celebrated due process rights of welfare
recipients as recognized in Goldberg V. K€'||y:[9 Should these rights
disappear if the operation of the welfare process is administered by a
private agency having a contract with the state7 The intensiveness of
official supervision of the private agency may have some influence, but
not necessarily, raking into consideration the low significance attributed
by the court to intensive regulation. Moreover, it seems that the form
of supervision is not the right test. Should constitutional guarantees
depend on the details of the contract? It is important to emphasize that
the question of privatization of social services is not limited to
circumstances in which the state is motivated by an illegal motive (to
evade constitutional duties, as in the case of EVaNS V. NGWtOﬂ)."O
Putdng aside the problemat:c question of the significance of motive in
constitutional law,1" it is possible to accept the economic reasons for
the privatization of welfare services (by contracting them out), and still
recognize the importance of safeguarding the due process rights of
welfare recipients.

The case for the present doctrine (as applied by the court) is based
on the interest of preserving freedom in the private domain, the basic
idea underlying the Civil RightS Cases12 (as well as federalism
concerns). Looked at more closely, however, the argument regarding

106. 487 U.S. 42 (1988).
107. 589 F. Supp. 1028 (1984).

108. Id. at 1038.
109. 397 U.S. 254(1970). The argument In the text It valid even when the curtailment

of the precedent, in Mathew* v. Eldridge, 424 U.S. 319 (1976), it taken into consideration.

110. 382 U.S. 296 (1966).
111. This i* a controversial issue, see Washington v. Davis, 426 U.S. 229 (1976),

112. 109 U.S. 3.
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for editorials as an infringement of the First Amendment.122 The
Court had to confront the claim that policies of broadcast licensees arc
state actions.123 The Court dismissed the claim.'2d Formally, it
involved a narrow application of the "symbiotic relationship” test of the
Burton decision.13 However, substantively, it declined to recognize
state action because it was aware of the vital independence of the
media.24 Viewing the same question from the public function
perspective, it is possible to support the decision by recognizing that in
the United States editorializing is certainly not a function of the state.

V. A State Action doctrine for an Age of Privatization

The current challenge is how to update the state action doctrine in
a way that preserves the distinction between state and private actions
and is still capable of recognizing new forms of activity in the public
sphere. This is not an argument against the basic premise of the
American Constitution that the government carries a special burden of
Constitutional duties, which is not applicable to private actors.127 It
is an argument against the premise that the definitions of government
action can be detached from the changes in real life.

Having mentioned Brown,2 | will try to explain the constitu-
tional challenge posed by privatization in regard to alternative methods
to fulfill the responsibility of the state for the education of children.
Usually, the states guarantee basic education by the operation of public
schools. In these circumstances, the schools are owned by public
authorities (the "state"), and there is no doubt as to their constitutional
accountability. Let us assume that as an alter ntivc method of operation
(for economic reasons), the stale chooses to ctose its public schools and
pay for the services of privately-owned institutions (by financing the
enrollment of students). Now, the question is whether there should be
a difference in the scope of the constitutional rights of the students in
these two modes of operation. Even if private schools participating in

121 id. «t 97.

123. Id. «t 114-13.

124. |d. at 120

123, Id. it 119.

126. Columbia Broadcasting Sys., 412 U.S. it 121.

127. For the public-private distinction in American law and its curtailment, see
Morton J. HORwrrz, the Transformation of American taw 1870-1960, 10-11,
206-08 (1982). The future of the distinction was discussed in a Symposium published in
130 U. Pa. L Rev. 1289-1609 (1982) (Number 6).

128. 347 U.S. 483.
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privatization projects are not likely to adopt racist policies,10 there are
still other constitutional concerns, i.e., what will be the scope of First
Amendment rights of the students (regarding both freedom of speech
and freedom of religion); will they have due process rights? Obviously,
the total disappearance of the public schools system is not likely to
happen.10 However, similar changes do and will happen, even in the
field of education.13l Although education for the average child is still
administered by the public schools system, significant numbers of
troubled children arc now educated in private institutions, financed and
supervised by the state (as in Rendell-Baker).131 These children
should not have lesser constitutional rights while in school, simply
because the government chooses not to form a special school for them.
In Rendell-Baker, the Court could avoid the question of the rights of the
enrolled students, because the petitioners were employees of the
institution.13 However, it did not form a theory of state action that
is capable of di. tinguishing between the two. In the same year, in
Milonas v. Willams,13%4 The Court of Appeals of the Tenth Circuit
recognized the existence of state action, in a case similar to
Rendell-Baker, in all respects, except that the plaintiffs were students
claiming infringments of their constitutional rights (refering to use of a
polygraph machine, monitoring and censoring mail, use of isolation
rooms and use of excessive physical force).1® The circuit court
explained that the Rendell-Boker decision was not ruling, because of the
difference in the identity of the plaintiffs.13 Fa reasons already
given, the recognition of a state action in the above circumstances was
justified. However, it is doubtful, whether it is founded on the
precedents of the Supreme Court.

129. Title IV of the Civil Rights Act of 1964 prohibits racial discrimination in any
program receiving federal assistance.

130. A pathologic example of a decision to close all public schools was discussed in
Griffin v. County School Board, 377 U.S. 218 (1964), In this famous case, all public
schools In Prince Edward County, Virginia, were closed for four years, in order to avoid
desegregation. Here, the racist motive of the "privatization" policy was clear, and the
Supreme Court overruled it on equal protection grounds.

131. For privatization experiments In the public education system, see Julie Huston
Vallarelll, State Constitutional Restraint! on the the Privatitation U Education, 72 B.U,
LRev. 381 (1992).

132. 437 U.S. 830.

133. Id. at 836.

134. 691 F.2d 931 (10th Cir. 1982),

135. Id. at 933.

136. Id. at 940.
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application. In particular, it is limited to old notions regarding the
functions of the state. In an age of privatization, the consequences of
these limitations may be the inadequate protection of constitutional
rights in operation of state services and activities, administered by or
with the cooperation of private bodies. It is suggested that the
application of the current doctrine be updated by developing the theories
already ingrained in it. More specifically, it is suggested that a
seemingly *'private"” activity should be considered as a state action if: (i)
it is public in nature (according to present understanding of the
responsibilities of the state); and (ii) the state refrains from operating an
equivalent service (and thereby renders citizens to be dependent on the
public services supplied by the private entities). This two-prong test is
capable of securing constitutional standards in services the state chooses
to contract out, without infringing upon the liberties of voluntary
organizations operating community services independent of the state.

THE RISE OF THE LIMITED LIABILITY
COMPANY: EVIDENCE OF A RACE BETWEEN
THE STATES, BUT HEADING WHERE?

Carol R. Goforth*
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Introduction

It is widely acknowledged that states compete for corporate
charters.1 Any state which induces a significant number of businesses

t Associate Professor of Law, University of Arkansas School of Law; J.D. 1984,
University of Arkansas School of Law. Many of the citations in this article were added by
the editors of the SYRACUSE Law Review in an attempt to conform with the The Bluebook.
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I. Professor William Cary is credited with initialing much of the current debate over
the competition for corporate charters. See William Cary, Corporate Law and Federalism:
Reflections Upon Delaware, 83 Yale LJ. 663 (1974). Cary argued that modem corporate
law trends reflect a "movement towa* the least common denominator.” Id. at 663.
According to Cary, Delaware, motivateo oy a desire to increase state revenues, adopts rules
which appeal to the self-interests of corpora’e directors who generally make the decision of
where to incorporate. Id. at 668. Other slates, aware of the potential loss of future
revenues if they fail to respond, are pressured to adopt'similarly biased legislation. See
irfra Section IIl.

Even those who disagree with this vision of corporate law, however, generally concede
that there is a real competition an.-.ng the states. See, e.g., Herzel & Richman. Delaware's
Preeminence by Design, in R Balottl & J. ANKELSTEIN, THE DELAWARE Law OF
Corporationsand Business Organizations ix (Supp. 1989); Roberta Romano, The State
Competition Debate in Corporate Law, 8 CARDOZO L. Rev. 709 (1987); Peter Dodd &
Richard Leftwich, The Marketfor Corporate Charters: "Unhealthy Competition” versus
Federal Regulation, 53 J. BUS. 259 (1980).
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Purpose of Study

Chapter |
Introduction

The Legislative Audit Committee is required, by House Bill 100
of the 51st Legislature, to review and report on transfers made
from personal services to any other expenditure category. The
purpose of the review is to determine and report the long-term
budget impacts of such transfers. HB 100 of the 51st Legislative
Session contained language on transfers of personal services

funds. This language is paraphrased below:

-- No funds appropriated for personal services or indicated in
legislative intent as having been appropriated for personal
services may be expended under any other category.
Except, an agency may request a transfer of funds from the
approving authority if it is based on documented cost
savings.

-- In addition, if an agency is unabie to recruit and hire
professional positions funded in the appropriation, funds
appropriated for personal services may be used to fund an
agreement or contract to provide services that are identical
to those services performed by an authorized position. The
amount used for the agreement or contract may not be more
than the amount authorized for the position less any
vacancy savings requirement. The agency director shall
certify that the agency is unable to fill the position and that
the services performed by that position are necessary.

— The approving authority shall submit its analysis of the
documented cost savings to the Legislative Auditor. Wages
and fringe benefits must be separately documented from
other cost savings. The Legislative Audit Committee shall
review the approving authority’s analysis and report to the
52nd Legislature on potential long-term budget impacts.

The 'enproving authority for executive branch agencies is the
Office of Budget and Program Planning (OBPP). OBPP issued
Management Memo 2-90-1 which discusses transfers from per-
sonal services to other categories and the required documen-
tation for making transfers. Executive Branch agencies are
required to provide OBPP with information on salaries, benefits,
and operating expenses associated with all transfers from
personal services. We received transfer information from OBPP

Page 1
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State Payments for

Contracts For Services
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throughout the last year. We received transfer documentation
after the transfers were approved by OBPP. We received no
transfer information from other approving authorities (Supreme

Court, legislative committees, and Board of Regents).

Contracting for services is a common method for state agencies
to accomplish goals. Some of the transfers discussed above

increase expenditures for contracts with private vendors. In

fiscal year 1989-90, state agencies spent almost S195 million on
contracts for services with vendors outside of state government.
Approximately $134 million of these contracts were Department
of Highways contracts for road construction. State agencies also

spent $18.5 million on services from other state agencies.

The following table lists expenditures on contracts for state
agencies which made transfers with long-term impact. The
amounts shown are all contracts for services with private

vendors, and do not include services from other state agencies.

Table 1

Expenditures on Contracts for Services
with Private Vendors
For Fiscal Year 1989-90

Agency o _ Expendi ture
Department of Adninistration 54,284,422
Department of Conmcrce 6,634,757
Department of Institutions 2,233,190

Developmental Center 119,167
Department of Social and Rehabilitation Services 8,122,192

Source:  Compiled by the Office of the Legislative Auditor from
the Statewide Budgeting and Accounting System.



Introduction

Temporary Transfers

Chapter Il
Temporary Transfers

We reviewed each transfer and determined whether it had a
long-term budget impact. Some transfers were made to alleviate
a temporary problem; for example, hiring a temporary employee
to fill in for an ill employee. We performed a limited review of
temporary transfers because there is no long-term budget
impact. We mention them here for informational purposes only.

--  The Department of Fish, Wildlife and Parks transferred
$46,825 to contracted services for a study of the Little
Missouri River Basin Water Reservation study. The depart-
ment granted the money to MSU’s Cooperative Fisheries
Unit. This eliminated the need for 1.5 temporary FTE and
achieved a cost savings of approximately $7,500. Since ihis

was for a single study, there is no long-term budget impact.

-- The Department of Natural Resources and Conservation
transferred $477 to contracted services to hire a work study
student during the extended absence of an employee. The

department estimated a one-time cost savings of $1,257.

-- The Department of Revenue transferred funds to contract
with the private sector for mail handling during receipt of
income tax returns. The department estimates fiscal year
1989-90 savings at $1,170. The department will contract
with the private sector in future years only if favorable bids

are received.

Page 3
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Transfers with Long-Term Impact

In‘bnoduction There are several different types of transfers an agency can
make. Transfers to contracted services can involve contracting d
service with the private sector or with another state agency or
state program. Some contracts with private sector businesses
were necessary because the state agency was unable to fill d
position with a qualified applicant. Agencies have also trans-
ferred personal services funds to equipment. Cost savings occur
because updated eouipment can increase efficiency and lower

FTE requirements.

We projected costs for future years using a 2.5 percent infla-
tionary factor. We used 2.5 percent because it was the amount
of increase provided to state employees in the past two fiscal
years and personal services are the major share of costs for
services reviewed. We also used a 2.5 percent inflationary
increase for con! ct costs, unless the contract was established
for the entire period (i.e., fiscal years 1990-91, 1991-92 and
1992-93).

This chapter details agency transfers which impacted expendi-

tures in this biennium and should impact budgets for the next

biennium.
Department of The Department of Administration contracted with the private
Administration sector for janitorial, security, and data entry services.
Janitorial Services The department contracted all janitorial services as of July 1,

1989. The department estimates actual savings of approximately
5120,000 for fiscal year 1989-90. Contracts for years with
legislative sessions will generally have less cost savings, so the
contracts for fiscal year 1990-91 were more expensive than pre-
vious contracts. We projected cost savings from contracting
janitorial services of $92,102, $97,644, and $98,500 for fiscal
years 1990-91, 1991-92, and 1992-93, respectively.

Page S
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Transfers with Long-Term Impact

Security Services

Data Entry Services

Page 6

The department contracted for capitol security services as of
November 1, 1990. The department entered into a three-year
contract with a private vendor. As a result, costs should stay the
same over the three-year period. We projected cost savings of
331,546, $49,454, and $56,891 for fiscal years '990-91, 1991-
92, and 1992-93, respectively. The first year of the contract is
only a partial year; therefore, first year cost savings are lower.
According to department officials, the actual costs of the con-
tract will be $3,000 less than expected due to negotiations with

the contractor.

The department contracted for data entry services as of Octo-
ber 12, 1990. The department entered into a three-year contract
with a private vendor at a set rate. Contract costs should remain
steady over the three-year period. We projected cost savings
from contracting at approximately $100,000 less over the three-
year period than the department’s projections because we
believe the department will realize the $100,000 in cost savings
from lower keystroke volumes rather than from contracting.
Keystroke volumes are lower because state agencies are now
keying in their own payroll and accounting data. We projected
the department’s total cost savings (from contracting and from
lower volume) at $72,831, $103,659, and $110,374 for fiscal
years 1990-91, 1991-92, and 1992-93, respectively. The first
year of the contract is only a partial year; therefore, first year

cost savings are lower.

In addition to analysis required by HB 100, we completed legis-
lative requests for specific information on each of DofA’s
requests for transfers. Information gathered for legislative
requests varied depending on information requested by legisla-
tors. Copies of request information are available from the
Office of the Legislative Auditor.
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Department of The Department of Commerce contracted for services for var-
Commerce ious functions within the department.

Weights and Measures The bureau eliminated a full-time position and contracted for
Bureau temporary services during peak season for issuing licenses. The

bureau determined a full-tim e permanent position was no longer
needed. We projected the department’s cost savings for Weights
and Measures at $29,674, $30,416, and $31,176 for fiscal years
1990-91, 1991-92 and 1992-93, respectively.

Health Facilities The authority was relocated to the Board of Investments in  June

Authority of 1939. The relocation allowed the authority to eliminate two
FTE and receive administrative support and professional consul-
tation from board staff. In September of 1990 the Board of
Investments requested and was granted an additional FTE, par-
tially because of work related to the authority. The authority
will pay for one-half of the new position. As a result, the
department’'s overall cost savings through relocating the author-
ity will not be as high as projected initially. We projected the
department’s cost savings at $24,324, $20,991, and $21,575for
fiscal years 1990-91, 1991-92 and 1992-93, respectively. Cost
savings go down in fiscal year 1990-91 because the authority
will then be paying for a full year’s costs for the new position at

Board of Investments.

Office of Research and The department had an economist position which had been

Information Services vacant since 1989. The department chose to contract for eco-
nomic analysis rather than hire for the position because of
current needs for several economic studies. The department
determined the change will be permanent. Assuming the posi-
tion had been filled and subsequently privatized, we projected
cost savings for the department of $10,008, $10,258, and
$10,514 for fiscal years 1990-91, 1991-92 and 1992-93,

respectively.
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Department of Family
Services, Pine Hills

School

Department of
Institutions, Montana

Developmental Center

Department of Social
and Rehabilitation

Services

Page 8

The Department of Family Services, Pine Hills School, con-
traded with a private chemical dependency service to provide
treatment for residents at Pine Hills School. Treatment was
previously provided by a state employed counselor. The con-
tract will provide a wider range of services and resources.
Projected cost savings are $2,050, $2,101, and $2,153 for fiscal
years 1990-91, 1991-92 and 1992-93, respectively.

The Department of Institutions, Montana Developmental Center,
purchased a new food service system to meet Department of
Health and federal Health Care Financing Administration
standards. T .e new system requires less manpower and less
weekend work for food preparation. The department eliminated
10 FTE as a direct result of the new system. In addition,
habilitation staff now are able to devote more time to habi-
tation training rather than serving food. In addition to cost
savings from personal services, department officials believe cost
savings will be achieved through less food waste and food sav-
ings, however the system has not been in place long enough to
estimate food cost savings yet. Projected cost savings are
$168,062, $172,687 and $182,160 for fiscal years 1990-91, 1991-
92 and 1992-93, respectively.

The Department of Social and Rehabilitation Services eliminated
a clerical position and purchased word processing equipment for
guality control field staff. The clerical position would have
involved several part time positions to provide assistance to field
staff. Prior to this change quality control field staff were hand
writing correspondence. The equipment purchase was a one
time expense; therefore, there were no cost savings in fiscal year
1989-90. Projected cost savings are $16,462, $16,874, and
$17,296 for fiscal years 1990-91, 1991-92 and 1992-93,

respectively.
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Transfers with Long-Term Impact

OBPP officials indicated the Executive Budget for fiscal years
1991-92 and 1992-93 will contain recommendations for
decreases in agency budgets where agencies indicated there will

be long-term impact.
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Chapter IV
Summary

We projected cost savings for each agency based on actual costs
for fiscal year 1989-90. We added an inflationary factor of 2.5
percent to all state costs, and to contract costs if contracts were
not in place through 1992-93. V/e also determined which funds
cost savings will affect. OBPP officials indicate the Executive
Budget will include recommendations for decreases in agency

budgets for agencies achieving cost savings.

The following table summarises total projected cost savings and

funds affected, by agency, by project.
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Summary
Table 2
Total Protected Cost Savings
Personal Services Transfers
For Fiscal Years 1990-91, 1991-92, and 1992-93
FY FY FY
Aoencv/Progrom Fund 1990-91 1991-92 1992-93
Department of Administration .
Janitorial Proprietary* 392,102 397,644 398,500
Security Proprietary* 31,546 49,454 56,891
Data Entry** Proprietary* 72,831 103,659 110,374
Department of Commerce
WeIﬁJhtS & Measures General $ 29,674 330,416 * 31,176
Health Facilities Proprietary 24,324 20,991 21,575
Research S Information General 10,008 10,258 10,514
Department of Family Services State Special
Pine Hills School Revenue S 2,050 3 2,101 3 2,153
Deportment of Institutions
MT Developmental Center General 5168.062 3172,687 3182,160
Department of Social and 50X General
Rehabilitation Services 50X Federal 3 16.462 316.874 3 17.296
Total For All Agencies 3447,059 3504.084 3530.639

*State agencies pay for Janitorial and security services through rental assessments. Actual cost savings
gway affect various agencies and funds. Data entry fees arc assessed to agencies using services by the
epartment.

esIncludes totals from contracting and from lower keystroke volume,

Source: Compiled by the Office of the legislative Auditor
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COST SAVINGS FROM PRIVATIZATION:
A Compilation of Study Findings

by
John Hilke

EXECUTIVE SUMMARY

Opponents of privatization and other methods of increasing competition in government-financed
services frequently claim that privatization/competition rarely results in cost savings for
government or society at large. In fact, some argue that privatization increases costs to the

taxpayer.

These claims are refuted by a substantial body of research that has documented significant
savings from privatization/competition. More than 100 studies over the course of the last 20
years have demonstrated privatization/competition cost savings in service areas from airport
operation to weather forecasting.

The wide variety of reasons for the cost savings include, for example: 1) better management
techniques; 2) better and more productive equipment; 3) greater incentives to innovate; 4)
incentive pay structures; 5) more efficient deployment of workers; 6) greater use of part-time
and temporary employees; 7) utilization of comparative-cost information; and 8) more work
scheduled for off-peak hours. All these benefits stem primarily from the introduction of
competition into the bidding process to perform the service.

Insulated from competition, most government units have lower incentives to—or are even
prohibited from—adopting the productivity-increasing techniques of private firms. When
government units compete against private bidders to provide a service, cost savings are
significant regardless of who wins the contract because the government unit typically responds

by cutting its costs greatly.

The following service-by-service table is a compilation of cost studies that compare the costs of
in-house (sole-source) government agencies versus alternative—and mostly private-sector
providers. Itis derived from my book, Competition in Government Financed Services, published
by Quorum Books in 1992. The over 100 independent studies typically found cost reductions of
20 percent to 50 percent that resulted from privatization and, more importantly, increased

competition.
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INTRODUCTION

This table updates and expands an earlier 1982 compilation of studies on the effect of competition on
the costs of government services.1 It references over one hundred independent studies of increased
competition in specific government services and the cost discrepancies observed. Studies that collected
guantitative results usually demonstrated cost savings of 20 percent to 50 percent as a result of

increased competition.

The primary method of increasing competition is contracting out public services to private firms.
However, this is not the only method of increasing competition examined in the studies presented in
the table. Findings from two other methods of increasing competition are also detailed.

One alternative is allowing management and workers of the in-house government unit to bid against
private firms. The other method is termed intergovernmental contracting and refers to agreements
between two or more government jurisdictions to purchase service from another government.
Competition takes place between in-house units in all the jurisdictions that might contract with each

other.

RESEARCH FINDINGS

IGH l?.IN I
SOURCE COMPARISON FINDINGS
Savas 1987 In-House versus contract Contract maintenance reduced costs by 13% while
maintenance support for air improving availability of parts and planes. Cost
force bases. savings were primarily attributable to use of 25%

fewer personnel by contractors.

Davies 1971, 1977 Australia/sole private airline  Efficiency indices of private airline were 12% to

versus its lone public 100% higher.
counterpart.
Domberger and Survey article dealing with Concludes that private firms are generally more
Piggott 1986 many services. Focus on efficient, unless the public firms are faced with
Australian Airlines. equivalent competition.

Reprinted with permission of Greenwood Publishing Group, Inc., Westport, Conn., from John Hilke's Competition in

Government-Financed Services, Copyright (c) 1992.
2
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SOURCE

2 AIRPORTS °

Auditor General of
Canada 1985

Moore 1987

Roth 1987

1s3.: ALL'SEBVICES
Deacon 1979

David 1987

Savas 1987

Moore 1987

Cost Savings
Privatization Cost Savings (@atined

COMPARISON FINDINGS

Airports subject to capital market discipline are
much more efficient. Work-year requirements are
30% to 40% lower. Canadian government workers
have inflexible work assignments and procedures.
Canadian airports are overbuilt and neglect many
commercial opportunities. Fail to monitor trends in
operating costs. Overall savings rate is 40%.

Tax-supported Canadian
airport operations versus
comparable U.S. airport
authorities that must borrow
in capital markets to finance
their facilities.

Government pricing policies for landing rights and
other airport services lead to inefficient congestion
and inability to finance expansion of facilities.

In-house versus contract air-
traffic control.

Government pricing policies for landing rights and
other airport services lead to inefficient congestion
and inability to finance expansion of facilities.

Government-managed versus
private-managed airports.

. tl-'-l. e r

In-house versus
intergovernmental production
of all services.

mmE viil | ~m/ 1
Intergovernmental contracting saved 14% relative
to in-house production.

Surveyed local administrators reported that cost
savings were achieved in 98% of contracting
efforts. The range of operating-cost savings was
large: 10% reported more than 40% savings. The
weighted average cost saving was 19%.

In-house versus private
contracted services.

Cost of contracted services averaged 30% less than
in-house services.

Los Angeles county in-house
services versus contracted
services from 1979 to 1984.

In-house versus contract in Contracting has 30% lower costs.

Mirada, California.

4. ASSESSING PROPERTY TAX ihnancral adinini‘straiior)) af~s'cc Payroll and .D'ru.")-Proct-sstng..(scrv;ce;

«trifgorx;2-Si.._. ;.

Stocker 1973

v Vv
Private assessments provided 50% cost savings and-
were found to be more accurate.

V.

In-house versus private
contractors in Ohio.
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UPDATED GOST SAVINGS RESEARCH FINDINGS

A Arrangcd.. Alphabetically by Service Category/. \% [s%
SOURCE COMPARISON FINDINGS
I 5: BANKS-.- * . o o F ... Ve Sy

Australia/one public versus
one private bank.

Davies 1982

Sign and magnitude of all indices of productivity,
responsiveness to risk, and profitability favor
private banks.

16. BUS SERVICE (Lttl.itiai) alao see mHectric. Utilities <lid. Water. Utilities (service categories /10lar)d;'43);.: .

Morlok and Moseley Municipal in-house agency

1986 versus competitive contracts.
Morlok and Viton Municipal in-house agency
1985 versus contracts awarded in
competitive bidding versus
noncompetitive contracts.
Oelert 1976 Municipal in-house versus

private bus service in W.
Germany.

Municipal in-house versus
private bus service in various
cities.

Walters 1987

Private versus cost-plus
contract versus municipal in-
house versus regional in-
house authority bus
operators.

Perry and Babitsky
1986

In-house versus private firms
in West Germany.

Prommerehne and
Schneider 1985

In-house motor bus versus
contracted dial-a-ride service.

Talley and Anderson
1986

In-house versus competitive
contract operators.

Teal, Guiliano, and
Morlok 1986

In-house versus contract
express commuter services.

Rice Center 1985

Contract winners supplied services at 28% lower
costs.

Contract providers had cost 50% to 60% lower
than municipal agencies they replaced.
Noncompetitive contracts were similar to municipal
agency costs.

Public bus services have 160% higher costs per
kilometer than private equivalents.

Private bus services typically charge similar prices,
but have 50% to 65% lower costs.

Private operators are significantly more efficient.
Cost-plus contractors and municipal bus lines are
less efficient. Inefficient private operators are sold
to government.

Private costs were 60% lower than public costs for
commercial bus operations.

Substituting dial-a-ride for scheduled service
decreased costs by reducing overtime and idle time
and utilizing less costly vehicles. It also reduced
costs indirectly by encouraging competition with
traditional services of the agency.

Competitive contract operations provided cost
savings from 10% to 50% (larger fleets). Cost
savings are due both to less overhead/greater
productivity and lower wages.

Contract operators have 30% to 60% lower costs.
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UPDATED COST SAVINGS RESEARCH FINDINGS'

. Arcang.ecLAlphabetically.by™ Seryice:,Categfbrv- . .-
| SOURCE COMPARISON FINDINGS
w\7-' CLEANING SERVICES thnc"J/nwiiiiiuhaOc" o/ jILiBlicIKMdijs) 4iso-I»e0™SeciVAitY>-St4Viepslerweer,:";;.i">
| ;- vcauiduryvaV). ; *mgCS . /7 .-V-"

Bundesrechnung- In-house versus private In-house service 40% to 60% more costly.

shoff 1972 contracting of cleaning
services in West German post
offices.

Hamburger Senat In-house versus private Public service 50% more costly than private

1974, Fischer- contracting out in West alternative.

Menshausen 1975 German public buildings.

Kaiser 1977 In-house versus contract Contracting saved 13.4% of costs.
services in schools.

Pommerehne and In-house versus private-sector Private costs were 33% lower than public costs for

Schneider 1985 costs of services in West commercial cleaning services.

Germany.

U.S. GAO 1981b In-house staff versus GSA Private window cleaning costs averaged 47% lower
contractors versus private than GSA staff while contractor costs were 38%
landlords. lower. Higher costs were due to higher wages as

well as more workers.

Stevens 1984 In-house versus contract Contract service had 42% lower costs even after
janitorial services. accounting for quality, service levels, and

economies of scale.

U.S. GAO 1982b, In-house versus contracted Contracted janitorial services were 50% less costly

Fixler and Poole janitorial services in post than in-house services.

1987 offices.

8. DAY'CARE CENTERS; :; y - (]

Bennett and In-house versus private Private day care was found to be 45 % less costly

DiLorenzo 1983 providers of equivalent because of fewer teachers, lower wages, and fewer
services. Article is based on  nonteaching staff.

GAO studies.

9;. DEBT COLLECTION" ~ ¢ '

Bennett and In-house versus private Private debt collection procedures were faster and

DiLorenzo 1983 providers of equivalent 60% less costly.
services.
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UPDATED COST SAVINGS RESEARCH FINDINGS
« Arranged Alphabetically-by Service Category-

SOURCE COMPARISON

In-house versus privately
contracted equivalent
services.

Bennett and Johnson
1980

FINDINGS

Government 200% more costly per dollar of debt
pursued.

1,-10. ELECTRIC UTILITIES {Utilities) also see Bus Services- and Water Ulililic% (servicelcategories 6 and 43)

In-house federal agencies
versus private hydroelectric
plants.

Bennett and
DiLorenzo 1983

In-house versus electric
utilities that compete versus
regulated private monopolies.

Heilman 1972

In-house versus private firms,
sample of sixty to ninety
U.S. utilities.

Meyer 1975

In-house versus private U.S.
utilities.

Moore 1970

In-house versus private U.S.
utilities.

Primeaux 1975

In-house versus private firms
in Texas and California.

U.S. public utilities.

Spann 1977

Atkinson and
Halvorsen 1986

In-house versus private firms
by region of the U.S.

Wallace and Junck
1970

Monopoly versus competing
utilities.

Bellamy 1981

Private utility costs averaged 17% lower due
primarily to federal overstaffing.

Competition produced lower rates than regulation.
Government production produced the lowest rates
due to tax exemptions.

Slightly higher costs of private production. Threat
of competition improved cost efficiency somewhat.

Overcapitalization greater in public firms. Total
operating costs of public firms higher.

Municipal utilities facing competition have 11%
lower cost on average. Economies of scale offset
X-inefficiency at big firms.

Private firms, adjusted for scale, are as or more
efficient in opeiating cost and investment.

Public Utilities are as efficient as private utilities.

Operating costs 40% to 75% higher in public
mode. Investment is 40% higher (per kilowatt) in
public mode.

Competing utilities had 20% lower prices.

FINANCIAL ADMINISTRATION See Assessment, Property Tax (service category 4), and Payroll and Data Processing

(service category 28).
11. FIRE PROTECTION/

Ahlbrandt 1973, In-house (Seattle) versus
1974 private (Scottsdale, Arizona).

Moore 1988

Municipal fire departments 39% to 88% higher per
capita.
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UPDATED COST SAVINGS RESEARCH FiNpilNIGS

1 Arranged Alphabetically by Service Category [\
SOURCE COMPARISON FINDINGS

Hilke 1986 In-house versus varying Use of volunteers reduced firefighting costs. Cities
degrees of use of volunteers  in New York with all-volunteer departments had
in New York, and 62% lower costs per capita. Pennsylvania’s all-
Pennsylvania cities (not volunteer cities saved an average of 79% per
suburbs) with populations capita. A 10% increase in use of volunteers
between 10,000 and 50,000.  provides a 2.8% decrease in costs.

Kristensen 1983 In-house versus major private The principal private firm provided services at 65%
provider in Denmark. lower costs. Differences in costs due to economies

of scale, lower input costs, and especially part-time
reservists and lower X-inefficiencies.

McDavid and Butler  In-house versus major private Mixed fire departments averaged 33 % lower costs

1984 provider in Denmark. than purely municipal departments.
Poole 1976, Private versus contract fire Switching to private contract fire fighting reduces
Smith 1983 fighting. costs by 2(1% to 50%. y
. . ‘ . o S
| 12. FORESTRY ‘ . -

Bundesregierung In-house versus private in Annual operating revenues 45 DM peer hectare
Deutschland 1976 West Germany. higher in private forests (approximately $6 per acre).
Pfister 1976 In-house versus private in the Labor input twice as high per unit of output in

state of Baden-Wurttemberg, public as compared with private firms.

Germany.

GENERAL MAINTENANCE OF PUBLIC BUILDINGS Sec Cleaning Services (service category 7) and Security
Services (service category 37).

13. HEALTH SERVICES. ai.su sue*'Nursing Homes- (service category; 25).

Schlesing, Dorwart,  In-house versus contract Nominally competitive-contracting procedures

and Pulice 1986 mental health services. resulted in sole-source supply with little increase in
efficiency.

Valente and In-house supply of substance  Systematic volunteer program allowed service

Manchester 1984 abuse programs versus expansion with cost savings to the community.

volunteer-based program.
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Privatization Cost Savings (CatinLed)

Reason Foundation
31 ;UPDATE!} COST SAVIN
SOURCE COMPARISON
1 14; HIGHVVAYS t, - m o

In-house (local) versus
intergovernmental provision
of street repair.

Deacon 1979

In-house versus contract
provision of asphalt overlay
and traffic light maintenance.

Stevens 1984

15. HOSPITALS-.,
Lindsay 1975

11. m‘
In-house Veterans
Administration (VA) versus
private.

Investor-owned versus public
hospitals using a sample of
5,490 hospitals.

Robinson and Luft
1988

Investor-owned versus
nonfederal government
hospitals.

Becker and Sloan
1985

Investor-owned versus
nonfederal government versus
nonprofit private hospitals.

Shortell and Hughes
1988

Register and Bruning Investor-owned versus thirty-

1987 six nonfederal state and local
government owned and
operated hospitals.

Grannemann, Investor-owned versus

Brown, and Pauly nonfederal government

1986 hospitals using a national

sample of short-term
hospitals.

G/\

FINDINGS

Intergovernmental contracting saved 30%.

Contracting out was half as costly with equivalent
quality. Contractors used more experienced staff
and more equipment. Cost savings in the traffic
light maintenance averaged 36%.

mn ‘M ol
VA hospitals have lower costs and lower quality.
Resource use is distorted towards outputs that are
easily monitored by Congress. Actual costs per
medically necessary hospital stay may be higher in
VA hospitals after controlling for length of stay.

Cost increases at public hospitals were 15% lower

than those in investor-owned hospitals from 1982 to
1986 after controlling for various demand and cost
factors.

Government hospitals had no higher costs per
admission.

No differences in quality, measured in death rates
between different types of hospitals.

No significant efficiency differences between types
after controlling for size and other factors that
should effect efficiency.

Investor-owned hospitals had 24% higher costs than
nonfederal government hospitals.
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L UPDATED COST SAVINGS RESEARCH FINDINGS
1- » Arranged Alphabetically by'Service Category A/
SOURCE COMPARISON FINDINGS
Noether 1987 Investor-owned versus Investor-owned hospitals are significantly more
nonprofit hospitals including  efficient once tax payments are taken into
nonfederal government consideration.

hospitals sampled from 223
metropolitan areas.

Lindsay 1976 In-house Veterans Cost per patient day less in VA hospital, unadjusted
Administration versus for type of care and quality. Less "serious" cases
private. and longer patient stays were observed in the VA

facilities. The VA had a higher proportion of
minority group professionals compared to
proprietary hospitals.

Benton 1979 In-house versus private home Government had 43% lower cost. No controls for
care. quality were made in the study.
Wilson and Jadlow In-house versus private in Proprietary hospitals more efficient than public
1978 1,200 U.S. hospitals hospitals.
providing nuclear medicine
services.
Hatry 1983 In-house managements versus Experience with contract managements has varied.
contract management. Seven out of fifteen large California public

hospitals signing new management contracts with
private management firms between 1973 and 1980
terminated the contracts. The hospitals noted small
savings, service problems, and the hospital’s ability
to learn and then duplicate the cost-saving
management techniques of private contractors.

16, HOUSINgG AND COMMUNITY 'DEVELOPMENT |« o1 5 o. M
Muth 1973 In-house versus private Public agencies 20% more costly per constant
construction costs in U.S. quality housing unit.
cities.
Rechnungshof In-house versus private cost ~ Public agencies 20% more costly than private
Rheinland Pfalz 1972 of supplying large public contracting.
projects in West Germany.
Schneider and In-house versus private Public firms significantly more expensive suppliers.'
Schuppener 1971 construction in West
Germany.
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Privatization Cost Savings (Continued)

UPDATED C(j)ST SAVINGS RESEARCH FINDINGS

‘ ‘ Arrange” Alphabetically by Service Category /
SOURCE COMPARISON FINDINGS

Pommerehne and In-house versus private costs  Private costs were lower than public costs for

Schneider 1985 in West Germany. commercial services generally, 17% for
construction.

President’s Publicly constructed versus Public housing costs per unit over twenty years

Commission on various privatization total $69,863 versus $27,892 to obtain private units

Privatization 1988 alternatives. through housing subsidies to individual need
families.

Weicher 1980 Government-financed Government-financed construction 25% more

construction versus private. costly. Government management is also more
costly.
m Jom g V "

| 17 INSURANCE CLAIMS PROCESSING

Hsiao 1978 In-house versus private. Equivalent claims processing costs of private
insurers were between 15% and 26% lower. Most
of the differences were attributable to compensation
and organizational differences. Some cost difference
were attributable to efforts by public insurance
programs to control medical costs generally.
1;.18. “INSURANCE SACES AND SERVICING, J o
Finsinger 1981 In-house (five firms) versus Competition between public and private firms
private (seventy-seven firms) prompted equivalent efficiency.
liability and life coverage in
West Germany.

Kennedy and Mehr  In-house (in Manitoba) versus Private insurance quality and service higher than
1977 private (in Alberta). those of the public insurance with equivalent costs.

o * ey e 1 2

Tg"LAUNDRY SERVICE J “: £ Vg
Pommerehne and In-house versus private in Private costs were 46% lower than public costs for
Schneider 1985 West Germany. commercial services in laundry services.

10
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Privatization Cost Savings (Continued)

COMPARISON
L I .

SOURCE
1 20 LEGAL SERVICES

Ordered assigned counsel
versus contract counsel for
indigents.

Houlden and Balkin
1985

Vo, I -
T d

|- 21. LIBRARIES / <"

White 1983 In-house libraries before and

after federal aid.

| 22.; jOUORISIpRES - °e

Simon and Simon In-house versus private.

1987

123. MILITARY SUPPORT SERVICES-

In-house versus private
providers of equivalent
services.

Bennett and
Dilorenzo 1983

Precontract bids versus post-
contract costs for competitive
Department of Defense
contracts.

U.S. GAO 1985b

U.S. GAO 198la In-house versus contract.

UPDATED COST SAVINGS RESEARCH FINDINGS
Arranged Alphabetically by Service Category *

FINDINGS J

Contract counsel had at least 50% lower costs.
Contract counsel processed cases in half the time of
assigned counsel. The authors note that since fees
per hour are roughly equal, the primary difference
is due to less attorney time per case under the
contract system. This may imply a lower quality of
service with contracts, but this does not affect the
average jail term.

"\ m

After federal aid started in 1960s, productivity
slowed as libraries added federally sponsored
programs with lower marginal impact on output and
fewer volunteers. Total factor productivity was at
least 27% lower as a result.

State stores have higher compensation rates, but
higher sales per hour. F hours of operation
(quality) are considered, private stores have lower
costs.

\ » |

Average cost savings in base support services were
15%.

Most post-contract prices were in accord with bids.
Some unsatisfactory performance seen in 33% of
the contracts. Personnel turnover and low staffing
were main problems. Contract prices increases due
largely to contract changes and Davis-Bacon wage

regulations.

Savings from both higher employee productivity
and lower wages. e |
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Privatization Cost Savings (Continued)

I v UPDATED c o st .SAVINGS RESEARCH FINDINGS
Il -".r;;VArranged Alphabetically.byi.BeV~ic'e/Csitegpry.
SOURCE COMPARISON FINDINGS
U.S. GAO 1985b Contract bids versus actual Contract costs increased over time in 95% of
contract experience. sample. In 89%, increases were too small to

eliminate the net savings from contracting.
(Contracts were rebid in 35% of the cases due to
failures of the initial contractor.) Main causes of
the cost increases were general wage increases,
rebidding of contracts, contract errors, or additional
requirements not originally included.

1-24. MOTOR VEHICLE.MAINTENANCE '

Campbell 1988 In-house versus contract Contractor costs are 1% to 38% below municipal
services. costs for equivalent or higher levels of service. In
conversions to contracting, wage levels generally
remain similar, but the number of operating and
overhead employees is reduced because of greater
productivity.

Pommerehne and In-house versus private costs  Private costs were 50% lower than public costs for
Schneider 1985 in West Germany. automobile motor maintenance repairs.

Stolzenberg and Noncompetitive in-house Competition resulted in lower costs through large
Berry 1985 versus competitive contract reductions in personnel. Contracting saved

versus competitive in-house.  approximately 17%. The lowest costs occurred
where an in-house operator won competitive
contracts. Costs averaged over 40% lower at these
bases. Quality of maintenance was similar, but
slightly better in government operations operating
under competitive conditions. Higher government
costs came from staffing for peak-load demand,
higher government fringe benefits and difficulties in
hiring and firing.

o £ ® .. r > - co ol B
25.: NURSING HOMES-(healtli sefwb-s) also
Lindsay 1975 In-house (VA) versus Contract operated homes had 45% lower per day
contract. costs.

12
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UPDATED COST ®

b TN\ Arranged Alp.liabetically by .Service Category> P e

| SOURCE COMPARISON FINDINGS |

1.26. PARKING *.° ' ' "o ‘w1 yae. T ANK %y T :

In-house versus contract
parking meter and parking
restrictions enforcement.

Caponiti and Booher
1986

1 27v PARKS AND REOTfA.TION-. Vi,

Stevens 1984 In-house versus contract park

turf maintenance.

Savas 1987 Government versus privately
constructed sports facilities.

Holmes 1985 In-house versus contract
recreation program.

Poole 1980 In-house versus private

facilities operations and
programs.

In-house versus contracted
profit and nonprofit
organizations.

Fixler and Poole
1987

Valente and
Manchester 1984

V- 4
28. .PAYROLL AND™DATA PROCESSING (flnanC|aI administration) also see Assessment Property Tax;

«fseryiw Clitei.lury 4). <

In-house versus private
competitive contractors.

Valente and
Manchester 1984

Stevens 1984 In-house versus private

contractors.
£9. PRLICE : .
Deacon 1979 in-housc (local) versus
intergovernmental.

Contracting is less costly, primarily because of
lower fringe benefits and greater flexibility in
meeting staffing requirements. Productivity
(violations ticketed) improves as much as 10%,
averaging 5%.
ml

Contract service had 28% lower costs and
equivalent quality of service.

Costs of privately constructed sports arenas
averaged 31 % less than those of public arenas.

Cost savings of 20% obtained by privatizing.
Savings come from more use of volunteers and
better use of employees.

Cost savings of 20% obtained by privatizing.
Savings come from more use of volunteers and
better use of employees.

Contracting allowed maintenance of quality
recreation services, even though budgets were
reduced under California’s Proposition 13 by as
much as 50%.

)

P-m

Contractor performed higher quality data
processing service with cost savings of 15%.

No cost differences found after accounting for
quality and other factors.

L_J L] / I
Intergovernmental contracting saved 42%.
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| Updated
|;Arranged:Alphabetically:byService"Category , . V.
SOURCE COMPARISON FINDINGS
Mehay 1979 In-house (local) versus Contract costs were lower due to fewer police

contract with county
(Lakewood Plan).

Mehay and Gonzalez In-house monopoly versus in-

1985 house production with
competition to serve
additional jurisdictions.

1 30. POSTAL SERVICE >

U.S. GAO 1982a In-house versus contracted

routes.

In-house versus contracted
window service.

Hanke 1985a

In-house versus private parcel
delivery services.

Savas 1987

.31. PRINTING- V'

Pommerehne and
Schneider 1985

32. PRISONS
Grant and Bast 1987

In-house versus private in
West Germany.

V .

In-house versus contract
facilities and services.

33- PUBLIC WELFARE-. " ; ./

Poole 1980 In-house versus private
variety of welfare services.

officers per capita. However, contract cities
experienced higher rates of violent and property
crime. Net effects were probably negative for
contract cities. Problem attributable to inability of
contract cities to specify quality of service and
monitor performance.

Costs in counties that sell their police services to
other jurisdictions are estimated to be 9% to 20%
lower. The authors conclude that competition
encourages police departments to keep their costs
down.

h . »1 n

Contracted delivery routes save up to 66% on
delivery costs.

EK72#>e it i

Contractors (retail stores with postal services)
provided window service at 88% lower cost than
USPS operated.

Private firms have lower rates, faster delivery,
lower losses from damage, better tracking systems,
wider variety of services, and lower costs.

Private costs were 33% lower than public costs for
commercial printing services.

o
Contractor prison construction costs are at least
45% lower than government averages. Service
contracts for prison operations are at least 35%
below average per prisoner costs in recent cases.

Privately supplied programs operating under
competitive bidding saved 20% to over 60%.

14
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UPDATED COST SAVINGS
¢ Vo,

SOURCE

Hatry 1983, Wedel,
Katz, and Weick
1979

1 34:. RAILROADS"

Bennett and
DiLorenzo 1983

Caves and
Christensen 1980

S.. N :
3'5;, REFUSE COLLECTION (Sjtiigiiuio i .ty .S ewTiiflt); als,o Si

Collins and Downes
1977

Savas 1974,
1977a,b, 1980;
Stevens and Savas
1978; Edwards and
Stevens 1979

Stevens 1984

Hirsch 1965

Kemper and Quigley
1976

C< Saving

Privatization Cost Savings (Catined)

RMESEARC”™ FINDINGS

;;Arranged.Alphatetically;b” Sbrvice Cai$gQCY> . ~

COMPARISON

In-house versus private
contracting for vocational
rehabilitation, childrens’
protective services, and
programs for the elderly.

V.,

In-house versus private
providers of equivalent tract
repair. Article is based on
GAO studies.

In-house (Canadian National)
versus private (Canadian
Pacific) costs and
productivity differences.

In-house versus private
contracting-out in St. Louis
area.

In-house versus private
monopoly franchise versus
private nonfranchise firms.

In-house versus competitive
contract.

In-house (St. Louis City-
County area) versus private
firms.

In-house versus private
monopoly contract versus
private nonfranchise versus
municipal firms in
Connecticut.

FINDINGS

Competitive contracting efforts have often devolved
into single source contracting with little evidence of
efficiency gains. Nonprofit firms are the
predominate suppliers. Improved program
characteristics are the primary objective of
contracting, but no quantifiable quality information
is available.

. e H | | . j

Private railroads repaired ties, replaced track, and
surfaced rails at least 70% more efficiently.

No current productivity differences. The public
firm substantially increased its efficiency after
competition increased in 1965.

&\

41)..

No significant cost differences. Private firms lost
density economies because several firms served the
same areas. Public suppliers had monopoly status.

iniin. (édfytci! category

Public supply was 40% to 60% more expensive
than private. Private monopoly price was only
slightly 5% higher than price of private non-
ffanchised collectors. Density economies offset
otherwise higher costs.

Cost savings of 22% were found, controlling for
quality.

No significant cost differences. Private competing
suppliers lost density economies.

Municipal collection costs were 14% to 43%
higher, but private nonfranchise costs were 25% to
36% higher than municipal collection. Loss of
density economies increased costs of nonfranchise
suppliers.

B

* &1
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UPDATEbACOSTSAVIIVCSRESEARCUFINpPiINGS
i Arranged Alphabetically by Seryice'Category

SOURCE COMPARISON FINDINGS
Kitchen 1976 In-house versus private firms  Municipal suppliers were more costly than
in forty-eight Canadian cities. proprietary firms.
Petrovic and Jaffee In-house versus private Cost of city collection was 15% higher than the
1977 contracting in midwestem price of private contract collectors.
cities.
Pier, Vernon, and In-house versus private firms  Municipal suppliers appear to be more efficient, not
Wicks 1974 in Montana. controlling for quality and community
characteristics.
Savas 1977a In-house versus private firms  No significant cost differences if suppliers compete
in Minneapolis. through tight control of municipal costs imposed by

legislature using private costs as a comparison.

Savas 1981 In-house and franchise The average number of bids per area increases
contractors in asingle district when cities are divided into small districts.
jurisdiction versus contractors Competitive bidding leads to lower costs for
and in-house in a mulJdistrict contractor service. Cities that actively monitor
setting. municipal agencies using private contractor costs

have lower average costs. No benefits are obtained
without these policies.

Spann 1977 In-house versus private firms. Public firms were 45% more costly.
(Survey of literature.)
136 SCHOOLS 'm £ o 1
Peterson 1981 In-house versus private Private contracting prompted small gains in math
contractor-operated public and reading and losses in other subjects. No cost
schools. savings.
37, SECI/RIfV SERVICES (general,maintenance of.-piiblic buddings) dJso s'o\;.Cleaning Services (service' ' 1
, \ catogoiy, 7); . : 1?7*1*1 : [
Hanke 1985a In-house versus private Private security services save 50% or more.

security guards.
38V SEVVERACNWASTEVV ATER .TREATMENT "

Hanke 1985a In-house versus contractor- Contractor costs averaged 20% to 50% less due to
built and operated treatment  shorter construction lags and lower construction
facilities. costs. Competition also reduces operating costs

20% to 50%.

16
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i\ el ;M=o mem . Arranged Alphabetically by'ServictaCategory 'v. . m\/
SOURCE COMPARISON FINDINGS
Savas 1987, Moore  In-house versus outside Contracted wastewater service is 20% to 50% less
1988 contracts costly because federally financed projects involve
higher construction (Davis-Bacon Act) and design
costs.
139.. SHIP REPAIR AND MAINTENANCE :v u "o I
Bennett and Johnson  In-house versus commercial U.S. GAO reports that the private ship repair costs
1980 tankers and oilers. averaged 80% less than the U.S. Navy’s costs.
| 40. SLAUGHTERHOUSE'S. ;r o K
Pausch 1976 In-house versus private firms Public firms were significantly more costly because
in 5 major West German of overcapacity and overstaffing.
cities.
0 . m" P>
1.41 » STBEET.CLEA\|ING. (rolLi'se collection) alsO'sci)’ rtetuse.Collectloii .(service categ%ry 35). t° & .>’1J
Stevens 1984 In-house versus competitively Contract cities have 43% lower costs after
contracted. accounting for quality and other factors.
42. TOWING - ¥M> TV - mm ' N
Kaiser 1976 In-house versus contractors in Contract towing bids provided cost savings of more
New York. than 40%.

TRANSIT sec Bus Service (service category 6).
UTILITIES sec Bus Service (service category 6), Electric Utilities service category 10), and Water Utilities (service category 43).

43.> WATER UTILITIES (Utilities) also'sue Bus Services and Electric Utilities' (service catego/ios.6and’10]., 1
Crain and Tardkoohi In-house versus private Public firms were 40% less productive. Private
1978 suppliers; comparisons of firms had 25% lower costs. Public firms going

112 firms and detailed case private had 25% increase in output per employee.
study of 2 firms that switched Private firm going public had an output per

type of ownership. employee decrease of 40%.
Feigenbaum and In-house versus private water No cost differences were found after controlling for
Teeples 1982 companies. other cost factors.
Mann and Mikesell  In-house versus private Found public modes were 20% more expensive
1976 suppliers. after adjusting for input prices.
Morgan 1977 In-house versus private Costs 15% higher for public firms.

suppliers covering 143 firms

in six states.

i
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Privatization Cost Savings (Continued)

Bennett and In-house versus private. Private weather forecasting contractors provided
DiLorenzo 1983 Based on U.S. GAO studies, equivalent weather forecasting with 35% lower
cost.

SOURCE: John Hilke, Competition in Government-Financed. Services, 69-94.
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State (in the broad sense of the notion, cither at the state or the federd
level) is responsible for the infringement.*

However, the Supreme Court hes acknowledged thet there are
circurmstances in which a seemingly “private" action should be
considered a State Action. When the State is deeply involved in a
private activity, this activity is perceived as being (substantively) a state
action, despite its private appearance. It is this application of the
doctrine thet is of interest in the context of privatized enterprises ad
services. Privatization usually stands for substitution of public services
by private actors - resulting in the government being only "involved" in
them (usually by operating the regulatory process).9 And the question
is, whether privatized services should be corsidered as conpletely
private, or rather, also as public to a certain degree, and therefore as
state actions (at least, in some circunstances).

II. Private Actions as State Actions According to Current
Doctrine

The Supreme Court hes accepted the view thet, in special
circumstances, private actions should be viewed as state actiors.
However, it has applied this view very narrowly, considering nost
actions as private despite clear traces of government involverment. | will
first review this approach, and then evaluate it. Considering the purpase
of the discussion, it will not be a complete review of the state action
doctrine. It is aimed only at the paossible application of the doctrine to
private enterprises facing state action claims.D

8. Thii statement of the law it subject, of course, to chan7ges orlgmatmgqofrom state
constitutional law. See ProneYard Shopping Ctr. v. Rubins, 447°U.S. 74 (1980): seedlso
Jennifer Friesen, Should Califomials iorel Querantess of Individiel Rights Apdy

ret Private Actars?. 17 HASTINGS CONST. LQ, 111 (1989)..

9. ForthemterchangeablUtXofpubtlc-owners ip and regulation, see STEPHENB reyer,
Regulation and ITS Reform 181-83 (1982). o ) ,
10, The sute action doctrine has long been criticized for its lack of clarity and
indefinitive scope. For broader discussions 0f the doctrine, see Harold W. Horowitz, The
Msleading Searchfor "State Actiont” Unckr the Faurteerth Anenchrert, 30 S. CAL. L
Rev. 208rH937 » Charles L. Black. Jr., TreSuareme Court 1956 Tam =Farewardt "State”
Adtion Equal mardCallfoma'sPrmélﬂ Harv. L. Rev. 69 (1967);
Ira Nerken. ANawDealfor the Protection of AnudmtRég‘ls Chaila?'rg
the Doctrinal Beses ofthe Civil Rights CasesandState Adion Theary, 17 Harv. CR-C.L
L. REV. 297 (1977); Erwin Chemérinsky, Rethinking State Actian, 80 Nw. U. L. rev. 603
(1983); Laurencc H. tribe, refocusing the “State Action” Inquiry: Separating
State Acts from State Actors in Constitutional Choices (1985); seealsoBarhara
Rook Snyder, Private Motivation State Adtion and the Allocation of Resporsibillity for
FouteenthAvedhrent Mdations, 75 CORNELL L Rev. 1053 (1990), and the list of articles

1995) State Action 173

A Easy Cases of Stale Action

[.  Coercion and Authorization

There are some obvious cases of state action, i.e., when private
activity is coerced by law or specifically authorized by an official
exercising statutory authority. In these exarmples, the private action
derives its validity from areal state action, and therefore is substantively
astate action. This form of state action is exemplified by the decision
in Public Utilities Commission v. P 0 lia k In this case, the proceed-
ings followed a decision of a street railway company operating in the
District of Columbia to amplify radio progrars in its streetcars and
buses, allegedly depriving passengers of liberty without due process of
law1l The Court wes willing to discuss this state action cormplaint
because the relevant state authority - the Public Utilities Commission of
the District of Columbia - investigated the decision of the company ard
approved it.n From the Court’s perspective, it wes inportant thet the
official approval wes explicit and addressed the current complaint. ¥
In Jackson v. Metropolitan Edison Co.,Bthe Court did not deem suffi-
cient an implicit authorization.6 This case addressed a consurmer's
complaint that her electric services were terminated without affording
for a hearing, and therefore allegedly without due process of law.Tr
The company’s right to terminate scvices for nonpayment appeared in
its general tariff filed with the Public Utility Commission, and wes
never disapproved.* However, the implicit authorization wes not
considered a sound basis for a state action claim.B

However, the obvious case of a specific authorization is not the
right prototype for the current discussion. Privatization initiatives are

compiled there in note. For a general mrvey of the current docirine, see Laurence H.
Tribe, Am erican Constitutional Law 1688-1720 (chapter 18) (2d ed. 1988).

11343 US, 451 (1952).
12, id at 45657,

13. 1d at 462-63. .

ﬁ. Accorél%g to the Court: "We rely partmularlg upan the. fact that that agency,
Punumt to protein against the radio program, ordered an investigation of it and, after
ormal public hearings, ordered its mvestl?atlon dismissed on the ground that the public
safety, comfort and convenience were not Tmpaired thereby." 1d af'462.

15. 419 U.S. 345 (1974),
16. Id at 354,

17. I1d al 347-48.

18. id. at 355.

19. Id at 354-57.
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company] operates a public utility on the streets of the District of
Columbia."

The significant curtailment of the ﬁ)ublic function theory started in
the seventies, when Justice Renquist ruled that it is limited to activities
traditionally and exclusively identified with the state,d a reservation
first introduced in Jackson?* As mentioned before, this case addressed
electricity services, and the plaintiff contended that their supply should
be regarded as fulfilment of a public function.3 The contention was
flatly rejected by Justice Renquist, who wrote for the majority. In his
view, a state action may be. found only when the function operated is
one that was "traditionally the exclusive prerogative of the state,"5 or
"traditionally associated with sovereignty.”37 This narrowing theory
prevailed in later cases, although its basis was never fully explained. It
allowed a differen"-iation between the company-owned town and modem
activities like electricity services, but the appropriateness of this
differentiation was far from self-evident.

The Flagg Bros, case was the next to raise the public function
issue.3 Due to an unpaid debt to a warehouse, the plaintiff's property
stored there was about to be sold in accordance with a state law
authorizing satisfaction of a lien without prior recourse to the courts.3
The plaintiff argued that her due process rights were infringed, the
creditor being in these circumstances a state actor - acting in the public
sphere of dispute resolution.4 Justice Rchnquist. who delivered the
(Jnmon ofthe court, dismissed the public function argument once again.

e explained that “the settlement of disputes between debtors and
creditors is not traditionally an exclusive public function."4l Later in

3. 1d

33. Another tine_of narrowing interpretation of Marsh discussed in its First
Amendment context. The application of the Precedent to speech in shopping centers, in
Food Employees Local 590 v. Logan Valle?/ Plaza, 39) U.S. 308 (1968), was overruled in
Hudgens v. NLRB, 424 US. 5077(1976). I chose not to concentrate on this line of cases,
becalse it also entangles considerations specific to the free speech debate. However, the
judicial tendency to limit the significance of Marshi* also evident here. For a discussion
of these ccses, See Frederick Senauer, v. HRB ad e Prddemof Stale Adian
in First Anvechrent Adiudication, 61 MINNC L. Rev. 433 (1977).

34,419 U.S. 345.

35. 1d af 352.

36. Idl at 353.

1. 1d

38. 436 U.S. 149,
39. 1d at 153
40. 1d at 197,
41, 1d at 161.
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the opinion, Justice Rehnquist made it clear that the current doctrine
does not apply even to “a number of state and municipal functions.. .
which have been administered with a greater degree of exclusivity by
states and municipalities than has the function of so-called ‘dispute
resolution.”  Among these are such functions as education, fire and
police protection, and tax collection."#3 Not even police protection!
However, in regard to these relatively exclusive functions, words of
reservation were added: "we express no view as to the extent, if any, to
which a city or State might be free to delegate to private parties the
Eerformance of such functions and thereby avoid the the strictures of the

ourteenth Amendment."83 From the context, it is not clear whether
these words were meant to be confined to intentional circumvention of
constitutional duties through the delegation of functions. However, the
narrow understanding is supported by the fact that this reservation was
never mentioned again in the Chief Justice's opinions. For example, in
RendeU-Baker v. Kohn** he reLected the sugé]estion to apply public
function theorﬁ in regard to a school that served as a de-facto substitute
to a public school. Most of the students were hoth referred to it and
financed by government authorities.% In die Court’s view, the decisive
fact was that education was not “traditionally the exclusive prerogative
of the State" while ignoring the reservation in Flagg Bros which
sEecmcally addressed semi-exclusive public functions like education.47
The same can be said about Blum v, Yaretsky4> in which the Court
denied an application of the public function theory in regard to nursing
homes attending Medicaid patients. Again, the ruling precedent was the
"traditionally the exclusive prerogative of the stale" formula.4 A more
recent precedent is San Francisco Arts & Athletics v. United States
Olympic Committee?0 Here, the state action claim concerned the
United States Olympic Committee (USOC), a corporation endowed by
law with the sole authority to represent the United States in the Olympic
Games. The USOC had refused to allow the use of the word "Olym-
pic" for a sport event organized by the petitioner as the "Gay Olympic

4. 1d at 163
43 463°U.S. at 163-64.
44 457 U'S' 830 (1982).
38 :g att %ﬁ% ting Jackson 419 U.S. at 353)
. d uotin 2. d .
136 US. a£q63-64g

48" 457 US. 991 (1982).
. Id at toil,
50. 483 U.S. 522 (1987).
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monopoly of local public transportation, and was operating under an
elaborate regulatory scheme.6l However, the Court was not willing to
draw a state action conclusion from these factors alone.® This
conclusion was based upon a specific authorization of the private
decision, pursuant to an official investigation of it. Poliak preceded
Burton, but later cases prove that the narrow view expressed by it
outlived Burton,

An important case subsequent to Burton was Moos: Lodge No. 107
v. Irvis. 0 Here, the plaintiff was a black person discriminated against
in a private club because of his race.7L The state action claim was
based on the fact that the club got a liquor license and was regulated as
a liquor licensee.7L The license was partially exclusive in nature
(though not monoplistic in the strict sense) due to a quota system
administered in liquor licensing.7L  However, according to the
majority’s opinion, “here there is nothing approaching the symbiotic
relationship between lessor and lessee that was present in Burton.”4
The description of the relationship in Burton as "symbiotic*” limited the
potential of this precedent. Symbiosis infers reciprocity, and therefore
is not established even by substantial governmental involvement.

There may be good reasons for the denial of a ‘& action claim
in the circumstances of Moose Lodge.5 The background of the case
was a relatively standard scheme of licensing. It would be exaggerated
to argue that in the modem administrative state almost every licensee
i* a state actor. However, the question remains whether, and in what
sense, reciprocity should be part of the test, i.e., is it essential that the
government will have a pecuniary interest in the private action, as in
Burton?

Later, the narrow application of Burton was not limited to such
relatively standard licensing situations as the one discussed in Moose
Lodge. Jackson76 is a representative example. Here, a much deeper
governmental involvement with the private actor was still short of state

68, IcL it 462.
. d

70. 407 U.S, 163 (1972).
" idl it 16465,

72, Id it 165.

73, id it 177,

74 Idat 175.

75. 407 US. 163
76. 419 U.S. 345,
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action.77 As previously noted, the Court declined to acknowledge the
provision of electricity services as state action under the public function
theory.7L But, this was not the only line of argument. Under the
circumstances of the case, the petitioner based her argument also on
other factors: extensive regulation and the monopolistic status; of the
utility.® These were the same factors discussed in Moose Lodge, but
more intensified - heavy regulation (rather than standard regulation) and
a clearer monopolistic status. However, the majority of the Court still
thought that this was insufficient to constitute state action:

All the petitioner's arguments taken together show no more than that
[the utility) was a heavily regulated, privately owned utility, enjoying
at least a partial monopoly in the providing of electrical service
within its territory .. .. Under our decision this is not sufficient to
connect the State of Pennsylvania with the respondent's action so as
to make the laucr’s conduct attributable to the State for purposes of
the Fourteenth Amendment.1)

b. Financial Support and Financial Dependence

The licensing and regulation cases discussed previously lacked a
trait that had significant influence on the Burton decision - the
pecuniary aspect. It is therefore important to evaluate to what extent a
financial relationship with the government may have bearing on the
willingness of the Court to recognize state action. It was already noted
that the Court invalidated subsidies to racist organizations.*1 However,
it seems that these precedents were confined to ex-gratia government
support, excluding payments for services the government buys from
private entities. The latter did not suffice the Court when applying the
nexus test.

This distinction was drawn by two later cases decided on the same
day, Blumn and Rendell-Bakerll In Blum, the plaintiffs were resi-
dents of private nursing homes that were paid by the government, via
Medicaid benefits, for the plaintiffs’ treatment*4 The plaintiffs
challenged the decisions of the institutions’ doctors reassessing the level

7. 1d it 35

78 1d it B3

78 1d it BL. 37,

3(1) Isd'tglg' tes 20-23 end ing (ext
. ofad notes 2U-Z3 end accompanying (ext.

St 15 U5 301, panying

83. 457 U.S. 830.
84, Bum 457 US. at 993.



1184 Syracuse Law Review [Vol. 45:1169

context, the initiatives of privatization in the corrections system may
serve as a representative example.

The state action doctrine, as it has been shaped in the majority
decisions of the Supreme Court, does not constitute a sound enough
basis for arguments of state action in regard to privatized services.
Generally speaking, both the public function theory and the nexus
theory seem applicable. However, they were fatally impaired. From the
perspective of the public function theory, most of these services were
not "traditionally and exclusively" reserved to the slate. After all, the
concept of a slate that supplies services like education and health is a
modem one. From the perspective of the nexus theory, privatization
will usually not result in afinancially symbiotic relationship between the
state and the private actor. The government will probably license and
regulate it and even buy its services, but not gain a pecuniary profit (as
in Burton). 14

Are the results of the current doctrine satisfactory? | venture to
say that they are not. What this means is that once services arc
privatized, the citizens who are in need of them (for example, Medicaid
residents) or subjected to them (prisoners or troubled children attending
special schools) may be estripped of the constitutional guarantees
awarded to them before by not being entitled to due process and by
being treated in a discriminatory way (in the absence of a specific
statutory or regulatory limitations).

It is probable that the deficiencies in the cuncnt doctrine will be
less likely to circumvent constitutional rights in the context or privatiza-
tion of corrections. Confinement of prisoners is part of the enforcement
of criminal law, which is a traditional characteristic of sovereignty.15

rg% W2 \WEh VWHON'®, 46 Pub. Admin. Rev. ss2 (1ese). For statistics
of privatization of public services in the United States, see E.S. Savas, Privatization ard
Prisors, 40 vanD. L. REV. 889, 890-93 (1987).

103, Foras$ mposmmdedlcated to the pnvatlzatlon of prisons, see 40 VaND. L Rev.
813-1024 (31989J Znumber 4),

104, 363 U.S. 715

103. For @ discussion of Ihe state action doctrine in the context of privatization of

prisons, see Susan L. Ka Tht |n'ﬂ|(m(]"5 of Prison Privatisation an thi Caolct of
Prisoner Litigation Umtar47 USC. Sedtion 1983 40 vanND, L Rev. 867 (1987); Ira P.
Robbins, Privatization of Prisors. An Arelysis of tre State Adion Reuirenert of tre
FouteathAverdhvertad42 USC. Section 1983 2DconN. L. Rev. 833 (1988); Harold
3 sunivan, Privetization of Caredtions and the Gorstitutionsl Rights of Prisoners, rep.
Probation 36 (1989); Charles W. Thomas & Linda S. Calvert Hanson, -"'E"T]dl(ﬁlﬂ'ﬁ

of 47 U.S.C Sedtion 1983for the Privatization of Prisors, 16 Fla. st. U. L Rev, 933

(1989).
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In West v. Atkins,'(6 the Supreme Court accepted a state action claim
in regard to the actions of a private physician under a contract with the
state to provide medical sendees for inmates at a state prison (a "mini
privatization”). The case for the state action claim in regard to a
broader policy of privatization in the correction system is supported also
by the decision of ti.e Texas District Court in Medina v. O'Neill.'L
In this case, inmates attacked the practices of a privately run facility for
confinement of illegal immigrants. The Court accepted the state action
claim, stating that both immigration and detention are powers "“tradition-
ally and exclusively” reserved to the state. 1%

In practice, the results of the present doctrine are more likely to
threaten constitutional norms already established in social services. Let
us consider the example of the celebrated due process rights of welfare
recipients as recognized in Goldberg v. Kelly."® Should these rights
disappear if the operation of the welfare process is administered by a
private agency having a contract with the state? The intensiveness of
official supervision of the private agency may have some influence, but
not necessarily, taking into consideration the low significance attributed
by the court to intensive regulation. Moreover, it seems that the form
of supervision is not the right test. Should constitutional guarantees
depend on the details of the contract? It is important to emphasize that
the question of privatization of social services is not limited to
circumstances in w. Ich the state is motivated by an illegal motive (to
evade constitution?.. duties, as in the case of Evans v. Newton)."0
Putting aside the problematic question of the significance of motive in
constitutional law, 1l it is possible to accept the economic reasons for
the privatization of welfare services (by contracting them out), and still
recognize the importance of safeguarding the due process rights of
welfare recipients.

The case for the present doctrine (as applied by the court) is based
on the interest of preserving freedom in the private domain, the basic
idea underlying the Civil Rights Cases"l (as well as federalism
concerns). Looked at more closely, however, the argument regarding

487 U.S. 42 (

107, 569 F. Supp. 1028 [1984).

108. Id. at 103
109, 397 U.S. 234 (1970). The arqument In the text li valid even when the curtailment
of the [)recedent ISn Mathevgg 6v Eldridge. 424 U.S. 319 (1976), i taken into consideration.

111, ThI* it a controversial issue, ice Washington v. Davl*, 426 U.S. 229 (1976).
12 1MUS 3
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for editorials as an infringement of the First Amendment.122 The
Court had to confront the claim that policies of broadcast licensees are
state actions.123 The Court dismissed the claim.14 Formally, it
involved a narrow application of the “symbiotic relationship" test of the
Burton decision.15 However, substantively, it declined to recognize
state action because it was aware of the vital independence of the
media.’24 Viewing the same question from the public function
perspective, it is possible to support the decision by recognizing that in
the United States editorializing is certainly not a function of the state.

V. A State Action Doctrine for an age of Privatization

The cunrcnt challenge is how to update the state action doctrine in
a way that preserves the distinction betsveen state and private actions
and is still capable of recognizing new forms of activity in the public
sphere. This is not an argument against the basic premise of the
American Constitution that the government carries a special burden of
Constitutional duties, which is not applicable to private actors.127 It
is an argument against the premise that the definitions of government
action can be detached from the changes in real life.

Having mentioned Brown,m 1 will try to explain the constitu-
tional challenge posed by privatization in regard to alternative methods
to fulfill the responsibility of the state for the education of children.
Usually, the states guarantee basic education by the operation of public
schools. In these circumstances, the schools are owned by public
authorities (the "slate”), and there is no doubt as to their constitutional
accountability. Let us assume that as an alternative method of operation
(for economic reasons), the state chooses to close its public schools and
pay for the services of privately-owned institutions (by financing the
enrollment of students). Now. the question is whether there should be
a difference in the scope of the constitutional rights of the students in
these two modes of operation. Even if private schools participating in

121 1d it 97.
123, Id al 11413,
4. Id at 120
195 IcLu 119,

126. Cdunrhia Broackesting Sys.. 412 U S. at 121, , ,
127, For the public-private”distinction in American law and its curtallmenE,0 iele

MORTON J. Horwttz, THE Transformation of American Law 1870-1960, 10-11.
206-08 L1982). The future of tho distinction was dlicuised in a Symposium published in
130 li'28a'34|1-7' Flejegx.4l82389-1609 (1982) (Number 6).
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privatization projects are not likely to adopt racist policies,1® there are
still other constitutional concerns, i.e., what will be the scope of First
Amendment rights of the students (regarding both freedom of speech
and freedom ofreligion); will they have due process rights? Obviously,
the total disappearance of the public schools system is not likely to
happen.10 However, similar changes do and will happen, even in the
field of education.l3dl Although education for the average child is still
administered by the public schools system, significant numbers of
troubled children are now educated in private institutions, financed and
supervised by the state (as in Rendell-Baker).12 These children
should not have lesser constitutional rights while in school, simply
because the government chooses not to form a special school for them.
in Rendell-Baker, the Court could avoid the question of the rights of the
enrolled students, because the petitioners were employees of the
institution.18 However, it did not form a theory of state action that
is capable of di:tinguishing between the two. In the same year, in
Milanas v. Williams,14 The Court of Appeals of the Tenth Circuit
recognized the existence of state action, in a case similar to
Rendell-Baker, in ar respects, except that the plaintiffs were students
claiming infringments of their constitutional rights (refering to use of a
polygraph machine, monitoring and censoring mail, use of isolation
rooms and use of excessive physical force).18 The circuit court
explained that the Rendell-Baker decision was not ruling, because of the
difference in the identity of the plaintiffs.13 Fpr reasons already
given, the recognition of a state action in Jie above circumstances was
justified. However, it is doubtful, whether it is founded on the
precedents of the Supreme Court.

129. Title IV of the Civil Rights Act of 1904 prohibits racial discrimination in any

program receiving federal assistanCe. , , ,

130 A pathiologic example of a decision to close all ?ubllc schools was discussed in
Griffin v. County SChool Board, 377 U.S. 218 (1964), In this famous case, all public
schools in Prince Edward County, Virginia, were closed for four Years, in order to avoid
desegregation. Here, the racist motive of the "privatization" policy was clear, and the
Supreme Court overruled it on equal protection grounds, . -

31, For privatization experiments In the public education system, see Jj|ie_Huston
Vallarelli, Star/ Corstitutional Restraints an the the Privatiration of Edcation 72 B.U.
LREV. 381 419923.

132 457 U.S. 830.

133, 1dl at §36, ,
134, 691 F.2d 931 (10th Cir. 1982)
135, Id at 935,
3. 1d (t 940,
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application. In particular, it is limited to old notions regarding the
functions of the state. In an age of privatization, the consequences of
these limitations ma?/ be the Inadequate protection of constitutional
rights in operation of state services and activities, administered by or
with the cooperation of private bodies. It is suggested that the
aPpllcathn of the current doctrine be updated by developing the theories
already ingrained in it. More sgemﬂcall , It is suggested that a
seemingly "private" activity should be considered as a state action if: w
it is public in nature (according to present understanding of the
responsibilities of the state); and (ir) the state refrains from operating an
equivalent service (and thereby renders citizens to be dependent on the
public services supplied by the private entities). This two-prong test is
capable of securing constitutional standards in services the state chooses
to contract out, without infringing upon the liberties of voluntary
organizations operating community services independent of the state.

THE RISE OF THE LIMITED LIABILITY
COMPANY: EVIDENCE OF A RACE BETWEEN
THE STATES, BUT HEADING WHERE?

Carol R. Goforth*
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It is widely acknowledged that states compete for corporate
charters.L Any state which induces a significant number of businesses

t Associate Professor of Law, University of Arkansas School of Law; J.D. 1984,
Univerjity of Arkansas School of Law. Many of the citations In this article were added by
the editors of the SYRACUSE Law Review inan attempt to conform with the The Bluebook.
A Uniform System of Citation (Fifteenth Edition).

I. Professor William Cary is credited with initiating much of the current debate over
the competition for corporate charters. See William Cary, Corporate Law and Federalism:
Reflections Upon Delaware. 83 Y ale L.J. 663 (1974). Cary argued that modem corporate
law trends reflect a "movement toward the least common denominator." Id. at 663.
According to Cary, Delaware, motivated by a desire to increase state revenues, adopts rules
which appeal to the self-interests of corporate directors who generally malce the decision of
where to incorporate. Id. at 668. Other stales, aware of lhe potential loss of future
revenues if they fail to respond, are pressured to adopt'similarly biased legislation. See
infra Section I11.

Even those who disagree with this vision of corporate law, however, generally concede
that there is areal competition among the states. See. e.g.. Herzel & Rid,man. Delaware's
Preeminence by Design, in R. BALOm « I. FINKELSTEIN, T>ie Deiaware Law of
Corporationsand Business Organizations ix (Supp. 1989); Roberta Romano, The State
Competition Debate in Corporate Law, 8 CaRD0Z0 L REV. 709 (198'); Peter Dodd &
Richard Leftwich, The Marketfor Corporate Charters: "Unhealthy Competition™ versus
Federal Regulation. 53 J. BUS. 259 (1980).
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AVirginia

Soon after George Allen took office as Governorof Virginia,
he signed Executive Order Number One, establishing the.Gov-
emor-Is.Commission on Government Reform. On November 14,
1994, Blue Ribbon Stnke Force Chairman Otis Brown released
the Commission’s final report to the governor. The report * sug-
gested major changes limiting the role of government in the lives
ofour citizens.”

Among the commission’s proposals was to establish aCom-
petitive Council to “develop an institutional framework for a
statewide competitive program” for state government. This
Competitive Council would, where appropriate, move services
into the private sector. Membership is to be drawn from the
legislature, the private sector, and gubernatorial appointments.
Among the 12 functions explicitly recommended for evaluation
were the Virginia Lottery, prison construction, central garage and
fleet maintenance, and child-support collection.

Municipal Privatization Trends

The historic movement of reform-minded hig-city mayors
to downsize and privatize inefficient, bureaucracies continued to
pick up steam in 1994, Drawing on the successes of 1990s,
privatization leaders in Indianapolis, Phoenix, Philadelphia,
Chicago, New York City, San Diego, Charlotte, and Cleveland
launched or continued comprehensive privatization programs in
1994, The use of contracting continued in smaller cities as
evidence of the benefits of contracting accumulate.

New York City

For decades, New York City has been synonymous with
inefficient municipal government, bureaucratic bloat, and soar-
ing taxes. UnderMayor Rudolf Giuliani, New York City appears
poised to become one o f the country’s leaders in moving services
and assets from the public to private sector.

“We're trying to bring the city government into the 21st
century— kicking and screaming, | must say,” General Services
Commissioner William Diamond told the New York Times.
Within afew years, the city intends to be competitively contract-
ing out more work (in dollar terms) than the next ten largest cities
combined and have plans to privatize a number of major assets,
according to city officials.

The city-owned United Nation's Plaza Hotel is expected to
be sold by Fall 1995. Otherfuture asset sale possibilities include:
the city's television and radio licenses, $50 million of city-owned
real estate, thirteen parking garages, three sewage treatment
plants, Kennedy and La Guardia airports, and the Off-Track
Betting Corporation.

In December of 1994, the city launched competition pilot
projects in a number of service areas such as park upkeep,
building maintenance, fleet maintenance, street repaving, traffic-
sign making, running homeless shelters and custodial services.
Assuming the pilot projects are successful, these services will be
opened up to competition city-wide in late 1995 or early 1996.
"We're eliminating monopolistic service delivery,” says Richard
Schwartz, who directs the city's competitive contracting pro-

More satisfied customers and
constituents. Higher employee
productivity. Greater taxpayer
value. These are the kinds of
results you can get when you
reengineer.

Ernst & Young consultants are
leaders in reengineering. We can
help Initiate and implement new
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and service benefits that you
require.

For business results thatare off
the charts, talk to us soon.

Call Larty Selgel at Ernst S.
Young, (714) 252-2402 or Jim
Gibson (916) 449-3510.

01Ernst&Young llp
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ComDetitiori to New York City ' e
Service Annual Savings
(S Millions)
Solid Waste: Collection and Disposal or Recycling $80-5134
Street Sweeping 15
Wastewater Treatment and Sludge Disposal 25
Private Bus Operations 25
Parking Meter Maintenance and Collection 5
Traffic-Sign Installation and Maintenance 60
Public-Building Maintenance and Repair S125-S160
$30-S75

Heating Plant Operation and Maintenance

Source: "The Privatization Advisory Report for the Mayor-elect Rudolph Gi-
uliani," December 1993.

gram. “No one has a lock on the right to deliver better services
to the public.”

The pilot program for park maintenance in southwestern
Queens was already producing results by early 1995. The private
contractor's bid was 23 percent less than the city's in-house costs.
“We're trying to learn from empirical experience whether the
private sectorcan do thiswell," says Schwartz. The city plans to bid
out all 59 park districts by the end of 199f

The city is also explorin? contracting out the operation of its
nine wastewater treatment plants in its upstate watershed and at
least two of its eleven hospitals. “This year will see a rapid
acceleration of privatization and other downsizing initiatives at
H.H.C. (Health and Hospital Corporation),” said Mayor Giuliani
in the introduction to his FY 1996 financial plan.

Schwartz believes that competitive bidding will eventually
result not only in massive cost savings but also in a better city
work force: “In the long term we will have a more energized
work force because they will feel the pressure, challenge and
exhilaration of winning bids.”

Philadelphia

Philadelphia continued its aggressive contracting-out pro-
gram in 1994 as 11 services were opened up to competition,
including workers' compensation, park maintenance and parking
garage operation. All told, under Mayor Ed Rendell almost 30
services have been shifted from monopoly to comﬁetition.

The threat of privatization has also spurred in-nouse units to
dramatically reduce costs. “ The knowledge that your department
can be bid out is an enormous motivating factor," says Mayor
Rendell. “Ironically, privatization is the most effective way we
know to restore productivity and the taxpayer's faith in govern-
ment.”

In late 1993, Philadelphia's sludge-processing plant was put
on the list to be considered for contracting. Faced with the
prospect of losing theirjobs, within a little j.e r one month the
plant's managers— working with the union— came back to the
mayor with a radical cost-cutting plan. The city agreed to go with
the slimmed down in-house unit after it reduced the number of
workers by 79 employees (from 214 to 135) and cut costs by
one-third, saving $8 million dollars annually.

Indianapolis

Under Mayor Stephen Goldsmith, Indianapolis is a trend-
setter in the area of competitive government. With the majority
of the city’s services already opened up to competition over the
previous three years, only afew services were privatized in 1994,
The city’s Abandoned Vehicles Operation was privatized, tri-
pling the number of abandoned vehicles removed from Indian-
apolis neighborhoods and saving approximately $1.4 million.
“This is a perfect example of how private management can help
us deliver better service for less money,” says Mayor Stephen
Goldsmith.

The White River Environmental Partnership assumed opera-
tion of the Indianapolis wastewater facilities in January 31,1994
to start a five-year contract. In the first year of operation, the
facility has reduced cost from $30.1 million to $17.6 million,
reduced the labor force from 322 to 196 (with no layoffs), and
reduced effluent violations from seven during the final year of
city operation to just one. Despite the reduction in work force,
employees seemed happy with the new management, as griev-
ances dropped from 38 to 1between 1993 and 1994,

Goldsmith’s largest pending privatization project is the In-
dianapolis International Airport Competitiveness Initiative. In
December 1994, the Indianapolis Airport Authority received
proposals to operate the airport from four private firms and one
from the current airport management. Facing the prospect of
privatization has already induced airport employees to come up
with $1.7 million in cost-saving ideas. The Airport Authority is
expected to award abid by mid-1995. “Regardless of the ultimate
decision, we are confident that the managed competition process
will have met the goal to provide the highest quality and effi-
ciently operated airport in the world," says Mike Wells, the
president of the Airport Authority.

Charlotte

Charlotte has a reputation for being one of the better-run big
cities in America. Property taxes are near the lowest ofany urban
areas in the state, and Financial World magazine ranked it
numberone in the country in economic development. But Mayor
Richard Vinroot and a majority of the city council aren't resting
on their laurels. The city is stressing continuous improvement
and cost-cutting in city operations by introducing competition.

Approximately 17 percentof city services will be opened up
to competition over the next four years. Cemetery operation,
vacant lot and building maintenance, physical fitness programs
for police officers and landscaping were put out to bid in 1994;
tlrggg collection for one-third of the city went out to bid in early

To prepare in-house units for the competitive process, the
city is conducting "Competition 101" workshops. City employ-
ees are taught everything from how to find out their true costs to
how to increase productivity. "W e break them up into groups and
tell them to pick a business the city is in," says David Cooke,
who heads the city’s competition program. "We then say pretend
you're starting your own private firm to compete with the city in
this business. What would you do differently than the city is
doing today?"



Charlotte is also systematically examining its assets for
privatization opportunities. An asset valuation of the city's old
convention center revealed thatitis virtually useless in its current
form but could yield $10 million if the city sold it to a private
developer. A recommendation to sell the asset is expected to go
before the city council sometimein 1995. Other asset sales being
studied include the Charlotte airport, surplus properties and the
Charlotte Coliseum. Selling the coliseum heated up when Char-
lotte Hornets' owner made an unsolicited bid of $65 million for
the stadium in January 1995.

Cleveland

Mayor Michael White's drive to expose city hall to private-
sector competition was temporarily derailed in 1994 when the
city council voted down his pilot plan to force city crews to
compete with private vendors for asphalt paving. After the mayor
unveiled his plans for competitive government called, "Cleve-
land Competes,” discussions between Mayor White on one side
and city council and the unions on the other became heated. "He
[the mayor] is bent on a mission of destruction," council presi-
dentJay Westhrook told the Cleveland Plain Dealer. The council
overwhelmingly rejected White's initial proposal.

Not to be deterred, the mayor continued discussions with
council members in an effort to seek common ground, going so
far as to send council members to Philadelphia and other cities
during 1994 to learn more about competitive service delivery. In
early 1995, the mayor came back with plans to seek competitive
bids for operating the city’s convention center, golf courses,
parking lots, street resurfacing and downtown waste collection
(receptacles only) and dead animal pickup. The city has lost
almost $28 million on the convention cent +since 1990 and $2.4
million on the golf courses since 1989. Still, it is unclear if
“Cleveland Competes" will gain the political support needed.

The local public-employee unions have vowed to fight pri-
vatization. "I don'thelieve nobody can do it better than we can,"
Paul Wells, president of Local Laborers 1099 told the Cleveland
Plain Dealer. "Nobody."

Los Angeles

It appears that the administration of Mayor Richard Riordan
is unlikely to aggressively pursue any widespread initiatives to
bring competition to city services in Los Angeles. Though he has
backed the concept of privatization in the past, Mayor Riordan
has not made it a priority of his administration.

In November 1994, the Reason Foundation published a
report, "Competitive Government for a Competitive Los Ange-
les," detailing how the City of Los Angeles could save nearly
s120 million annually by competitively contracting injust seven
city services. For example, the report found that privatization of
trash collection, the third largest item in Los Angeles’ general
fund, could yield an estimated 27-percent savings, or $42 million
annually (see Table 1.4).

The report also found that Los Angeles has some of the most
costly Emergency Medical Services ?EMS) in the nation. To
achieve savings of up to 67 percent, the report recommended the
city develop a public-private partnership with the fire department
and private ambulance services, move from a mixed Advanced and
Basic Life Support (ALS/BLS) fleet to an all-paramedic-ambulance

m Table.1.4: Estimated Annual Cost Savings Through * .
v injecting Competition into Los Angeles Government

Service Savings % Savings
(S Millions)

Building Maintenance/ $2.2 28%
Custodial Services

Emergency Medical Services 30.7- 67%
Golf Courses 35 N/A
Parking Enforcement 19.0 N/A
Trash Collection 42.0 2%
Workers' Compensation 224 24%
200 N/A N/A
TOTAL $119.8 N/A

Source: Reason Foundation

fleet, and develop stringent contractual provisions in order to
guarantee lower costs and quality service.

In addition, the report examined privatization possibilities
for worker's compensation, parking enforcement, the city zoo,
golf courses, building maintenance and custodial services, as
well as Los Angeles International Airport, the Department of
Water and Power, and the Convention Center.

To date, the city has adopted the report's recommendations
to privatize workers’ compensation, and it appears likely that the
proposal to turn the zoo over to a nonprofit operator may be
Implemented in 1995 or 1996. The other recommendations have
so far faced stiff political opposition in the Los Angeles City
Council and have not been pursued by the mayor's office.

Crestwood, lllinois

Big governments could leam a lot from little Crestwood,
Illinois. A bedroom suburb of Chicago, Crestwood has a popu-
lation of 12,000, yet has only 17 full-time employees. A nearby
town with about the same population has around 150 workers.
Despite the small city staff size, Crestwood's services are exten-
sive and generally regarded as high quality.

In 1993, Crestwood gave residents a 26-percent refund on
their county property taxes. The city hopes to eliminate all local
property taxes. "By 1997, we plan to give back 100 percent
refunds on property taxes,” says Mayor Chester Stranczck, the
driving force behind Crestwood’s contracting program. “All the
resident has to do is bring in their property tax bill receipt and
we will hand them a check."

Crestwood's secret? The city contracts out virtually every-
thing, from street maintenance to bookkeeping to sewer repair.
The city has no full-time firefighters.

Why haven'tmore cities followed Crestwood's example? "It's
all a question of politics," says the mayor. "You're talking about a
lot of patronage jobs. Neighboring mayors have told me, if they
implemented these reforms they would never get re-elected.”

Fort Worth, Texas

The release of “The City of Fort Worth's Privatization Re-
port" showed how Fort Worth had used competitive contracting
over the past several years to save hundreds of thousands of
dollars. In 1990-1994, the cityé)rivatized the mowing of parks,
medians, and the grounds around city facilities, saving $362,801.



CONTRACTING PROVISIONS OF CURRENT COLLECTIVE BARGAINING AGREEMENTS

UNIT:  GENERAL SUPERVISORS LABOR, TRADES, AND  PUBLIC SAFETY ANATECH CORRESPONDENCE
GOVERNMENT CRAFTS STUDIES
Feasibility study or Formal feasibility study ~ Must conduct a cost If decision to contract ~ Formr 1 feasibility study  If decision to contract
operational analyses must address potential  efficiency study before  has potential of required before has potential of
required before cost savings and other  contracting unit work displacing members, ~ contracting unit work. displacing members,
contracting unitwork. W benefits. that will result in layoff of - must conduct feasibility must conduct formal
unit member. study or review of feasibility study.

operational analyses.

Feasibility study or Formal feasibility study  Cost efficiency study Feasibili%y study or Formal feasibility stu Formal feasibility stud
operational analyses must include all costs,  must show work can be  review of operational must address potenti must address potenti
must cover potential including wages, Berformed with less cost  analyses must address  cost savings and other  cost savings and other
costs and benefits. benefits, administrative  before layoff can occur.  potential costs and benefits. bengfits.

costs, agency overhead, nefits.

pr%gram supervision,

and auds.
Must notify union within -~ Formal feasibility study ~ Contractor required to  Decision to contract unit  Decision to contract unit  Decision to contract unit
two weeks of decisionto - must also determine the  pay contractual hourly ~ work cannot precede work cannot precede work cannot precede
Initiate study or review  cost of performing the  rates plus at least S255  feasibility study or formal feasibility study.  formal feasibility study.
operational analyses. work with members. er hour in lieu of review of operational

nefits. analyses.
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February'é, 1997



UNIT:

GENERAL
GOVERNMENT

Notice must include job
classifications and work
areas affected.

Must notify union of
results of feasibility
study or review of
operational analyses
with all pertinent
statistical and analytical
information to be
considered in contacting
decision, including total
cost savings.

SUPERVISORS

Must notify union within
one week of decision to
conduct a formal
feasibility study,
including job
classifications and work
areas affected.

Must notify union at least
30 days in advance of
intent to issue bids
where result would be
displacement of
member.

LABOR. TRADES, AND
CRAFTS

Contractor must furnish
certification of wages
and/or certified cost of
benefits upon written
request.

PUBLIC SAFETY

Must notify union within
2 weeks of decision to
initiate study or review
operational analyses.

Notice must include job
classifications and work
areas affected.

AVTECH

If contracting would
displace members, must
notify union of decision
to conduct formal
feasibility study,
indicating work to be
contracted.

Must notify union of
results of feasibility
study with all pertinent
information considered
in contacting decision.

CORRESPONDENCE
STUDIES

Must notify union of
decision to conduct
formal feasibility study.

After formal feasibility
study must notify union
at least 30 days in
advance of intent to
issue bids.

Prepared by Michael P. McMullen
Februan 6. 1997



UNIT: GENERAL

GOVERNMENT

SUPERVISORS

Must notify union of final  Notice must include all

decision regarding
contracting.

If decision is to contract
and will directly displace
employees, must
provide union with 30
days notice of intent.

Union may submit an
alternate plan, if
submitted within 15
days, plan must receive
fair consideration.

pertinent information
upon which the decision
to contract is based,
including total cost
savings anticipated.

During 30 day ﬁ)ericj,
Btgée cannot release any
ids.

During 30 day period,
union will have
oPportumty to submit an
alternate plan.

LABOR, TRADES,
CRAFTS

PUBLIC SAFETY

Must notify union of
results of feasibility
study or review of
operational analyses
with all pertinent
statistical and analytical
informationto be
considered in contacting
decision, including total
cost savings.

Must notify union of final
decision regarding
contracting.

After formal feasibility
study must notify union
at least 30 days in
advance of infent to
issue hids if contract will
result in layoff of
members.

CORRESPONDENCE
STUDIES

After formal feasibility ~ During 30 day period,
study must notify union  state cannot release any
at least 15 working days  hids.

in advance of intent to

issue hids.

AVTECH

During 15 working day ~ During 30 day period,

period, state cannot union will have

release any bids. gPportumty to submit an
ternate plan.

L sionwill have State must give fair
gPpoﬂun|w to submit an  consideration to
ternate plan. alternate plan.

Prepared by Michael P. McMullen
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UNIT:

GENERAL
GOVERNMENT

Placement of affected
employees to be
discussed during 30 day
pericd.

No employee can be laid
off and work contracted
unless feasibility study
or review of operational
analyses shows
contracting costs less.

Must make good faith
effort to place
employees elsewhere in
state government.

SUPERVISORS
CRAFTS

State must give fair
consideration to

alternate plan,

No bargaining unit work
may be contracted which
results in layoff unless
the contracting action
will cost less

Must make every effort
to place employees
elsewhere in state
government.

Where members have
been displaced, union
may request cost
effectiveness audits at
state expense.

LABOR, TRADES,

PUBLIC SAFETY

Union may submit an
alternate plan, if
submitted within 15
days, plan must receive
fair consideration.

Placement of affected
employees to be
discussed during 30 day
period.

No employee can be laid
off and work contracted
unless feasibility study
or review of operational
analyses shows
contracting costs less.

Must make good faith
effort to place
employees elsewhere in
state government.

CORRESPONDENCE
STUDIES

AVTECH

No bargaining unit work
may be contracted which
results in layoff unless
supported by the formal
feasibility study.

State must give fair
consideration to
alternate plan.

No bargaining unit work
may be contracted which
results in layoff unless
supported by the formal
feasibility study.

Must make a good faith
effort to find a laid off
teacher a vacant
teaching position in
AVTECH or elsewhere
in department of
education.

Prepared by Michael P. McMullen
February 6. 1997



FISCAL NOTE

NO.

STATE OF ALASKA BILL VaN °- / X
1997 LEGISLATIVE SESSION publisBiH Verson: CISEP> (eZfftu')
(S) Publish DTte: 3 -ak-<?7

Revision Date: Department Affected: Legislative Affairs Agency

Title: "An Act relating to the Task Force on BRU: All
Privatization: and providing for an effective date."
Sponsor: Senator Ward Component: All

Requestor: Senate Finance Committee
COMPONENT SERIAL NO:

Expenditures/Revenues: (Thousands of Dollars)

OPERATING FY 98 FY 99 FY 00 FY 01 FY 02 FY 03

PERSONAL SERVICES 0 0 0 0 0 0
TRAVEL 131 10.0 0 0 0 0
CONTRACTUAL 4.8 2.4 0 0 0 0
SUPPLIES 0 0 0 0 0 0
EQUIPMENT 0 0 0 0 0 0

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING 17.9 12.4 0 0 0 0
CAPITAL o 0 0 0 o] 0
REVENUE FUND SOURCE 0 0 0 0 0 0

FUNDING: (Thousands of Dollars)

GENERAL FUND 17.9 12.4 0 0l 0 0
FEDERAL FUNDS

OTHER FUND SOURCE

TOTAL 17.9 12.4 0 . o| 0 0
POSITIONS:

FULL-TIME 0 0 0 0 0 0
PART-TIME 0 0 0 0 0 0
TEMPORARY 0 0 0 0 0 0

Estimate of current year impact:

ANALYSIS: (Attach a separate page if necessary)

CS SB68(FIN) establishes a 13 member Task Force on Privatization consisting of 3 members appointed
by the Governor, 2 of whom are public members, 4 public members appointed by the presiding officers of
the Alaska State Legislature and 6 Legislators. This task force will review and report to the Legislature
and the Governor regarding the feasibility of privatization of some government functions.

Prepared By: Karla Schofield. Deputy Pirectos-4 Phone: 465-3852
Divisior Administrative Services ' * Date: IT-
Approved By: Pamela A. ive Director

Agency: Legislative Affairs Agency Date: A

Distribution (by preparer): Leg. Finance, Legislative Sponsor, Requestor, OMB, Gov., & Impacted Agency(ies).
Page 1of 2



Travel

Travel costs for one Governor's appointee will be paid for by the Office of the Governor. FY 97 travel costs for the two
public members appointed by the Governor, Legislators and public members appointed by the presiding officers will
be absorbed within existing Legislative budgets. This Fiscal note contains FY98 and FY99 travel amounts for the

public members.

If the task force begins work in FY97 it is expected to travel once in FY97, 4 times in FY98, and 3 times in FY99 to

CONTINUATION OF FISCAL NOTE: CS 68 (FIN)

hold meetings. Any other meetings of the task force will be conducted by teleconference.

For the purposes of this fiscal note, 2 public members are assumed to be from Fairbanks, 3 from Anchorage,

and 1 from Ketchikan. 2 days of per diem are calculated for each meeting.

FY 98

2 Anchorage Meetings
3 Anchorage members
2 Fairbanks members
1 Ketchikan member

1 Fairbanks Meeting
3 Anchorage members
2 Fairbanks members
1 Ketchikan member

1 Juneau Meeting

3 Anchorage members
2 Fairbanks members
1 Ketchikan member

Total FY98 Travel

FY99

2 Anchorage Meetings
3 Anchorage members
2 Fairbanks members
1 Ketchikan member

1 Juneau Meeting

3 Anchorage members
2 Fairbanks members
1 Ketchikan member

Total FY99 Travel

Contractual

Phones
$100/month

FY98
FY99

Per Diem

1,736
868

1,026

342

1,026

684

342

6,024

1,736
868

1,026
684
342

4,656

Postage
$50/month
600

350

Travel

1,328
1,240

996

690

1,398

1,148

268

7,068

1,328
1,240

1,398
1,148
268

5,382

Advertizing
750/meeting
3,000

1,500

13,092

10,038

TOTAL
4,800
2,550

Teleconference charges and expenses for printing the report will be absorbed by the Agency.

Page 2 of 2



FISCAL NOTENO. um

STATE OF ALASKA Bill Verson: cssB jg' ffiM)
1997 LEGISLATIVE_ SESSION (S) PUbIlSh Date: ’3 'Jk'97
Revision Oats: = 2 9 9' Oept. Affected: See analysis below
Title: An Act relating to the Task Force or> Privatization. BRU: ~
Component:

Sponsor: Senator Ward
Requester: Senaf State Affairs Committee COMPONENT SERIAL NO.
Expenditures/Revenues

OPERATING EXPENDITURES FY 98 FY 99 FYOO FYy 01 FY 02 FY 03
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELtANEOUS
TOTAL OPERATING MIH

| CAPfTAL EXPENDITURES

ICHANGEIN REVENUES ~

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health
Other

TOTAL

eee*e  eeeee eccce eee)\Ir

Estimate of any current year (ry97) coat $ iH i
POSITIONS

FULL-TIME

PART-TIME

TEMPORARY

ANALYSIS: (Attach a separate page if necessary)

This bill would establish a Task Force on Privatization, which would, among other tasks, 'identify functions of
our state government that could economically and appropriately be privatized, if any."

Most of the state's labor agreements include provisions which require the state to conduct feasibility studies
determining potential costs and benefits before any decisions are made on contracting out work currently
performed by state employees. Therefore, before any decisions are made on implementation of the Task Force's
recommendations to privatize state functions covered by these labor agreements, the feasibility studies required by
the labor agreements would need to be conducted.

Prior feasibility studies of this type have cost from approximately $20,000 to $50,000 per study. However,
because the need for feasibility studies will depend on the recommendations of the Task Force, these costs, and
the departments affected, cannot be estimated now. This is why asterisks are shown on this fiscal note.

In addition to feasibility studies, the labor agreements require other procedures to be followed before work can

be contracted out

Prepared by: Annalee McConnell. Director - 4664530

" ]l
Division: Office of Management arxLBti~qget Date: 2X124%797
Approved by Commissioner: Jim Ayers 2/24/97
Agency: Oflicaotihc'i  vernor

PREPARER TO PROVIDE ALLONTRIBUT10N COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For luribar distribution information, call the Governor's Legislative Office

(Rev 11/95) 97lisnol.xIsrOBR Pago 1 ol 1



FISCAL NOTE No. J_
STATE OF ALASKA Bill Verson: cssB

1997 LEGISLATIVE SESSION (S) Publish Date: 3

Revision Date:
Title: "An Act relating to the Task Force on BRU: Executive Operations
Component: Executive O ffice

Privatization; ..."
Sponsor: Senators Ward. Wilken

Requester: Senate Finance Committee COMPONENT SERIAL NO.

Expenditures/Revenues (Thousands of Dollars)

OPERATING EXPENDITURES FY 98 FY 99 FY 00 FYy 01 FY 02
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0.0

CAPITAL EXPENDITURES

ICHANGE IN REVENUES (

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health

Other
TOTAL 0.0 0.0

Estimate of any current year (FY97) cost: 9 0.0

POSITIONS
FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS: (Attach a separate page if necessary)

(F /A

Dept. Affected O ffice of the Governor

FY 03

0.0

The composition of the task force envisioned by the bill involves both executive and legislative membership.
This involves constitutional issues, for which the Administration may urge changes in this bill. However, as

written the bill states that two of the three members appointed by the Governor will be public members.

It is

assumed that travel expenses will be incurred by members to attend meetings. Traditionally such costs are
budgeted by the agency or branch housing the task force. This fiscal note assumes that the travel costs for all

public members are included in the Legislative Affairs fiscal note.

Due to the nature of the subject in this bill, it is likely that the Administration's third appointee would be a state
official in the Executive Branch. Historically, agencies involved pay the costs of Executive Branch state official
participation. Should this be the case, fiscal impact in travel funding for FY98 would be 2.0, and .6 in FY99.

Prepared by: Michael Nizich, Administrative Director Phone:. 465-3876
Division: Administrative Services Date:. 3/24/97
Approved by Commissioner: Jim Ayers, Chief of Staff Date:

Agency: Office of the Governor

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR’S LEGISLATIVE OFFICE
For further distribution information, call tho Govornor'6 Logislativo Offico

(Rev 11/95) 97fisnot.xIs/DBR Page lof 2



CS SB 68 (FIN) Analysis 3/24/97

Fiscai note assumes one of the Governor’s appointees will be from the Executive Branch
and a resident of Juneau. After discussion with Legislative Affairs, the note further
assumes travel costs for this appointee to attend task force meetings as follows:

FY98 M
4 meetings total:

2 Anchorage:

airfare - $444x2  trips = $ 888
per diem, lodging, grd. trans. $194x2 = $388

1 Fairbanks:
airfare - $574xtrip = $ 574
per diem, lodging, grd. trans. = $ 194
1Juneau: no cost
FY99 M
1 Anchorage:
airfare - $444 x 1trip = $ 444
per diem, lodging, grd. trans. = $ 194

1Juneau: no cost



