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(4) P e r  c a p ita  s ta te  d e b t r e d u c tio n . 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  s ta te  revenues. Column five compares 
the increase in state revenues from 1983-1990. 
Revenue differences between the two regions are 
sim ilar. The Mid-Atlantic region increased its 
revenues on average 36% while the South increased 
its amount on average by 23.2%. Given tins similarity, 
it is to bo expected that we fail to reject the hypothesis. 
There is not a significant statistical difference between 
regions in their respective increase in state revenues.

(6) O p e ra tin g  b u d g e t fo r  d e p a r tm e n t  o f  corrections. 
Column six examines the department of corrections 
operating budget increases from 1983-1992. The two 
regions are very similar, operating budgets on average 
increased 198% in the Mid-Atlantic region and 215.8% 
in the South. As expected, we fail to reject the nuU 
hypothesis; there is not a significant statistical 
difference between regions in departm ent of 
corrections operating budget increases.

D iscussion  o f D a ta
A researcher would expect states with a larger per 

c a p i ta  s ta le  d e b t relative to other states to be inclined 
to privatize since private prison corporations maintain 
tha t they can provide a comparable or superior service 
a t 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 apparent 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 a similar vein, increase  in  s ta te  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). If this gap were larger, one could 
argue th a t a lack of revenues contributed to 
privatization.

When d e p a r tm e n t  o f  corrections* o p e ra tin g  b u d g e ts  
are compared, virtually no statistical difference is 
demonstrated. One cannot argue that states which

r m a c . ukju

have privatized have significantly larger correction.^ 
budget increases. 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 i n c r e a s e  i n  s t a t e  i n m a t e  
p o p u la tio n s . 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 fact is 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 j 
be said with reasonable certainty of these regions, that 
states with the lowest inmate increases have privatized 
while states with the largest increases have not 
privatized.

S u m m ary  a n d  C onclusions
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 significant theoretical insights [J 
lo private prison formation in the South. The authors 
conclude tha t u n io n iz a t io n  r a te s  and c o r r e c t io n a l  :■ 
officers ' s ta r t in g  s a la r y  explain why 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 i: 
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 as well as the salary for any comparable year of 1 
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 I  
strike, are not compatible with southern management H 
stylos. Oligarchical management practices tie easily I  
into low unionization rates and larger social policy $ 
issues, such as ’Sight to work* laws, which exist in most B 
of these southern states. Furthermore, this study B 
shows that, when comparing the American South to B 
the Northeast and Mid Atlantic, states with the lowest >d 
inmate increases have privatized while states with the 
largest increases have not privatized. B
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Endnotes
' M a m  dedicating this article to the memory of my 
dear friend end collaborator, Thomas Bonomo.
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T
H E RECENT in fa tu ­
a tio n  w ith  the  p riv a ­
tiza tio n  o f e d u c a ­
tio n a l serv ices  has 
su p p o r te rs  w ho 

seem  to p re se n t it a s  a  panacea  
fo r a ll th a t a ils  p ub lic  education . 
Yet, tw o  recen t d ev e lo p m en ts  
h a v e  cast d ram a tica lly  d iffering  
p e rsp ec tiv es  o n  th is  co n tro v er­
s ia l p ractice . In School District of 
Wilkinsburg v. Wilkinsburg Educa­
tion Association (1995) the  S u­
p rem e  C o u rt o f  P ennsy lvan ia  
a ffirm ed  the d en ia l o f a request 
by th e  te ach e rs ' u n io n  to  enjoin 
th e  local b o ard  from  en terin g  
in to  a con trac t w ith  A lte rn a tiv e  
P ub lic  Schools In co rp o ra ted  
(APSI) from  N ash v ille , T N , a 
p r iv a te  firm , fo r th e  o p e ra tio n  
a n d  m an ag em en t o f  o n e  o f  its 
e le m e n ta ry  schoo ls. T he teach­
e rs  w ere  co n cern ed  because  if 
th e  b o ard  fo llow ed  th ro u g h  on 
the  con trac t, th e n  APSI w ould  
be  free to  h ire  its  o w n  facu lty  
a n d  sta ff a t  th e  school, a m ove 
th a t co u ld  cost 30 teach ers  their 
jobs. The ru lin g  in Wilkinsburg 
cleared  the  w ay  for th e  board  to 
e n te r  in to  the  con trac t w ith  
APSI. C onversely , sh o rtly  after 
the  decision  in  Wilkinsburg, E du­
cational A lte rn a tiv es  In co rp o ­
ra te d  (EAI), o n e  of the lead ing  
firm s in  th e  m ove to w ard  p riv a ­
tiz a tio n , lost its  co n trac ts  to

opera te  schools in  Baltim ore 
(Walsh, 1995) a n d  H artfo rd  
(Walsh, 1996).

In light of these very  d iffe ren t 
results, th is artic le  exam ines 
sta te  oversigh t, o r  rather, the  
lack thereof, an d  legal con tro ls  
over the new  breed  o f ed u ca ­
tional o rgan iza tions such  as EAI 
and the Edison Project, p e rh ap s  
the tw o best know n  p riv a te  co n ­
tractors for in struc tiona l se r­
vices. The artic le  begins by 
briefly exam ining  b ackg round  
issues on p riv a tiza tio n  along  
> ith  review ing a rg u m en ts  re­
garding its ado p tio n . T he sec­
ond section notes the v irtua l 
lack of governm enta l con tro ls 
and regulation  o f  p riv a tiza tio n . 
The final p o rtion  raises lingering  
legal questions th a t rem ain  in  
the apparen tly  head-long  ru sh  to 
p rivatization .

O verview  of P riv a tiza tio n
Privatization, coined a fte r the 

concept in troduced  by Peter 
Drucker in 1968 (Bast &
Walberg, 1994), refers to the  
practice w hereby  public school 
d istricts en te r in to  con trac ts 
with p rivate , for-profit o rg an iza ­
tions to d e liv e r a varie ty  o f e d u ­
cational goods an d  services. T he 
range of con trac ts stre tches from  
m anaging en tire  school system s.

^ A Y 1996

to  p ro v id in g  in stru c tio n a l m ed ia  
su ch  as C h an n e l O ne, to con­
trac ting  o u t s tu d e n t tran sp o rta ­
tion , food  serv ices, m ain tenance 
a n d  cu sto d ia l se rv ices an d  
ph o to  cop iers.

A dvocates o f  p riv a tiza tion  
o ffer a t leas t th ree  related  a rg u ­
m ents to  b o ls te r  th e ir  position . 
P erhaps th e  m ajo r p o in t raised  
in  su p p o rt o f  p riv a tiza tio n  is 
th a t it b rin g s  th e  efficiency of 
the  m ark e tp lace  to public ed u ca­
tion. A closely rela ted  view  is 
th a t since p u b lic  schools have 
failed to  keep  pace  w ith  in te rn a ­
tional s ta n d a rd s , th ey  m ust re­
sp o n d  to  the  co m petitive  de­
m an d s o f the m arketp lace. A 
th ird  se t o f  a rg u m en ts  m ain ta ins 
th a t p riv a tized  schools w ould  be 
m ore accoun tab le , w ould  be cost 
effective an d  w o u ld  prom ote 
in nova tion  as ed u ca to rs  are 
forced to  becom e m ore en trep re­
neuria l.

O p p o n en ts  resp o n d  tha t 
p riv a tiza tio n  in  the  form  o f for- 
p rofit schools 3nd deregulation  
is in fluenced  b y  social D arw in­
ism  and  the  surv ival-of-the- 
fittest concept and  m ay sim ply  
a llow  fo r the  rich  to  get richer 
an d  the po o r to  get poorer. Such 
a resu lt has been  ev iden t in 
o th e r realm s o f p ub lic  service 
inc lud ing  ed u ca tio n  and  health  
care as p riv a tiza tio n  has, ac-
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co rd in g  to Brown and  C ontreras 
(1991), done  little  m ore than  
"c rea te  econom ically, socially 
a n d  racially  stra tified  com m uni­
ties, an d  there  is no evidence 
th a t th is  s tra tification  is the  d i­
rect re su lt o f com petition  be­
tw een  com m unities to offer su ­
p e rio r  pub lic  services" (p. 145). 
T he leg itim ate  fear of critics is 
th a t to  offer p riva tiza tion  w ith ­
o u t  c rea ting  an accom panying 
m echan ism  to regulate  its 
sp re a d  or considering  its im pact 
o n  com m unities m ost in need 
risks fu rth e r  stratification  of 
schoo ls-and  society.

T h e  m ove tow ard  p rivatiza­
tio n  is co m pounded  by 
th e  fact th a t a lthough 
m an y  use the  term  al­
m ost in terchangeably  
w ith  ch a rte r school, 
th e re  is no universal 
ag reem en t on  its m ean­
ing. A n  exam ple of the 
d ifferences betw een  
th ese  tw o types of 
schoo ls can be seen by 
co m p arin g  legislation in M inne­
so ta  and  C alifornia. C harter 
schools in M innesota, identified 
as ou tcom e-based  schools (M in­
neso ta  S tatu tes, § 120.064, 1994), 
a re  legally  au tonom ous, w hile in 
C alifo rn ia  (C alifornia Education 
C o d e , §§ 47600-47615, 1994), the 
b o ard  negotia tes not only a 
c h a r te r  bu t also  w ho m ay hire or 
d ism iss  personnel.

H o w ard  Fuller, the su p erin ­
te n d e n t of M ilw aukee Public 
Schools, offers ano ther in terest­
ing  4 erspective. Fuller m aintains 
th a t W isconsin 's s ta tu te  is no t a 
c h a rte r  school law  since staff 
m em bers in these schools w ould 
be  em ployed  by the local board 
ra th e r  than a p rivate  contractor; 
a s su ch , they  w ould  be subject 
to  ex isting  collective bargaining 
ag reem en ts  and  sta te  laws.

P riva tiza tion  has received 
m ixed  su p p o rt a t best. T hat is, 
in response  to a question  abou t 
w h e th e r priva te , for-profit cor­
p o ra tio n s  shou ld  be perm itted  
to e n te r  in to  contracts to operate  
p u b lic  schools, a national poll of 
a ttitu d e s  tow ard  the schools

rev ea led  th a t  45 percen t o f re­
sp o n d e n ts  fav o red  the idea, 47 
pe rcen t o p p o se d  it, and  8 p e r­
cen t d id  n o t k now  w hat to th ink  
(E lam , R oser, & G allup , 1994). 
T his p o ll a lso  ind ica tes tha t 54 
pe rcen t o f re sp o n d e n ts  are of the  
o p in io n  th a t  c h a r te r  schools are  
a p o s itiv e  d ev e lo p m en t, w h ile  
39 p e rcen t d isa g re e  and  seven  
p e rcen t d id  n o t  know  w hat to  
th in k  (p p . 53-54).

T h e  co m p e titio n  betw een  p ri­
va te  c o n tra c to rs  has con tinued  
to  in tensify . In  o th e r w ords, 
w h ile  E A I's  e ffo rts  a t p riv a tiza ­
tion  re m a in  u n d e rw a y  in  D ad e  
C ounty , FL, i t  h as  been  o u sted  in

B altim ore a n d  H artfo rd , and  its 
p ro p o sa ls  h a v e  been  rejected by 
school sy s tem s  in A rkansas, 
F lo rida , M in n eso ta , N ew  Jersey, 
and  N e w  York.

F urther, th e  Edison Project 
has g a in ed  co n trac ts  in K ansas 
a n d  M assach u se tts  (Schm idt, 
1994; W alsh, 1994), and  local 
firm s a re  n eg o tia tin g  agreem ents 
in  N ash v ille , TN , an d  Osceola 
C ounty , FL (Schm idt, 1994).
Even so, as these developm ents 
ga th e r m om entum , plans for legal 
oversigh t h av e  not kept pace.

S ta te  R e g u la tio n  
Of P riv a tiz a tio n

T he re la ted  concept of a u ­
to n o m o u s p u b lic ly -su p p o rted  
ch a rte r  schoo ls, w hich have 
been a d o p te d  by  19 sta tes w ith  
10 m ore  s ta te s  likely to do  the 
sam e  la te r  th is  year (Toch, 1996), 
h as  b een  accom pan ied  by a p p ro ­
p r ia te  o v ers ig h ts . The sam e is 
n o t tru e  a b o u t priva tiza tion . In 
fact, w ith  th e  exception  of 
g u id e lin e s  c rea ted  by the M inne­
so ta  D e p a rtm en t of E ducation

(R andall, 1992), th e se  ag ree ­
m en ts a re  a p p a re n tly  a  m a tte r  o f  
a p riv a te  c o n tra c t b e tw een  en ­
trep ren eu rs  a n d  sch o o l sy s tem s .

C learly, p u b lic  sch o o ls  h av e  
had  lo n g -s ta n d in g  b u s in e ss  re la ­
tio n sh ip s  w ith  p r iv a te  v e n d o rs  
fo r su ch  "h a rd "  g o o d s  a s  boo k s 
an d  su p p lie s  th a t  a re  c lo se ly  
m o n ito red  by  s ta te  s ta tu te s  
(K entucky  R ev ised  S ta tu te s , §  
45A.33 e t seq ., 1992). T h is k in d  
of b u s in ess  re la tio n sh ip  is a  
m ixed b lessin g . O n  th e  o n e  
han d , schoo ls a re  p ro te c te d  i f  
the  cost o f  a n  ite m  in creases  
d u r in g  the  life  o f  a c o n tra c t a s  
the  s u p p lie r  is b o u n d  to  p ro v id e  

the  g o o d (s) a t  th e  a g re e d  
u p o n  p rice . C onverse ly , 
if a  p r ic e  d e c lin e s  d u r in g  
th e  te rm  o f a  co n trac t, 
th e  sch o o ls  a re  b o u n d  to  
p ay  th e  h ig h e r  p rice .

T h e  c u r re n t  w a v e  o f  
p riv a tiz a tio n  o n  in s tru c ­
tional se rv ic e s  b eg an  in  
1990 w h e n  EA I e n te re d  
in to  a  c o n tra c t w ith  

D ad e  C ounty , FL, th e  fo u rth  
largest school sy s te m  in th e  n a ­
tion (D avid , 1992). T h e  relation­
sh ips being crea ted  by  firm s su ch  
as EAI d iffer from  th e  ro les of 
supp liers  o f h a rd  g o o d s  in  tw o 
significant w ays. F irst, they a re  
seeking to p ro v id e  th e  "soft" p ro ­
fessional serv ice  o f  in struction .

Second, u n lik e  law s  re g u la t­
ing  c o m p e titiv e  b id d in g  a n d  
q u a lity  con tro l, th e re  a re  v ir tu ­
ally  no  s ta te  co n tro ls , exp lic it o r  
im plicit, to  o v e rsee  th e  c ritica l 
process o f a s su r in g  th a t  th e  d e ­
livery  o f e d u c a tio n a l se rv ices  
w ill m eet th e  n e e d s  o f  th e  s tu ­
d e n ts  b e ing  se rv e d . M oreover, 
one  of EA I's s tro n g e s t se lling  
po in ts  is its s ta te d  co n cern  w ith  
sav ing  school sy s te m s  m oney.
Yet, as w itn essed  b y  its  d ifficu l­
ties in B altim ore it is n o t c le a r  
how  EAI can  acco m p lish  th is  
goal if it is locked  in to  a p re ­
ex isting  c o n tra c t fo r  h a rd  g o o d s  
o r  soft se rv ices  sh o u ld  so m e  
ex ternal fac to r c h a n g e  th e  c o s t 
of d o in g  b u s in e ss .

A t th e  sa m e  tim e , u n lik e  th e  
n o n -p u b lic  sch o o ls , w h ich  h is-
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to rica lly  have been  largely  ex­
e m p t from  the sam e d eg ree  of 
s ta te  o versigh t as  pub lic  schools, 
it  is no t clear w h e th e r p riv a te  
co n trac to rs  w ill enjoy the  sam e 
d eg ree  of freedom . Thus, a l­
th o u g h  p riva te  con trac to rs are  
n o t likely to be o p e ra tin g  u n d e r 
recognized  s ta tu to ry  exceptions 
from  com pu lso ry  a tten d an ce , as 
p u b lic  schools th ey  w ill be  ac t­
ing  "u n d e r  co lo r o f  s ta te  law."
A s su ch , they  w ill fall u n d e r  the  
fu ll reg u la to ry  um brella  o f fed ­
era l law s and  regu la tions.

A long  w ith  federa l law, p riv a ­
tee rs  a re  likely to  be b o u n d  b y  a 
w id e  a rray  o f s ta te  law s ran g in g  
from  p ro cu rem en t codes, to 
teach er certification , to class 
s ize , to the len g th  of the school 
year. M oreover, no t the  least of 
th e  a reas w here po ten tia l con­
flict loom s is lab o r re la tions as 
b o th  the A m erican  F edera tion  of 
T eachers and  N ational E duca­
tio n  A ssociation  are  w ary  of 
p riv a tiza tio n  efforts (Schm idt,
1994). The effect o f  po ten tia l 
lab o r strife  in  C aliforn ia , M inne­
so ta  o r M ary land  (D iegm ueller, 
1992), all of w h ich  have m oved 
to w ard  p riv a tiza tion  w hile  ex­
p lic itly  recognizing  the rig h t of 
schoo l em ployees to organ ize  
a n d  bargain  collectively, cou ld  
be telling.

T he g row ing  tension  betw een  
m anagem en t an d  lat or in the 
face o f p riv a tiza tio n  can g ive  
rise  to  a w hole new  set of legal 
p roblem s. Just a s  Wilkinsburg 
illu s tra ted  how  tem pers can 
flare  be tw een  a board  an d  its 
teachers, a recent law su it in 
M innesota  (Independent School 
District No. 88, New Ulm, Minne­
sota v. School Service Employees 
Union Local 284, 1993), the hom e 
of EAI, illu stra tes an o th e r type 
of d ilem m a th a t can p resen t 
itse lf in a m ove tow ard  
p riv a tiza tio n .

At issue in New Ulm w as the 
schoo l b o a rd 's  decision  to  con­
trac t o u t its food  serv ices o p e ra ­
tion . The S uprem e C o u rt o f M in­
n eso ta  affirm ed that a lth o u g h  
the  collective bargain ing  ag ree ­
m en t betw een  the  parties recog­

n ized  co n trac tin g  o u t a s  an  in ­
h e ren tly  m anageria l rig h t, the 
b o a rd  w as requ ired  to su b m it to 
b in d in g  a rb itra tio n  over the  
im p ac t of its action . The cou rt 
w a s  concerned  o v er the  righ ts of 
th e  school personnel w h o  w ould  
be  affected  d u rin g  the rem ain ­
d e r  o f the con trac t period . The 
c o u r t  concluded  that a rb itra tio n  
w a s  especially  ap p ro p ria te  be­
cau se  the b o a rd 's  actions effec­
tiv e ly  e lim ina ted  the en tire  b ar­
g a in in g  u n it  w hile  the con trac t 
rem ain ed  in  effect. C onse­
quen tly , w h ere  p riv a tiza tio n  
seek s to  su sp en d  a b arga in ing  
ag reem en t o r  leads to labo r 
s tr ife  u p o n  the exp ira tion  of a 
co n trac t, one  can only  w o n d e r 
w h a t such  a d is ru p tio n  w ould  
m ean  in  the  lives of the s tu d en ts  
w h o se  rig h ts  v irtua lly  h av e  been 
ig n o red  in th is d iscussion .

O th e r po ten tia l tro u b le  areas 
loom . For exam ple , to the  ex ten t 
th a t co n trac ts  betw een  p riv a te  
v e n d o rs  and  school d istric ts  are 
p u b lic  business, they are  subject 
to  s ta te  d isc lo su re  law s. W here 
an  EAI or Edison Project enters 
in to  a contract to operate a school 
d istrict, it is unclear w hether all 
o f a sta te 's  b idd ing  law s w ill ap ­
p ly  or w hether contracts and 
o th e r legal agreem ents will be 
subject to d isclosure provisions, 
su n sh ine  law s and  freedom  of 
in form ation  acts.

L ing erin g  Legal Q u e s tio n s
T he ru sh  to w ard s p r iv a tiza ­

tio n  has been  unaccom pan ied  by 
a d e q u a te  legal analysis. C onse­
quen tly , as d is tric ts  head into 
p rev io u sly  unch arted  legal w a­
te rs , the  fo llow ing  issues are 
ra ised  in o rd e r to help  school 
b u s in ess  officials and  o th e r e d u ­
ca tiona l lead ers  gain  a clearer 
u n d e rs ta n d in g  of w h e th e r p ri­
vate , fo r-profit o rgan iza tions 
can d e liv e r on  th e ir p rom ise  to 
rev erse  the declin ing  fo rtunes of 
th e  pub lic  schools.

F irst, public  educa tion  in this 
co u n try  canno t jum p a t s im p lis­
tic so lu tio n s to the m ultifaceted  
aroblem s they  face. By m erely

tinkering  w ith  th e  system ^ effe6r 
tive lo n g -te rm  b en e fit is  unlikeJy 
to  occur. W hile th e  n e e d  to  im ^?  
p rove th e  d e liv e ry  o f e d u c a ­
tional serv ices  is e v id e n t, th e  -* 
d ram a tic  ,h ift in re so u rces  th a t 
p riv a tiz a tio n  su g g ests  sh o u ld  b e  
w ell-reasoned  a n d  s u p p o r te d  by- 
research  ra th e r  th an  c h a n g in g  
s im p ly  fo r th e  sake  o f  c h an g e .

A ccordingly, p r iv a tiz a tio n  
m u s t b e  accom pan ied  b y  a p p ro ­
p ria te  leg isla tive  an d  a d m in is ­
tra tiv e  en ac tm en ts  as  a  m e a n s  o f  
p ro v id in g  legal g u id an ce .

In so far a s  p u b lic  e d u c a tio n  is 
a function  o f the S ta te , la w  m ak­
ers w o u ld  b e  foolish to  a llo w  
local schoo l sy stem s to  d e le g a te  
th e ir  re sp o nsib ility  w ith o u t firs t 
co n sid e rin g  w h a t is ta k in g  p lace  
an d  d e te rm in in g  re sp o n s ib ility  
in  ad v an ce . Legal co n cern s  in  
th is regard  inc lude  d a y  to  d a y  
m atte rs  su ch  as co n trac ts ; co m ­
pliance  w ith  s ta te  a n d  fe d e ra l 
m andates; school sa fe ty  in  te rm s 
o f s tu d e n t su p e rv is io n  a n d  h ir ­
ing of personnel; an d  th e  co n sti­
tu tio n a l r ig h ts  or s tu d e n ts , 
teachers, p a ren ts  an d  tax p ay ers .

A second , and  c lo se ly  re la te d  
issue is th a t ju st as th e  p e rfo r­
m ance of school p e rso n n e l is 
sub ject to  legal scru tiny , an  a p ­
p ro p ria te  m easu re  m u s t b e  d e ­
veloped  to effectively e v a lu a te  
m oves to w ard  p riv a tiza tio n . 
U nfortunate ly , few, if  any, o f  th e  
p riv a tiza tio n  con trac ts  seem  to 
inc lu d e  system atic , re liab le  p ro ­
v isions for its evalu a tio n .

T hus, as re fo rm -m in d ed  
s ta tes such  as K entucky  h a v e  
enacted  e lab o ra te  s ta tu to ry  a n d  
reg u la to ry  m echan ism s to  en ­
su re  accountability , p r iv a tiz e d  
schools w o u ld  be w ise  to  fo llow  
th e ir lead . For exam ple , th ese  
schools can  help  to e n su re  th a t 
they w ill m eet a p p ro p r ia te  lev ­
els o f perfo rm ance  e ith e r  b y  
in c lu d in g  exp lic it s ta te m e n ts  
th a t they  w ill com ply w ith  s ta te  
req u irem en ts  o r  by v o lu n ta r ily  
ho ld ing  them selves to  h igher 
s ta n d a rd s  o f s tu d e n t ach ie v e ­
m ent.

T h ird , th o se  m ost d ire c tly  
associa ted  w ith  p ub lic  e d u c a -
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Hon— stu d en ts , teachers, p a ren ts  
a n d  taxpayers—m ust be em ­
p o w ered  to realize tha t th ey  are  
th e  tru e  ow ners of the system . 
T h ese  s takeho lders m ust be 
a w a re  of w h a t is being p u r ­
ch ased  in  the ir nam es. A s such , 
a n y  m ove tow ard  p riv a tiza tio n  
sh o u ld  inc lu d e  m ean ingfu l in p u t 
from  its  key stakeho lders. In an  
era o f entitlem ent, it is 
a t best unw ise to not 
seek as broad a base as 
possib le  for ensuring 
educational im prove­
m en t.

F o r exam ple, 
w h e re  p rivatized  
sch o o ls  a ttem p t to 
e lim in a te  program s 
su c h  as ex tracu rricu ­
la r  acad em ic  activ i­
ties o r  in terscholastic  sp o rts , 
th e ir  con trac ts  shou ld  in c lu d e  
m ech an ism s such  as p u b lic  h e a r­
in g s to  afford  stak eh o ld ers  w ith  
th e  o p p o rtu n ity  to voice th e ir  
in p u t. H earings m ay not g u a ran ­
tee th a t a ll participants w ill ac­
cept, o r  even  be happy w ith , a 
decision , bu t at least they can be 
satisfied  in  know ing that their 
concerns w ill have been consid ­
ered .

F o u rth , the im pact of p riv a ti­
z a tio n  m u st be looked a t  in 
te rm s of cost-benefil: analysis . In 
o th e r  w ords, rhetoric aside , 
th e re  a re  little , if any, d a ta  on 
the  financial costs associa ted  
w ith  a  m ove to p riv a tiza tio n  o r  
on  h o w  su ch  a change m igh t 
d is ru p t  th e  orderly  o p era tio n  of 
sch o o l d istric ts.

C onsequen tly , even if p riv a te  
co rp o ra tio n s  are able to co n ­
se rv e  som e financial resources, 
in lig h t o f  the m onetary  d ifficu l­
ties th a t EAI experienced in 
H artfo rd , it is unclear how  sav ­
ings can , o r will, be accom ­
p lish ed .

M oreover, shou ld  p riv a tee rs  
be ab le  to  save  a few d o lla rs , it 
d o es  no t a p p ea r that an y  serious 
th o u g h t has been given to  how  
non-financia l costs such  as labor 
s trife  a n d  lost school d a y s  to 
s tu d e n ts  a re  factored in to  the 
e q u a tio n . The h idden  costs asso ­

ciated  w ith  sq u an d e red  o r  m is­
u sed  hum an  cap ita l m ay  w in d  
u p  costing  the schools, a n d  the  
country, m uch m ore in th e  long 
ru n  as s tu d en ts  are  sh o rt­
changed  in their ed u ca tio n a l 
experiences.

In sum , d esp ite  am p le  ev i­
dence  suggesting  the n eed  for 
cau tion , p ro p o n en ts  of p r iv a ti­

zation  seem  to  p resen t it  a s  the  
cure-all for pub lic  ed u ca tio n . 
H ow ever, before acHng in  haste , 
school business officials an d  
o ther educational lead ers  sh o u ld  
keep the olcl ad ag e  in  m in d — if 
som eth ing  is too go o d  to  be  
true, then it p robab ly  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, Hi

T HE RECENT in fa tu ­
a tio n  w ith  the p riv a ­
tiza tio n  of ed u ca ­
tio n a l services has 
su p p o rte rs  w ho 

seem  to p re se n t it as a panacea 
fo r all th a t a ils  public  education . 
Yet, tw o recen t dev e lo p m en ts  
h av e  cast d ram atica lly  d iffering  
p e rsp ec tiv es  on  this co n tro v er­
sial p ractice . In School District of 
Wilkinsburg v. Wilkinsburg Educa­
tion Association (1995) the S u ­
prem e C o u rt of P ennsylvania  
a ffirm ed th e  d en ia l of a request 
by the teach ers ' un ion  to en jo in  
the  local b o a rd  from  en te ring  
in to  a co n trac t w ith  A lte rna tive  
Public Schools Incorporated  
(APSI) from  N ashville , TN, a 
p riv a te  firm , for the opera tion  
an d  m an ag em en t of one of its 
e lem en ta ry  schools. The teach ­
e rs  w ere co n cern ed  because if 
the board  fo llow ed th rough  on 
the  con trac t, then  APSI w ould  
be free to  h ire  its ow n faculty  
an d  staff a t the  school, a m ove 
th a t cou ld  cost 30 teachers th e ir 
jobs. T he ru ling  in Wilkinsburg 
cleared  the  w ay  for the board  to 
e n te r  in to  th e  contract w ith  
APSI. C onversely , shortly  a fte r 
the decision  in  Wilkinsburg, E du ­
cational A ltern a tiv es  Inco rpo ­
ra ted  (EAI), o n e  o f the lead in g  
firm s in th e  m ove tow ard p r iv a ­
tiza tion , lost its contracts to

o p e ra te  schools in  Baltim ore 
(W alsh, 1995) an d  H artfo rd  
(W alsh, 1996).

In ligh t of these very  d ifferen t 
resu lts , this artic le  exam ines 
s ta te  oversigh t, o r  rather, the 
lack thereof, an d  legal contro ls 
o v er the new  breed  of ed u ca­
tional o rgan iza tions such as EAI 
an d  the Edison Project, p e rh ap s 
the tw o  best know n p riva te  co n ­
trac to rs  for instructional ser­
vices. The article begins by 
briefly  exam ining  background  
'su e s  on p riva tiza tio n  a long  

w ith  review ing a rg u m en ts  re ­
g a rd in g  its adop tio n . The sec­
ond  section notes the v irtual 
lack o f governm enta l contro ls 
and  regu la tion  of p riva tiza tion . 
T he final portion  raises lingering  
legal questions th a t rem ain  in 
the  apparen tly  head-long  ru sh  to 
p riv a tiza tio n .

O verv iew  of P riv a tiza tio n
Privatization , coined a fte r the 

concept in troduced  by Peter 
D rucker in 1968 (Bast &
W alberg, 1994), refers to the 
p rac tice  w hereby public  school 
d is tric ts  en ter in to  contracts 
w ith  priva te , for-profit o rg an iza ­
tions to deliver a varie ty  of e d u ­
cational goods an d  services. The 
ran g e  o f contracts stre tches from  
m anag ing  en tire school system s,

to  p ro v id in g  in s tru c tio n a l m edia  
su c h  as C h an n e l O ne, to con­
trac tin g  o u t s tu d e n t tran sp o rta ­
tio n , food serv ices, m ain tenance  
a n d  cu sto d ia l serv ices an d  
p h o to  copiers.

A dvocates o f p riv a tiza tio n  
o ffer at least th ree  re la ted  a rg u ­
m en ts  to  bo lste r th e ir position . 
P e rh ap s  the m ajo r p o in t raised 
in su p p o rt of p riv a tiza tio n  is 
th a t it b rings the  efficiency of 
th e  m arke tp lace  to  p u b lic  educa­
tion. A closely re la ted  view  is 
th a t since  p ub lic  schools have  
failed  lo keep pace w ith  in terna­
tio n a l s tan d a rd s , they m ust re­
sp o n d  to  the  co m petitive  d e ­
m a n d s  of the  m arketplace. A 
th ird  se t of a rg u m en ts  m ain ta in s 
th a t p riv a tized  schools w ould  be 
m ore  accoun tab le , w o u ld  be cost 
e ffective and  w o u ld  p rom ote  
in n o v a tio n  as ed u ca to rs  are 
forced to becom e m ore en trep re ­
neu ria l.

O p p o n en ts  resp o n d  tha t 
p riv a tiza tio n  in  the form  of for- 
p ro fit schools an d  deregu latio rr 
is in fluenced  by  social D arw in­
ism  an d  the su rv ival-o f-the- 
fitte s t concept an d  m ay sim ply  
a llo w  for the rich  to get richer 
an d  the  p oo r to get poorer. Such 
a re su lt has been ev id en t in  
o th e r  realm s o f pub lic  service 
in c lu d in g  education  an d  health  
ca re  as p riv a tiza tio n  h as, ac­



tio n — s tu d e n ts , teachers, p a ren ts  
a n d  ta x p a y e rs—m ust be e m ­
p o w e re d  to  realize th a t th ey  are 
the  tru e  o w n ers  o f the system . 
T h ese  s tak eh o ld e rs  m ust be 
a w a re  o f  w h a t is being  p u r­
c h a se d  in  th e ir  nam es. As such , 
a n y  m o v e  to w ard  p riv a tiza tio n  
sh o u ld  in c lu d e  m ean ing fu l in p u t 
from  its  key  stakeho lders. In an  
era  o f  en titlem ent, it is 
a t b est un w ise  to not 
seek  a s  b road  a base as 
possib le  for ensuring  
ed u ca tio n a l im prove­
m en t.

F o r exam ple , 
w h e re  p riv a tized  
sch o o ls  a tte m p t to 
e lim in a te  p ro g ram s 
su c h  a s  ex tracu rricu ­
la r  a c a d e m ic  ac tiv i­
ties o r  in te rsch o lastic  sp o rts , 
th e ir  c o n tra c ts  sh o u ld  in c lu d e  
m ec h a n ism s  such  as p u b lic  hear­
in g s  to  affo rd  stak eh o ld ers  w ith  
th e  o p p o r tu n ity  to  voice th e ir  
in p u t. H earings m ay no t g u aran ­
tee th a t a ll participants w ill ac­
cep t, o r  even  be happy w ith, a 
decision , b u t at least they can be 
sa tisfied  in know ing that their 
concerns w ill have been consid­
ered .

F o u rth , the  im pact o f p riv a ti­
za tio n  m u s t be looked a t in 
te rm s  o f  cost-benefit analysis. In 
o th e r  w o rd s , rhetoric  a s id e , 
th e re  a re  little , if any, d a ta  o n  
th e  fin an c ia l costs associated  
w ith  a  m o v e  to p riv a tiza tio n  o r 
o n  h o w  su c h  a change m igh t 
d is ru p t  th e  o rd e rly  o p e ra tio n  of 
sch o o l d is tric ts .

C on seq u en tly , even if  p riv a te  
c o rp o ra tio n s  are ab le  to con­
se rv e  so m e  financial resources, 
in  lig h t o f  the m onetary  d ifficu l­
ties  th a t EAI experienced  in 
H a rtfo rd , it is unclear how  sav ­
ing s ca n , o r  w ill, be accom ­
p lish e d .

M oreover, shou ld  p riv a tee rs  
b e  a b le  to  sav e  a  few  d o lla rs , it 
d o e s  n o t  a p p e a r th a t an y  se rio u s 
th o u g h t h a s  been g iven  to how  
n o n -fin an c ia l costs su ch  as labor 
s trife  a n d  lost school d a y s  to  
s tu d e n ts  a re  factored in to  the 
e q u a tio n . T h e  h id d en  costs asso­

c ia ted  w ith  sq u a n d e re d  o r  m is­
used  h u m an  cap ita l m ay  w ind  
u p  costing  the schoo ls, a n d  the  
country , m uch  m ore in  th e  long 
ru n  as s tu d e n ts  are s h o r t­
ch an g ed  in  th e ir  ed u ca tio n a l 
experiences.

In su m , d esp ite  am p le  ev i­
d en ce  su g g estin g  the n eed  for 
cau tio n , p ro p o n en ts  o f  p r iv a ti­

za tio n  seem  to p re se n t it a s  the  
cure-a ll fo r p u b lic  ed u ca tio n . 
H ow ever, befo re  ac tin g  in  h aste , 
school busin ess  officials an d  
o th e r  ed u ca tio n a l le ad e rs  sh o u ld  
keep  the o ld  ad ag e  in  m in d — if 
so m eth in g  is too good  to  be 
true, then  it  p ro b ab ly  is. Let the 
b u y e rs  bew arelQ
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Stale (in the broad sense o f 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 o f the 
doctrine that is o f 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).

II. Private A ctions 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. I will 
first review this approach, and then evaluate it. Considering the purpose 
o f 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. T h is  statement o f  the law  is  subject, o f  course, to  changes o rig ina tin g  fro m  state 
constitu tiona l law . See P m neY ard  Shopping C tr. v, R ubins, 447 U.S. 74  (1980); tee also 
Jenn ife r Friesen, Should Callfomia't Constitutional Guarantees o f  Individual Rights Apply 
Against Private Actors?, 17 HASTINGS CONST. L Q .  111 (1989).

9. F o r the in te rch ingeab iU ty  o f  pub llc -ow nersh ip  and regu la tion , see STEPHEN BREYER, 
R e g u la t io n  an d  rrs  R e fo rm  181-83 (1982).

10. T h e  stale ac tion  doctrine  has long  been c ritic ize d  fo r its  lack o f  c la r ity  and 
in d e fin it iv e  scope. F o r broader d iscussions o f  (he doctrine , see H aro ld  W . H o ro w itz , The 
Misleading Starch fo r  "State Action" Under the Fourteenth Amendment, 30  S. C A L  L  
Rev . 208 (1937); C harles L . B lack, Jr., The Supreme Court 1966 Term • Foreword: “State ' 
Action, Equal Protection, and California's Proposition 14, 81 HaRV. L. REV. 69 (1967); 
Ira N erken. A New Deal fo r  the Protection o f Fourteenth Amendment Rights: Challenging 
the Doctrinal Bases o f  the Civil Rights Cases and Slate Action Theory, 12 HaRV. C .R .-C .L . 
L  REV. 297 (1977 ); E rw in  C hem erinsky, Rethinking Stale Action, 8 0  N w . U . L . REV. 603 
(1985 ); L a u re n c e  H . T rib e , R e focu s ing  th e  “ S ta te  A c tion " In q u iry : S epa ra tin g  
S ta t e  A c ts f r o m  S ta t e  A c to rs  in C o n s titu t io n a l. Choices (1985); see also Barbara 
R ook Snyder, Private Motivation, Slate Action and the Allocation o f  Responsibility fo r  
Fourteenth Amendment Violations, IS  CORNELL L  REV. 1053 (1990), and the lis t o f  artic les
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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 o f state action is exemplified by the decision 
in Public Utilities Commission v. Poliak.11 In this case, the proceed­
ings followed a decision o f a street railway company operating in the 
District o f 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 o f 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.14 
In Jackson v. Metropolitan Edison Co.,15 the 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.17 
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 o f a specific authorization is not the 
right prototype for the current discussion. Privatization initiatives are

com p iled  there in  note. F o r a general survey o f  the cuiTent doctrine , see L au ren ce  H.
T rib e , Am erican  C o n s t i t u t io n a l Law  1688-1720 (chapter 18) (2d ed. 1988).

I I .  343 U.S. 451 (1952).
I Z  Id. at 456-57.
13. Id. at 462-63.
14. A cco rd in g  to  the C ourt: “ W e re ly  p a rticu la rly  upon the fact that that agency, 

pursuant to  protests against the rad io  program , ordered an investiga tion  o f  i t  anJ, a fter 
fo rm a l p ub lic  hearings, ordered its  investiga tion  dism issed on  the ground that the pub lic  
safety, co m fo rt and convenience w ere not im paired the reby." Id. at 462.

15. 419 U .S. 345 (1974).
16. Id. a t 354.
17 Id. at 347-48.
18. Id. a t 355.
19. Id. at 354-37.
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company] operates a public utility on the streets o f the District of 
Columbia.”31

The significant curtailment o f 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,33 a reservation 
first introduced in Jackson . 34 As mentioned before, this case addressed 
electricity services, and the plaintiff contended that their supply should 
be regarded as fulfilment of a public function.35 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,"36 or 
"traditionally associated with sovereignty.”37 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 
21 issue.31 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 o f a lien without prior recourse to the courts.39

The plaintiff argued that her due process rights were infringed, the 
creditor being in these circumstances a state actor - acting in the public 
sphere o f dispute resolution.40 Justice Rchnquist, who delivered the 
opinion o f the court, dismissed the public function argument once again. 

i  He explained that "the settlement of disputes between debtors and
7? creditors is not traditionally an exclusive public function.’’41 Later in

32. Id.
33. A n o th e r lin e  o f  n a n o w in g  in terpre ta tion  o f  Marsh discussed in  its  First 

Am endm ent context. T h e  app lication  o f  the precedent to  speech in  shopping centers, in 
Food Em ployees L oca l 590 v. Logan V a lle y  Plaza, 391 U.S. 308 (1968), was overru led  in 
Hudgens v. N L R B , 424  U.S. 507 (1976). I  chose not to  concentrate on th is  lin e  o f  cases, 
because i t  a lso entangles considerations spec ific  to  the free speech debate. H ow ever, the 
ju d ic ia l tendency to  l im i t  the s ign ificance  o f  Marsh is also evident here. For a discussion 
o f  these cases, see F rederick  S ch iue r, Hudgens v. NLRB and the Problem o f State Action 
in First Amendment Adjudication. 61 M tNN. L . REV. 433 (1977).

34. 419 U.S. 345.
35. Id. at 3 5 1
36. Id. a t 353.
37. Id.
38. 436 U .S. 149.
39. Id. at 153.
40. Id. at 157.
41. Id. at 161.

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 o f 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.’’41 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 o f 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. M ost o f 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 o f 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.so 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 o f the word “Olym­
pic” for a sport event organized by the petitioner as the “Gay Olympic

1995] State Action 1177

42. Id. at 163.
43. 463 U.S. at 163-64.
44. 457 U.S. 830(1982).
45. Id. 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 lO il.
50. 483 U.S. 322 (1987).
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monopoly o f local public transportation, and was operating under an 
elaborate regulatory scheme.61 However, the Court was not willing to 
draw a state action conclusion from these factors alone.69 This 
conclusion was based upon a specific authorization o f  the private 
decision, pursuant to an official investigation o f 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.10 Here, the plaintiff was a black person discriminated against 
in a private club because of his race.71 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,’’74 
The description o f  the relationship in Burton as "symbiotic" limited the 
potential o f  this precedent. Symbiosis infers reciprocity, and therefore 
is not established even by substantial governmental involvement.

There may be good reasons for the denial o f a state action claim 
in the circumstances o f 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 o f 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 o f Burton was not limited to such 
relatively standard licensing situations as the one discussed in Moose 
Lodge. Jackson7S is a representative example. Here, a much deeper 
governmental involvement with the private actor was still short o f state

68. Id. at 462
69. Id.
70. 407 U.S. 163 (1972).
71. Id. al 164-65
72. Id. at 165.
73. Id. at 177.
74. Id. 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 o f  electricity services as state action under the public function 
theory.71 But, this was not the only line o f argument. Under the 
circumstances o f 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 o f  electrical service 
within its territory . . . .  Under our decision this is not sufficient to 
connect the State o f 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 o f  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, Blum12 and Rendell-Baker13 In Blum, the plaintiffs were resi­
dents o f private nursing homes that were paid by the government, via 
M edicaid benefits, for the plaintiffs’ treatment.34 The plaintiffs 
challenged the decisions o f  the institutions' doctors reassessing the level

77. Id. at 352.
78. Id. 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. B lm , 457 U.S. at 993.
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context, the initiatives o f privatization in the corrections system may 
serve as a representative example.103

The state action doctrine, as it has been shaped in  the majority 
decisions o f  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 o f  the public function theory, most o f  these services were 
not "traditionally and exclusively" reserved to the state. After all, the 
concept o f a state that supplies services like education and health is a 
modem one. From the perspective o f 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).10*

Are the results o f the current doctrine satisfactory? I venture to 
say that they are not. W hat this means is that once services are 
privatized, the citizens who are in need o f them (for example, Medicaid 
residents) or subjected to them (prisoners or troubled children attending 
special schools) may be stripped o f 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 o f privatiza­
tion of corrections. Confinement of prisoners is part o f the enforcement 
of criminal law, which is a traditional characteristic o f sovereignty.105

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 o f privatization of 

prisons, sec Susan L  Kay, The Implication o f 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 o f Corrections and the Constitutional Rights of Prisoners. FED. 
P ro b a t io n  36 (1989); Charles W. Thomas &  Linda S. Calvert Hanson, The Implications 
o f 42 USC. Section 1983 for the Privatization of Prisons, 16 FLA. St. U. L. REV. 933 
(1989).

1995] State Action 1185

In West v. Atkins,106 the Supreme Court accepted a state action claim 
in regard to the actions o f 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 o f privatization in the correction system is supported also 
by the decision o f  the Texas District Court in Medina v. O'Neill.l07 
In this case, inmates attacked the practices o f a privately run facility for 
confinement o f  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.101

In practice, the results o f  the present doctrine are more likely to 
threaten constitutional norms already established in social services. Let 
us consider the example o f the celebrated due process rights o f welfare 
recipients as recognized in Goldberg v. Kelly.109 Should these rights 
disappear if  the operation o f the welfare process is administered by a 
private agency having a contract with the state7 The intensiveness o f 
official supervision o f 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 o f the contract? It is important to emphasize that 
the question o f privatization o f  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 o f Evans v. Newton)."0 
Putdng aside the problemat:c question o f the significance of motive in 
constitutional law,1" it is possible to accept the economic reasons for 
the privatization o f welfare services (by contracting them out), and still 
recognize the importance o f safeguarding the due process rights o f 
welfare recipients.

The case for the present doctrine (as applied by the court) is based 
on the interest o f preserving freedom in the private domain, the basic 
idea underlying the Civil Rights Cases1,2 (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 

o f 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 .'24 Formally, it 
involved a narrow application of the "symbiotic relationship” test o f the 
B u rto n decision.123 However, substantively, it declined to recognize 
state action because it was aware o f the vital independence of the 
media.124 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 o f the state.

V . A  S t a t e  A c t i o n  d o c t r i n e  f o r  a n  A g e  o f  P r i v a t i z a t i o n

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 o f  recognizing new forms of activity in the public 
sphere. This is not an argument against the basic premise o f the 
American Constitution that the government carries a special burden o f 
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 B row n ,12' I will try to explain the constitu­
tional challenge posed by privatization in regard to alternative methods 
to fulfill the responsibility o f the state for the education o f  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 o f operation 
(for economic reasons), the stale chooses to ctose its public schools and 
pay for the services o f privately-owned institutions (by financing the 
enrollment o f  students). Now, the question is whether there should be 
a difference in the scope o f the constitutional rights o f the students in 
these two modes o f operation. Even if private schools participating in

121 id. «t 97.
123. Id. «t 114-13.
124. Id. at 120 
123. Id. i t  119.
126. Columbia Broadcasting Sys., 412 U.S. it  121.
127. For the public-private distinction in American law and its curtailment, see 

M o r to n  J. HORwrrz, the  T ra n s fo rm a t io n  o f  Am erican  L a w  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.

privatization projects are not likely to adopt racist policies,129 there are 
still other constitutional concerns, i.e., what will be the scope of First 
Amendment rights o f the students (regarding both freedom of speech 
and freedom o f religion); will they have due process rights? Obviously, 
the total disappearance o f the public schools system is not likely to 
happen.130 However, similar changes do and will happen, even in the 
field o f education.131 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 R ende ll-B ake r).1'31 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 Rende ll-B aker, the Court could avoid the question of the rights of the 
enrolled students, because the petitioners were employees of the 
institution.133 However, it did not form a theory o f  state action that 
is capable o f  di. tinguishing between the two. In the same year, in 
M ilo n a s v. W illiam s,134 The Court o f Appeals of the Tenth Circuit 
recognized the existence o f  state action, in a case similar to 
Rende ll-B aker, in all respects, except that the plaintiffs were students 
claiming infringments o f their constitutional rights (refering to use o f a 
polygraph machine, monitoring and censoring mail, use o f isolation 
rooms and use o f excessive physical force).135 The circuit court 
explained that the R ende ll-B oke r decision was not ruling, because of the 
difference in the identity o f  the plaintiffs.134 F a  reasons already 
given, the recognition o f a state action in the above circumstances was 
justified. However, it is doubtful, whether it is founded on the 
precedents o f the Supreme Court.

1995J State Action H 8 9

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 0/ Education, 72 B.U, 
L R e v . 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 o f the state. In an age o f 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 o f 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 o f 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?
C a ro l R . Goforth*
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I n t r o d u c t i o n

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 SYRA CUSE L a w  R e v ie w  in an attempt to conform with the The Bluebook. 
A Uniform System of Citation (Fifteenth Edition).

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 Y a l e  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 III.

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. B a l o t t I & J. FlNKELSTEIN, THE DELAWARE L a w  OF 
C o r p o r a t io n s  a n d  B u s in e s s  O r g a n iz a t io n s  ix (Supp. 1989); Roberta Romano, The State 
Competition Debate in Corporate Law, 8 CARDOZO  L. R e v . 709 (1987); Peter Dodd & 
Richard Leftwich, The Market for Corporate Charters: "Unhealthy Competition ”  versus 
Federal Regulation, 53 J. BUS. 259 (1980).
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C h a p te r  I  
I n t r o d u c t io n

Purpose of Study T h e  L e g is la tiv e  A u d i t  C o m m itte e  is re q u ire d , b y  H o u se  B ill 100 

o f  th e  5 1st L e g is la tu re , to  re v ie w  an d  re p o r t  o n  t r a n s fe r s  m a d e  

f ro m  p e rso n a l s e rv ic e s  to  a n y  o th e r  e x p e n d itu re  c a te g o ry . T h e  

p u rp o se  o f  th e  re v ie w  is to  d e te rm in e  a n d  r e p o r t  th e  lo n g - te r m  

b u d g e t im p a c ts  o f  s u c h  t r a n s f e r s .  H B  100 o f  th e  5 1 s t L e g is la t iv e  

Session  c o n ta in e d  la n g u a g e  o n  tra n s fe rs  o f  p e rso n a l s e rv ic e s  

fu n d s . T h is  la n g u a g e  is p a ra p h ra s e d  below :

- -  N o  fu n d s  a p p ro p r ia te d  fo r  p e rso n a l se rv ic e s  o r  in d ic a te d  in  
le g is la tiv e  in te n t  as h a v in g  b een  a p p ro p r ia te d  f o r  p e rs o n a l 
se rv ic e s  m ay  b e  e x p e n d e d  u n d e r  a n y  o th e r  c a te g o ry .
E x c e p t, an  a g e n c y  m a y  re q u e s t a t r a n s fe r  o f  f u n d s  f ro m  th e  
a p p ro v in g  a u th o r i ty  i f  i t  is based  on  d o c u m e n te d  c o s t 
sav in g s .

- -  In a d d i t io n , i f  a n  a g e n c y  is u n ab ie  to  r e c r u i t  a n d  h ire  
p ro fe s s io n a l p o s it io n s  fu n d e d  in th e  a p p ro p r ia t io n ,  f u n d s  
a p p ro p r ia te d  f o r  p e rso n a l se rv ice s  m ay  be  u sed  to  fu n d  a n  
a g re e m e n t o r  c o n tr a c t  to  p ro v id e  se rv ic e s  th a t  a re  id e n tic a l  
to  tho se  s e rv ic e s  p e r fo rm e d  b y  an a u th o r iz e d  p o s it io n . T h e  
a m o u n t u sed  f o r  th e  a g re e m e n t o r c o n tra c t  m a y  n o t  b e  m o re  
th a n  th e  a m o u n t  a u th o r iz e d  f o r  th e  p o s itio n  less a n y  
v a c a n c y  sa v in g s  r e q u ire m e n t .  T h e  a g e n c y  d i r e c to r  sh a ll 
c e r t i f y  th a t  th e  a g e n c y  is u n a b le  to  f ill th e  p o s it io n  a n d  th a t  
th e  se rv ic e s  p e r fo rm e d  b y  th a t  p o s itio n  a re  n e c e ssa ry .

—  T h e  a p p ro v in g  a u th o r i ty  sh a ll s u b m it its a n a ly s is  o f  th e  
d o c u m e n te d  c o s t sa v in g s  to  th e  L e g is la tiv e  A u d ito r .  W ages 
a n d  f r in g e  b e n e f i ts  m u s t be s e p a ra te ly  d o c u m e n te d  f ro m  
o th e r  c o s t sa v in g s . T h e  L e g is la tiv e  A u d it  C o m m itte e  s h a ll  
re v ie w  th e  a p p ro v in g  a u th o r i ty ’s an a ly s is  a n d  r e p o r t  to  th e  
5 2 n d  L e g is la tu re  on  p o te n tia l  lo n g - te rm  b u d g e t  im p a c ts .

T h e  '•n p ro v in g  a u th o r i ty  f o r  e x e c u tiv e  b ra n c h  a g e n c ie s  is th e  

O ff ic e  o f  B u d g e t a n d  P ro g ra m  P la n n in g  (O B P P ). O B P P  is su e d  

M a n a g e m e n t M e m o  2 -9 0 -1  w h ic h  d iscu sses  t r a n s fe r s  f ro m  p e r ­

so n a l se rv ic e s  to  o th e r  c a te g o r ie s  a n d  th e  r e q u ire d  d o c u m e n ­

ta tio n  f o r  m a k in g  t r a n s fe r s .  E x e c u tiv e  B ran ch  a g e n c ie s  a re  

re q u ire d  to  p ro v id e  O B P P  w ith  in fo rm a tio n  o n  s a la r ie s , b e n e f i t s ,  

a n d  o p e ra tin g  e x p e n se s  a sso c ia te d  w ith  a ll t r a n s fe r s  f ro m  

p e rso n a l s e rv ic e s . W e re c e iv e d  t r a n s fe r  in fo rm a tio n  f ro m  O B P P
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Chapter I Introduction

S ta te  P a y m e n ts  fo r  

C o n tra c ts  F o r  S erv ices

th roughou t the last year. We received trans fe r docum en ta tion  

a fte r  the transfers were approved b y  OBPP. We received no 

transfe r in fo rm a tio n  fro m  o th e r a p p ro v in g  au thorities  (Suprem e 

C o u rt, leg is la tive  com m ittees, and Board o f  Regents).

C on trac ting  fo r  services is a com m on method fo r  state agencies 

to  accomplish goals. Some o f  the transfers discussed above 

increase expend itures fo r  con tracts w ith  p riva te  vendors. In  

fisca l year 1989-90, state agencies spent almost S195 m ill io n  on  

contracts fo r  services w ith  vendors outside o f  state governm en t. 

A p p ro x im a te ly  $134 m illio n  o f  these contracts were D epa rtm en t 

o f  H ighways contracts fo r  road construc tion . State agencies also 

spent $18.5 m illio n  on services fro m  other state agencies.

The fo llo w in g  table lists expend itu res on contracts fo r  state 

agencies w h ich  made transfers w ith  lo n g -te rm  im pact. The 

amounts shown are a ll contracts fo r  services w ith  p riva te  

vendors, and do not inc lude  services fro m  o ther state agencies.

T a b l e  1

E xp e nd i tu re s  on  C o n t r a c t s  f o r  S e r v i c e s  
w ith  P r i v a t e  Vendors 

F o r  F i s c a l  Y e a r  1 9 8 9 -9 0

Aqency
Department o f  A d n i n i s t r a t i o n

Expendi t u r e  
5 4 , 2 8 4 , 4 2 2

Department o f  Conmcrce 6 , 6 3 4 , 7 5 7

Department o f  I n s t i t u t i o n s  
MT Deve lopmen ta l  C en te r

2 , 2 3 3 , 1 9 0
1 1 9 , 1 6 7

Department o f  S o c i a l  and R e h a b i l i t a t i o n  S e r v i c e s 8 , 1 2 2 , 1 9 2

S ou rc e :  Compiled by the  O f f i c e  o f  t h e  L e g i s l a t i v e  A u d i t o r  f r o m  
the  S t a t ew id e  Budge t ing  and  Accoun t ing  Sys tem .
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C h a p te r  I I  
T e m p o r a r y  T r a n s fe r s

In t r o d u c t io n

T e m p o ra ry  T ra n s fe rs

We review ed each transfer and de te rm ined w hether i t  had a 

lo n g -te rm  budget im pact. Some transfers were made to a lle v ia te  

a tem pora ry  problem ; fo r  exam ple, h ir in g  a tem porary em ployee 

to f i l l  in  fo r  an i l l  employee. We pe rfo rm ed  a lim ite d  rev iew  o f  

tem pora ry  transfers because there is no lo n g -te rm  budget 

im pact. We m ention them here fo r  in fo rm a tio n a l purposes o n ly .

- -  The D epartm ent o f  F ish, W ild life  and Parks trans fe rred  

$46,825 to contracted services fo r  a s tudy  o f  the L it t le  
M issou ri R ive r Basin Water R eservation  study. The  depa rt­

ment granted the m oney to M S U ’s C ooperative Fisheries 

U n it .  Th is e lim inated the need fo r  1.5 tem porary F T E  and 

achieved a cost savings o f  app rox im a te ly  $7,500. Since ih is  

was fo r  a single study, there is no lo n g -te rm  budget im pac t.

- -  The D epartm ent o f  N a tu ra l Resources and Conservation 

transfe rred  $477 to contracted services to h ire  a w o rk  s tudy  

student d u rin g  the extended absence o f  an employee. The 

departm ent estimated a o n e -tim e  cost savings o f  $1,257.

- -  The D epartm ent o f  Revenue transfe rred  funds to con trac t 

w ith  the p riva te  sector fo r  m a il hand ling  d u rin g  rece ip t o f  

incom e tax returns. The departm en t estimates fisca l year

1989-90 savings at $1,170. The departm en t w il l  con trac t 

w ith  the priva te  sector in  fu tu re  years o n ly  i f  favo rab le  b ids 
are received.
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C h a p te r  I I I  
T r a n s fe r s  w i t h  L o n g - T e rm  Im p a c t

In 'bnoduc tion  There  are several d if fe re n t types o f  transfers an agency can

make. T rans fe rs  to contracted services can in v o lv e  con trac ting  a 
service w ith  the p riva te  sector o r w ith  another state agency o r 

state p rogram . Some contracts w ith  p riva te  sector businesses 

were necessary because the state agency was unable to f i l l  a 
pos ition  w ith  a q u a lif ie d  applicant. Agencies have also trans­

fe rred  personal services funds to equ ipm ent. Cost savings occur 

because updated eouipm ent can increase e ff ic ie n c y  and low er 

F T E  requ irem ents.

We p ro jec ted  costs fo r  fu tu re  years using a 2.5 percent in f la ­

t io n a ry  fa c to r. We used 2.5 percent because i t  was the am ount 

o f  increase p rov ided  to state employees in  the past tw o  fisca l 
years and personal services are the m a jo r share o f  costs fo r  

services rev iew ed. We also used a 2.5 percent in f la t io n a ry  

increase fo r  con! ct costs, unless the con trac t was established 

fo r  the e n tire  period (i.e ., fisca l years 1990-91, 1991-92 and 

1992-93).

T h is  chap te r deta ils agency transfers w h ich  im pacted  expend i­

tures in  th is  b ienn ium  and should im pact budgets fo r  the next 

b ienn ium .

D e p a r tm e n t  o f  The D epartm en t o f  A d m in is tra tio n  contracted w ith  the p riva te

A d m in is t r a t io n  sector fo r  ja n ito r ia l,  security , and data e n try  services.

Janitorial Services The departm en t contracted all ja n ito r ia l services as o f  Ju ly  1,

1989. The departm ent estimates actual savings o f  app rox im a te ly  

5120,000 fo r  fisca l year 1989-90. C ontracts fo r  years w ith  

leg is la tive  sessions w ill generally have less cost savings, so the 

contracts fo r  fisca l year 1990-91 were more expensive than p re ­

vious contracts. We pro jected cost savings fro m  con trac ting  
ja n ito r ia l services o f  $92,102, $97,644, and $98,500 fo r  fisca l 

years 1990-91, 1991-92, and 1992-93, respective ly .
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C h a p t e r  I I I
T r a n s f e r s  w i th  L o n g - T e r m  I m p a c t

Security Services

Data Entry Services

The departm ent contracted fo r  cap ito l secu rity  services as o f  

N ovem ber I ,  !990 . T he  departm ent entered in to  a th re e -ye a r 

contract w ith  a p riva te  vendor. As a resu lt, costs shou ld  stay the 

same over the th re e -ye a r period. We p ro jec ted  cost savings o f  

$31,546, $49,454, and $56,891 fo r  fisca l years 1990-9J , 1991- 

92, and 1992-93, respective ly . The f ir s t  year o f  the  co n tra c t is 

o n ly  a pa rtia l year; the re fo re , f ir s t  year cost savings are low er. 

A cco rd ing  to departm en t o ff ic ia ls , the actual costs o f  the con ­

tra c t w il l  be 53,000 less than expected due to nego tia tions  w ith  

the contractor.

The departm ent con tracted  fo r  data e n try  services as o f  O c to ­

ber 12, 1990. The departm ent entered in to  a th re e -ye a r con trac t 

w ith  a p riva te  vendo r at a set rate. C on trac t costs shou ld  rem ain 

steady over the th re e -ye a r period. We p ro je c te d  cost savings 

fro m  con trac ting  at app rox im a te ly  5100,000 less o ve r the th ree - 

year period than the departm ent's p ro jec tions  because we 

believe the departm en t w il l  realize the $100,000 in  cost savings 

fro m  lower keystroke volumes ra ther than fro m  co n tra c tin g . 

Keystroke  volum es are low er because state agencies are now  

key ing  in th e ir  ow n p a y ro ll and accounting data. We p ro jec ted  

the departm ent’s to ta l cost savings (fro m  co n tra c tin g  and fro m  

low er vo lum e) at $72,831, $103,659, and $110,374 fo r  fisca l 

years 1990-91, 1991-92, and 1997-93, respective ly . T he  f i r s t  

year o f  the con trac t is o n ly  a pa rtia l year; th e re fo re , f i r s t  year 

cost savings are low er.

In  add ition  to analysis requ ired  by H B  100, we com p le ted  leg is­

la tive  requests fo r  sp e c ific  in fo rm a tio n  on each o f  D o fA ’s 

requests fo r transfers. In fo rm a tio n  gathered fo r  leg is la tive  

requests varied depending on in fo rm a tio n  requested b y  leg is la ­

tors. Copies o f  request in fo rm a tio n  are ava ilab le  fro m  the 

O ff ic e  o f  the Leg is la tive  A u d ito r .
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C h a p t e r  I I I
T r a n s f e r s  w i th  L o n g - T e r m  I m p a c t

S ecurity  Services

Data E n try  Services

The departm ent contracted fo r  cap ito l secu rity  services as o f  
N ovem ber 1, 1990. T he  departm en t entered in to  a th re e -ye a r 

con tract w ith  a p riva te  vendor. As a resu lt, costs shou ld  stay the 

same over the th re e -ye a r pe riod . We p ro jec ted  cost savings o f 

331,546, $49,454, and $56,891 fo r  fisca l years '9 9 0 -9 1 , 1991- 
92, and 1992-93, respective ly . The f ir s t  year o f  the co n tra c t is 

o n ly  a pa rtia l year; the re fo re , f ir s t  year cost savings are low er. 

A cco rd ing  to departm en t o ff ic ia ls , the actual costs o f  the con­

trac t w il l  be $3,000 less than expected due to nego tia tions w ith  

the contractor.

The departm ent contracted fo r  data e n try  services as o f  O c to ­

ber 12, 1990. The departm en t entered in to  a th re e -ye a r con tract 

w ith  a p riva te  vendo r at a set rate. C on trac t costs shou ld  rem ain 

steady over the th ree -yea r period . We p ro je c te d  cost savings 

fro m  con trac ting  at app rox im a te ly  $100,000 less ove r the th ree - 

year period than the departm en t’s p ro jec tions  because we 

believe the departm en t w il l  realize the $100,000 in  cost savings 

fro m  low er keystroke volumes ra the r than fro m  co n tra c tin g . 

Keystroke  volum es are low er because state agencies are now  

keying in  th e ir ow n p a y ro ll and accoun ting  data. We p ro jec ted  

the departm en t’s to ta l cost savings ( fro m  co n tra c tin g  and fro m  

low er vo lum e) at $72,831, $103,659, and $110,374 fo r  fisca l 

years 1990-91, 1991-92, and 1992-93, respective ly . T he  f ir s t  

year o f  the con trac t is o n ly  a pa rtia l year; th e re fo re , f i r s t  year 

cost savings are low er.

In  add ition  to analysis requ ired  by H B  100, we com p le ted  leg is­

la tive  requests fo r  sp e c ific  in fo rm a tio n  on each o f  D o fA ’s 

requests fo r  transfers. In fo rm a tio n  gathered fo r  leg is la tive  

requests varied depending on in fo rm a tio n  requested b y  leg is la­

tors. Copies o f  request in fo rm a tio n  are ava ilab le  fro m  the 

O ff ic e  o f  the Leg is la tive  A u d ito r .
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C h a p t e r  I I I
T r a n s f e r s  w ith  L o n g - T e r m  I m p a c t

D e p a r tm e n t o f  The D epartm ent o f  C om m erce contracted fo r  services fo r  v a r -

C o m m e rc e  ious functions w ith in  the departm ent.

W eights and Measures The  bureau e lim ina ted  a fu l l- t im e  position  and con tracted  fo r

Bureau tem porary services d u r in g  peak season fo r  issuing licenses. T he

bureau determ ined a fu l l - t im e  perm anent pos ition  was no longer 

needed. We p ro jec ted  the departm ent’s cost savings fo r  W eights 

and Measures at $29,674, $30,416, and $31,176 fo r  fisca l years

1990-91, 1991-92 and 1992-93, respectively.

H e a lth  F a c ilit ie s  The a u th o rity  was re located to the Board o f  Investm ents in  June

A u th o r ity  o f  1939. The re loca tion  a llow ed the a u th o rity  to e lim in a te  tw o

F T E  and receive a d m in is tra tive  support and pro fessiona l consu l­

ta tion  fro m  board s ta ff. In  September o f  1990 the Board o f  
Investments requested and was granted an a dd ition a l F T E , pa r­

t ia lly  because o f  w o rk  related to the a u th o rity . The a u th o r ity  

w il l  pay fo r  o n e -h a lf o f  the new position . As a resu lt, the 

departm ent’s overa ll cost savings through re loca ting  the a u th o r­

ity  w il l  not be as h igh as p ro jected in it ia lly .  We p ro jec ted  the

departm ent’s cost savings at $24,324, $20,991, and $21,575 fo r

fisca l years 1990-91, 1991-92 and 1992-93, respective ly . Cost 

savings go down in  fisca l year 1990-91 because the a u th o r ity  

w il l  then be paying fo r  a fu l l  year’s costs fo r  the new  pos ition  at 

Board o f  Investments.

O ff ic e  o f  Research and The departm ent had an econom ist position  w h ich  had been

In fo rm a tio n  Services vacant since 1989. The departm ent chose to  con trac t fo r  eco­

nom ic analysis ra the r than h ire  fo r  the position  because o f  

cu rren t needs fo r  several econom ic studies. The departm en t 

determ ined the change w il l  be permanent. Assum ing the pos i­
tion  had been f i l le d  and subsequently p riva tize d , we p ro jec ted  

cost savings fo r  the departm en t o f  $10,008, $10,258, and 

$10,514 fo r  fisca l years 1990-91, 1991-92 and 1992-93, 
respectively.
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C h a p t e r  I I I
T r a n s f e r s  w i th  L o n g - T e r m  I m p a c t

D e p a r tm e n t o f  F a m ily  The D epartm ent o f  F a m ily  Services, P ine H ills  School, c o n -

S erv ices , P in e  H i l l s  tra d e d  w ith  a p riva te  chem ica l dependency service to p rov ide

S ch o o l treatm ent fo r  residents at Pine H ills  School. T rea tm ent was

prev ious ly  p rov ided  by a state em ployed counselor. The con ­

trac t w il l  p rov ide  a w id e r range o f  services and resources. 

P rojected cost savings are $2,050, $2,101, and $2,153 fo r  fisca l 

years 1990-91, 1991-92 and 1992-93, respective ly .

D e p a r tm e n t  o f  

In s t i tu t io n s ,  M o n ta n a  

D e v e lo p m e n ta l C e n te r

The D epartm ent o f  In s titu tio n s , M ontana D eve lopm enta l C enter, 

purchased a new food service system to meet D epartm ent o f  

Health  and federal H ea lth  Care F inanc ing  A d m in is tra tio n  

standards. T  .e new system requires less m anpow er and less 

weekend w o rk  fo r  food prepara tion . T he  departm en t e lim ina ted  

10 FTE  as a d irec t result o f  the new system. In  add itio n , 

h a b ilita tio n  s ta ff now are able to devote m ore tim e  to h a b i ­

ta tion  tra in in g  ra ther than serving food . In  a d d itio n  to cost 

savings fro m  personal services, departm en t o f f ic ia ls  believe cost 

savings w il l  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. P rojected cost savings are 

$168,062, $172,687 and $182,160 fo r  fisca l years 1990-91, 1991- 

92 and 1992-93, respective ly.

D e p a r tm e n t o f  S o c ia l The Departm ent o f  Social and R e h a b ilita tio n  Services e lim ina ted

a n d  R e h a b i l i ta t io n  a c le rica l pos ition  and purchased w ord processing equ ipm ent fo r

S e rv ices  q u a lity  co n tro l f ie ld  s ta ff. The c le rica l p o s ition  w ou ld  have

invo lved  several part tim e  positions to p ro v id e  assistance to f ie ld  

s ta ff. P rio r to th is change q u a lity  co n tro l f ie ld  s ta ff  were hand 

w r it in g  correspondence. The equ ipm ent purchase was a one 

tim e  expense; the re fo re , there were no cost savings in  fisca l year 

1989-90. P ro jected cost savings are $16,462, $16,874, and 

$17,296 fo r  fisca l years 1990-91, 1991-92 and 1992-93, 

respectively.
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C h a p t e r  H I
T r a n s f e r s  w i th  L o n g - T e r m  I m p a c t

O B P P  B u d g e t P rocess OBPP o ff ic ia ls  ind ica ted the E xecu tive  B udget fo r  fisca l years

1991-92 and 1992-93 w i l l  conta in  recom m endations fo r  

decreases in  agency budgets w here agencies in d ica ted  there w i l l  

be lo n g -te rm  im pact.



C h a p te r  I V  
S u m m a r y

S u m m a ry  We pro jected cost savings fo r  each agency based on actua l costs

fo r  fisca l year 1989-90. We added an in fla tio n a ry  fa c to r o f  2.5 

percent to a ll state costs, and to contract costs i f  con tracts were 

not in  place th rough  1992-93. V/e also determ ined w h ic h  funds 

cost savings w il l  a ffe c t. OBPP o ff ic ia ls  ind ica te  the E xe cu tive  

Budget w ill inc lude  recom m endations fo r  decreases in  agency 
budgets fo r  agencies ach iev ing  cost savings.

The fo llo w in g  table summarises tota l p ro jected cost savings and 

funds a ffec ted , by agency, by p ro jec t.
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Chapter IV Summary
Table 2

T o t a l  P r o t e c t e d  Cos t  S av in g s  
P e r s o n a l  S e r v i c e s  T r a n s f e r s  

F o r  F i s c a l  Y e a r s  1 9 9 0 - 9 1 ,  1 9 9 1 - 9 2 ,  and 1 9 9 2 -9 3

Aoencv/P roq rom
Department o f  A d m in i s t r a t i o n
J a n i t o r i a l
S e c u r i t y
D a ta  E n t r y * *

Fund

P r o p r i e t a r y *
P r o p r i e t a r y *
P r o p r i e t a r y *

FY
1 99 0 -9 1

3  9 2 , 1 0 2  
3 1 , 5 4 6  
7 2 , 8 3 1

FY
1 9 9 1 -9 2

3 9 7 , 6 4 4  
4 9 , 4 5 4  

1 0 3 , 6 5 9

FY
1 9 9 2 -9 3

3  9 8 , 5 0 0  
5 6 , 8 9 1  

1 1 0 , 3 7 4

Depar tmen t o f  Commerce 
W eigh ts  & Measures 
H e a l t h  F a c i l i t i e s  
R e se a rch  S I n f o rm a t i o n

G ene ra l
P r o p r i e t a r y
G enera l

$  2 9 , 6 7 4  
2 4 , 3 2 4  
1 0 , 0 0 8

3  3 0 , 4 1 6  
2 0 , 9 9 1  
1 0 , 2 5 8

*  3 1 , 1 7 6  
2 1 , 5 7 5  
1 0 , 5 1 4

Depar tmen t o f  F am i ly  S e r v i c e s  
P in e  H i l l s  Schoo l

S t a t e  S p e c i a l  
Revenue S 2 , 0 5 0 3 2 , 1 0 1 3  2 , 1 5 3

Deportment o f  I n s t i t u t i o n s  
MT Deve lopmen ta l  C en te r Genera l S 1 6 8 . 0 6 2 3 1 7 2 , 6 8 7 3 1 8 2 , 1 6 0

Depar tment o f  S o c i a l  and 
R e h a b i l i t a t i o n  S e r v i c e s

50X G enera l 
50X F ed e ra l 3  1 6 . 4 6 2 3  1 6 . 8 7 4 3  1 7 . 2 9 6

T o t a l  F o r  A l l  Agenc ies 3 4 4 7 , 0 5 9 3 5 0 4 . 0 8 4 3 5 3 0 . 6 3 9

• S t a t e  a g en c ie s  pay f o r  J a n i t o r i a l  and s e c u r i t y  s e r v i c e s  th rough  r e n t a l  a s s e s sm en ts .  A c tu a l  c o s t  s a v in g s  
may a f f e c t  v a r i o u s  a g en c ie s  and fu n d s .  D a ta  e n t r y  f e e s  a r c  a s s e s s e d  t o  a g en c ie s  u s in g  s e r v i c e s  b y  t h e  
d ep a r tm en t .

• • I n c l u d e s  t o t a l s  f rom  c o n t r a c t i n g  and f rom  low er k e y s t r o k e  vo lum e . 

S o u r c e :  Compiled by th e  O f f i c e  o f  the  l e g i s l a t i v e  A u d i to r
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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. It is 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 
quantitative 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

SOURCE

IC H  FIN  I• ‘: r •
w J* • -

COMPARISON FINDINGS

Savas 1987 In-House versus contract 
maintenance support for air 
force bases.

Contract maintenance reduced costs by 13% while 
improving availability of parts and planes. Cost 
savings were primarily attributable to use of 25% 
fewer personnel by contractors.

Davies 1971, 1977 Australia/sole private airline 
versus its lone public 
counterpart.

Efficiency indices of private airline were 12% to 
100% higher.

Domberger and 
Piggott 1986

Survey article dealing with 
many services. Focus on 
Australian Airlines.

Concludes that private firms are generally more 
efficient, unless the public firms are faced with 
equivalent competition.

Reprinted with permission of Greenwood Publishing Group, Inc., Westport, Conn., from John Hilke’s Competition in 
Government-Financed Services, Copyright (c) 1992.
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Privatization Cost Savings (Continued)

U r
-:■ ;■ ■: :■f #

SOURCE COMPARISON FINDINGS

2  AIRPORTS “

Auditor General of 
Canada 1985

Tax-supported Canadian 
airport operations versus 
comparable U.S. airport 
authorities that must borrow 
in capital markets to finance 
their facilities.

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%.

Moore 1987 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.

Roth 1987 Government-managed versus 
private-managed airports.

Government pricing policies for landing rights and 
other airport services lead to inefficient congestion 
and inability to finance expansion of facilities.

1 '■ 3 .: ALL'SE BV1CES -■ • • ' • ■ . . • * »• • t • r ■ ■■ ■ v i i l  , ~ ■ / 1
Deacon 1979 In-house versus 

intergovernmental production 
of all services.

Intergovernmental contracting saved 14% relative 
to in-house production.

David 1987 In-house versus private 
contracted services.

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%.

Savas 1987 Los Angeles county in-house 
services versus contracted 
services from 1979 to 1984.

Cost of contracted services averaged 30% less than 
in-house services.

Moore 1987 In-house versus contract in 
Mirada, California.

Contracting has 30% lower costs.

4... ASSESSING PROPERTY TAX ihnancral adinini'straiior)) af^s'cc Payroll and .D'ru.')-Proct-sstng..(scrv;ce; ; 1
«;.trifg»rx;2-Si.:_. ; .  v .  • ' v. ■ * 'V-'  |

Stocker 1973 In-house versus private 
contractors in Ohio.

Private assessments provided 50% cost savings and- 
were found to be more accurate.

J
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Privatization Cost Savings (Continued)

1 U P D A T E D  G O S T  S A V I N G S  R E S E A R C H  F IN D IN G S
^  A r r an g cd.. A 1 p h a b e tica  11 y by S erv ice  C a teg o ry /. V’ /•"•

SOURCE COMPARISON FINDINGS

I 5 : BANKS-.- * • • '• 3* . . . .  '.V • \ . "• *v

Davies 1982 Australia/one public versus 
one private bank.

Sign and magnitude of all indices of productivity, 
responsiveness to risk, and profitability favor 
private banks.

1 6. BUS SERVICE (L ttl.i.tioti) alao see ■Electric. Utilities <(lid. Water. Utilities (service categories /l0lar)d;'43);.: .

Morlok and Moseley 
1986

Municipal in-house agency 
versus competitive contracts.

Contract winners supplied services at 28% lower 
costs.

Morlok and Viton 
1985

Municipal in-house agency 
versus contracts awarded in 
competitive bidding versus 
noncompetitive contracts.

Contract providers had cost 50% to 60% lower 
than municipal agencies they replaced. 
Noncompetitive contracts were similar to municipal 
agency costs.

Oelert 1976 Municipal in-house versus 
private bus service in W. 
Germany.

Public bus services have 160% higher costs per 
kilometer than private equivalents.

Walters 1987 Municipal in-house versus 
private bus service in various 
cities.

Private bus services typically charge similar prices, 
but have 50% to 65% lower costs.

Perry and Babitsky 
1986

Private versus cost-plus 
contract versus municipal in- 
house versus regional in- 
house authority bus 
operators.

Private operators are significantly more efficient. 
Cost-plus contractors and municipal bus lines are 
less efficient. Inefficient private operators are sold 
to government.

Prommerehne and 
Schneider 1985

In-house versus private firms 
in West Germany.

Private costs were 60% lower than public costs for 
commercial bus operations.

Talley and Anderson 
1986

In-house motor bus versus 
contracted dial-a-ride service.

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.

Teal, Guiliano, and 
Morlok 1986

In-house versus competitive 
contract operators.

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.

Rice Center 1985 In-house versus contract 
express commuter services.

Contract operators have 30% to 60% lower costs.
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■^7-.' CLEANING SERVICES; tGvnc^j/nwiiiiiuhaOc^.o/ jJLib'lic.lKMfdm'ijs') 4iso-!»eo’-SeciVfitY>-St4Vieps1 êrwcer,:':';;.i';>- 
l ;:- vcauiduryvaV). ; /  ~ ^.• ' '  • ■ g C S  . / ” .-V -"

Bundesrechnung- 
shoff 1972

In-house versus private 
contracting of cleaning 
services in West German post 
offices.

In-house service 40% to 60% more costly.

Hamburger Senat 
1974, Fischer- 
Menshausen 1975

In-house versus private 
contracting out in West 
German public buildings.

Public service 50% more costly than private 
alternative.

Kaiser 1977 In-house versus contract 
services in schools.

Contracting saved 13.4% of costs.

Pommerehne and 
Schneider 1985

In-house versus private-sector 
costs of services in West 
Germany.

Private costs were 33% lower than public costs for 
commercial cleaning services.

U.S. GAO 1981b In-house staff versus GSA 
contractors versus private 
landlords.

Private window cleaning costs averaged 47% lower 
than GSA staff while contractor costs were 38% 
lower. Higher costs were due to higher wages as 
well as more workers.

Stevens 1984 In-house versus contract 
janitorial services.

Contract service had 42% lower costs even after 
accounting for quality, service levels, and 
economies of scale.

U.S. GAO 1982b, 
Fixler and Poole 
1987

In-house versus contracted 
janitorial services in post 
offices.

Contracted janitorial services were 50% less costly 
than in-house services.

8. DAY'CARE CENTERS; : ;  ’y -  \)[]

Bennett and 
DiLorenzo 1983

In-house versus private 
providers of equivalent 
services. Article is based on 
GAO studies.

Private day care was found to be 45 % less costly 
because of fewer teachers, lower wages, and fewer 
nonteaching staff.

9;. DEBT COLLECTION': ^ ‘ '

Bennett and 
DiLorenzo 1983

In-house versus private 
providers of equivalent 
services.

Private debt collection procedures were faster and 
60% less costly.

5
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Bennett and Johnson 
1980

In-house versus privately 
contracted equivalent 
services.

Government 200% more costly per dollar of debt 
pursued.

1,-10. ELECTRIC UTILITIES {Utilities) also see Bus Services- and Water Ulililic% (service1 categories 6 and 43)

Bennett and 
DiLorenzo 1983

In-house federal agencies 
versus private hydroelectric 
plants.

Private utility costs averaged 17% lower due 
primarily to federal overstaffing.

Heilman 1972 In-house versus electric 
utilities that compete versus 
regulated private monopolies.

Competition produced lower rates than regulation. 
Government production produced the lowest rates 
due to tax exemptions.

Meyer 1975 In-house versus private firms, 
sample of sixty to ninety 
U.S. utilities.

Slightly higher costs of private production. Threat 
of competition improved cost efficiency somewhat.

Moore 1970 In-house versus private U.S. 
utilities.

Overcapitalization greater in public firms. Total 
operating costs of public firms higher.

Primeaux 1975 In-house versus private U.S. 
utilities.

Municipal utilities facing competition have 11 % 
lower cost on average. Economies of scale offset 
X-inefficiency at big firms.

Spann 1977 In-house versus private firms 
in Texas and California.

Private firms, adjusted for scale, are as or more 
efficient in opeiating cost and investment.

Atkinson and 
Halvorsen 1986

U.S. public utilities. Public Utilities are as efficient as private utilities.

Wallace and Junck 
1970

In-house versus private firms 
by region of the U.S.

Operating costs 40% to 75% higher in public 
mode. Investment is 40% higher (per kilowatt) in 
public mode.

Bellamy 1981 Monopoly versus competing 
utilities.

Competing utilities had 20% lower prices.

FINANCIAL ADMINISTRATION See Assessment, Property T ax (service category 4 ) , and P ay ro ll and Data Processing 
(serv ice category 2 8 ).

11. FIRE PROTECTION/

Ahlbrandt 1973, 
1974
Moore 1988

In-house (Seattle) versus 
private (Scottsdale, Arizona).

Municipal fire departments 39% to 88% higher per 
capita.

6
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Hilke 1986 In-house versus varying 
degrees of use of volunteers 
in New York, and 
Pennsylvania cities (not 
suburbs) with populations 
between 10,000 and 50,000.

Use of volunteers reduced firefighting costs. Cities 
in New York with all-volunteer departments had 
62% lower costs per capita. Pennsylvania’s all- 
volunteer cities saved an average of 79% per 
capita. A 10% increase in use of volunteers 
provides a 2.8% decrease in costs.

Kristensen 1983 In-house versus major private 
provider in Denmark.

The principal private firm provided services at 65% 
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 
1984

In-house versus major private 
provider in Denmark.

Mixed fire departments averaged 33 % lower costs 
than purely municipal departments.

Poole 1976, 
Smith 1983

Private versus contract fire 
fighting.

Switching to private contract fire fighting reduces 
costs by 20% to 50%.

I 12. FORESTRY ' • :-
• . * ‘ . • -‘ Vs 1

Bundesregierung 
Deutschland 1976

In-house versus private in 
West Germany.

Annual operating revenues 45 DM peer hectare 
higher in private forests (approximately $6 per acre).

Pfister 1976 In-house versus private in the 
state of Baden-Wurttemberg, 
Germany.

Labor input twice as high per unit of output in 
public as compared with private firms.

GENERAL MAINTENANCE OF PUBLIC BUILDINGS Sec C leaning Services (serv ice category 7 ) and Security 
Services (service category 3 7 ).

1 3. HEALTH SERVICES. «ti.su sue''Nursing H om es- (s e rv ic e  c a teg o ry ; 25). *1

Schlesing, Dorwart, 
and Pulice 1986

In-house versus contract 
mental health services.

Nominally competitive-contracting procedures 
resulted in sole-source supply with little increase in 
efficiency.

Valente and 
Manchester 1984

In-house supply of substance 
abuse programs versus 
volunteer-based program.

Systematic volunteer program allowed service 
expansion with cost savings to the community.

7
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I  3 1  ; U P D A T E !}  C O S T  S A V I N G ^

SOURCE COMPARISON FINDINGS

1 14; .HIGHVVAYS t . — • ■ - ", v;|* j *
Deacon 1979 In-house (local) versus 

intergovernmental provision 
of street repair.

Intergovernmental contracting saved 30%.

Stevens 1984 In-house versus contract 
provision of asphalt overlay 
and traffic light maintenance.

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%.

I 15. HOSPITALS-., „ •  ■•■••a. ... ' ■■ ■ ' ' M'. '•!' 1

Lindsay 1975 In-house Veterans 
Administration (VA) versus 
private.

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.

Robinson and Luft 
1988

Investor-owned versus public 
hospitals using a sample of 
5,490 hospitals.

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.

Becker and Sloan 
1985

Investor-owned versus 
nonfederal government 
hospitals.

Government hospitals had no higher costs per 
admission.

Shortell and Hughes 
1988

Investor-owned versus 
nonfederal government versus 
nonprofit private hospitals.

No differences in quality, measured in death rates 
between different types of hospitals.

Register and Bruning 
1987

Investor-owned versus thirty- 
six nonfederal state and local 
government owned and 
operated hospitals.

No significant efficiency differences between types 
after controlling for size and other factors that 
should effect efficiency.

Grannemann, 
Brown, and Pauly 
1986

Investor-owned versus 
nonfederal government 
hospitals using a national 
sample of short-term 
hospitals.

Investor-owned hospitals had 24% higher costs than 
nonfederal government hospitals.

8
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Noether 1987 Investor-owned versus 
nonprofit hospitals including 
nonfederal government 
hospitals sampled from 223 
metropolitan areas.

Investor-owned hospitals are significantly more 
efficient once tax payments are taken into 
consideration.

Lindsay 1976 In-house Veterans 
Administration versus 
private.

Cost per patient day less in VA hospital, unadjusted 
for type of care and quality. Less "serious" cases 
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 
care.

Government had 43% lower cost. No controls for 
quality were made in the study.

Wilson and Jadlow 
1978

In-house versus private in 
1,200 U.S. hospitals 
providing nuclear medicine 
services.

Proprietary hospitals more efficient than public 
hospitals.

Hatry 1983 In-house managements versus 
contract management.

Experience with contract managements has varied. 
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. HOUSING AND COMMUNITY 'DEVELOPMENT - ’ 1- ' . ■ - ,.v .* ’ . . -....I-..* . . > • 1 >* • •• • Mi
Muth 1973 In-house versus private 

construction costs in U.S. 
cities.

Public agencies 20% more costly per constant 
quality housing unit.

Rechnungshof 
Rheinland Pfalz 1972

In-house versus private cost 
of supplying large public 
projects in West Germany.

Public agencies 20% more costly than private 
contracting.

Schneider and 
Schuppener 1971

In-house versus private 
construction in West 
Germany.

Public firms significantly more expensive suppliers.'

9
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Pommerehne and 
Schneider 1985

In-house versus private costs 
in West Germany.

Private costs were lower than public costs for 
commercial services generally, 17% for 
construction.

President’s 
Commission on 
Privatization 1988

Publicly constructed versus 
various privatization 
alternatives.

Public housing costs per unit over twenty years 
total $69,863 versus $27,892 to obtain private units 
through housing subsidies to individual need 
families.

Weicher 1980 Government-financed 
construction versus private.

Government-financed construction 25% more 
costly. Government management is also more 
costly.

|  17 INSURANCE CLAIMS PROCESSING • ■ - . ’ o ■■ • c V ""

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.

I ;.18. ‘'INSURANCE SACES AND SERVICING, J . ' -o • . . . .

Finsinger 1981 In-house (five firms) versus 
private (seventy-seven firms) 
liability and life coverage in 
West Germany.

Competition between public and private firms 
prompted equivalent efficiency.

Kennedy and Mehr 
1977

In-house (in Manitoba) versus 
private (in Alberta).

Private insurance quality and service higher than 
those of the public insurance with equivalent costs.

Tg^LAUNDRY SERVICE J  ‘ : £  V g '/• * ' * .v < *>-• ! 2* *

Pommerehne and 
Schneider 1985

In-house versus private in 
West Germany.

Private costs were 46% lower than public costs for 
commercial services in laundry services.

10
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I  U P D A T E D  C O S T  S A V IN G S  R E S E A R C H  F IN D IN G S
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SOURCE COMPARISON FINDINGS j

1 20  LEGAL SERVICES ♦ |  * „ •

Houlden and Balkin 
1985

Ordered assigned counsel 
versus contract counsel for 
indigents.

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.

|- 21. LIBRARIES / .-v 'v 1''*• . • 1 . ‘ • ... . ‘ . *; . ' • vr. • ; ' \  ■ ' I

White 1983 In-house libraries before and 
after federal aid.

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.

I 22.; tjOUORl S JpR E S • ’ • • ; ' 1

Simon and Simon 
1987

In-house versus private. State stores have higher compensation rates, but 
higher sales per hour. F  hours of operation 
(quality) are considered, private stores have lower 
costs.

1 23. MILITARY SUPPORT SERVICES- \  » ;■# I
Bennett and 
Dilorenzo 1983

In-house versus private 
providers of equivalent 
services.

Average cost savings in base support services were 
15%.

U.S. GAO 1985b Precontract bids versus post- 
contract costs for competitive 
Department of Defense 
contracts.

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.

U.S. GAO 1981a In-house versus contract. Savings from both higher employee productivity 
and lower wages. ... |
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U.S. GAO 1985b Contract bids versus actual 
contract experience.

Contract costs increased over time in 95 % of 
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.

I-24 . MOTOR VEHICLE.MAINTENANCE '

Campbell 1988 In-house versus contract 
services.

Contractor costs are 1% to 38% below municipal 
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 
Schneider 1985

In-house versus private costs 
in West Germany.

Private costs were 50% lower than public costs for 
automobile motor maintenance repairs.

Stolzenberg and 
Berry 1985

Noncompetitive in-house 
versus competitive contract 
versus competitive in-house.

Competition resulted in lower costs through large 
reductions in personnel. Contracting saved 
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.

• ^  J ‘ • ' /• . . r * -•
2 5 .: NURSING HOMES-(healtli sefwb-s) also

- • ;• • ■ ■».... n

Lindsay 1975 In-house (VA) versus 
contract.

Contract operated homes had 45% lower per day 
costs.
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1 .26 . PARKING * . . ’ ' ' . ' • ' . ' ■. ' 1 ;• ' •• ... **.>; ** . .• * • •
*.*’ •_ ’A'. \ V- K- ’* : /  . ' *:: ’*

Caponiti and Booher In-house versus contract 
1986 parking meter and parking 

restrictions enforcement.

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%.

1 2 7 v PARKS AND REOTf A.TION-'. V ’ ' i i ; ■ 1

Stevens 1984 In-house versus contract park 
turf maintenance.

Contract service had 28% lower costs and 
equivalent quality of service.

Savas 1987 Government versus privately 
constructed sports facilities.

Costs of privately constructed sports arenas 
averaged 31 % less than those of public arenas.

Holmes 1985 In-house versus contract 
recreation program.

Cost savings of 20% obtained by privatizing. 
Savings come from more use of volunteers and 
better use of employees.

Poole 1980 In-house versus private 
facilities operations and 
programs.

Cost savings of 20% obtained by privatizing. 
Savings come from more use of volunteers and 
better use of employees.

Fixler and Poole 
1987
Valente and 
Manchester 1984

In-house versus contracted 
profit and nonprofit 
organizations.

Contracting allowed maintenance of quality 
recreation services, even though budgets were 
reduced under California’s Proposition 13 by as 
much as 50%.

' V* - ■ . . .  4 • f ■■ .1
28. .PAYROLL AND̂  DATA PROCESSING (financial administration) also see Assessment, Property. Tax; 1

• fseryiw Ciitei.lury 4). .*•<_ ^ 'P. - ■ : 1

Valente and 
Manchester 1984

In-house versus private 
competitive contractors.

Contractor performed higher quality data 
processing service with cost savings of 15%.

Stevens 1984 In-house versus private 
contractors.

No cost differences found after accounting for 
quality and other factors.

29. POLICE ; .■ ' r i* •;- • ; • • . •
I

•• • / I
Deacon 1979 in-housc (local) versus

intergovernmental.
Intergovernmental contracting saved 42%.

13
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Mehay 1979 In-house (local) versus 
contract with county 
(Lakewood Plan).

Contract costs were lower due to fewer police 
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.

Mehay and Gonzalez 
1985

In-house monopoly versus in- 
house production with 
competition to serve 
additional jurisdictions.

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.

1 30. POSTAL SERVICE > h  :• 1 ■ ■ <?#>• it 1 
• i 1

U.S. GAO 1982a In-house versus contracted 
routes.

Contracted delivery routes save up to 66%  on 
delivery costs.

Hanke 1985a In-house versus contracted 
window service.

Contractors (retail stores with postal services) 
provided window service at 88% lower cost than 
USPS operated.

Savas 1987 In-house versus private parcel 
delivery services.

Private firms have lower rates, faster delivery, 
lower losses from damage, better tracking systems, 
wider variety of services, and lower costs.

.31. PRINTING- V ' 1
Pommerehne and 
Schneider 1985

In-house versus private in 
West Germany.

Private costs were 33% lower than public costs for 
commercial printing services.

32. PRISONS V • ' • ‘ j

Grant and Bast 1987 In-house versus contract 
facilities and services.

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.

33- PUBLIC WELFARE-. " ; . /

Poole 1980 In-house versus private 
variety of welfare services.

Privately supplied programs operating under 
competitive bidding saved 20% to over 60%.

14
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Hatry 1983, Wedel, 
Katz, and Weick 
1979

In-house versus private 
contracting for vocational 
rehabilitation, childrens’ 
protective services, and 
programs for the elderly.

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.

1 34:. RAILROADS'' V ,,; • • ■ .■ • j

Bennett and 
DiLorenzo 1983

In-house versus private 
providers of equivalent tract 
repair. Article is based on 
GAO studies.

Private railroads repaired ties, replaced track, and 
surfaced rails at least 70% more efficiently.

Caves and 
Christensen 1980

In-house (Canadian National) 
versus private (Canadian 
Pacific) costs and 
productivity differences.

No current productivity differences. The public 
firm substantially increased its efficiency after 
competition increased in 1965.

I 3'5;, REFUSE COLLECTION (S;j>iii«jiiu io i .t y . S
s.. ,: •* \ ; : • . ; *. •* 1
ewiTiiflt'); als;o S i i hi in. (sofytci! category 41).. ■ |

Collins and Downes 
1977

In-house versus private 
contracting-out in St. Louis 
area.

No significant cost differences. Private firms lost 
density economies because several firms served the 
same areas. Public suppliers had monopoly status.

Savas 1974,
1977a,b, 1980; 
Stevens and Savas 
1978; Edwards and 
Stevens 1979

In-house versus private 
monopoly franchise versus 
private nonfranchise firms.

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.

Stevens 1984 In-house versus competitive 
contract.

Cost savings of 22% were found, controlling for 
quality.

Hirsch 1965 In-house (St. Louis City- 
County area) versus private 
firms.

No significant cost differences. Private competing 
suppliers lost density economies.

Kemper and Quigley 
1976

In-house versus private 
monopoly contract versus 
private nonfranchise versus 
municipal firms in 
Connecticut.

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.
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Kitchen 1976 In-house versus private firms 
in forty-eight Canadian cities.

Municipal suppliers were more costly than 
proprietary firms.

Petrovic and Jaffee 
1977

In-house versus private 
contracting in midwestem 
cities.

Cost of city collection was 15% higher than the 
price of private contract collectors.

Pier, Vernon, and 
Wicks 1974

In-house versus private firms 
in Montana.

Municipal suppliers appear to be more efficient, not 
controlling for quality and community 
characteristics.

Savas 1977a In-house versus private firms 
in Minneapolis.

No significant cost differences if suppliers compete 
through tight control of municipal costs imposed by 
legislature using private costs as a comparison.

Savas 1981 In- house and franchise 
contractors in a single district 
jurisdiction versus contractors 
and in-house in a mulJdistrict 
setting.

The average number of bids per area increases 
when cities are divided into small districts. 
Competitive bidding leads to lower costs for 
contractor service. Cities that actively monitor 
municipal agencies using private contractor costs 
have lower average costs. No benefits are obtained 
without these policies.

Spann 1977 In-house versus private firms. 
(Survey of literature.)

Public firms were 45% more costly.

1 36 SCHOOLS '■ f  ' 1

Peterson 1981 In-house versus private 
contractor-operated public 
schools.

Private contracting prompted small gains in math 
and reading and losses in other subjects. No cost 
savings.

3 7 , SECl/RlfV SERVICES (general,maintenance of.-piiblic buddings) o'Jso s'o\;.Cleaning Services (service' ' 1 
, v-: catogoiy, 7); ,. : I?*!*! : ■'

Hanke 1985a In-house versus private 
security guards.

Private security services save 50% or more.

38V SEVVERAC^/WASTEVV ATER .TREATMENT "

Hanke 1985a In-house versus contractor- 
built and operated treatment 
facilities.

Contractor costs averaged 20% to 50% less due to 
shorter construction lags and lower construction 
costs. Competition also reduces operating costs 
20% to 50%.
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; \  • '. .;'.v.;-: • • ■ • ■ . Ar r anged A lphabetically  b y 'S e rv ic taC a te g o ry  ' v. . ,.■■• V

SOURCE COMPARISON FINDINGS

Savas 1987, Moore 
1988

In-house versus outside 
contracts

Contracted wastewater service is 20% to 50% less 
costly because federally financed projects involve 
higher construction (Davis-Bacon Act) and design 
costs.

1 39.. SHIP REPAIR AND MAINTENANCE :-v ■ " ' • " ‘ ’ i .

Bennett and Johnson 
1980

In-house versus commercial 
tankers and oilers.

U.S. GAO reports that the private ship repair costs 
averaged 80% less than the U.S. Navy’s costs.

I 40 . SLAUGHTERHOUSE'S. ;r  ;• ^ * .

Pausch 1976 In-house versus private firms 
in 5 major West German 
cities.

Public firms were significantly more costly because 
of overcapacity and overstaffing.

1.41 ;• .STBEET.CLE A \|ING. (rolLi'se collection) alsO'sci)’ S • • ■ ' '' .i >' , 1rtetuse.Collectloii .(service category 3 5 ) .  t ’. '* . J

Stevens 1984 In-house versus competitively 
contracted.

Contract cities have 43% lower costs after 
accounting for quality and other factors.

42 . TOWING ; -  ’¥ M > ' T  V -  ■ ■ ' ■'

Kaiser 1976 In-house versus contractors in 
New York.

Contract towing bids provided cost savings of more 
than 40%.

TRANSIT sec Bus Serv ice (service category 6 ) .

UTILITIES sec Bus Service (service category 6 ), Electric Utilities service category 10), and Water Utilities (service category 43).

43.> WATER UTILITIES (U tilities ) a ls o 's u e  Bus S e rv ic e s  and E lec tr ic  U tilitie s ' (s e rv ic e  c a t e g o / io s .6 a n d ‘ 1 0 |. ,  1

Crain and Tardkoohi 
1978

In-house versus private 
suppliers; comparisons of 
112 firms and detailed case 
study of 2 firms that switched 
type of ownership.

Public firms were 40% less productive. Private 
firms had 25% lower costs. Public firms going 
private had 25% increase in output per employee. 
Private firm going public had an output per 
employee decrease of 40%.

Feigenbaum and 
Teeples 1982

In-house versus private water 
companies.

No cost differences were found after controlling for 
other cost factors.

Mann and Mikesell 
1976

In-house versus private 
suppliers.

Found public modes were 20% more expensive 
after adjusting for input prices.

Morgan 1977 In-house versus private 
suppliers covering 143 firms 
in six states.

Costs 15% higher for public firms.
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P riv a tiza tio n  C ost Savings (C o n t in u e d )

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 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).

II. P rivate A c t io n s  a s  State  A c t io n s  A c c o r d in g  t o  C u r r e n t
D o c t r in e

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. I 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. Thii statement o f the law it subject, o f course, to changes originating from state 
constitutional law. See ProneYard Shopping Ctr. v. Rubins, 447 U.S. 74 (1980); see also 
Jennifer Friesen, Should California's Constitutional Guarantees of Individual Rights Apply 
Against Private Actors?. 17 HASTINGS CONST. LQ . 111 (1989).

9. For the interchangeabiUty ofpubtic-ownership and regulation, see STEPHEN B r e y e r ,  
R e g u l a t i o n  a n d  rrs R e f o r m  181-83 (1982).

10. The sute action doctrine has long been criticized for its lack o f clarity and 
indefinitive scope. For broader discussions o f the doctrine, see Harold W. Horowitz, The 
Misleading Search for "State Action" Under the Fourteenth Amendment, 30 S. CAL. L  
R e v .  208 (1937); Charles L. Black. Jr., The Supreme Court 1966 Term • Foreword: "State" 
Action, Equal Protection, and California's Proposition 14, 81 H a r v .  L. R e v .  69 (1967); 
Ira Nerken. A New Deal for the Protection of Fourteenth Amendment Rights: Challenging 
the Doctrinal Bases of the Civil Rights Cases and State Action Theory, 12 H a r v .  C.R.-C.L. 
L. REV. 297 (1977); Erwin Chemerinsky, Rethinking State Action, 80 Nw. U. L. R e v .  603 
(1983); L a u r e n c c  H . t r i b e ,  r e f o c u s i n g  t h e  “ S t a t e  A c t i o n "  I n q u i r y :  S e p a r a t i n g  
S t a t e  A c t s  f r o m  S t a t e  A c t o r s  i n  C o n s t i t u t i o n a l  C h o i c e s  (1985); see also Barbara 
Rook Snyder, Private Motivation, State Action and the Allocation of Responsibility for 
Fourteenth Amendment Violations, 75 CORNELL L  Rev. 1053 (1990), and the list o f articles
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A. Easy Cases of Stale Action

I. 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 action. This form of state action is exemplified by the decision 
in Public Utilities Commission v. P o 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 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.n From the Court’s perspective, it was important that the 
official approval was explicit and addressed the current complaint.1* 
In Jackson v. Metropolitan Edison Co.,15 the 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.17 
The company’s right to terminate scvices for nonpayment appeared in 
its general tariff filed with the Public Utility Commission, and was 
never disapproved.1* 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 mrvey o f the current docirine, see L a u r e n c e  H.
T r i b e ,  A m e r i c a n  C o n s t i t u t i o n a l  L a w  1688-1720 (chapter 18) (2d ed. 1988).

11. 343 U.S. 451 (1952).
12. Id. at 456-57.
13. Id. at 462-63.
14. According to the Court: "We rely particularly upon the fact that that agency, 

punuint to protein against the radio program, ordered an investigation o f it and, after 
formal public hearings, ordered its investigation dismissed on the ground that the public 
safety, comfort and convenience were not Impaired thereby." Id at 462.

15. 419 U.S. 345 (1974).
16. Id at 354.
17. Id al 347-48.
18. id. at 355.
19. Id at 354-57.
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company] operates a public utility on the streets o f  the District o f 
Colum bia."”

The significant curtailment o f  the public function theory started in 
the seventies, when Justice Renquist ruled that it is limited to activities 
traditionally and exclusively identified with the state,35 a reservation 
first introduced in Jackson?* As mentioned before, this case addressed 
electricity services, and the p la in tiff contended that their supply should 
be regarded as fu lfilm ent o f  a public function.35 The contention was 
fla tly  rejected by Justice Renquist, who wrote fo r the majority. In his 
view, a state action may be. found on ly when the function operated is 
one that was "traditionally the exclusive prerogative o f  the state,"54 or 
"traditionally associated with sovereignty.” 37 This narrowing theory 
prevailed in later cases, although its basis was never fu lly  explained. It 
allowed a differen'-iation between the company-owned town and modem 
activities like electricity services, but the appropriateness o f  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 p la in tiff’s property 
stored there was about to be sold in accordance with a state law 

rifj," authorizing satisfaction o f  a lien without prior recourse to the courts.39
<?£ The p la in tiff argued that her due process rights were infringed, the

creditor being in these circumstances a state actor - acting in the public 
sphere o f  dispute resolution.40 Justice Rchnquist. who delivered the 

~ opinion o f  the court, dismissed the public function argument once again.
~  He explained that “ the settlement o f  disputes between debtors and

creditors is not traditionally an exclusive public function."41 Later in

32. Id.
33. Another tine o f narrowing interpretation o f Marsh discussed in its First 

Amendment context. The application o f the precedent to speech in shopping centers, in 
Food Employees Local 590 v. Logan Valley Plaza, 39) U.S. 308 (1968), was overruled in 
Hudgens v. NLRB, 424 U.S. 507 (1976). I chose not to concentrate on this line o f cases, 
because it also entangles considerations specific to the free speech debate. However, the 
judicial tendency to limit the significance o f Marsh i* also evident here. For a discussion 
o f these ccses, see Frederick Sehauer, Hudgens v. HLRB and the Problem of Stale Action 
in First Amendment Adjudication, 61 MlNN. L. Rev. 433 (1977).

34. 419 U.S. 345.
35. Id. at 352.
36. Id. at 353.
37. Id.
38. 436 U.S. 149.
39. Id. at 153.
40. Id. at 157,
41. Id. at 161.

'n'l

• f tSt.

l
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the opinion, Justice Rehnquist made it clear that the current doctrine 
does not apply even to “ a number o f  state and municipal functions.. . 
which have been administered with a greater degree o f  exclusivity by 
states and municipalities than has the function o f  so-called ‘dispute 
resolution.' Among these are such functions as education, fire and 
police protection, and tax collection."43 Not even police protection! 
However, in regard to these relatively exclusive functions, words o f 
reservation were added: "we express no view as to the extent, i f  any, to 
which a city o r State might be free to delegate to private parties the 
performance o f  such functions and thereby avoid the the strictures o f  the 
Fourteenth Amendment."43 From  the context, it is not clear whether 
these words were meant to be confined to intentional circumvention o f  
constitutional duties through the delegation o f  functions. However, the 
narrow understanding is supported by the fact that this reservation was 
never mentioned again in the Chie f Justice's opinions. For example, in 
RendeU-Baker v. Kohn,** 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 o f  the students were both referred to it and 
financed by government authorities.45 In die Court’s view, the decisive 
fact was that education was not "traditionally the exclusive prerogative 
o f  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 o f  the public function theory in regard to nursing 
homes attending Medicaid patients. Again, the ruling precedent was the 
"traditionally the exclusive prerogative o f  the stale" formula.49 A more 
recent precedent is San Francisco Arts & Athletics v. United States 
Olympic Committee?0 Here, the state action claim concerned the 
United States O lympic Committee (U SOC ), a corporation endowed by 
law with the sole authority to represent the United States in the Olympic 
Games. The USOC  had refused to a llow  the use o f  the word "O lym ­
pic”  fo r a sport event organized by the petitioner as the "Gay Olympic

42. Id. at 163.
43. 463 U.S. at 163-64.
44. 457 U.S. 830 (1982).
45. Id. at 832.
46. Id. 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 t o i l .
50. 483 U.S. 522 (1987).
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monopoly of local public transportation, and was operating under an 
elaborate regulatory scheme.61 However, the Court was not willing to 
draw a state action conclusion from these factors alone.69 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.70 Here, the plaintiff was a black person discriminated against 
in a private club because of his race.71 The state action claim was 
based on the fact that the club got a liquor license and was regulated as 
a liquor licensee.71 The license was partially exclusive in nature 
(though not monoplistic in the strict sense) due to a quota system 
administered in liquor licensing.71 However, according to the 
majority’s opinion, “here there is nothing approaching the symbiotic 
relationship between lessor and lessee that was present in Burton.”74 
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 ’e action claim 
in the circumstances of Moose Lodge.75 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. Id. i t  462.
69. Id.
70. 407 U.S. 163 (1972).
71. Id. i t  164-65.
72. Id. i t  165.
73. Id. i t  177.
74. Id. 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.71 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 o f 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.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.*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-Baker11 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

77. Id. it 352.
78. Id. i t  353.
79. Id. it 351. 357.
80. Id. i t  3 j8 .
81. Sea supra notes 20-23 end accompanying (ext.
St 457 U.S. 991.
83. 457 U.S. 830.
84. Blum, 457 U.S. at 993.



1184 S y racu se  L aw  Review [Vol. 45:1169

context, the initiatives of privatization in the corrections system may 
serve as a representative example.101

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 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).104

Are the results of the current doctrine satisfactory? I 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 • stripped 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.105

Contracting Out: For What? With Whom?, 46 Pub. Admin. Rev. 332 (1986). For statistics 
o f privatization o f public services in the United States, see E.S. Savas, Privatization and 
Prisons. 4 0  VAND. L . REV. 889, 890-93 (1987).

103. For a Symposium dedicated to the privatization o f prisons, see 40 VaND. L  Rev. 
813-1024 (1989) (number 4),

104. 363 U.S. 715.
103. F o r a discussion o f  Ihe state action  doctrine  in  the context o f  p riva tiza tio n  of 

prisons, see Susan L . Kay, Tht Implications of Prison Privatisation on thi Conduct of 
Prisoner Litigation Under 47 U.S.C. Section 1983, 40  VaND, L  R ev. 867 (1987); Ira  P. 
R obb ins, Privatization of Prisons: An Analysis of the State Action Requirement of the 
Fourteenth Amendment and 42 U.S.C. Section 1983, 20 CONN. L . R ev. 833 (1988); H aro ld  
3. S u lliv a n , Privatization of Corrections and the Constitutional Rights of Prisoners, FED. 
P r o b a t io n  3 6  (1989 ); Charles W . Thom as & L inda  S. C a lve rt Hanson, The Implications 
of 47 U.S.C Section 1983 for the Privatization of Prisons, 16 F la .  S t .  U . L  R ev, 933 
(1989).
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In West v. Atkins,'06 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.'01 
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.104

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.'00 Should these rights 
disappear i f  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. !ch 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,111 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"1 (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. 234 (1970). The argument In the text li  valid even when the curtailment 

o f the precedent. In Mathew* v. Eldridge. 424 U.S. 319 (1976), ii taken into consideration.
110. 382 U.S. 296 (1966).
111. Thl* it a controversial issue, ice Washington v. Davl*, 426 U.S. 229 (1976).
112. 109 U.S. 3.
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for editorials as an infringem ent o f the F irst A m endm ent.122 The 
C ourt had to  confront the claim  that policies o f broadcast licensees are 
state ac tions.123 T he C ourt dism issed the claim .124 Form ally, it 
involved a narrow  application o f  the “sym biotic relationship" test o f the 
B u rton  decision .125 However, substantively, it declined to recognize 
state action because it was aware o f  the vital independence o f  the 
m edia.124 Viewing the sam e question from  the public function 
perspective, it is possible to support the decision by recognizing that in 
the U nited States editorializing is certainly not a function o f  the state.

V. A S t a t e  A c t io n  D o c t r in e  f o r  a n  a g e  o f  P r iv a t i z a t io n
T he cunrcnt challenge is how to update the state action doctrine in 

a w ay that preserves the distinction betsveen state and private actions 
and is still capable o f  recognizing new  form s o f activity in the public 
sphere. T his is not an argum ent against the basic prem ise o f  the 
A m erican C onstitution that the governm ent carries a special burden o f 
C onstitutional duties, which is not applicable to private actors.127 It 
is an argum ent against the prem ise that the definitions o f  governm ent 
action can be detached from  the changes in real life.

H aving m entioned B row n ,m  I will try to explain the constitu­
tional challenge posed by privatization in regard to alternative m ethods 
to fulfill the responsibility o f  the state for the education o f  children. 
Usually, the states guarantee basic education by the operation o f  public 
schools. In these circum stances, the schools are ow ned by public 
authorities (the "slate”), and there is no doubt as to their constitutional 
accountability. Let us assum e that as an alternative m ethod o f  operation 
(for econom ic reasons), the state chooses to close its public schools and 
pay for the services o f  privately-ow ned institutions (by financing the 
enrollm ent o f  students). Now. the question is w hether there should be 
a d ifference in  the scope o f  the constitutional rights o f  the students in 
these tw o m odes o f  operation. Even if  private schools participating in

121 Id. i t  97.
123. Id. a! 114-13.
124. Id. at 120
125. IcLu 119.
126. Columbia Broadcasting Sys.. 412 U.S. at 121.
127. For the public-private distinction in American law and its curtailment, see 

MORTON J. Horwttz, THE Transformation of American Law  1870-1960, 10-11. 
206-08 (1982). The future o f tho distinction was dlicuised 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 po licies,129 there are 
still o ther constitutional concerns, i.e., w hat will be the scope o f  First 
A m endm ent rights o f  the students (regarding both freedom  o f  speech 
and freedom  o f religion); will they have due process rights? Obviously, 
the total disappearance o f  the public schools system  is not likely to 
happen.130 However, sim ilar changes do and will happen, even in the 
field o f  education .131 A lthough education for the average child is still 
adm inistered by the public schools system , significant num bers of 
troubled children are now  educated in private institutions, financed and 
supervised by the state (as in Ren de ll-B ake r) .132 These children 
should not have lesser constitutional rights while in school, sim ply 
because the governm ent chooses not to form  a special school for them. 
In R en d e ll-B a ke r, the C ourt could avoid the question o f  the rights o f  the 
enrolled students, because the petitioners were em ployees o f the 
institu tion .133 How ever, it d id  not form  a theory o f  state action that 
is capable o f  d i:tinguishing betw een the tw o. In the same year, in 
M ilan a s  v. W illiam s ,134 The Court o f  Appeals o f  the Tenth Circuit 
recognized the existence o f  state action, in a case sim ilar to 
R en d e ll-B ake r, in  all respects, except that the plaintiffs were students 
claim ing infringm ents o f  their constitutional rights (refering to use o f  a 
polygraph m achine, m onitoring and censoring mail, use o f isolation 
room s and use o f  excessive physical fo rce).133 The circuit court 
explained that the R en d e ll-B a k e r  decision was not ruling, because o f the 
d ifference in the identity  o f  the plaintiffs.134 Fpr reasons already 
given, the recognition o f  a state action in Jie  above circum stances was 
justified . H owever, it is doubtful, w hether it is founded on the 
precedents o f  the Suprem e Court.

129. Title IV o f the Civil Rights Act o f 1904 prohibits racial discrimination in any 
program receiving federal assistance.

130. A pathologic example o f 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 o f 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 J j|ie Huston 
Vallarelli, Star/ Constitutional Restraints on the the Prlvatiration of Education, 72 B.U. 
L.REV. 381 (1992).

132 457 U.S. 830.
133. Id. at 836.
134. 691 F.2d 931 (10th Cir. 1982).
135. Id. at 935.
I3t>. Id. (t 940.
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application. In particular, it is limited to o ld  notions regarding the 
functions o f  the state. In an age o f  privatization, the consequences o f  
these limitations may be the inadequate protection o f  constitutional 
rights in operation o f  state services and activities, administered by o r 
with the cooperation o f  private bodies. It is suggested that the 
application o f  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 o f  the 
responsibilities o f  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 o f  securing constitutional standards in services the state chooses 
to contract out, without infringing upon the liberties o f  voluntary 
organizations operating community services independent o f  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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I ntroduct ion
It is widely acknowledged that states compete fo r corporate 

charters.1 Any state which induces a significant number o f  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 SYRA CUSE L a w  R e v i e w  in an  attempt to conform with the The Bluebook. 
A Uniform System o f  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 a l e  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 maJce the decision of 
where to incorporate. Id. at 668. Other stales, aware of Ihe potential loss of future 
revenues i f  they fail to respond, are pressured to adopt'similarly biased legislation. See 
infra Section III.

Even those who disagree with this vision of corporate law, however, generally concede 
that there is a real competition among the states. See. e.g.. Herzel & Rid,man. Delaware's 
Preeminence by Design, in R. B A L O m  &  I. F IN KELSTE IN , T> ie  D e i a w a r e  L a w  o f  
C o r p o r a t i o n s  a n d  B u s in e s s  O r g a n i z a t i o n s  ix (Supp. 1989); Roberta Romano, The State 
Competition Debate in Corporate Law, 8 C aR D O Z O  L  REV. 709 (198'); Peter Dodd & 
Richard Leftwich, The Market fo r  Corporate Charters: "Unhealthy Competition" versus 
Federal Regulation. 53 J. BUS. 259 (1980).
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T h e  b e s t  i v a y  t o  d e a l  w i t h  m o n o p o l y  

i s  t o  e x p o s e  i t  t o  c o m p e t i t i o n .

—Vice President Al Gore's National Performance Review

Am erican government is undergoing a dramatic transformation as bureaucratic monopolies 
give w ay to dynamic, competitive systems. The private sector is proving it can help government 
deliver more for less.

P riv a tiza tio n  1 9 9 5 , the Reason Foundation's Ninth Annual Report on Privatization, provides a com­
prehensive overview of the trend toward competitive government.

You need to make informed choices. When it comes to privatization, the information you need is 
right here.

GOvT.RNMF,:iT
6 0 3 3



Soon a fte r G eo rge  A llen  took o ffice  as G ove rno r o f  V irgin ia, 
he signed Executive O rde r Number One, establishing the.G ov- 
emor-ls.Comm ission o n Government R e fo rm . On Novem ber 14, 
i 994 , B lue R ibbon  S tn ke Force Chairman Otis B row n released 
the C om m ission ’s fina l report to the governor. The report “ sug­
gested m a jo r changes lim iting the ro le  o f  government in the lives 
o f  ou r citizens.”

Am ong the com m iss ion ’s proposals was to establish a C om ­
petitive C ounc il to “ deve lop an institutional fram ew ork fo r a 
statewide com petitive program ”  fo r  state government. This 
Competitive C ounc il would , where appropriate, m ove services 
into the private sector. Membership is to be drawn from  the 
legislature, the private sector, and gubernatorial appointments. 
Among the 12 functions exp lic itly recommended fo r evaluation 
were the V irg in ia Lottery , prison construction, central garage and 
fleet maintenance, and child-support collection .

Municipal Privatization Trends
The historic movement o f  reform -m inded big-city mayors 

to downsize and privatize inefficient, bureaucracies continued to 
pick up steam in 1994. D raw ing on the successes o f  1990s, 
p rivatization leaders in Ind ianapolis , Phoenix, Ph iladelphia, 
Chicago, New  Y o rk  City, San D iego, Charlotte, and C leve land 
launched o r  continued comprehensive privatization programs in
1994. The use o f  contracting continued in sm aller cities as 
evidence o f  the benefits o f  contracting accumulate.

.^ V irg in ia

For decades, New Y o rk  C ity has been synonymous with 
inefficient municipal government, bureaucratic b loat, and soar­
ing taxes. Under M ayo r R u d o lf G iu lian i, New  Y o rk  C ity appears 
poised to become one o f  the country ’s leaders in moving services 
and assets from  the public to private sector.

“ W e’ re trying to bring the city government into the 21st 
century— kicking and screaming, I  must say,”  Genera l Services 
Com m issioner W illiam  D iam ond told the New York Times. 
Within a few  years, the city intends to be competitive ly contract­
ing out more w ork (in d o lla r term s) than the next ten largest cities 
combined and have plans to privatize a number o f  m a jo r assets, 
according to city o ffic ia ls .

The city-owned United Nation's P laza H ote l is expected to 
be sold by F a ll 1995 . O therfu tu re  asset sale possibilities include: 
the c ity ’ s te levision and radio licenses, $ 50  m illion  o f  city-owned 
real estate, thirteen parking garages, three sewage treatment 
plants, Kennedy and L a  Guard ia airports, and the O ff-T rack  
Betting Corporation .

In December o f  1994 , the city launched competition p ilo t 
projects in a number o f  service areas such as park upkeep, 
building maintenance, flee t maintenance, street repaving, tra ffic- 
sign making, running homeless shelters and custodial services. 
Assuming the p ilo t projects are successful, these services w ill be 
opened up to competition city-w ide in late 1995 o r ea rly  1996. 
"W e ’ re elim inating m onopolistic service de livery ,”  says R ichard 
Schwartz, who directs the c ity ’ s competitive contracting pro-

New York City

M ore  satisfied custom ers and 
constituents. H igher em p lo y e e  
p roductiv ity . G rea te r taxpaye r 
v a lu e . These a re  the k inds o f  
resu lts y ou  can g e t w hen you  
reengineer.

Ernst &. Young consu ltants are 
leaders in reengineering. W e can 
he lp Initiate and im p lem ent new  
ideas and p ro ce sse s  that w ill 
ensure you r com m unity the cost 
and se rv ice  b ene fits  tha t y ou  
requ ire .

For business results that a re  o f f  
the charts, talk to us soon .

Call Larty S e lg e l a t E rnst S. 
Young , (714) 252-2402 o r  Jim 
G ibson (9 1 6 ) 4 4 9 - 3 5 10.

01 Ernst &Young llp
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Service Annual Savings 
(S Millions)

Solid Waste: Collection and Disposal or Recycling 
Street Sweeping
Wastewater Treatment and Sludge Disposal 
Private Bus Operations 
Parking Meter Maintenance and Collection 
Traffic-Sign Installation and Maintenance 
Public-Building Maintenance and Repair 
Heating Plant Operation and Maintenance

$80-5134
15
25
25
5
60

SI 2 5 -S I60 
S30-S75

Source: "The Privatization Advisory Report for the Mayor-elect Rudolph Gi­
uliani," December 1993.

gram. “ N o  one has a lock  on the right to de liver better services 
to the public .”

The pilot program  fo r 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 sector can do this w e ll,"  says Schwartz. The city plans to bid 
out all 59 park districts by the end o f  199 f

The city is a lso exp lo ring  contracting out the operation o f  its 
nine wastewater treatment plants in its upstate watershed and at 
least two o f  its e leven hospitals. “ This year w ill see a rapid 
acceleration o f  p rivatization  and other downsizing initiatives at 
H .H .C . (H ea lth  and Hospita l C o rpo ra tion ),”  said M ayor G iu lian i 
in the introduction to his F Y  1996 financial plan.

Schwartz believes that competitive bidding w ill eventually 
result not on ly  in massive cost savings but also in a better city 
w ork force: “ In the long term we w ill have a more energized 
w ork force because they w ill fee l the pressure, challenge and 
exhilaration o f  w inning bids.”

Philadelphia

Philadelphia continued its aggressive contracting-out p ro ­
gram in 1994 as 11 services were opened up to competition, 
including w o rke rs ’ compensation , park maintenance and parking 
garage operation . A ll to ld , under M ayor Ed Rendell a lmost 30  
services have been shifted from  m onopo ly to competition.

The threat o f  privatization has also spurred in-house units to 
dramatically reduce costs. “ The know ledge that your department 
can be bid ou t is an enorm ous motivating factor," says M ayor 
Rendell. “ Iron ica lly , privatization is the most e ffective way we 
know to restore productiv ity and the taxpayer’s faith in govern­
ment.”

In late 1993 , Ph ilade lph ia ’s sludge-processing plant was put 
on the list to be considered fo r contracting. Faced with the 
prospect o f  losing their jo b s , within a little j . e r  one month the 
p lant’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 o f  
workers by 7 9  em p loyees (from  2 14  to 135) and cut costs by 
one-third, saving $8  m illion  do lla rs annually.

Indianapolis

U nder M ayo r Stephen G o ldsm ith , Ind ianapolis is a trend­
setter in the area o f  competitive government. W ith  the m ajority 
o f  the c ity ’s services already opened up to competition ove r the 
previous three years, on ly  a few  services were privatized in 1994. 
The c ity ’s Abandoned Vehicles Operation was privatized , tri­
p ling the number o f  abandoned vehicles removed from  Ind ian­
apolis neighborhoods and saving approximately $ 1 .4  m illion . 
“ This is a perfect example o f  how  private management can help 
us de liver better service fo r  less money,”  says M ayo r Stephen 
Goldsm ith .

The W hite R iv e r Environm enta l Partnership assumed opera­
tion o f  the Ind ianapolis wastewater facilities in January 3 1 ,1 9 9 4  
to start a five -yea r contract. In  the firs t year o f  operation , the 
fac ility  has reduced cost from  $30.1 m illion  to $ 1 7 .6  m illion , 
reduced the labo r fo rce from  3 2 2  to 196 (w ith no la y o ffs ), and 
reduced e ffluen t v io lations from  seven during the fina l year o f  
city operation to just one. Despite the reduction in w ork fo rce , 
employees seemed happy with the new management, as g riev ­
ances dropped from  38 to 1 between 1993 and 1994 .

G o ld sm ith ’s largest pending privatization pro ject is the In ­
dianapolis International A irport Competitiveness In itiative. In 
December 1994, the Ind ianapolis A irport Authority received 
proposals to operate the airport from  fou r private firm s and one 
from  the current airport management. Facing the prospect o f  
privatization has already induced airport employees to come up 
with $ 1 .7  m illion  in cost-saving ideas. The A irport Authority is 
expected to award a bid by m id -1995. “ Regardless o f  the ultimate 
decision, we are confident that the managed competition process 
w ill have met the goal to p rovide the highest quality and e f f i ­
ciently operated airport in the w o rld ," says M ike  W e lls , the 
president o f  the A irport Authority.

Charlotte

Charlotte has a reputation fo r  being one o f  the better-run big 
cities in America . Property taxes are near the lowest o f  any urban 
areas in the state, and F inanc ia l World magazine ranked it 
number one in the country in econom ic development. But M ayor 
R ichard V in root and a m a jo rity  o f  the city council a ren ’ t resting 
on their laure ls . The city is stressing continuous improvement 
and cost-cutting in city operations by introducing competition.

Approx im ate ly 17 percent o f  city services w ill be opened up 
to competition over the next fou r years. Cemetery operation , 
vacant lot and building maintenance, physical fitness programs 
fo r police o ffice rs  and landscaping were put out to bid in 1994; 
trash co llection fo r one-th ird o f  the city went out to bid in early
1995.

To prepare in-house units fo r  the competitive process, the 
city is conducting "C om petition  101”  workshops. C ity em p loy ­
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 D av id  C ooke , 
who heads the c ity ’s competition program . "W e then say pretend 
y ou ’ re starting you r own private firm  to compete with the city in 
this business. W hat would you  do d ifferen tly than the city is 
doing today?"



* .  . . • cCharlotte is a lso  systematically examining its assets fo r 
privatization opportunities. An asset valuation o f  the c ity ’s o ld  
convention center revealed that it is v irtua lly useless in its current 
form  but cou ld y ie ld  $ 1 0  m illion  i f  the city sold it to a private 
developer. A  recommendation to se ll the asset is expected to go 
before the city council som etim e in  1995. O ther asset sales being 
studied include the Charlo tte  airport, surplus properties and the 
Charlotte C o liseum . S e llin g  the coliseum  heated up when Char­
lotte Hornets' owner made an unsolicited bid o f  $65 m illion  fo r 
the stadium in January 1995 .

Cleveland
M ayor M ichael W h ite ’s drive to expose city hall to private- 

sector competition was tem porarily  derailed in 1994 when the 
city council voted down his p ilo t plan to force city crews to 
compete with private vendors fo r asphalt paving. A fte r the m ayor 
unveiled his plans fo r  competitive government called, "C leve ­
land Competes,’ ’ discussions between M ayor White on one side 
and city council and the unions on the other became heated. "H e 
[the mayor] is bent on  a m ission o f  destruction," council presi­
dent Jay W estb rook to ld  the C leve land Plain Dealer. The council 
overwhelm ing ly rejected W hite's initial proposal.

Not to be deterred, the m ayor continued discussions with 
council members in an e ffo rt to seek common ground, going so 
far as to send council members to Philadelphia and other cities 
during 1994 to learn m ore about competitive service delivery. In 
early 1995, the m ayo r came back with plans to seek competitive 
bids fo r operating the c ity ’s convention center, g o lf courses, 
parking lots, street resurfacing and downtown waste collection 
(receptacles o n ly ) and dead animal pickup. The city has lost 
almost $28 m illion  on the convention cent • since 1990 and $2 .4  
m illion  on the g o lf  courses since 1989. S till, it is unclear i f  
“ C leveland C om petes" w ill gain the political support needed.

The loca l pub lic -em p loyee unions have vowed to fight p ri­
vatization. " I  don ’ t be lieve nobody can do it better than we can," 
Paul W ells , president o f  L oca l Laborers 1099 told the Cleveland  
Plain D ealer. "N obody ."

Los Angeles

It appears that the adm inistration o f  M ayor Richard R iordan 
is un like ly to agg ressive ly pursue any widespread initiatives to 
bring competition to city services in Los Angeles. Though he has 
backed the concept o f  privatization in the past, M ayor R iordan 
has not made it a p rio rity  o f  his administration.

In  N ovem ber 1994 , the Reason Foundation published a 
report, "C om petitive Governm ent fo r a Competitive Los Ange­
les," detailing how  the C ity o f  Los Angeles could save nearly 
$120 m illion  annua lly  by competitive ly contracting in just seven 
city services. F o r exam p le , the report found that privatization o f  
trash co llection , the third largest item in Los Angeles’ general 
fund, cou ld y ie ld  an estimated 27-percent savings, o r $ 4 2  m illion  
annually (see Table 1 .4).

The report also found that Los Angeles has some o f  the most 
costly Emergency Medical Services (EM S ) in the nation. To 
achieve savings o f  up to 6 7  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 L ife  Support (A L S /B L S ) fleet to an all-paramedic-ambulance

■ Table. 1.4: Estimated Annual Cost Savings Through * . 
v injecting Competition into Los Angeles Government

Service Savings 
(S Millions)

% Savings

Building Maintenance/ 
Custodial Services

$2.2 28%

Emergency Medical Services 30 .7- 67%
Golf Courses 3.5 N/A
Parking Enforcement 19.0 N/A
Trash Collection 42.0 27%
Workers' Compensation 22.4 24%
Zoo N/A N/A
TOTAL $119.8 N/A

S o u rc e : R easo n  Foundation

fleet, and develop stringent contractual provisions in order to 
guarantee lower costs and quality service.

In addition, the report exam ined privatization possibilities 
fo r w o rke r’s compensation, parking enforcement, the city zoo , 
g o lf  courses, building maintenance and custodial services, as 
w e ll as Los Angeles International A irport, the Department o f  
Water and Power, and the Convention Center.

To date, the city has adopted the report’s recommendations 
to privatize w orkers ’ compensation, and it appears like ly  that the 
proposal to turn the zoo  ove r to a nonprofit operator may be 
implemented in 1995 o r 1996. The other recommendations have 
so fa r faced s t iff politica l opposition in the L os  Angeles C ity 
Council and have not been pursued by the m ayo r’s o ffice .

Crestwood, Illinois

B ig governments could leam  a lot from  little C restwood, 
Illin o is . A bedroom  suburb o f  Chicago, Crestwood has a popu­
lation o f  12 ,000 , yet has on ly  17 fu ll-tim e employees. A nearby 
town with about the same population has around 150 workers. 
Despite the sm all city s ta ff size, C restw ood ’s services are exten­
sive and genera lly regarded as high quality.

In 1993, C restwood gave residents a 26-percent refund on 
their county property taxes. The city hopes to elim inate all local 
property taxes. "B y  1997, we plan to give back 100 percent 
refunds on property taxes,”  says M ayo r Chester Stranczck, the 
driving force behind C restw ood ’s contracting program . “ A ll the 
resident has to do is bring in their property tax b ill receipt and 
we w ill hand them a check."

C restw ood ’s secret? The city contracts out v irtua lly  every­
thing, from  street maintenance to bookkeeping to sewer repair. 
The city has no fu ll-tim e fire figh ters.

W hy haven’ t more cities fo llow ed Crestwood’s example? " I t ’s 
a ll a question o f  politics," says the mayor. "Y ou ’ re talking about a 
lot o f  patronage jobs. Neighboring mayors have told me, i f  they 
implemented these reforms they would never get re-elected.”

Fort Worth, Texas
The release o f  “ The C ity o f  Fort W orth ’s Privatization R e ­

port" showed how Fort W orth had used competitive contracting 
ove r the past several years to save hundreds o f  thousands o f  
do lla rs . In  1 9 9 0 -1 9 9 4 , the city privatized the mow ing o f  parks, 
medians, and the grounds around city facilities, saving $3 62 ,8 01 .



CONTRACTING PROVISIONS OF CURRENT COLLECTIVE BARGAINING AGREEMENTS
UNIT: GENERAL

GOVERNMENT
Feasibility study or 
operational analyses 
required before 
contracting unit work. w

Feasibility study or 
operational analyses 
must cover potential 
costs and benefits.

Must notify union within 
two weeks of decision to 
initiate study or review 
operational analyses.

SUPERVISORS

Formal feasibility study 
must address potential 
cost savings and other 
benefits.

Formal feasibility study 
must include all costs, 
including wages, 
benefits, administrative 
costs, agency overhead, program supervision, 
and audits.
Formal feasibility study 
must also determine the 
cost of performing the 
work with members.

LABOR, TRADES, AND 
CRAFTS
Must conduct a cost 
efficiency study before 
contracting unit work 
that will result in layoff of 
unit member.

Cost efficiency study 
must show work can be 
performed with less cost 
before layoff can occur.

Contractor required to 
pay contractual hourly 
rates plus at least S2.55 
per hour in lieu of 
benefits.

PUBLIC SAFETY

If decision to contract 
has potential of 
displacing members, 
must conduct feasibility study or review of 
operational analyses.
Feasibility study or 
review of operational 
analyses must address potential costs and 
benefits.

Decision to contract unit 
work cannot precede 
feasibility study or 
review of operational 
analyses.

ANATECH

Forrr .1 feasibility study 
required before 
contracting unit work.

Formal feasibility study 
must address potential 
cost savings and other 
benefits.

Decision to contract unit 
work cannot precede 
formal feasibility study.

CORRESPONDENCESTUDIES
If decision to contract 
has potential of 
displacing members, 
must conduct formal 
feasibility study.

Formal feasibility study 
must address potential 
cost savings and other 
benefits.

Decision to contract unit work cannot precede 
formal feasibility study.

Prepared by M ichael P. M cM ullen
February '6, 1997


