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which In turn, hires longshore labor
based on the terms of Its contract "vlth
the longshore union — the International
Longshoremen's Association forports on
the Atlantic, Gulf, and Great Lakes
Coastand the International Longshore-
men's and Warehouseman's Union for
ports on the West Coast. These labor
agreements historically have been con-
cluded between the unions and local
terminal operator and/or steamship
associations. Port authorities tradition-
ally have been excluded from these
negotiations, exceptIn an observer sta-
tus. This arms-length relationship with
longshore labor negotiations appears to
have been dictated by political stnsltlvi-
tles and In some cases by state laws
that flatly forbid such Involvement by
state agencies (such as portauthorities).
Non-union terminals or terminals oper-
ated by unions other than the ILA or
ILWU existin some U.S. ports.

What Is more, the U.S. public port
system Is vast and highly competitive,
presenting shippers with an array of
routing alternatives that Include ports in
neighboring countries. East coast ports,
for example, compete with their West
Coastcounterparts and their Canadian
counterparts tor market share In the
U.S. midwest. Terminal operators and
other port service providers frequentl
compete with one another locally as well
as with ports elsewhere. Thus the port
monopolies that are often the target of
port privatization in other areas of the
world, particularly In the developing
countries, simply do not exist In the
United States.

As to the Issue ofsubsidy, while It
may occur, many port authorities no
longer enjoy ready access to public
funds, but are instead bein(}z forced to
rely on what they generate from earn-
ings to cover their costs and satisfy the
exacting demands of private capital
markets. In fact, what we are seeing. Is
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growing Instances of "reverse subsidy"
such as In the recent case of California,
with port authorities being called upon
to ball out financially strapped state and
municipal governments.

It Is important to remember that
port authorities were established In the
United States to end private sectormo-
nopoly and abuse (particularly by rail-
roads), to ensure equal harboraccess,
and to provide essential facilities and
services that the private sector was
unable or unwilling to provide. Public
access to the waterfront and the dis-
criminator){ practices of port facility-
owning railroads were recurring Issues
at AAPA conventions Inthe yearsimme-
diately following Its founding in 1912.21
m'mlle railroads monopolies are no lon-

atissue, there neverthelessremains

ibidIng public Interest In the man-
nent ofwaterfront development.

Port activities create substantial
economic and international trade bene-
fits for the nation, as well as local and
regional economies. According to the
U.S. Department of Transportation. In
1992 commercial port activities gener-
ated 1.5 million Jobs, contributed $73.7
hillion to the Gross Domestic Product,
provided personal Income 0f$52 billion,
generated federal taxes of$14.5 billion,
state and local taxes of $5.5 billion.14

Facilities owned by public port
agencies also serve nation's strategic
Interests as staging points for the de-
ployment of U.S. Armed Forces In the
eventofwar or other International mili-
tary contingency. During the Persian
Gulf conflict of 1990/91. for example,
more than 3.0 million measurement
tons of military cargo was loaded out of
U.S. commercial ﬁorts in support of
Operation DesertShield/Desert Storm.15

The shoreslde Infrastructure re-
quirements of waterborne commerce
face %rowmg competition for suitable
waterfront land from commercial real



Privatization of Seaports?

estate dsvelopers, residential lousing,
recreation  boating, historic
preservationists, and other Interests.
Striking a fair and equitable balance
that best serves the public economic
Prowth and the quality of life ao it re-
ated to harbor developmentIs an ongo-
ing challenge to ports and local govern-
ment as well as those whose livelihood
depends on maritime activity. A viable
port authority helps assure that the
requirements of trade do not go un-
heeded.

In brief, the private sector Is already
well entrenched Inthe U.S. port system.

Furthermore, the highly competitive
nature of the system obviates any dan-
ger from monopoly to the flow of U.S.
waterborne trade. Further privatization
ofpublic ports Ismost likely to be selec-
tive — security, pilotage and other dis-
crete functions, along the lines ofwhat
Is being contemplated In I j.*Angeles —
or the conversion to landlord status by
operating ports.

W hatever the case, care must taken
to protect and preserve the overriding
public Interestin the flow ofwaterborne
commerce so vital to. the nation's econ-

omy and security.
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Privatizing Vehicle Registrations,

Driver's Licenses and Auto Insurance

It is conceivable that all of the functions of MVD could be privatized.
Issuing registrations and driver's licenses arc the majortasks performed
by MVD. Othertasks (like issuing titles and collecting taxes) could be
contracted out. The Ports-of-Entry could be consolidated into the De-
partmentofPublic Safety. Arizona'sinnovation in this area could serve

as a model for other states.

NOTICE: THIS MATERIAL MAY BE PROTECTEC) BY
mPVRIGHT LAW (TITLE 17 U.a. CODE).

by Jobn Sernmens

I nArizona, the law requires owners
of vehicles to carry liability insur
ance in order to register their ve
hides. The ideais thatvehicle own-

ers be made responsible for any dam -

age they may create in operating their
vehicles. Yet, a considerable portion
of the vehicles on the roads are with-
out this required insurance. The All-

Industiy Research Advisory Council's

survey of 1989 found that an estimated

8 percent of households in the nation

admitted to operating at least one ve-

hicle without insurance.l The Arizona

Department of Transportation's Motor

Vehicle Division also estimates that

about 8 percent of the vehicles operat-

ing on Arizona's roads do not have the
required insurance.® This survey,
though, relied upon the self-reported
assertions of individuals. Since most
states reqlune liability coverage, many
individuals may have been reluctant to
adm it breakinﬂ the law. Obviously,
statistics on the number of persons
breakmé; the law are prone to data col-
lection difficulties. Aware of this, some

observers have asserted that at any
%wen time, up to 30 percent of the ve-
icles on the streets may be operated
without insurance.

Uninsured vehicles are only halfthe
problem. Other vehicles are grossly
underinsured. Arizona state law per-
mits vehicles to be operated with liabil-
|t§ coverages as low as $15,000/
$30,000/$10,000. Whatthis means is
that the insurerwill cover bodily injury
damagesup to $15,000 fora single vic-
tim, up to $30,000 total for multiple
victims, and up to $10,000 for ﬁr0£-
erty damage. Itdoesn't take much ofa
wreck to total a car. Replacing one to-
talled car could easily cost more than

.$10,000. Considering that about 75

percent of the traffic accidents in Ari-
zona involve more than one vehicle,3 it
should be readilgl apparent that many
crashes will produce property damage
in excess of the minimum mandated
liability coverage. As itis, the everage
costofa ‘property damage only* acci
dentin Arizonais $6,500.4 Nextto this,
the $15,000 to $30,000 coverage for

Transportation Q uarterly,Vol. 49, No. 4, Fall 1995 (125-135)
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injuring or killing someone is ludi-
crously inadequate. Minor injury ac-
cidents result in costs averaging OVer
$10,000 peraccident. Major injur( ac-
cidents generate an average COStOTOVEr
$32,000. Fatalaccidents produce dam-
ages in the $880,000 range.5

Whenthe damage caused by a driver
is notcovered by his liability insurance
(either because he has none or is
underinsured) itis bome by the victim,
In terms of what the insurance indus-
'[I?; pays for claims by its policy holders
who have purchased ."uninsured" and
"underinsured" coverage this amounted
to around $30 million"per year in the
mid-1980s in Arizona.® Even though the
accident rate has declined since the
mid-1980s (from 3.2 permillion vehicle
miles of travel to 2.6 per million miles)7
the costofeach accidenthas risen. This
would giveus an estimate ofaround $80
million peryear as the current amount
paid by insurers to coverdamages done
to their policy holders.®

These payments made by insurers
understate the actual damages for sev-
eral reasons. First, the "uninsured" and
"underinsured" covera?es offered by in-
surers cover only bodily injuiy medical
expenses. They donotcoverdamage to
property. Neither do they cover lost
wages, pain and suffering or other tort-
related damages..Second, not everyone
who is insured purchases these cover-
ages. Medical expenses char%ed to a
person's medical insurance rather than
to his auto insurance under his "unin-
sured" or "underinsurcd” coverage would
not be counted in this calculation. Fi-
nally, the uninsured losses borne by in-
dividuals are also not captured by this
estimate (forexample, ifone uninsured
driver causes damages to anotherunin-
sured dri_ver(?. So, in terms of the order
of magnitude of the problem, we are
probably talking about $100 million per
year in cost3 imposed on the victims of
accidents or theirinsurers.
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Modeling a Solution

There are two modelsuseful in ana-
lyzing this situation. On the one hand,
we could view roads as falling into the
"ballpark" model. In the ballpark cus-
tomersarewarned thatthe management
assumes no respon5|blllt¥) forany inju-
ries or damages suffered by its custom-
ersin.the event that they are harmed by-
baseballs, bats, orplayersinthenormal
course of the game. If this model was
applied to the roads, anyone who paid
the price ofadmission to the roadways
(i.e., purchased the necessary licenses
and vehicle registrations) would have
access. Road a?encieswquldassumeno
responsibility tor any injuries or dam-
ages. Users would determine whether
to buy insurance or not. Anyone ven-
turing onto the roads would do so at his
own risk and with the explicit warning
that he might be harmed by others who
would not be able to compensate forany
damage done

The chiefadvantage ofthe "ballpark-
model is thatitwould remove the ambi-
guity regarding who should bear the re-
sponsibility ofinsurance. Noone could
venture onto the roadways unfertile im-
ﬁressmn that the state has guaranteed

im that the other drivers are insured.
The knowledge that there are no insur-
ance requirements would inspire those
who desire to be indemnified against
damages that may be caused by other
drivers to purchase their own adequate
levels ofinsurance coverage. Those will-
ing to bear the risks ofgoing withoutin-
surance would be permitted to do so.
Since the accident rate in Arizona is
about one per 400,000 vehicle miles of
travel, the odds ofany one driver being
ina crash arevery small. Given a typi-
calannual 12,000 milesoftravel foreach
automobile, there isa 97 percent chance
that the vehicle won't be involved in an
accident in any one year. VHienwe fac-
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tor in the possibility that one can sig-
nificantly reduce the chances ofaccident
involvement by adoptinfg safer driving
habits (i.e,, obeying traffic rules, keep-
ing the vehicle mgioodrunnlngorder, and
notconsuming alcohol), the decision to
gowithoutinsurance may notbe entirely
-..Munreasonable. In fact, on an actuarial
"b'dsis, the estimated annual cost of Ari-
zona traffic accidents
averages around $600
pervehicle.9 Ifthe cost
to obtain insurance for
avehicle is greaterthan
this amount, going
without insurance be-
comes a logical eco-
nomic decision.

The chief disadvantage of the
"ballpark* model is that driving might
become more financially risky. Even
though the reduction of the impact of
"moral hazard" (i.e., the tendency for
humans to exert less care in preventing
events thatare covered by insurance) on
driving behavior in the "ballpark" model
would tend to reduce the frequency of
traffic accidents, the financial impact on
those unfortunate enough to experience
them could be substantial. Those with-
outinsurance could easily sustain ma-
jor losses. Those who do purchase in-
surance might well have to buy larger
amounts of coverage since there would

e likely be larger numbers of uninsured
drivers. So, even though the aggregate
social cost of traffic accidents would
likely be lowerifthe "ballpark" model was
ir_nf emented, the redistribution offinan-
cial burdens to those risk-averse enough
to purchase insurance might be viewed
as undesirable by many.

An alternative to the "ballpark" model
Is the "Disneyland" model. In
Disneyland, customers are covered by
the business' liability insurance, Con-
sequently, the managementiets its own
ris red_ucm% restrictions on who may
use various facilities. Customers may

be barred from some rides orattractions
forbeing too small, too big, too frail, too
pregnant, etc. Sincethe businessisheld
strictly liable for any damages suffered
by those entering theEark, manafgement
will undertake a substantial effort to
enforce its rules inorder to avoid having
to compensate injured parties for any
harm ddne to visitors while in the park.

Enforcement of the insurance requirement
would be achieyed by having the,insurers issue
the licenses and vehicle registrations.

Like the "ballpark"™ model, the
"Disneyland" model would also reduce
the ambi?uity concerning who will be
responsible for damages. In this case,
obtaining insurance would be a prereg-
uisite of venturing out onto the roa
ways. Enforcementofthe insurance re-
quirementwould be achieved by having
the insurers issue the licenses and ve-
hicle registrations. This differs from the
current system wherein the mandatory
insurance issoli Lyprivate vendors, but
is enforced by the public sector. The
State of Arizona does not assume liabil-
ity fordamages done by drivers that fail
to com lK with the insurance require-
ment. There is no significant financial
consequence to the State for failure to
enforce the insurance requirement.
Hence, we must rely upon the
bureaucracy's devotion to duty as the
main motivation for enforcement of the
mandatory auto insurance law. As dedi-
cated toduty as many individual bureau-
crats may be, bureaucracy itselfis not
noted for efficiency or effectiveness.

Meanwhile, private insurance com-
panies have very weak incentives to
guard against persons buying inad-
equate insurance orcancelling coverage
once their vehicle obtains the desired
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registration tags from the Motor Vehicle
Division. Inasmuch as insurance pre-
miums are directly related to amount of
coverage and the risk of having to pay,
rates will vaiy. Some ofthe worstdriv-
ers - those most likely to inflict substan-
tial damages on others - buy only the
minimum amountofcoverage allowed by
law. These drivers form the pool of
"underinsured” risks on our roadways.

Keeping these high risk drivers off the roads,
then, could createlsome hardship for them by

greatly reducing their mobility.

The insurance industry knowingly sells
these inadequate policies because the
insurer's liability is capped by the low
amounts of coverage Erowded. S0, while
the premiums paid by these high risk
drivers are sufficient to cover the losses
ofthe insurers, they are not sufficient to
cover the full actuarial cost of the dam -
age thatis the likely result of their driv-
ing behavior. These costs will be shifted
to the victims of these drivers.

In addition to buying an inade?uate
amountofcoverage, another way offlout-
ing the mandatory auto insurance law
IS to buy a policy In order tc obtain the
vehicle registration tags, but cancel the
coverage after the tags are received.
When the policy is cancelled, the insurer
is required to notify the Motor Vehicle
Division. On average, there will be about
two weeks elapsed time between the ter-
mination ofa policly and the notification
of the Motor Vehicle Division. Once no-
tified the Motor Vehicle Division sends a
letter to the vehicle ownerto lethim know
that the State is now aware that he has
cancelled hi3 insurance. If there is no
response from the vehicle owner, this
failure to carry insurancq will be entered
intoa computerized database accessible
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by law enforcement officers. Then, if
these officers have occasion to call for
information on the vehicle, the lack of
insurance will be one ofthe pieces ofin-
formation they will be given. Obviously,
an individual could drive around for a
considerable period with no insurance.
If, during thi3 period, there is an acci-
dent, the victim or victims will have no
assurance thatthey willbe compensate
forany damages caused
by this uninsured indi-
vidual.

Thechiefadvan-
tage ofthe ‘Disneyland*
model is that it would
provide a much stron-
ger incentive to keep
bad drivers off the
roads. Ifinsurers had to accept full li-
ability forwhoever they issued a license
and registration to the problem of
"underinsureds” would vanish. By defi-
nition, there would be no limit to the li-
ability assumed by the insurer. The in-
surer would, in fact, be insuring that
whatever damage was caused by one of
its policy holderswould be covered. Bad
driverswould nothave the option ofhuy-
ing a woefully inadequate policy. They
would be forced to pay the full costof
their actuarial risk in order to obtain a
driver's license and vehicle registration.
Theinsurance companywouldseeto 'his
as a matter ofbusiness survival.

The chief advantage of the
"Disneyland* model is also, in many
people’s view, its chief disadvantage.
Many high risk drivers would notbe able
to purchase insurance. Eitherthe price
to cover the likely damages they would
cause would be higher than they would
be willing orable to pay, or they may be
unable to find an insurer willing to sell
them coverage at any price. Thiswould
effectively deny them the legal right to
drive on the state's roads. Keepingthese
high risk drivers off the roads, then,
could create some hardship forthem by
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greatly reducing their mobility.

As we can'see, each of the above
models has its advantages and disadvan-
tages. Either could work because the
responsibility is clearly assigned. The
current mandatory auto insurance law
fits into neither model. The idea that
users ofthe roads should be responsible
'for the damages they may cause is not,a
bad one! However, the enforcement'of
the current mandatory auto insurance
law has proven troublesome. The fine
for failure to carry liability insurance is
only $250 fora firstoffense. Theamount
of .this fine is less than the typical six
month insurance premium on most ve-
hicles. Even then, the fine may be waived
if the cited individual purchases insur-
ance prior to his court appearance.1)
Many financially irresponsible drivers
may choose to go without insurance
when facing these cost trade-offs. So,
eventhough the state nominally requires
users to be insured, since the state is
notheld liable forallowinguninsured ve-
hicles onto the roads the incentives to
enforce the mandatory insurance law are
weak. Asa result, victims of high risk
underinsured oruninsured drivers must
sufferan estimated $ 100 million peryear
(ormore) in uncompensated costs.”

Outline for Restructuring this Activity

Given the problem ofa significantan-
nual burden due to uncompensated
costs that are being inflicted on victims
of underinsured and uninsured drivers
a coherentsolution is needed. The con-
trasting "ballpark" and "DisneYIand"
models each offer a coherent solution.
However, it i= mY opinion that the
"Disneyland" model provides a solution
that most people would find more satis-
factory. While each model is likely to
make the roads safer, the "ballpark”
model does this by imposing more ofthe
burden on the cautious drivers. The

"Disneﬁland" model, in contrast, would
make the roads safer by removing more
of the high risk drivers.

Assuming that we'd like to explore
the "Disneyland" modelinmore detail be-
fore decidm? whether to implement it,
let's take a fook at how it might work.
Conceivably, one might assert that the
same entity thatissues the licenses and
registrations oughtto supply the insur-
ance. Thiswould entail the State ofAri-
zonagetting into the insurance business.
While plausible on ﬁaper, government
insurance schemes have not fared well
in practice. The Old Age, Survivers’and
Disability Insurance (i.e., Social Security
program has had repeated financia
problems. Government medical insur-
ance (i.e., Medicare and Medicaid) has
seen expenses soar beyond the
Povern_ment'splannedoutlaysonaregu-
arbasis. Governmentinsured student
loans have an extraordinary non-pay-
mentpercentage. So,ifhaving the State
run an auto insurance program is a bad
means of consolidating the insurance
and licensing/registration functions, the
alternative of having the insurers issue
the licenses and registrations merits ex-
amination,

Having insurers issue licenses and
registrations amounts toa "privatization”
ofthis activity. Nominally, a privatization
law would state thatvehicle registrations
and drivers' licenses would be issued hy
those willing and able to assume full re-
sponsibility for any damage caused by
the vehicle and its driver. Normally, we
would expect that this would mean that
insurance companies would issue the
registrations and driver’s licenses. Since
itwould be absolutely clearwho was re-
sponsible for a particular vehicle being
ontheroad, insurers would havea strong
incentive to make sure thatevery vehicle
and driveris adequately insured. Insur-
ers would also have a strong incentive
to rnaxe sure that uninsured vehicles
and drivers did not use the roadways.
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To clarify financial responsibility for
potential damages done on the roadways,
the privatization law would state that as
long as a vehicle bore the license plate of
an insurer, that insurer would be held
liable for any damages caused by that
vehicle. Itis likely thatinsurers would
only issue plates after investigating the
driving record ofwho they are insuring
andreceivingan adequate premium from
the insured individual. Insurers could
notescape liability by later showing that
the insured lied on hi? application to
ﬁurchasethe_lnsurance;.Thlsma seem

ard on the insurers, but consider the
alternative. When an insurer can bail

Each insurer would be free to establish ifs own
criteria for issuing policies and license plates.

outofa policy, this means that the vic-
tims of the erstwhile insured party are
apt to be left without any recourse for
ameliorating the damages they have suf-
fered. Potential victims have no reason-
able means ofinvestigating all potential
nigh risk drivers priorto an accident. On
the other hand, insurers do have a rea-
sonable meansofconducting such an in-
vestigation prior to issuing a policy. |If
an insurerisnotsatisfied thata prospec-
tive customer is truthful or a good risk,
it can refuse to issue a policy. Under
the proposed privatization scheme, sus-
pectapplicantswill nothe able to legally
use the roads until they can find an in-
surer willing to issue them a policy.
Since issuing an auto Insurance
thqyand issuing license plates would
e simultaneous events, those without
insurance would he easier to spot on
the roads. Theywould be operating ve-
hicles without plates. Thiswould be a
more obvious si%n oflack of insurance
than is currently the case. In fact,
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given the greaterdegree ofresponsibil-
|_t% ,o aced on each insurer, It seems
likely that steps to improve the "visibil-
ity" of license plates would be under-
taken. For example the, much-tested
but little deployed, ‘electronic license
plate” would be a likely innovation un-
dera privatized licensing system. Un-
der this scenario, plateless vehicles
would be even more conspicuous.

The dodge ofbuying insurancejust
to obtain a vehicle registration tag and
then cancelling the insurance once the
tags are received would become much
more difficult. Since the insureris re-
sponsible fordamages done by vehicles
bearing the insurer's
plates, there is a very-
strong incentive to re-
quire a substantial in-
surance payment or
deposit that will only
be refunded when the
plates are turned back
to the issuer. While this return-for-
refund process may be less convenient
than cancelling one's insurance by
phone, itshould virtually eliminate the
problem of uninsured vehicles result-
Ing from cancelled policies. Given the
many insurance sales locations and the
interconnection of these offices via
computer networks, obtaining or re-
turning plates ought to be a lot more
convenient than it is to deal with the
Motor Vehicle Division on these issues
in the current environment.

Individuals would be free to shop
for the best registration/insurance deal
they could find, Each insurerwould be
free to establish its own criteria for is-
suing policies and license plates. Some
insurers may optto coveronly low risk
drivers. Otherinsurersmay optto cover
high risk drivers at correspondingly
higher premiums, Insurers may wish
to give written and/ orroad tests to pro-
spective customers. Insurersmay wish
to encourage orrequire some orall ve-
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hides they insure to be equipped with
safety- enhancing devices (for example,
an ignition that can only be activated
after the driver passes an' automated,
on-board breathalizertest). Customers
.may choose to acceptsome limitations
.on their driving in exchange for redu6-
tions in premiums. Other may-prefer
to pay more in order to escape restric-
tions. In short, there is likely to he a
wide variety ofpayment/license options
available. Nevertheless,, those who
could not meet the minimum require-
ments of any insurer would not be is-
sued vehicle plates. Insurers woulct
have no incentive to assist individuals
in "beating" the system. Vehides with-
out license plates would be easier for
police to spot and remove from the
roads.

Privatizing the issuance of licenses
and registrations in this fashion would
also do away with underinsured ve-
hicles. Since the issuer
of the vehicle plates
would be responsible
forwhateverdama?e is
caused by one o
policyholders, there
would be no motive for
selling low dollarcover-
age. The current policy of allowing
"Judgmentproof drivers (1.e.,,those who
do not fear the financial consequences
ofthe damage they may do because they
are unable toan) tobuyinsurance that
may fall far short of compensating vic-
tims for any harm they suffer at the
hands of these "judgment proof driv-
ers is irresponsible and, in many in-
stances, inhumane.

Estimate of Potential Sayings

The potential savings would occur in
twoareas. Wehave already estimated that
the current system causes the victims of
uninsured and underinsured drivers to

be burdened by $100 million peryear in
uncompensated costs. The proposed re-
form would shift these costs offofthe in-
nocent victims of bad driving and back
onto those who cause the accidents. In
one sense, thisis not so much an elimi-
nation ofcosts as adisplacementofcosts.
Nevertheless, asthe perpetrators ofdam-
age were forced to beara larger share of
the consequences of their actions we
could expectsome modifications in their
behavior. Insurers, in order to make a
profit and stay in business, would have
to do a good job of matching premiums
torisk. Thiswould motivate them to take
actions that would reduce risk. A price
structure that accurately reflected risk
would push drivers toward safer behav-
ior. A refusal to insure the worst risks
would take many ofthe really dangerous
drivers off the roads entireIY. S0, over
the long run, not only would the $100
million of uncompensated losses be

A price structure that accurately reflected risk
Its would push drivers toward safer behavior.

shifted, it is also likely to be reduced in
total as drivingbehaviorimprovesand the
worst risks are taken offthe roads.

The other source ofpotential savings
would come from eIiminatin? functions
of the Arizona Department of Transpor-
tation. Currently, the Motor Vehicle Di-
vision ofADOT is budgeted foran annual
expenditure of around $30 million. 12
While the costs of specific activities are
not published, lestimate thatabout half
of this outlay is the result of vehicle reg-
istration activity. Of the remaining ac-
tivities (issuing driver’s licenses, record-
ing vehicle titles, collecting highway user
taxes, and manning the ports-of-entiy)
issuing driver's licenses is probably the
most expensive. So, if we privatize the
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registration and driver's license functions
we could probably reduce public sector
spending by about$20 million per year.

Somem_ayar?ue that the $20 million
Beryearsavmg_o public expenditure will

e offsethy an increase of private sector
spending as insurers undertake the ef-
fort to issue registrations and driver's i-
censes. Thisapparentoffsetting expense,
though, may be exaggerated. As it now
stan s,autodealersmustcomFHeaIIthe
datanecessary to register newly sold ve-
hicles. Thisdatais then forwarded to the
Motor Vehicle Division for entry on the
state's database. Selling insurance and
issuin? registrations on the spot might
actually be easier than the current pro-
cess. The perception that this might be
the case inspired the Linda Brock deal-
ership tovolunteerto pilottesta program
wherein the dealership would issue the
registration. 13 ADOT estimates that this
"third party" registration could save up
to $1 million a yearifadopted statewide.
One third of the savings are in postage
alone. 14 The law now permits the Direc-
tor of the Motor Vehicle Division to au-
thorize "third parties” to issue vehicle reg-
istrations. 15 The potential for "one-stop-
shopping”  convenience  under
privatization would appear substantial,
One could buy a car, getitregistered, and
insured all at one location. The insurers
and auto dealers would have an incen-
tive to make tire process as expeditious
as possible. In fact, competition among
insurersand dealerswould help promote
efficiency and convenience.

Consider a typical transaction with
the current Motor Vehicle Division. It's
your lunch hour. You have chosen this
opportunity to take care ofsome business
down at the MotorVehicle Division office.
Maybe you need to renew a driver's li-
cense, registera vehicle, or obtain a title.
Your first task is to find the local MVD
office. They're not alwa?/s conveniently
located. They're certainly scarcer than
any other related business location you

might have need of. Asyour search for
the MVD office drags onyou passnumer-
ous gasoline stations, a halr-dozen auto
parts stores, several auto insurance sales
offices, and a few auto dealerships.
Finally, you locate the MVD branch
office. You walk in and join the line of
peoplewaitin? for service. Youradvance
to the head ofthe lineisnothastened by
the fact thata goodly percentage of MVD
personnel have also chosen this time to
take their lunch hour. When zour turn
finally arrives you are greeted by an em-
ployee whose occupationwas ranked last
In-a survey of civility published by the
W allStreetJoum al Thatis, onascale of
zero to ten (with zero bring bad and ten
bemé; good), MVD employees have heen
rated 0.2. This is below ratings received
forcomparable customercontactemplo&-
ees like sales clerks (7.5), grocery chec
outcashiers (7.0), gas station attendants
(6.2), bank tellers (6.03, stadium ticket
sellers (3.5), city bus drivers L§1.6), and

utility company employees (0.8). 16

You think the service could be more
convenient, expeditious, and courteous,
butitisn'tand won't be likely to get that
way. The monopoly position of the state
agency authorized to handle matters re-
lating to the operation ofvehiclesonpub-
lic roads pretty much assures that it
won't Afterall, itis not as ifyou could
take your "business” elsewhere. Reduc-
ing the incidence ofthe above mentioned
type of transactions would be another
benefitofprivatizing the vehicle registra-
tion and ariver's license functions of the
Motor Vehicle Division.

Possible Legal, Political, and Other
Obstacles

Shifting the issuance ofvehicle reg-
istrations and driver's licenses to the
private sector would require legislation.
Any prospective Ie%islation must over-
come the normal obstacles of the legis-
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/

Privatizing Vehicle registrations, Driver's Licenses and Auto Insurance

lative process. A bill privatizing regis-
trations and driver's licenses would have
to clear committees in both Houses of
the Legislature, get a majority vote in
each House, and be signed by the Gov-

trips up many a bill.

This proposal will likely be resisted
by the MVD bureaucracy. After all, if
the Motor Vehicle Division is no longer
needed to register motor vehicles some
may well question whether it is needed
at all. At the very ieast, MVD may be
talking about a 50 percent cuthack in
its budget. Hundreds of people would
see their public sectorjobs eliminated.
These prospective impacts will inspire
those affected to object to the proposed
reform.

We may also expect some initial op-
position from the auto insurance indus-
try. Atthe outset, the increased respon-
sibility thrustupon the insurance indus-
try will provoke uncertainty. Businesses
generally do not like uncertainty. Un-
certainty increases,risk. New means of
coping and making a profit would have
to be learned. However, once the insur-
ers understand that they will be com-
pensated by their customers for the costs
ofissuing registrations and licenses they
should be more receptive tothe idea. The
opportunity to play a more direct role in
controlling the risk ofthe roadway envi-
ronment should be perceived asa means
ofreducing underwriting losses over the
long term. As the environment becomes
safer,insurer'slosses will fall (ultimately,
premium rateswould be expected to fall,
as well, but not as rapidly as underwrit-
ing losses). This should improve profit-
ability. Then, too, many of those cur-
rently evading the mandatory insurance
law will become the reluctant customers
of the insurance industry. This also
should increase profitability.

The generalpublic may beapprehen-
sive about letting the private sector in-
surers decide who gets onto the roads.

Ac it now stands, though, private sector
businesses decide who can and can't
obtain creditand atwhatprice. Obtain-
ing a loan to buy a house ora car must
pass private sector scrutiny. We have
learned to live with this system. We ex-
pect the decisions to be made on ratio-
nal criteria. And they are. Reflection
uponhow the private sectorhashandled
this vital segment of contemporary life
combined with the greater convenience
of the hours kept by insurers and the
assurance thatresponsible drivers would
not have to pay high premiums to cover
damage done by uninsured or
underinsured drivers should help to al-
leviate some of the general public’s ap-
prehension.

Ofcourse, that segment ofthe popu-
lation thatis t -rrently flouting the man-
datory insurance law or exploiting it by
underinsuring their vehicles would be
expected to raise quite a fuss over this
reform proposal. While we should not be
persuaded by the objections ofthose who
wish to continue passing the burdens of
their own actions on to others, we can
envision some means ofaddressing their
legitimate concerns.

The castmost deservingofsympathy
is that ofthe individual whose past driv-
ing behavior has taugut him a lesson. It
is unfortunate for such individuals that
many more proclaim to have learned les-
sons that actually have. Consequently,*
individuals with bad driving records
would undoubtedly have trouble obtain-
ing insurance and permission to use the
roads. lwould expectinsurers to estab-
lish methods ofserving this marketniche.
One method would be to require the ve-
hicle ofsuch aperson tobe equipped with
devices that enhance the safe operation
ofthevehicle. Weahead" mentioned the
possibility if a "breathalyzcr-ignition”
link Otheroptionscouldinclude vehicles
that could only run duringdaylighthours
(perhaps havinga solar collector connec-
tion to the engine or transmission) orve-
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hides whose maximum speed could not
exceed a low setting (perhaps having
"speed governors' placed on the engine).
Insurers might see fit to require regular
safety inspections ofthe vehicle as a con-
dition ofissuing a registration. Insurers
might see fit to require regular driving
tests forindividuals whose driving behav-
ior has been demonstrated .to be more
hazardous than normal.

It may then be feasible forsome high
risk, but repentant, drivers to work to-
ward a full reinstatementofdrivingprivi-
leges by demonstrating meritorious per-
formance underlimited driving privileges.
For others, though, the outlook will be
less sanguine. Thereare some peoplewho
should not be behind the wheel ofa car.
Stopping them from drivingnotonly helps
to preserve the health and lives ofothers,
but also may save the driving-deprived
individual from killing himself. Incom-
petent drivers must find other means of

meeting their transportation needs.
Carpooling is one obvious option. Living
orworkingcloser to the places one needs
to travel is another option. Riding the
bus is another, albeit inconvenient, op-
tion. Society is not obliged to bear the
risk ofallowingpersonswho cannotcover
thecostsofany damage they are likely to
cause to drive vehicles on the roadways.

It may be preferable to try this re-
form in a pilot project in one country
priorto full scale statewide implementa-
tion. Thiswould enable insurers to gain
some experience with the process before
having to rely on it for three million ve-
hicles registered in Arizona- The selec-
tion ofa specific county should be made
jointly by the insurance industry and the
Arizona Department of Transportation.
This will enable ADOT to better antici-
pate any transitional difficulties and pre-
vent them from taking on a crisis pro-
portion.
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Abstract
Thispaper demonstrates that the for-profitprison

isalmost exclusively a Southernphenomenon, formed

by the unique social and especially

Unionization

ind shaped
economic characteristics of that region.
irztcs and wages of correctional employees provide a
statistically significant and theoretically sound basis
or privatization in the southern stales. The authors
"xmclude that, when comparing theAmerican South to
the NortheastandMid Atlantic, slates with the lowest
inmate increases have privatized while states with the

"argest increases have notprivatized.

Introduction

The growth of the American, criminal justice
system, particularly its correctional component, has
been truly phenomenal in the past 20 years. In 1992,
743,984 inmates were held in state correctional
institutions, and another 12,688 adjudicated state
inmateswere held in private prisons. With the addition
of tha approximately 336,000 inmates held in jails
and detention facilities (Vitalstatistics in corrections,
1991, p. 66), and inmates in Federal institutions, tho
number of incarcerated individuals in the United
Statesis well over one million.

As prison populations grow, so does the emergence
ofthe for-profit prison. This paper is about for-profit
prisonsand seeks to explain the socioeconomicreasons
why contemporary for-profit prisons are located, for
the most part, in tho American South as opposed to
the Northeast and Mid-Atlantic regions.

mTLE T7U.S.CODE)

Private Sector Involvement

From Lilly and Knepperis perspective (1992), the
private prison sectorconsistsofthree parte: (1) private
prison financing and construction; (2) private prison
ownership and/or management; and (3) corporations
under contract with governmental units and private
managementfirms to provide goodsandservices, such
aslavatoryunits. They conclude that,“The ownership
and operation ofsecure facilities for adulte constitute,
in actual numbers alone, the 1east significant area of
private sector involvement in corrections” (p.l76).
When considering sheernumbers and their corollary,
the expenditure of funds, this statement is probably
accurate. The totality of the corrections commercial
complex greatly transcends the singular effort of
private sector involvement in. the management and
ownership of prisons. However, when one considers
the growth pattern of private state facilitiesin relation
to state inmate growth, private sectorinvolvementno
longerseems “leastsignificant.” The authorsestimate
from 1991 to 1992 total public sector state inmates
grew by 6.4% while those in the private sectorgrew by
nearly 41%..In other words, state private inmate
populations outpaced public sector state populations
by oyer760%. In arecentbusiness articleforThe New
York Times, Ramirez (1994) proclaimed that, “Despite
acheckered pastthe future is looking brighter for the
private prison industry” (p. 5).

The growth and proliferation of a privatization
ideal in the corrections market is embodied in the
philosophy, management style, and budgetary
practices of the for-profit prison. 'Che for-profit prison
i3 unrestrained by competitive bids, union contracts,
direct government oversight, and the countless
regulations unrelated toinmatestawhich government
units must adhore. The private for-profit prison
represents the quintessential ideal of the corrections
commercial complex. It can tap into, acquire, and
develop a market at lightning speed, while the
ponderous state aptxratus crawls along at a snail's
pace.Philosophically, the private prison'sraison, d-etre
corresponds to the contemporary popular punitive
concept of incarceration. The authors agree with



McShane and Williams (1989) as wall as Lilly and

Kncpper (1992,1993) when tboy suggest that private
for-profitprison interests have actually contributed to
n retributive warehousing approach to correction.

AsofDccemlor3(,1992,over80% ofall privatized
state inmates were held in four southern states:
Kentucky, Louisiana, Tennessee and Texas (Table 1).
The corporate headquarters of the three largest
corrections corporations are located in the South:
Corrections CorporationsofAmerica (CCA), Nashville,
Tennessee; United Stales Corrections Corporation
(USCC), Louisville, Kentucky; and Wachenhut
Corrections Corporation (WCC),CoralGables, Florida.
O f the 21 corrections corporations listed in Thomas
and Foard’s directory (1992), 13 (62%) are located in
the South and most of the others are located in far
western” states; those in the North are nonprofit
corporations, such asVolunteersofAmerica.

Southern Industrial Growth and Northern
Decline-Their Link toPrison Privatization

The pattern of southern industrial growth and
northeastern decline is well documented in the
literature ofthe 19705 and 1980s We believe that the
same economic forces which contributed to the “Third
Wave of Corporate Migration" arc also shaping the
formation offor-profit prisons. Prison privatization is,
in addition, facilitated by the conservative crime
control philosophy and practice ofthe southern region.
Labor intensive firms, ofwhich private prisons are an
example, will view areas ofthe country where unions
are strong as the least desirable location for
investment.

All of the southern states in our analysis
(Tennessee, Texas, Louisiana) except one (Kentucky)
have some form of “right to work low" in place; in
contrast, no state in the Northeast or Mid-Atlantic
regions has such laws. Right to work laws are the
product of a long standing alliance between political
end business elites (Ichniowski & Zax, 3991). Miller

t"HCalL.BMa

and Canak (1988) document, in their quantitafcm
analysis, the significance ofopposition tounionsin tV
American South. Business also lobbied againstpul <
sector unions by advocating legal lim its on collective
bargaining rights of civil servants and stiffer law*
against public employees’ strikes, fn Miller anc
Canak's words, "the statistical evidence indicates
rather persuasively that business influenced policj
makers against collective bargaining in. the puhlu
sector “ (p. 275).

Virtually all prisons, whether public orprivate.
locate in rural, economically depressed regions.
Consequently, private prisons mustrely on the reserve
ofrurallabor(Wengerand Bonomo, 1993).Marginalitj
is a key feature of the low wage labor process and is
readily utilized by capital. In developed societies
capital expands principally within the service sector,
of which prisons are a component. All research
indicates thatservice workers on average receive less
pay and benefits and have less job security than
industrial workers. Workers who move into service
jobsfrom someothersectorare much morelikely to be
marginalized. Based on the authors interviews with
corporate administrators in both CCA and USCC,
wagesin private prisonsare lowerthan for comparable
positions in state facilities, and wages in Southern
facilities, as noted in the paperdata, are considerably
lower than those of Northeastern states.

Privatization and GeographicRegions
Method of Analysis

As noted in the above, four southern slates
(Kentucky, Louisiana, Tennessee, and Texas) account
for80.6% ofall privatized state inmates. These states
were compared to seven northeastern states
(Connecticut, Delaware, Maryland, New Jersey, New
York, Pennsylvania, Vermont) and the District of
Columbia which comprise the member 8late3 of the
Mid-Atlantic States Correctional Association. The

Table 1:
Percentage of State inmate* Privatized by Correctional Employees Unionized or In Employee Associations CI99Z)

% Private
Stale Intnaltu Pl PubRq
KY 8.S 1,095 8,531
LA 17.0 2.262 14,578
TN 113 1.438 9.677
TX 42a 5/136 51,214

% Stole Corr
Emrtfovee Union

JS.TAL JLEdSffla
9,626 11.4 (o)
10.B38 13.4 10*
11,116 1219 55*
(56.650 95 o]

" Include* elafi ki both adult endjirvonflo fadGties, reprewniod by American Federation ol State, County and MunicipaJ Employees (AFSCMEJ
(Amorican Federation o | Labor (AFL) « Congre-4fl of Industrial OrQanlzartfon(C10)J

3 Comor employees are roprwonlod by tho Tenneseeo Slot* Employees Astodatton end only tho rxxveupervteod employees at Brushy M1 an*

represented by AF6CME (AFL-CIO).
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northeastern states have no privatized state inmates
in secure facilities. The central tenets in Ruschc and
Kirchheimer’s thesis (1939) regarding the significance
ofeconomic and fiscal variables are analyzed with data
derived from the American Correctional Association’s
(ACA) publications vital statistics (1991) and the
ACA'SpirectoryofAdult Facilities (1992,1993) aswell
asthe statistical Abstract ofthe United states (1993).
The most consistent, comparable data are available
for states rather than counties and of course the
FederalBureau ofPrisonssystem docsnotdistinguish
among regions.

If in fact these regions are distinct, significant
statistical differencesshould manifestthemselves with
respecttosome orall oftho following social, economic,
and fiscal variables: (1) unionization rates of
correctional employees, (2) starting salaries of
correctional officers, (3) percentage increase of state
inmate populations, (4) percentchange percapita debt,
(6) percentincrease in state revenues, and (6) percent
increase in operating budget (Table 2). The two
regions, Northeastern and Southern, are the
explanatory X variables which are compared by an
analysis of variance. The hypothesis is that there is
nosignificantstatistical difference (p-.05) between the
regionsin relationship to the five criterion-dependent

variables.

Presentation ofData
(1) Unionization rates. Table 2,CO|Umn I,Compares
unionization rates between correctional employees in
each region for 1991. There is asignificant statistical
difference between regions in correctionalemployees’
unionization rates.

(2) Correctional officers™starting salaries. Column
two examines the starting salaries of correctional
officersasofDecember31,1990. Thereis asignificant
statistical difference between regions in. correctional
officers’starting salary.

(3) Increase in state inmate population. Column
three presents growth patternsin inmate populations
overatenyearperiod, 1983-1992. Meanimprisonment
rate3 have grown at a much faster pacein the Mid-
Atlantic region than the South: 99.3% in the former
and 40.8% in the latter. These differences cannot be
explained by acorresponding growthin privateinmate
populations in the South since the percentage of
private inmates within these states ranges only
between 9.5% in Texas and 13.45% in Louisiana. In
other words, the percentage increase in the private
sectoris toolow toreduce the growth ratein theSouth’s
public sector prisons (See Table 1). There is a
significant statistical difference between regions in.
increases in state inmate populations.

Table 2:
Relationship Between Regions end Dependent'Variables

Mkf-AUantfc % Adult Starting % Increase
States (MAS) Com Employeos Salary Slate Inmata
X, Unionized Cc.0. Population
South Stales fSS) 1891 i3 /3 isat 1983-1972
Y, Y, Y,
CT 00% $22,958 113.6%
DC 72% $22,055 * 138.3%
DE 65% $17,702 03.8%
MD 66% $20,772 65-0%
MJ 90% $26,045 121.0%
NY 91% $21,338 102.0%
PA 80% $17,734 124.0%
VT 85% $16,661 46.4%
62.4% $26,858 99.3%
KT 0% $13,668 92.3%
LA 10%* $13,776 23.3%
TN 55% $13760 0,3%
TX 0% $16,676 39.2%
55 MEAN- 1626%* 40.8%
S ia DIFF. BETWEEN
MID-ATLANTIC AND SOUTH
.0001 .0028 .0166

ANOVA p-

Per Capita % increase Operating
Debt Stata Budget
1983-1980 Revenue % increase
% Charge 1983-.189P. iSS&ip??
) ) 1
40.7% 43.8% 310.9%
— - 146.7%
17,7% 57.0% 88.0%
-43.8% 25.0% 165.6%
2.4% 35.7% 303.0%
*15.7% 24.5% 168.1%
-48.7% 19.0% 265.4%
11.6% 46.7% 115.3%.
*5,1% 36.0% tt& 0%
*43.1% 47.3% 214.1%
142% 11.0% 88.9%
*66.6% 23.4% 132A%
*76.0% 11.0% 417.8%
*42.83% 23A% 21&bll
1246 J2109 JB94

'Information obtained from contact with Department of Corrections, PersonnelpMsion.

'Include staffln both adult andjuvenile faculties, Departmentof Corrections, representedby AFSCME.

"The 10.25% Is Inflated because of nuafificaUona.
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(4) per capita state debt reduction. Column four
examinos trends in per capita state debt reduction
within both regions. Debt reduction from 1983-1990
is greaterin 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)1ncrease isstate revenues. Column five compares
the increase in state revenues from 1983-1990.
Revenue differences between the two regions ore
similar. The Mid-Atlantic region increased its
revenues on average 36% while the South increased
itsamounton average by 23.2%. Given thissimilarity,
itis to be expected thatwe failtorejectthe hypothesis.
There is notasignificantstatistical difference between
regionsin theirrespective increase in state revenues.

(6)Operating budget fordepartment ofcorrections.
Column six examines the department of corrections
operating budgetincreases from 1983-1992. The two
regions are very similar; operatingbudgetson average
increased 198% in the Mid-Atlanticregion and 215.8%
in the South. an expected, we fail to reject the null
hypothesis; thero is not a significant statistical
difference between regions in department of
corrections operating budgetincreases.

DiscussionofData

A researcher would expectstateswith alargerpe *
capitaslatedebt relative to otherstatesto beinclined
to privatize since private prison corporations maintain
thattheycan provide acomparable orsuperiorservice
at a lower cost, thus reducing state expenditures.
However, the authors’ cost benefit analysis indicates
numerous hidden costs in privatization (Haririan and
Bonomo,1994). The southern stateshave reduced their
debtby over800% 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 does not appear to impact the
decision to privatize, although a non-statistically
significant trend is apparentin which states with the
greatest amount of debt reduction have chosen to
privatize and states with continuing higher amounts
ofper capita debthave not privatized.

In asim iIarvein, increase instaterevenue DEetween
the two regionsdemonstrates nosignificant statistical
difference. State revenuesincreased only 12.8% more
in the Mid-Atlantic states (30.0% versus 23.2% in the
southern region). If this gap were larger, one could
argue that a lack of revenues contributed to
privatization.

When department ofcorrections*operating budgets
are compared, virtually no statistical difference in
demonstrated. One cannot argue that states which

have privatized have significantly larger corrections-’
budgetIncreases. Logic seems to dictate thata motive
behind private prison formation is the more rapid
growth in corrections' budgets, hence the need to turn
to amore cost effective solution. The authorsindicate
that this is notthe case. Likewise, debtreduction and
revenue increases cannot explain the motives behind
privatization.

A significant statistical relationship is observed
when examining the increase in state inmate
populations. A researcher would expect those states
where inmate populations have increased the most to
be moreinclined to privatize.The authorsindicate the
reverse trend. The Northeast, where incarceration
rateshave grown overtwo timesfasterthan theSouth*
99.3% versus 40.8%, has not privatized; while the
South, with much lower growth rates, has chosen, ta
privatize. This factis startling since privatecorrections
corporations maintain that their speed of coming on
line with less cost is a major advantage over public
facilities managing rising inmate populations. It can
be said with reasonable certainty ofthese regions, that
stateswith the lowestinmateincreases have privatized
while states with the largest increases have not
privatized.

Summary and Conclusions

It is appropriate to examine the structural
conditions in the American South which predispose
the formation of private prisons. Larger labor and
capitalrelations providessignificanttheoreticalinsights
to private prison formationin.the South. The authors
conclude that unionization rates and correctional
officers>starting salary explain why private prisons
have chosen to locate where they have. Within the
southernregion, wagesare lowerand greatercorporate
top-down controlis exercised over employees. Private
prisons would find it difficult to offer a competitive
salary in the northeast rogion. Although actual wage
rates are difficult to obtain for the private sector, it is
generally recognized thatstarting correctional officers'
salary aswell as thesalary foranycomparableyear of
servicein aparticularstateislowerin the private than,
in the public sector. Democratically oriented unions,
which participate in work place issues under the
umbrella of collective bargaining and the right to
strike, are notcompatible with southern management
stylos. Oligarchical management practices tic easily
into low unionization rates and larger social policy
issues,such as“righttowork*laws, which existin most
of these southern states. Furthermore, this study
shows that, when comparing the American South to
the Northeast and M id Atlantic, stateswith the lowest
inmate increaseahaveprivatized while stateswith the

largest increases have notprivatized.

CENTRALBUSINESS REVIEW



Endnotes
*1 1 am dedicating this article to the memory of my
dear friend and collaborator, Thomas Bonomo.
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HE RECENT infatu-

ation with the priva-

tization of educa-

tional services has

supporters who
seem to present it as a panacea

for all that ails public education.

Yet, two recent developments
have cast dramatically differing
perspectives on this controver-
sial practice. In school Dislricl of

W ilkinsburg v. W ilkinsburg Educa-

tion Association (1995) the Su-
preme Court of Pennsylvania
affirmed the denial of a request
by the teachers' union to enjoin
the local board from entering
into a contract with Alternative
Public Schools Incorporated
(APSI) from Nashville, TN, a
private firm, for the operation
and managementofone of its
elementary schools. The teach-
ers were concerned because if
the board followed through on
the contract, then APSI would
be free to hire its own faculty
and staff at the school, a move
that could cost 30 teachers their
jobs. The ruling in wilkinsburg
cleared the way for the board to
enter into the contract with
APSI. Conversely, shortly after

the decision in wilkinsburg, Edu-

cational Alternatives Incorpo-
rated (EAI), one of the leading

firms in the move toward priva-

tization, lost its contracts to
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Buyer Beware

By Dr. Charles J. Russo and Dr. J. John Harris, I

operate schools in Baltimore
Walsh, 1995) and Hartford
Walsh, 1996).

In light of these very different
results, this article examines
state oversight, or rather, the
lack thereof, and legal controls
over the new breed of educa-
tional organizations such as EA|
and the Edison Project, perhaps
the two best known private con-
tractors for instructional ser-
vices. The article begins by
briefly examining background
issues on privatization along
with reviewing arguments re-
garding its adoption. The sec-
ond section notes the virtual
lack of governmental controls
and regulation of privatization.
The final portion raises lingering
legal questions that remain in
the apparently head-long rush to
privatization.

Overview of Privatization
Privatization, coined after the
concept introduced by Peter
Drucker in 1968 (Bast sc
Walberg, 1994), refers to the
practice whereby public school
districts enter into contracts

with private, for-profit organiza-

tions to deliver a variety of edu-
cational goods and services. The
range of contracts stretches from
managing entire school systems.

Privatization

COMPLIMENTS OP THE
ALA3KA STATE LIBRARY

to providing instructional media
such as Channel One, to con-
tracting out student transporta-
tion, food services, maintenance
and custodial services and

photo copiers.

Advocates of privatization
offer at least three related argu-
ments to bolster their position.
Perhaps the major point raised
in su_pgo.rt of privatization is
that it brings the efficiency of
the marketplace to public educa-
tion. A closelg related view is
that since public schools have
failed to keep pace with interna-
tional standards, they must re-
spond to the competitive de-
mands of the marketplace. A
third set of arguments maintains
that privatized schools would be
more accountable, would be cost
effective and would promote
innovation as educators are
forced to become more entrepre-
neurial.

Opponents respond that
privatization in the form of for-
profit schools and deregulation
Is influenced by social Darwin-
ism and the survival-of-the-
fittest concept and may simply
allow for the rich to get richer
and the poor to get poorer. Such
a result has been evident in
other realms of public service
including education and health
care as privatization has, ac-
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cording to Brown and Contreras
(1991), done little more than
"create economically, socially
and racially stratified communi-
ties, and there is no evidence
that this stratification is the di-
rect result of competition be-
tween communities to offer su-
perior public services" (p. 145).
The legitimate fear of critics is
that to offer privatization with-
out creating an accompanying
mechanism to requlate its
spread or considering its impact
on communities most in need
risks further stratification of
schools-and society.

The move toward privatiza-
tion is compounded by
the fact that although
many use the term al-
most interchangeably
with charter school,
there is no universal
agreement on its mean-
ing. An example of the
differences between
these two types of
schools can be seen by
comparing legislation in Minne-
sota and California. Charter
schools in Minnesota, identified
as outcome-based schools (Min-
nesota Statutes, § 120.064, 1994),
are legally autonomous, while in
California (California Education
Code, §8 47600-47615, 1994), the
board negotiates not only a
charter but also who may hire or
dismiss personnel.

Howard Fuller, the superin-
tendent of Milwaukee Public
Schools, offers another interest-
ing perspective. Fuller maintains
that Wisconsin's statute is not a
charter school law since staff
members in these schools would
be employed by the local board
rather than a private contractor;
as such, they would be subject
to existing collective bargaining
agreements and state laws.

Privatization has received
mixed support at best. That is,
in response to a question about
whether private, for-profit cor-
porations should be permitted
to enter into contracts to operate
public schools, a national poll of
attitudes toward the schools
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revealed that 45 percent of re-
spondents favored the idea, 47
percent opposed it, and 8 per-
cent did not know what to think
(Elam, Roser, & Gallup, 1994).
This poll also indicates that 54
percent of respondents are of the
opinion that charter schools are
a positive development, while
39 percent disagree and seven
percent did not know what to
think (pp. 53-54).

The competition between pri-
vate contractors has continued
to intensify. In other words,
while EATl's efforts at privatiza-
tion remain underway in Dade
County, FL, it has been ousted in

Baltimore and Hartford, and its
proposals have been rejected by
school systems in Arkansas,
Florida, Minnesota, New Jersey,
and New York.

Further, the Edison Project
has gained contracts in Kansas
and Massachusetts (Schmidt,
1994; Walsh, 1994), and local
firms are negotiating agreements
in Nashville, TN, and Osceola
County, FL (Schmidt, 1994).
Even so, as these developments
gather momentum, plans for legal
oversight have not kept pace.

State Regulation
Of Privatization

The related concept of au-
tonomous publicly-supﬂorted
sharter schools, which have
jeen adopted by 19 states with
10 more states likely to do the
same later this year (Toch, 1996),
has been accompanied by appro-
priate oversights. The same is
not true about privatization. In
fact, with the exception of
guidelines created by the Minne-
sota Department of Education

(Randall, 1992), these agree-
ments are apparently a matterof
a private contract between en-
tregreneurs and school systems-
learly, public schools have
had long-standing business rela-
tionshiﬁs with private vendors
for such "hard" goods as books
and supplies that are closely-
monitored by state statutes
(Kentucky Revised Statutes, §
45A.33 et seq., 1992). This kind
of business relationship is a
mixed blessing. On the one
hand, schools are protected if
the cost of an item increases
during the life of a contractas
the supplier is bound to provide
the good(s) at the agreed
upon price. Conversely,
if aprice declines during
the term of a contract,
the schools are bound to
pay the higher price.
The current wave of
privatization on instruc-
tional services began in
1990 when EA1 entered
into a contract with
Dade County, FL, the fourth
largest school system in the na-
tion (David, 1992). The relation-
ships being created by firms such
as EAI differ from the roles of
suppliers of hard goods in two
significant ways. First, they are
seeking to provide the "soft" pro-
fessional service of instruction.
Second, unlike laws regulat-
ing competitive bidding and
quality control, there are virtu-
ally no state controls, explicit or
implicit, to oversee the critical
P_rocess of assuring that the de-
ivery of educational services
will meet the needs of the stu-
dents being served. Moreover,
one of EAIl's strongest selling
points is its stated concern with
saving school systems money.
Yet, as witnessed by its difficul-
ties in Baltimore it Is not clear
how EAI can accomplish this
goal ifitis locked into a pre-
existing contract for hard goods
or soft services should some
external factor change the cost
of doing business.
At the same time, unlike the
non-public schools, which his-
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torically have been largely ex-
empt from the same degree of
state oversight as public schools,
it is not clear whether private
contractors will enjoy the same
degree of freedom. Thus, al-
though private contractors are
not likely to be operating under
recognized statutory exceptions
from compulsory attendance, as
public schoo's they will be act-
Ing "under color of state law."
As such, they will fall under the
full regulatory umbrella of fed-
eral laws and regulations.

Along with federal law, priva-
teers are likely to be bound by a
wide array of state laws ranging
from procurement codes, to
teacher certification, to class
size, to the length of the school
year. Moreover, not the least of
the areas where potential con-
flict looms is labor relations as
both the American Federation of
Teachers and National Educa-
tion Association are wary of
privatization efforts (Schmidt,
1994). The effect of potential
labor strife in California, Minne-
sota or Maryland (Diegmueller,
1992), all of which have moved
toward privatization while ex-
plicitly recognizing the right of
school employees to organize
and bargain collectively, could
be telling.

The growing tension between
management and labor in the
face of privatization can give
rise to a whole new set of legal
problems. Just as wilkinsburg
lllustrated how tempers can
flare between a boaid and its
teachers, a recent lawsuit in
Minnesota Undependent School
District No. 88, New Ulm, Minne-
sota v. School Service Employees
Union Local 284, 1993), the home
of EAI illustrates another type
of dilemma that can present
itself in @ move toward
privatization.

At issue in New UlIm was the
school board's decision to con-
tract out its food services opera-
tion. The Supreme Court of Min-
nesota affirmed that although
the collective bargaining agree-
ment between the parties recog-
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nized contracting out as an in-
herently managerial right, the
board was required to submit to
binding arbitration over the
impact of its action. The court
was concerned over the rights of
the school personnel who would
be affected during the remain-
der of the contract period. The
court concluded that arbitration
was especially appropriate be-
cause the board's actions effec-
tively eliminated the entire bar-
gaining unit while the contract
remained in effect. Conse-
quently, where privatization
seeks to suspend a bargaining
agreement or leads to labor
strife upon the expiration of a
contract, one can only wonder
what such a disruption would
mean in the lives of the students
whose rights virtually have been
ignored In this discussion.

Other potential trouble areas
loom. For example, to the extent
that contracts between private
vendors and school districts are
public business, they are subject
to state disclosure laws. Where
an EAI or Edison Project enters
into a contract to operate a school
district, it is unclear whether all
of a state's bidding laws will ap-
ply or whether contracts and
other legal agreements will be
subject to disclosure provisions,
sunshine laws and freedom of
information acts.

Lingering Legal Questions
The rush towards privatiza-
tion has been unaccompanied by
adequate legal analysis. Conse-

quently, as districts head into
previously uncharted legal wa-
ters, the following issues are
raised in order to help school
business officials and other edu-
cational leaders %ain a clearer
understanding of whether pri-
vate, for-profit organizations
can deliver on their promise to
reverse the declining fortunes of
the public schools.

First, public education in this
country cannot jump at simplis-
tic solutions to the multifaceted
problems they face. By merely

tinkering with the system” effeS.
tive long-term benefitis unlikely
to occur. While the need toim #
prove the delivery of educa-
tional services is evident, the -f*
dramatic shift in resources that
privatization suggests should be
well-reasoned and supported by-
research rather than changing
simply for the sake of change.

Accordingly, privatization
must be accompanied by appro-
priate legislative and adminis-
trative enactments as a means of
providing legal guidance.

Insofar as public education is
a function of the State, law mak-
ers would be foolish to allow
local school systems to delegate
their responsibility without first
considering what is taking place
and determining responsibility
in advance. Legal concerns in
this regard include day to day
matters such as contracts; com-
pliance with state and federal
mandates; school safety in terms
of student supervision and hir-
ing of personnel; and the consti-
tutional rights of students,
teachers, parents and taxpayers.

A second, and closely related
issue is that just as the perfor-
mance of school personnel is
subject to legal scrutiny, an ap-
propriate measure must be de-
veloped to effectively evaluate
moves toward privatization.
Unfortunately, tew, if any, of the
privatization contracts seem to
Include systematic, reliable pro-
visions for its evaluation.,

Thus, as reform-minded
states such as Kentucky have
enacted elaborate statutory and
regulatory mechanisms to en-
sure accountability, privatized
schools would be wise to follow
their lead. For example, these
schools can help to ensure that
they will meet appropriate'lev-
els of performance either by
including exFIicit statements
that they will comply with state
requirements or by voluntarily
holding themselves to higher
standards of student achieve-
ment.

Third, those most directly
associated with public educa-
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non—sruaents, reacners, parents
and taxpayers—must be em-
powered to realize that they are
the true owners of the system.
These stakeholders must be
aware of what is being pur-
chased in their names. As such,
any move toward privatization
should include meaningful input
from its key stakeholders. In an
era of entitlement, it is
at best unwise to not
seek as broad a base as
possible for ensuring
educational improve-
ment.

For example,
where privatized
schools attempt to
eliminate programs
such as extracurricu-
lar academic activi-
ties or interscholastic sports,
their contracts should include

mechanisms such as public hear-

ings to afford stakeholders with
the opportunity to voice their
input. Hearings may not guaran-
tee that all participants will ac-
cept, or even be happy with, a
decision, but at least they can be
satisfied in knowin% that their
concerns will have been consid-
ered.

Fourth, the impact of privati-
zation must be looked at in
terms of cost-benefit analysis. In
other words, rhetoric aside,
there are little, if any, data on
the financial costs associated
with a move to privatization or
on how such a change might
disrupt the orderly operation of
school districts.

Consequently, even if private
corporations are able to con-
serve some financial resources,
in light of the monetary difficul-
ties that EA| experienced in
Hartford, it is unclear how sav-
ings can, or will, be accom-
plished.

Moreover, should privateers
be able to save a few dollars, it
does not appear that any serious
thought has been given to how
non-financial costs such as labor
strife and lost school days to
students are factored into the
equation. The hidden costs asso-
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ciated witn squandered or mis-
used human capital may wind
up costing the schools, and the
country, much more in the long
run as students are short-
changed in their educational
experiences.

In sum, despite ample evi-
dence suggesting the need for
caution, proponents of privati-

zation seem to present it as the
cure-all for public education.
However, before actin(]] in haste,
school business officials and
other educational leaders should
keep the old adage in mind—if
something is too good to be
true, then it probably is. Let the
buyers bewarelQ
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Buyer Beware

State Controls over Privatization

By Dr. Charles J. Russo and Dr. J. John Harris, I

HE RECENT infatu-

ation with the priva-

tization of educa-

tional services has

supporters who
seem to present it as a panacea

for all that ails public education.

Yet, two recent developments
have cast dramatically differing
perspectives on this controver-
sial practice. In school District of

W ilkinsburg v. W ilkinsburg Educa-

tion Association (1995) the Su-
preme Court of Pennsylvania
affirmed the denial of a request
by the teachers' union to enjoin
the local board from entering
into a contract with Alternative
Public Schools Incorporated
(APSI) from Nashville, TN, a
private firm, for the operation
and management of one of its
elementary schools. The teach-
ers were concerned because if
the board followed through on
the contract, then APSI would
be free to hire its own faculty
and staff at the school, a move
that could cost 30 teachers their
jobs. The ruling in wilkinsburg
cleared the way for the board to
enter into the contract with
APSI. Conversely, shortly after

the decision in wilkinsburg, Edu-

cational Alternatives Incorpo-
rated (EAI), one of the leading
firms in the move toward priva-
tization, lost its contracts to
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operate schools in Baltimore
(Walsh, 1995) and Hartford
(Walsh, 1996).

In light of these very different
results, this article examines
state oversight, or rather, the
lack thereof, and legal controls
over the new breed of educa-
tional organizations such as EAI
and the Edison Project, perhaps
the two best known private con-
tractors for instructional ser-
vices. The article begins by
briefly examining background
issues on privatization along
with reviewing arguments re-
garding its adoption. The sec-
ond section notes the virtual
lack of governmental controls
and regulation of privatization.
The final portion raises lingering
legal questions that remain in
the apparently head-long rush to
privatization.

Overview of Privatisation
Privatization, coined after the
concept introduced by Peter
Drucker in 1968 (Bast &
Walberg, 1994), refers to the
practice whereby public school
districts enter into contracts
with private, for-profit organiza-
tions to deliver a variety of edu-
cational goods and services. The
range of contracts stretches from
managing entire school systems,

to providing instructional media
such as Channel One, to con-
tracting out student transporta-
tion, food services, maintenance
and custodial services and
photo copiers.

Advocates of privatization
offer at least three related argu-
ments to bolster their position,
Perhaps the major point raised
in support of privatization is
that it brings the efficiency of
the marketplace to public educa-
tion. A closely related view is
that since public schools have
failed to keep pace with interna-
tional standards, they must re-
spond to the competitive de-
mands of the marketplace. A
third set of arguments maintains
that privatized schools would be
more accountable, would be cost
effective and would promote
innovation as educators are
forced to become more entrepre-
neurial.

Opponents respond that
privatization in the form of for-
profit schools and deregulation
Is influenced by social Darwin-
ism and the survival-of-the-
fittest concept and may simply
allow for the rich to get richer
and the poor to get poorer. Such
a result has been evidentin
other realms of public service
in'luding education and health
care as privatization has, ac-
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Hon—students, teachers, parents
and taxpayers—must be em-
powered to realize that they are
the true owners of the system.
These stakeholders must be
aware of what is being pur-
chased in their names. As such,
any move toward privatization
should include meaningful input
from its key stakeholders. In an
era of entitlement, it is
at best unwise to not
seek as broad a base as
possible for ensuring
educational improve-
ment.

For example,
where privatized
schools attempt to
eliminate programs
such as extracurricu-
lar academic activi-
ties or interscholastic sports,
their contracts should include

mechanisms such as public hear-

ings to afford stakeholders with
the opportunity to voice their
input. Hearings may not guaran-
tee that all participants will ac-
cept, or even be happy with, a
decision, but at least they can be
satisfied in knowing that their
concerns will have been consid-
ered.

Fourth, the impact of privati-
zation must be looked at in
terms of cost-benefit analysis. In
other words, rhetoric aside,
there are little, if any, data on
the financial costs associated
with a move to privatization or
on how such a change might
disrupt the orderly operation of
school districts.

Consequently, even if private
corporations are able to con-
serve some financial resources,
in light of the monetary difficul-
ties that EA| experienced in
Hartford, it is unclear how sav-
ings can, or will, be accom-
plished.

Moreover, should privateers
be able to save a few dollars, it
does not appear that any serious
thought has been given to how
non-financial costs such as labor
strife and lost school days to
students are factored into the
equation. The hidden costs asso-

ciated with squandered or mis-
used human capital may wind
up costing the schools, and the
country, much more in the long
run as students are short-
changed in their educational
experiences.

In sum, despite ample evi-
dence suggesting the need for
caution, proponents of privati-

zation seem to present it as the
cure-all for public education.
However, before acting in haste,
school business officials and
other educational leaders should
keep the old adage in mind—if
something is too good to bhe
true, then it probably is. Let the
buyers bewarelQ
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State (in Che broad sense of the notion, either 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).

[I. Private Actions as State Actions According to Current
Doctrine

The Supreme Court has accepted the view that, in special
circumstances, private actions should be viewed as state actions.
However, it has applied this view very narrowly, considering most
actions as private despite clear traces of government involvement. | will
first review this approach, and then evaluate it. Considering the purpose
of the discussion, it will not be a complete review of the state action
doctrine. It is aimed only at the possible application of the doctrine to
private enterprises facing state action claims.0

8. Thii statement of the law it subject, of course, to changes originatin from state
constitutional law, Sef Pron_?Yar,d ,Shogﬁm%_ tr. v. Rubins, 44 %JS 4 lSI'> - setako
Jenniter Friescn, Should California’s Contiluilonal Guaranties ofIndividual Rights Apply
Against Prim t Acton?, 1/ HASTINGS CONST. L% 111 (1939)..

9. Forthe Inlerchinjeibllit of%ubUe-owners Ipand requlation, see STEPHENBREYER,
Regulation and M Reform 181-33 (1982). o _

10. The state action doctrine has long been criticized for lu Jack of clarity and
Indefinitive icoper  For broader discussions Of the doctrine, see Harold W. Horowitz
Miskeading Starch for "Stan Action”_Undir the Fourteenth Amendment 30'S, CAL. L
Rev, 208 9373; Charles L Black. Jr., The Supreme Court 1966 Term <Foreword: “State”
Action, Equal Protection, and California’s Propostion 14 81 HaRV. L REV. 69 gl%_?);
Ira Nerken. A New Dealfo r the Protection ofFourteenth Amendment Rights: Chall nglng
It Doctrinal Bas oftheClwl Rl(%htsCases nd Slate Action Theary, 17HaRV. CR-C L.
L. REV. 297 (1971); Erwin Chemerinsky, Rethinking State Action, 80 Nw. U. L. REV. 603
g1985); Laurence' H. Tribe, Refqcusing the “State action™ Inquiry: Separating

taté Acn from State Act_oH In Constitutional Choices (198 ? see also, Barbara
Rook Snyder, Private Motivation, Stole Action and the Allocation of Responsibiliy for
Fourteenth Amendment Violations, 73 CORNELL L REV. 1053 (1990), and the list of arficles
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A. Easy Cases ofSlate 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 action. This form of state action is exemplified by the decision
INPublic Utilities Commission v. Poliak." 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.L 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." From the Court’s perspective, it was important that the
official approval was explicit and addressed the current complaint. 4
InJackson V. M etropolitan Edison Co.'s 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.T7
The company's right to terminate sevices 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.1L

However, the obvious case of a specific authorization is not the
right prototype for the current discussion. Privatization initiatives arc

compiled there In note. For a general lurvey of the current docrine, see LAURENCE H.
Trike, Averican Constitutional Law 1688-1720 (chapter 18) (2d cd. 1988)

11 343.US. 451 (1952),

R idd
ﬁ' Ac'corém? 0 the Court: “We rely particularly upon the fact that that agency,

Pursuant to protests against the radio program, ordered an Investigation of it and, after
ormal public hearings, ordered its mvestl(]]atlon dismissed on the ground that the public
safety, comfort and convenience were not Tmpaired thereby." id. af'462.

15, 419 U.S. 345 (1974).

16. 1d. at 354,

17. 1d. at 347-48.

18 1d. at 355.

19. Id. at 354-57.



S,

1176 Syrscuse Law Review [Vol. 45:1169

company] operates a public utility on the streets of the District of
Columbia."™

The significant curtailment of 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,” a reservation
first introduced in Jackson?* As mentioned before, thi case addressed
electricity services, and the plaintiff contended that their supply should
be regarded as fulfilment of a public function.” The contention was
flatly rejected by Justice Renquist, who wrote for the majority. In his
view, a state action may be found only when the function operated is
one that was "traditionally the exclusive prerogative of the state,'04 or
“traditionally associated with sovereignty.'07 This narrowing theory
prevailed in later cases, although its basis was never fully explained. It
allowed a differentiation between the company-owned town and modem
activities like electricity services, but the appropriateness of this
differentiation was far from self-evident.

The Flagg Bros, case was the next to raise the public function
issue.3 Due to an unpaid debt to a warehouse, the plaintiff's property
stored there was about to be sold in accordance with a state law
authorizing satisfaction of a lien without prior recourse to the courts”
The plaintiff argued that her due process rights were infringed, the
creditor being in these circumstances a state actor « acting in the public
sphere of dispute resolution.40 Justice Rehnquist, who delivered the
opinion of the court, dismissed the public function argument once again,
He explained that "the settlement of disputes between debtors and
creditors is not traditionally an exclusive public function."4 Later in

37 1d.

33. Another line_of nanowm% interpretation of Marsh discussed in its First
Amendmem context. The application of t ?recedent to speech In shopping centers, In
Food Employees Local 390v Lo an Valley Plaza, 391 U.S. 308 (1968), Was overruled in
Elud gens t\/I LRE% 42|4 3d7 1976). c]bose n{)ht to concentrﬁt% obn tthlsll_lneofcastehs
ecalise it also entangles considerations specific to the free speech debate. However, the
dc cLljaFten%enc tor\?mft?ﬁe signi mnce%f Mars% IS a[so e\Pgent here. Fora\(’ﬁscussmn
ofthe]e (ases, tee Frederick Schaugr, Hud ,\Pensv NLRB and the Probhm ofStale Action
In F|5§1t endmentAdJud|caUOn 61 MINN. L. Rev. 433 (1977).

33 Id. at 332.
30. |d. at 333.

37.1d.

38 4dSGaUS 149,
40 ld. it 137
41 1d. at 161
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the opinion. Justice Rehnquist made it clear that the current doctrine
does not apply even to "a number of state and municipal functions. ..
which have been administered with a greater degree of exclusivity by
states and municipalities than has the function of so-called 'dispute
resolution. Among these are such functions as education, fire and
police protection, and tax collection."4L Not even police protection!
However, in regard to these relatively exclusive functions, words of
reservation were added: "we express no view as to the extent, if any, to
which a city or State might be free to delegate to private parties the
performance of such functions and thereby avoid the the strictures of the
Fourteenth Amendment."83 From the context, it is not clear whether
these words were meant to be confined to : ¢c.tional circumvention of
constitutional duties through the delegation of functions. However, the
narrow understanding is supported by the fact that tL,, reservation was
never mentioned again in the ChiefJustice's opinions. For example, in
Rendell-Baker V. Kohn,*4 he rejected the suggestion to apply public
function theory in regard to a school that served as a de-facto substitute
to a public school. Most of the students were both referred to it and
financed by government authorities.4L In the Court’s view, the decisive
fact was that education was not “traditionally the exclusive prerogative
of the State"4 while ignoring the reservation in Flagg Bros which
specifically addressed semi-exclusive public functions like education.4
The same can be said about Blum v. Yaretsky,4i in which the Court
denied an application of the public function theory in regard to nursing
homes attending Medicaid patients. Again, the ruling precedent was the
“traditionally the exclusive prerogative of the state" formula.Z9 A more
recent precedent is San Francisco Arts & Athletics v. United States
Olympic Committee.o Here, the state action claim concerned the
United States Olympic Committee (USOC), a corporation endowed by
law with the sole authority to represent the United States in the Olympic
Games. The USOC had refused to allow the use of the word "Olym-
pic" for a sport event organized by the petitioner as the "Gay Olympic

42 1d. at 163.

43, 463 US at 163-64,
4 437 U.S, 830 (1982).
d at 832,
46 d. at 842 {qélotmg Jackson, 419 USS. at 333),
7. 436 US.
48. 457 US. 991 (1982),

49. 1d. at 1011,

50. 483 U.S. 522 (1987).
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monopoly of local public transportation, and was operating under an
elaborate regulatory scheme.6L However, the Court was not willing to
draw a state action conclusion from these factors alone.6 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 subsequentto B urton WasM oose Lodge No. 107
V. Irvis.10 Here, the plaintiff was a black person discriminated against
in a private club because of his race.7L The state action claim was
based on the fact that the club got a liquor license and was regulated as
a liquor licensee.7L The license was partially exclusive in nature
(though not monoplistic in the strict sense) due to a quota system
administered in liquor licensing.7L  However, according to the
majority’s opinion, “here there is nothing approaching the symbiotic
relationship between lessor and lessee that was present in Burton.""*
The description of the relationship in 8 urton as “symbiotic” limited the
potential of this precedent. Symbiosis infers reciprocity, and therefore
IS not established even by substantial governmental involvement,

There may be good reasons for the denial of a state action claim
in the circumstances of M oose Lodge.7 The background of the case
was a relatively standard scheme of licensing. It would be exaggerated
to argue that in the modem administrative state almost every licensee
Is a state actor. However, the question remains whether, and in what
sense, reciprocity should be part of the test, i.e., is it essential that the
government will have a pecuniary interest in the private action, as in
Burton?

Later, the narrow application of Burton was not limited to such
relatively standard licensing situations as the one discussed in M oose
Lodge. Jackson7i IS a representative example. Here, a much deeper
governmental involvement with the private actor was still short of state

at461
708, 18 (1972)
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action.77 As previously noted, the Court declined to acknowledge the
provision of electricity services as state action under the public function
theory.7L But, this was not the only line of argument. Under the
circumstances of the case, the petitioner based her argument also on
other factors: extensive regulation and the monopolistic status of the
utility. @ These were the same factors discussed in M oose Lodge, but
more intensified - heavy regulation (rather than standard regulation) and
a clearer monopolistic status. However, the majority of the Court still
thought that this was insufficient to constitute state action:

All the petitioner’s arguments taken together show no more than that
[the utility) was a heavily regulated, privately owned utility, enjoying
at least a partial monopoly in the providing of electrical service
within its territory . ... Under our decision this is not sufficient to
connect the State of Pennsylvania with the respondent’s action so as
to make the latter’s conduct attributable to (he State for purposes of
the Fourteenth Amendment.10

b. Financial Supportand 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.1l 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, Blum'2 and Rendell-Baket,3 In Blum, the plaintiffs were resi-
dents of private nursing homes that were paid by the government, via
Medicaid benefits, for the plaintiffs' treatment”  The plaintiffs
challenged the decisions of the institutions' doctors reassessing the level

81. See sugra notei 20-23 and accompanying text.
82. 457 U

83. 457 US. 830

84. Blum, 457 U.S. at 993,
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context, the initiatives of privatization in the corrections system may
serve as a representative example. 1L

The state action doctrine, as it has been shaped in the majority
decisions of the Supreme Court, docs not constitute a sound enough
basis for arguments of state action in regard to privatized services.
Generally speaking, both the public function theory and the nexus
theory seem applicable. However, they were fatally impaired. From the
perspective of the public function theory, most of these services were
not “traditionally and exclusively" reserved to the state. After all, the
concept of a state that supplies services like education and health is a
modem one. From the perspective of the nexus theory, privatization
will usually not result in a financially symbiotic relationship between the
state and the private actor. The government will probably license and
regulate it and even buy its services, but not gain a pecuniary profit (as
INBurton)'04

Are the results of the current doctrine satisfactory? | venture to
say that they are not. What this means is that once services are
privatized, the citizens who are in need of them (for example, Medicaid
residents) or subjected to them (prisoners or troubled children attending
special schools) may be stripped of the constitutional guarantees
awarded to them before by not being entitled to due process and by
being treated in a discriminatory way (in the absence of a specific
statutory or regulatory limitations).

It is probable that the deficiencies in the current doctrine will be
less likely to circumvent constitutional rights in the context of privatiza-
tion of corrections. Confinement of prisoners is part of the enforcement
of criminal law, which is a traditional characteristic of sovereignty.1b

Contracting Out For What? With \Whom?,46 PUB, Admin. Rev. 332 (1986). For statistics
of prvaiiudon of public services in the United States, see ES. Savas, Privatization and
Prisons, 40 Vand. L. REV. 839, 890- 93{ 987r)
103. Fora$S mposmm dedicated to the privatization of prisons, see 40 Vand. L. REV.
813- 110244 (é889L)J number 4).
105. For a |scu33|0n of the state action doctrine in the context of anatlzanon of
Brlsons see Susan L K ?, ht Implications of Prison Privatization on tht Conaluct of
risoner Litigation Undef 42 U .SC. Section 198] 40 VAND. L REV 867 (1987); Ira P.
Robbins, Privatization of Prisons: An Analyss of the State Action Requirement of the
Fourteenth Amendmentand42 U SC. Section 1983 20CONN L Rev 83 (1988) Harold
1, Sullivan, Prvatization of Corrections and the, Congtitutional Rights ofPrisoners, FED.
Probattion 36 (1989): Charles W, Thomas it Linda S. Calvert Hanson, The Implications
&Béé%)USC Section 1983for tht Privatization ofPrisons, 16 FLa. St. U. L. Rev. 933

—J>
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In west v. Atkins, 16 the Supreme Court accepted a state action claim
in regard to (he actions of a private physician under a contract with the
state to provide medical services for inmates at a state prison (a "mini
privatization"). The case for the state action claim in regard to a
broader policy of privatization in the correction system is supported also
by the decision of die Texas District Court in medina v. 0 'Neill.'0l
In this case, inmates attacked the practices of a privately run facility for
confinement of illegal immigrants. The Court accepted the state action
claim, staring (hat both immigration and detention arc powers "tradition-

ally and exclusively” reserved to the state. 10 .
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.'09 Should these rights
disappear if the operation of the welfare process is administered by a
private agency having a contract with the state? The intensiveness of
official supervision of the private agency may have some influence, but
not necessarily, taking into consideration the low significance attributed
by the court to intensive regulation. Moreover, it seems that the form
of supervision is not the right test. Should constitutional guarantees
depend on the details of the contract? It is important to emphasize that
the question of privatization of social services is not limited to
circumstances in which the state is motivated by an illegal motive (to
evade constitutional duties, as in the case of Evans v. Newton)."0
Putting aside the problematic question of the significance of motive in
constitutional law,I' 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 Casesl2 (as well as federalism
concerns). Looked at more closely, however, the argument regarding

42(1988
10252(1984

54 (1970). The argument In ghe text It valid even when the curtailment
athe 1V€\Jl% {. Eldnidge, 424 U.S. 319 (1976), is liken'into consideration.
.0 ntr%ver lal issue, tee Washington v. Davis, 426 U.S. 229 (1976),
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for editorials as an infringement of the First Amendment.22 The
Court had to confront the claim that policies of broadcast licensees are
stale actions.283 The Court dismissed the claim.24 Formally, it
involved a narrow application of the "symbiotic relationship” test of the
Burton decision.Zll However, substantively, it declined to recognize
state action because it was aware of the vital independence of the
media. 24 Viewing the same question from the public function
perspective, it is possible to support the decision by recognizing that in
the United States editorializing is certainly not a function of the state.

V. A State action Doctrine for an ace of Privatization

The current challenge is how to update the state action doctrine in
a way that preserves the distinction between state and private actions
and is still capable of recognizing new forms of activity in the public
sphere.  This is not an argument against the basic premise of the
American Constitution that the government carries a special burden of
Constitutional duties, which is not applicable to private actors.27 It
Is an argument against the premise that the definitions of government
action can be detached from the changes in real life.

Having mentioned Brown, 2L | will try to explain the constitu-
tional challenge posed by privatization in regard to alternative methods
to fulfill the responsibility of the state for the education of children.
Usually, the states guarantee basic education by the operation of public
schools. In these circumstances, the schools are owned by public
authorities (the "state"), and there is no doubt as to their constitutional
accountability. Let us assume that as an alternative method of operation
(for economic reasons), the state chooses to close its public schools and
pay for the services of privately-owned institutions (by financing the
enrollment of students). Now, the question is whether there should be
a difference in the scope of the constitutional rights of the students in
these two modes of operation. Even if private schools participating in

§4412 US. at 12].
ction in Amencan law ami its curtallmentb <elc

127 For the publlc I_Fnate (i eican lw ani,

J. HORMriZ, THE  TRANSFORVATION OF
206 089982 )._The fature of the distinction was_ discussed InaSymposmm published in
L REV. 1289-1609 (1982) (Number 6).

128, 347 U.S. 483,
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privatization projects are not likely to adopt racist policies,1there arc
still other constitutional concerns, i.e., what will be the scope of First
Amendment rights of the students (regarding both freedom of speech
and freedom of religion); will they have due process rights? Obviously,
the total disappearance of the public schools system is not likely to
happen.13 However, similar changes do and will happen, even in the
field of education. B Although education for the average child is still
administered by the public schools system, significant numbers of
troubled children arc now educated in private institutions, financed and
supervised by the state (as in Rendell-Baker).™  These children
should not have lesser constitutional rights while in school, simply
because the government chooses not to form a special school for them.
InRendell-Baker, the Court could avoid the question of the rights of the
enrolled students, because the petitioners were employees of the
institution.I3 However, it did not form a theory of state action that
is capable of di.ringuishing between the two. In the same year, in
Milonas V. Williams,™ The Court of Appeals of the Tenth Circuit
recognized the existence of state action, in a case similar to
Rendell-Baker, in all respects, except that the plaintiffs were students
claiming infringments of their constitutional rights (refering to use of a
polygraph machine, monitoring and censoring mail, use of isolation
rooms and use of excessive physical force).1d The circuit court
explained that ther endell-B aker decision was not ruling, because of the
difference in the identity of the plaintiffs.134 For reasons already
given, the recognition of a state action in the above circumstances was
justified.  However, it is doubtful, whether it is founded on the
precedents of the Supreme Court.

129, Title IV of (he Gvil Rights Act of 1964 prohibits racial discrimination in any
program receiving feceral assistance.

130. A pathologic example ofa decision to close all publlc schools was discussed in
Griffin v. County Sthoo| Board, 377 U.S. 218 (1 ?646) FhIS famous case, all public
schools In Princé Edward County, Virginia, were closéd for ouryears In order to‘avoid
desegregation. Here, the racist motive of the “privatization” policy was clear, and the

Supreme Court overruleg it on equal protection grounds
131 For privatization exFerlments In the public education system, see Tulle_Huston

Vallarelll, Stale Constitutional Restraints on the the Privatiiation of Education, 72 B.U.

V, 381 (1992).
132457 U 830,

133 1d. at &6,
134 %91 F.2d 931 (IOthClr. 1982),
136 ld. at 940
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application. In particular, it is limited to old notions regarding the
functions of the state. In an age of privatization, the consequences of
these limitations may be the inadequate protection of constitutional
rights in operation of state services and activities, administered by or
with the cooperation of private bodies. It is suggested that the
application of the current doctrine be updated by developing the theories
already ingrained in it. More specifically, it is suggested that a
seemingly "private" activity should be considered as a state action if: (i)
it is public in nature (according to present understanding of the
responsibilities of the state); and (ii) the state refrains from operating an
equivalent service (and thereby renders citizens to be dependent on the
public services supplied by the private entities). This two-prong test is
capable of securing constitutional standards in services the state chooses
to contract out, without infringing upon the liberties of voluntary
organizations operating community services independent of the state.
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Introduction

It is widely acknowledged that states compete for corporate
charters.1 Any state which induces a significant number of businesses

t Assoglat Professor of Lav/, University of Arkansas School of Law: J.D, 13%4
University of Arkansas School of Law, Many of the citations in this article were added by
the editors of the SVRACUSE Law Review In an attempt to conform with the The Blugtaook
A Uniform System of Cilaiion (Fifteenth Edition). .

| Professor William Cary is credited with initiating much of the current debate over
the competition for corporate charters. See William Cary, Corporate Law ang Federalism:
Reflections Upon Delaware, 83 YALEL ). 663 F1974z. ary argued that mocem corporate
law trenas reflect a "movement toward the feast Commdn denominator.” 1d. at 663.
According to CarK, Delaware, motivated by a desire to increase stale revenues, adopts rules
which appeal to the self-interests of corporate directors who ?enerally make the decision of
where 10" incorporate. 1d. at 668. Other states, aware_of the potential 1oss of future
_re}/en%estlfthﬁY fail to respond, are pressured to adopt'similarly biased legislation. See
infra Section II1.

Even those who disagree with this vision of corporate law, however, generally concede
that there is a real competition among the slates. See e_%l_EHerzeI & Richman, Delawarg's
Preeminence by Design, in R, BaLOTTI & J. FINKIESTEIN, THE DELAWARE Law OF
Cortorationsan, Business Organizations Ix ?Supp. 1989); Ronerta Romano. The State
Competition Debate in Corporate Law, 8 ZOL Rev. 709 (1987); Peter Dodd &
Richard Lcftwich, The Marketfor Cor%orate Charters: “Unhealthy Competition “ versus
Federal Regulation, 53 J. BUS. 259 (1980).
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Purpose of Study

Chapter |1

Introduction

The Legislative Audit Committee is required, by House Bill 100
of the 51st Legislature, to review and report on transfers made
from personal services to any other expenditure category. The
purpose of the review is to determine and report the long-term
budget impacts of such transfers. HB 100 of the 51st Legislative
Session contained language on transfers of personal services
funds. This language is paraphrased below:

No funds appropriated for personal services or indicated in
legislative intent as having been appropriated for personal
services may be expended under any other category.
Except, an agency may request a transfer of funds from the
approving authority if it is based on documented cost
savings.

In addition, if an agency is unable to recruit and hire
professional positions funded in the appropriation, funds
appropriated for personal services may be used to fund an
agreement or contract to provide services that are identical
to those services performed by an authorized position. The
amount used for the agreement or contract may not be more
than the amount authorized for the position less any
vacancy savings requirement. The agency director shall
certify that the agency is unable to fill the position and that
the services performed by that position are necessary.

— The approving authority shall submit its analysis of the
documented cost savings to the Legislative Auditor. Wages
and fringe benefits must be separately documented from
other cost savings. The Legislative Audit Committee shall
review the approving authority’s analysis and report to the
52nd Legislature on potential long-term budget impacts.

The approving authority for executive branch agencies is the
Office of Budget and Program Planning (OBPP). OBPP issued
Management Memo 2-90-1 which discusses transfers from per-
sonal services to other categories and the required documen-
tation for making transfers. Executive Branch agencies are
required to provide OBPP with information on salaries, benefits,
and operating expenses associated with all transfers from
personal services. We received transfer information from OBPP
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Chapter 1

Introduction

throughout the last year. We received transfer documentation
after the transfers were approved by OBPP. We received no
transfer information from other approving authorities (Supreme
Court, legislative committees, and Board of Regents).

State Payments Tor Contracting for services is a common method for state agencies

Contracts For Services to accomplish goals. Some of the transfers discussed above
increase expenditures for contracts with private vendors. In
fiscal year 1989-90, state agencies spent almost $195 million on
contracts for services with vendors outside of state government.
Approximately $134 million of these contracts were Department
of Highways contracts for road construction. State agencies also
spent $18.5 million on services from other state agencies.

The following table lists expenditures on contracts for state
agencies which made transfers with long-term impact. The
amounts shown are all contracts for services with private
vendors, and do not include services from other state agencies.

Table 1

BExpenditures on Contracts for Services
with Private Vendors
For Fiscal Year 1939-90

Agencv Expenditure
Department of Administration *4,284,422
Deportment of Commerce 6,634,757

of Institutions 2,233,190
I Developmental Center 119,167

Department of Social and Rehabilitation Services 8.122,192

Source:  Compiled by the Office of the Legislative Auditor from
the Statewide Budgeting and Accounting System.
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Temporary Transfers

Chapter 11

Temporary Transfers

We reviewed each transfer and determined whether it had a
long-term budget impact. Some transfers were made to alleviate
a temporary problem; for example, hiring a temporary employee
to fill in for an ill employee. We performed a limited review of
temporary transfers because there is no long-term budget
impact. We mention them here for informational purposes only.

The Department of Fish, Wildlife and Parks transferred
$46,825 to contracted services for a study of the Little
Missouri River Basin Water Reservation study. The depart-
ment granted the money to MSU's Cooperative Fisheries
Unit. This eliminated the need for 1.5 temporary FTE and
achieved a cost savings of approximately $7,500. Since this
was for a single study, there is no long-term budget impact.

The Department of Natural Resources and Conservation
transferred $477 to contracted services to hire a work study
student during the extended absence of an employee. The
department estimated a one-time cost savings of $1,257.

— The Department of Revenue transferred funds to contract
with the private sector for mail handling during receipt of
income tax returns. The department estimates fiscal year
1989-90 savings at $1,170. The department will contract
with the private sector in future years only if favorable bids
are received.
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Chapter 111

Transfers with Long-Term Impact

There are several different types of transfers an agency can
make. Transfers to contracted services can involve contracting a
service with the private sector or with another state agency or
state program. Some contracts with private sector businesses
were necessary because the state agency was unable to fill a
position with a qualified applicant. Agencies have also trans-
ferred personal services funds to equipment. Cost savings occur
because updated equipment can increase efficiency and lower
FTE requirements.

We projected costs for future years using a 2.5 percent infla-
tionary factor. We used 2.5 percent because it was the amount
of increase provided to state employees in the past two fiscal
years and personal services are the major share of costs for
services reviewed. We also used a 2.5 percent inflationary
increase for contract costs, unless the contract was established
for the entire period (i.e., fiscal years 1990-91, 1991-92 and
1992-93).

This chapter details agency transfers which impacted expendi-
tures in this biennium and should impact budgets for the next
biennium.

The Department of Administration contracted with the private
sector for janitorial, security, and data entry services.

The department contracted all janitorial services as of July 1,
1989. The department estimates actual savings of approximately
$120,000 for fiscal year 1989-90. Contracts for years with
legislative sessions will generally have less cost savings, so the
contracts for fiscal year 1990-91 were more expensive than pre-
vious contracts. We projected cost savings from contracting
janitorial services of $92,102, $97,644, and $98,500 for fiscal
years 1990-91, 1991-92, and 1992-93, respectively.
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Transfers with Long-Term Impact

Security Services

Data Entry Services

The department contracted for capitol security services as of
November 1, 1990. The department entered into a three-year
contract with a private vendor. As a result, costs should stay the
same over the three-year period. We projected cost savings of
$31,546, $49,454, and $56,891 for fiscal years 1990-91, 1991-
92, and 1992-93, respectively. The first year of the contract is
only a partial year; therefore, first year cost savings are lower.
According to department officials, the actual costs of the con-
tract will be $3,000 less than expected due to negotiations with
the contractor.

The department contracted for data entry services as of Octo-
ber 12, 1990. The department entered into a three-year contract
with a private vendor at aset rate. Contract costs should remain
steady over the three-year period. We projected cost savings
from contracting at approximately $100,000 less over the three-
year period than the department’s projections because we
believe the department will realize the $100,000 in cost savings
from lower keystroke volumes rather than from contracting.
Keystroke volumes are lower because state agencies are now
keying in their own payroll and accounting data. We projected
the department’s total cost savings (from contracting and from
lower volume) at $72,831, $103,659, and $110,374 for fiscal
years 1990-91, 1991-92, and 1992-93, respectively. The first
year of the contract is only a partial year; therefore, first year
cost savings arc lower.

In addition to analysis required by HB 100, we completed legis-
lative requests for specific information on each of DofA’s
requests for transfers. Information gathered for legislative
requests varied depending on information requested by legisla-
tors. Copies of request information are available from the
Office of the Legislative Auditor.
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Chapter HI

Transfers with Long-Term Impact

The Department of Commerce contracted for services for var-
ious functions within the department.

The bureau eliminated a full-time position and contracted for
temporary services during peak season for issuing licenses. The
bureau determined a full-time permanent position was no longer
needed. We projected the department’s cost savings for Weights
and Measures at $29,674, $30,416, and $31,176 for fiscal years
1990-91, 1991-92 and 1992-93, respectively.

The authority was relocated to the Board of Investments in June
of 1989. The relocation allowed the authority to eliminate two
FTE and receive administrative support and professional consul-
tation from board staff. In September of 1990 the Board of
Investments requested and was granted an additional FTE, par-
tially because of work related to the authority. The authority
will pay for one-half of the new position. As aresult, the
department’s overall cost savings through relocating the author-
ity will not be as high as projected initially. We projected the
department's cost savings at $24,324, $20,99{, and $21,575 for
fiscal years 1990-91, 1991-92 and 1992-93, respectively. Cost
savings go down in fiscal year 1990-91 because the authority
will then be paying for a full year’s costs for the new position at
Board of Investments.

The department had an economist position which had been
vacant since 1989. The department chose to contract for eco-
nomic analysis rather than hire for the position because of
current needs for several economic studies. The department
determined the change will be permanent. Assuming the posi-
tion had been filled and subsequently privatized, we projected
cost savings for the department of $10,008, $10,253, and
$10,514 for fiscal years 1990-91, 1991-92 and 1992-93,
respectively.
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Transfers with Long-Term Impact

Department of Family

Services, Pine Hills
School

Department of
Institutions, Montana
Developmental Center

Department of Social
and Rehabilitation
Services

Page 8

The Department of Family Services, Pine Hills School, con-
tracted with a private chemical dependency service to provide
treatment for residents at Pine Hills School. Treatment was
previously provided by astate employed counselor. The con-
tract will provide a wider range of services and resources.
Projected cost savings are $2,050, $2,101, and $2,153 for fiscal
years 1990-91, 1991-92 and 1992-93, respectively.

The Department of Institutions, Montana Developmental Center,
purchased a new food service system to meet Department of
Health and federal Health Care Financing Administration
standards. The new system requires less manpower and less
weekend work for food preparation. The department eliminated
10 FTE as adirect result of the new system. In addition,
habilitation staff now are able to devote more time to habi-
tation training rather than serving food. In addition to cost
savings from personal services, department officials believe cost
savings will be achieved through less food waste and food sav-
ings, however the system has not been in place long enough to
estimate food cost savings yet. Projected cost savings are
$168,062, $172,687 and $182,160 for fiscal years 1990-91, 1991-
92 and 1992-93, respectively.

The Department of Social and Rehabilitation Services eliminated
aclerical position and purchased word processing equipment for
qguality control field staff. The clerical position would have
involved several part time positions to provide assistance to field
staff. Prior to this change quality control field staff were hand
writing correspondence. The equipment purchase was a one
time expense; therefore, there were no cost savings in fiscal year
1989-90. Projected cost savings are $16,462, $16,874, and
$17,296 for fiscal years 1990-91, 1991-92 and 1992-93,
respectively.



OBPP Budget Process

Chapter HI
Transfers with Long-Term Impact

OBPP officials indicated the Executive Budget for fiscal years
1991-92 and 1992-93 will contain recommendations for

decreases in agency budgets where agencies indicated there will
be long-term impact.
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Chapter 1V

Summary

We projected cost savings for each agency based on actual costs
for fiscal year 1989-90. We added an inflationary factor of 2.5
percent to all state costs, and to contract costs if contracts were
not in place through 1992-93. We also determined which funds
cost savings will affect. OBPP officials indicate the Executive
Budget will include recommendations for decreases in agency
budgets for agencies achieving cost savings.

The following table summarizes total projected cost savings and
funds affected, by agency, by project.
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Summary

Table 2

TotBl Projected Cost
Personal Services Transfers
For Fiscal Years 1990-91, 1991-92, and 1992-93

FY FY FY
Acencv/Program Fund 199091 1991-92 1992-93
Department of Adninistration
Janrtorial Proprietary* 592,102 597,644 5 98,500
Security Proprietary* 31,546 49,44 56,891
Data Entry** Proprietory* 72,031 103,659 110,374
Department of Commerce
Weights & Measures Gereral S 29,674 5 30,416 531,176
Health Facilities Proprietary 24,324 20,991 21,575
Research £ information Gereral 10,008 10,258 10,514
Department of Family Services State ial
Pine Hills School Y RevenueSOeC 5 2,000 5 2,101 5 2,153
Deportment of Institutions
MT Developmental Center Cereral 5168,062 5172,687 5182,160
of Social ad 50X CGeneral

ilitation Services 50X Federal 5 16.462 5 16.874 5 17.2%

Total For AIl Agencies 5447.059 5504.084 5530.639

«State agencies p»y for janitorial and security services through rental assessments. Actual cost savings
may affect various agencies and fuxds. Data entry fees are assessed 10 agencies using services by the

eelncludes totals from contracting and from loner keystroke volure.
Source:  Compiled by the Office of the legislative Auditor
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COST SAVINGS FROM PRIVATIZATION:
A Compilation of Study Findings

by
John Hilke

EXECUTIVE SUMMARY

Opponents of privatization and other methods of increasing competition in government-financed
services frequently claim that privatization/competition rarely results in cost savings for
government or society at large. In fact, some argue that privatization increases costs to the

taxpayer .

These claims are refuted by a substantial body of research that has documented significant
savings from privatization/competition. More than 100 studies over the course of the last 20
years have demonstrated privatization/competition cost savings iIn 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 faa compilation of cost studies that compare the costs of
in-house (sole-source) government agencies versus alternative- and mostly private-sector
providers. Itisderived 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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Reason Foundation Cost Savines

Privatization Cost Savings %

INTRODUCTION

This table updates and expands an earlier 1982 compilation of studies on the effect of competition on
the costs of government services.l It references over one hundred independent studies of increased
competition in specific government services and the cost discrepancies observed. Studies that col lected
guantitative results usually demonstrated cost savings of 20 percent to 50 percent as a result of
increased competition.

The primary method of increasing competition is contracting out public services to private firms.
However, this is not the only method of increasing competition examined in the studies presented in
the table. Findings from two other methods of increasing competition are also detailed.

One alternative is allowing management and workers of the in-house government unit to bid against
private firms. The other method is termed intergovernmental contracting and refers to agreements
between two or more government jurisdictions to purchase service from another government.
Competition takes place between in-house units in all the jurisdictions that might contract with each

other.

RESEARCH FINDINGS

UPDATED COST SAVINGS RESEARCH FINDINGS

.- Arranged Alphabetically: by Service Category .. o
1 SOURCE COMPARISON FINDINGS
t: 'AIfICINE OPERATION AND AIRPLANE MAINTENANCE. . . ''1
Savas 1987 In-House versus contract Contract maintenance reduced costs by 13% while
maintenance support for air improving availability of parts and planes. Cost
force bases. savings were primarily attributable to use of 25%

fewer personnel by contractors.

Davies 1971, 1977 Australia/sole private airline  Efficiency indices of private airline were 12% to

versus its lone public 100% higher.
counterpart.
Domberger and Survey article dealing with Concludes that private firms are generally more
Piggott 1986 many services. Focus on efficient, unless the public firms are faced with
Australian Airlines. equivalent competition.

Reprinted with permission of Greenwood Publishing Group, Inc., Westport, Conn., from John Hilkc's ¢ om petition in
Government-Financed Services, Copyright (c) 1992.
2



Reason Foundation Cost Savincs

Privatization Cost Savings (Cojitinued)

SOURCE COMPARISON FINDINGS
2:.AIRPORTS - $ j
Auditor General of  Tax-supported Canadian Airports subject to capital market discipline are
Canada 1985 airport operations versus much more efficient. Work-year requirements are
comparable U.S. airport 30% to 40% lower. Canadian government workers

authorities that must borrow  have inflexible work assignments and procedures.

in capital markets to finance  Canadian airports are overbuilt and neglect many

their facilities. commercial opportunities. Fail to monitor trends in
operating costs. Overall savings rate is 40%.

Moore 1987 In-house versus contract air-  Government pricing policies for landing rights and
traffic control. other airport services lead to inefficient congestion

and inability to finance expansion of facilities.
Roth 1987 Government-managed versus  Government pricing policies for landing rights and
private-managed airports. other airport services lead to inefficient congestion

and inability to finance expansion of facilities.
P e R,
1 3% ALL SERVICES T va ’ \
Deacon 1979 In-house versus Intergovernmental contracting saved 14% relative
intergovernmental production to in-house production.
of all services.

David 1987 In-house versus private Surveyed local administrators reported that cost
contracted services. 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  Cost of contracted services r /eraged 30% less than
services versus contracted in-house services.
services from 1979 to 1984.

Moore 1987 In-house versus contract in Contracting has 30% lower costs.
Mirada, California.

4., ASSESSING PROPERTY TAX.(liii,vicir)t.idniinistahKji<)- also sec Payroll;n | R'|(scfyice, '

;e dlrFiiv.2ti > "V | 'mm e N e V- " [

Stocker 1973 In-house versus private Private assessments provided 50% cost savings and.
contractors in Ohio. were found to be m~-e accurate.
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SOURCE
5. BANKS
Davies 1982

Cost Savinzs

Privatization Cost Savings (Continued)

1GS -v;:

Arranged Alphabetically by Service .Category-" Vo

COMPARISON
it

Australia/one public versus
one private bank.

FINDINGS

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

6. -BUS SERVICE «lJtiities) also see Electfic Utilities, anil Water Utilities (service categories 10 and 43). :

Morlok and Moselty
1986

Morlok and Viton
1985

Oelert 1976

Walters 1987

Perry and Babitsky
1986

Prommerehne and
Schneider 1985

Talley and Anderson
1986

Teal, Guiliano, and
Morlok 1986

Rice Center 1985

Municipal in-house agency
versus competitive contracts.

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

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

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

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

In-house versus private firms
in West Germany.

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

In-house versus competitive
contract operators.

In-house versus contract
express commuter services.

Contract winners supplied services at28% lower
costs.

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

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

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

Private operators are significantly more efficient.

Cost-plus contractors and municipal bus lines are

less efficient. Inefficient private operators are sold
to government.

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

Substituting dial-a-ride for scheduled service
decreased costs by reducing overtime and idle time
and utilizing less costly vehicles. It also reduced
costs indirectly by encouraging competition with
traditional services of the agency.

Competitive contract operations provided cost
savings from 10% to 50% (larger fleets). Cost
savings are due both to less overhead/greater
productivity and lower wages. ,

Contract operators have 30% to 60% lower costs.
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Privatization Cost Savings (Continued)

" Arranged Alphabetically by Serv~re Category

SOURCE COMPARISON FINDINGS
Bennett and Johnson  In-house versus privately Government 200% more costly per dollar of debt
1980 contracted equivalent pursued.

Services.

11 0. ELECTRIC- UTIL-ITIES (Utilities) afso see Bus.Services.and'Water.Utilities (service categories sVant] -43)
Bennett and In-house federal agencies Private utility costs averaged 17% lower due
DilLorenzo 1983 versus private hydroelectric  primarily to federal overstaffing.

plants.
Heilman 1972 In-house versus electric Competition produced lower rates than regulation.

utilities that compete versus  Government production produced the lowest rates
regulated private monopolies. due to tax exemptions.

Meyer 1975 In-house versus private firms, Slightly higher costs of private production. Threat
sample of sixty to ninety of competition improved cost efficiency somewhat.
U.S. utalities.

Moore 1970 In-house versus private U.S.  Overcapitalization greater in public firms. Total
utilities. operating costs of public firms higher.

Primeaux 1975 In-house versus private U.S.  Municipal utilities facing competition have 11%
utilities. lower cost on average. Economies of scale offset

X-inefficiency at big firms.

Spann 1977 In-house versus private firms Private fims, adjusted for scale, are as or more
in Texas and Califomnia. efficient in operating cost and investment.

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

Halvorsen 1986

Wallace and Junck In-house versus private firms Operating costs 40% to 75% higher in public
1970 by region of the U.S. mode. Investment iIs40% higher (per kilowatt) in
public mode.

Bellamy 1981 Monopoly versus competing  Competing utilities had 20% lower prices.

utilities.
FINANCIAL ADMINISTRATION See Assessment, Property Tax (service category 4), and Payroll and Data Processing
(service category 28).

. w ’1
>1i'FIRE PROTECTION./ y ; "%/
Anlbrandt 1973, In-house (Seattle) versus Municipal fire departments 39% to88% higher per
1974 private (Scottsdale, Arizona). capita.

Moore 1988
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Privatization Cost Savings (Continued)

FINDINGS v
I* c . Arranged Alphabetically by Service Category -
SOURCE COMPARISON FINDINGS

Hilke 1986 In-house versus varying Use of volunteers reduced firefighting costs. Cities
degrees of use of volunteers  inNew York with all-volunteer departments had
inNew York, and 62% lower costs per capita. Pennsylvania 3 all-
Pennsylvania cities (not volunteer cities saved an average of 79% per
suburbs) with populations capita. A 10% 1increase in use of volunteers
between 10,000 and 50,000.  provides a 2.8% decrease in costs.

Kristensen 1983 In-house versus major private The principal private firm provided services at 65%
provider inDenmark. lower costs. Differences in costs due to economies

of scale, lower input costs, and especially part-time
reservists and lower X-inefficiencies.

McDavid and Butler In-house versus major private Mixed fire departments averaged 33% lower costs

1984 provider in Denmark. than purely municipal departments.
Poole 1976, Private versus contract fire Switching to private contract fire fighting reduces
Smith 1983 fighting. costs by 20% to 50%.

r.12 .Forestry ;=9 - o = e. w | bt Vi e e A
Bundesregiemng In-house versus private in Annual operating revenues 45 D M peer hectare
Deutschland 1976 West Germany. higher in private forests (approximately $6 per acre).
Pfister 1976 In-house versus private in the Labor input twice as high per unit of output in

state of Baden-Wurttemberg, public as compared with private firms.
Germany.

GENERAL MAINTENANCE OF PUBLrC BUILDINGS See Cleaning Services (service category 7) and Seaurity
Services (service category 37).

03v HEALTH SERVICES, .jlositcWrsiMg Hurnes (service wMtoaory:25]] T.

Schlesing, Dorwart,  In-house versus contract Nominal ly competitive-contracting procedures

and Pulice 1986 mental health services. resulted in sole-source supply with little increase in
efficiency.

Valente and In-house supply of substance  Systematic volunteer program allowed service

Manchester 1984 abuse programs versus expansion with cost savings to the community.

volunteer-based program.
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Privatization Cost Savings (Continued)

| UPDATED COST SAVINGS RESEARCH FIImDIAIGS
“V v "Arranged-Alphabetically. by :Service;Categoryv <:

SOURCE COMPARISON

jee E R
or ey qwm

1 1'4. HIGHWAYS ¥°°
In-house (local) versus
intergovernmental provision
of street repair.

Deacon 1979

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

Stevens 1984

* *

115, HOSPITALS- e e, Rie e,

In-house Veterans
Administration (VA) versus
private.

Lindsay 1975

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

Robinson and Luft
1988

Investor-owned versus
nonfederal government

hospitals.
Investor-owned versus

nonfederal government versus
nonprofit private hospitals.

Becker and Sloan
1985

Shortell and Hughes
1988

Register and Bruning Investor-owned versus thirty-

1987 six nonfederal state and local
government owned and
operated hospitals.

Grannemann, Investor-owned versus

Brown, and Pauly nonfederal government

1986 hospitals using a national

sample of short-term

hospitals.

FINDINGS

Intergovernmental contracting saved 30%.

Contracting out was half as costly with equivalent
quality. Contractors used more experienced staff
and more equipment. Cost savings in the traffic
light maintenance averaged 36%.

V A hospitals have dw”r costs and lower quality.
Resource use isdistorted tr “ards outputs that are
easily monitored by Congn ss. Actual costs per
medically necessary hospital stay may be higher in
V' A hospitals after controlling for length of stay.

Cost increases at public hospitalswere 15% lower
than those in investor-owned hospitals from 1982 to
1986 after controlling for various demand and cost
factors.

Government hospitals had no higher costs per
admission.

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

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

should effect efficiency.

Investor-owned hospitals had 24% higher costs than
nonfederal government hospitals.
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Privatization Cost Savings (Continued)

UPDATED COST SAVINGS RESEARCH FINDINGS
C Arranged Alphabetically by Service Category <V

SOURCE COMPARISON FINDINGS
Noether 1987 Investor-owned versus Investor-owned hospitals are significantly more
nonprofit hospitals including  efficient once tax payments are taken into
nonfederal government consideration.

hospitals sampled from 223
metropolitan areas.

Lindsay 1976 In-house Veterans Cost per patient day less inV A hospital, unadjusted
Administration versus for type of care and quality. Less “serious™ cases
private. and longer patient stays were observed in the VA

fecilities. The VA had a higher proportion of
minority group professionals compared t

proprietary hospitals.
Benton 1979 In-house versus private home Government had 43% lower cost. No controls for
care. quality were made in the study.
Wilson and Jadlow In-house versus private in Proprietary hospitals more efficient than public
1978 1,200 U.S. hospitals hospitals.
providing nuclear medicine
Services.
Hatry 1983 In-house managements versus Experience with contract managements has varied.
contract management. Seven out of fifteen large Califoria 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 3 ability
to learn and then duplicate the cost-saving
management techniques of private contractors.

16. HOUSiING AND COMMUNITY DEVELOPMENT

Muth 1973 In-house versus private Public agencies 20% more costly per constant
construction costs in U.S. quality housing unit.
cities.
Rechnungshof In-house versus private cost ~ Public agencies 20% more costly than private
Rheinland Pfalz 1972 of supplying large public contracting.
projects inWest Germany.
Schneider and In-house versus private Public firms significantly more expensive suppliers.®
Schuppener 1971 construction in West
Germany.
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UPDATED COST SAVINGS RESEARCH FINDINGS

\v

L1 '
V. a,
SOURCE COMPARISON

In-house versus private costs
inWest Germany.

Pommerehne and
Schneider 1985

Publicly constructed versus
various privatization
altermatives.

President 3
Commission on
Privatization 1988

Government-financed
construction versus private.

Weicher 1980

117. INSURANCE CLAIMS PROCESSING

Hsiao 1978 In-house versus private.

118v" INSURANCE SALES AND SERVICING

In-house (five firms) versus

private (seventy-seven fims)
liavility and life coverage in
West Germany.

Finsinger 1981

Kennedy and Mehr
1977

U9. LAUNDRY SERVICE ®

In-house versus private in
West Germany.

private (in Alberta).

Pommerehne and
Schneider 1985

In-house (in Manitoba) versus

Arranged Alphabetically by SecvideCategory ..V

FINDINGS

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

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.

Government-financed construction25% more
costly. Government management is also more
costly.

| W eme.' >
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.

Competition between public and private firms
prompted equivalent efficiency.

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

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

10
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Privatization Cost Savings (Continued)

.; - UPDATED COST SAVIMGS RESEARCH FINDINGS
SOURCE COMPARISON FINDINGS |
PS - - - - - -
I m LEGAL.SERyjCes = * ..m ’ & !
Houlden and Balkin  Ordered assigned counsel Contract counsel had at least 50% lower costs.
1985 versus contract counsel for Contract counsel processed cases in half the time of
indigents. assigned counsel. The authors note that since fees

per hour are roughly equal, the primary difference
isdue 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.

| 2. LIBRARIES mm - - Vi, v/ > 1
White 1983 In-house libraries before and  After federal aid started in 1960s, productivity
after federal aid. slowed as libraries added federally sponsored

programs with lower marginal impact on output and
fewer volunteers. Total factor productivity was at
lesst 27% lower as a result.

2. - LIQUOR,STORES; . A~ bV
Simon and Simon In-house versus private. State stores have higher compensation rates, but
1987 higher sales per hour. Ifhours of operation
(quality) are considered, private stores have lower
costs.
123; MILITARY SUPPORT SERVICES . - Coe % e ddee o e ste ¥ if
Bennett and In-house versus private Average cost savings in base support services were
Dilorenzo 1983 providers of equivalent 15%.

Services.

U.S. GAO 1985b Precontract bids versus post- Most post-contract prices were in accord with bids.
contract costs for competitive Some unsatisfactory performance seen in33% of

Department of Defense the contracts. Personnel turnover and low staffing
contracts. 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.

11
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UPDATED COST SAVINGS RESEARQH FINDINGS

; -Arranged Alpii.abetipally -by Service Category ; !

SOURCE COMPARISON

U.S. GAO 1985b Contract bids versus actual

contract experience.

124. MOTOR VEHICLE MAINTENANCE

In-house versus contract
SEervices.

Campbell 1988

In-house versus private costs
in West Germany.

Pommerehne and
Schneider 1985

Stolzenberg and Noncompetitive in-house

Berry 1985 versus competitive contract
versus competitive in-house.
25. 1"\IURSING HOMES, (nttililvstfvicrsl.tiir.o

In-house (VA) versus
contract.

Lindsay 1975

12

FINDINGS

Contract costs increased over time in95% of
sample. In 89%, increases were too small tO
eliminate the net savings from contracting.
(Contracts were rebid in35% of the cases due 1O
failures of the initdal contractor.) Main causes of
the cost increases were general wage increases,
rebidding of contracts, contract errors, or additional
requirements not originally included.

Contractor costs are 1% to 38% below municipal
costs for eguivalent 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.

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

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.

Sc'vices (si'rvi.uf c.itcijufv V3l

Contract operated homes had 45% lower per day
costs.
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Privatization Cost Savings (Continued)

- | Arranged.Alphabetical!
COMPARISON

,26: Pacing "

Caponiti and Booher In-house versus contract

1986 parking meter and parking

restrictions enforcement.

.27 VPARKS AND-RECREATION =

Stevens 1984
turf maintenance.

Savas 1987

In-house versus contract
recreation program.

Holmes 1985

In-house versus private
fecilities operations and
programs.

Poole 1980

In-house versus contracted
profit and nonprofit
organizations.

Fixler and Poole
1987

Valente and
Manchester 1984

In-house versus contract park

Government versus privately
constructed sports fecilities.

FINDINGS

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%.

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

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

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

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

better use of employees.

Contracting al lowed maintenance of quality
recreation services, even though budgets were
reduced under California 3 Pro*:" sition 13 by as

much as 50%.

28. PAYROLL AND DATA PROCESSING- Uinoneial>d>ni»«tr!//anon|.«iiso:st;i. Asst*ssniL-Hr.- Ph»periy T.ix

- {service coltytiry 4). ;

In-house versus private
competitive contractors.

Valente and
Manchester 1984

In-house versus private
contractors.

Stevens 1984

29.- POLICE

In-house (local) versus
intergovernmental.

Deacon 1979

1- & -’ <— A— -"

13

- w
“/mmrt-t <

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

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

Intergovernmental contracting saved 42%.
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Privatization Cost Savings Continued)

iOURCE COMPARISON FINDINGS
Mehay 1979 In-house (local) versus Contract costs were lower due to fewer police
contract with county officers per capita. However, contract cities
(Lakewood Plan). experienced higher rates of violent and property

crime. Net effects were probably negative for
contract cities. Problem attributable to insbility of
contract cities to specify quality of service and
monitor performance.

Mehay and Gonzalez In-house monopoly versus in- Costs in counties that sell their police services to

1985 house production with other jurisdictions are estimated to be 9% t© 20%
competition to seive lower. The authors conclude that competition
additional jurisdictions. encourages police departments to keep their costs

down.
y oo _ o [ ] [ AV i

30: POSTAL SERVICE , m - - - - e kL

U.S. GAO 1982a In-house versus contracted Contracted delivery routes save up to 66% on
routes. delivery oosts.

Hanke 1985a In-house versus contracted Contractors (retail stores with postal services)
window service. provided window service at 88% lower cost than

USPS operated.

Savas 1987 In-house versus private parcel Private firms have lower rates, faster delivery,

delivery services. lower losses from damage, better tracking systems,

wider variety of services, and lower costs.

31. PRINTING

Pommerehne and In-house versus private in Private costs were 33% lower than public costs for

Schneider 1985 West Germany. commercial printing services.

32/PRISONS ViV - -4

Grant and Bast 1987 In-house versus contract Contractor prison construction costs are at lesst
fecilities and services. 45% lower than government averages. Service

contracts for prison operations are at least 35%
below average per prisoner costs in recent casts.

33. PUBLIC WELFARE ny

Poole 1980 In-house versus private Privately supplied programs operating under
variety of welfare se -vices. competitive bidding saved 20% to over 60%.

14
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Hatry 1983, Wedel,
Katz, and Weick
1979

1 34 «RAILROADS

Bennett and
DiLorenzo 1983

Caves and
Christensen 1980

CoslISgvings

Privatization Cost Savings (Continued)

COMPARISON

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

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

In-house (Canadian National)

versus private (Canadian
Pacific) costs and
productivity differences.

UPDATED COST SAVINGS RESEARCH FINDINGS
Arranged Alphgbeticdi.ly by Service Category . ;e

5v
FINDINGS

Competitive contracting efforts have often devolved
into single source contracting with little evidence of
efficiency gains. Nonprofit firms are the
predominate suppliers. Improved program
characteristics are the primary objective of
contracting, but no guantifiable quality information
is available.

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

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

. : i
135 REFUSE C".OLLECTION.(Sdtitiaiioii ollnir thin Siiwef.ind oiso<ie Strogi  j/iilij ;wyicr-  cybsy. 4W. el

Collins and Downes
1977

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

Stevens 1984

Hirsch 1965

Kemper and Quigley
1976

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

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

In-house versus competitive
contract.

In-house (St. Louis City-
County area) versus private
fims.

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

15

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

Public supply was 40% to 60% more expensive
than private. Private monopoly price was only
slightly 5% higher than price of private non-
ffanchised collectors. Density economies offset
otherwise higher costs.

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

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

Municipal collectioncostswere 14% to43%
higher, but private nonfranchise costswere 25% to
36% higher than municipal collection. Loss of
density economies increased costs of nonffanchise

suppliers.
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Privatization Cost Savings (Continued)

i f C|p g UPDATED COST SAVINGS RESEARGH FINDINGS f

r- Arranged Alphabetically by ServiceCategory- WNe/-v.
SOURCE COMPARISON FINDINGS

Kitchen 1976 In-house versus private firms  Municipal suppliers were more costly than
in forty-eight Canadian cities. proprietary fims.

Petrovic and Jaffee In-house versus private Cost of city collectionwas 15% higher than the

1977 contracting in midwestern price of private contract collectors.
cities.

Pier, Vernon, and In-house versus private firms  Municipal suppliers appear to be more efficient, not

Wicks 1974 in Montana. controlling for quality and community

characteristics.

Savas 1977a In-house versus private firms No significant cost differences if suppliers compete

in Minneapolis. through tight control of municipal costs imposed by

legislature using private costs as a comparison.

Savas 1981 In-house and franchise The average number of bids per area increases
contractors in a single district when cities are divided into small districts.
Jurisdiction versus contractors Competitive bidding leads to lower costs for
and in-house in a nultidistrict contractor service. Cities that actively monitor
settirg. municipal agencies using private contractor costs
have lower average costs. No benefits are obtained
without these policies.

Spann 1977 In-house versus private firms. Public firms were 45% more costly.

(Survey of literature.)
; 1- 7 Hee o o »

36.- SCHOOLS.

Peterson 1981 In-house versus private Private contractin  .ompted small gains in math
contractor-operated public and reading and 1 es in other subjects. No cost
schools. savings.

e ) . o e%e . ) . v % 1

37\ SECURITY"SERVICES (general maintenance df. publlc"bU||d»Ig.s) also see Cleaning Services (service -.v -1

enftcgoiy 7). -] . =" - mi

Hanke 1985a In-house versus private Private security services save 50% or more.

security guards.
38. SEWERACjE/WASTEWATER TREATMENT %

Hanke 1985a In-house versus contractor- Contractor costs averaged 20% to50% less due to
built and operated treatment  shorter construction lags and lower construction
fecilities. costs. Competition also reduces operating costs

20% to50%.

16
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Privatization Cost Savings (Continued)

UPDATED COST SAVINGS RESEARCH FINE

v o ‘Arranged Alphabetically by Service' Category
SOURCE COMPARISON FINDINGS
Savas 1987, Moore  In-house versus outside Contracted wastewater service IS20% t50% less
1988 contracts costly because federally financed projects involve
higher construction (Davis-Bacon Act) and design
costs.

39*_::SHIP REPAIR AND MAINTENANCE; - ) v

Bennett and Johnson  In-house versus commercial ~ U.S. GAO reports that the private ship repair costs

1980 tankers and oilers. averaged 80% less than the U.S. Navy 3 costs.

Pausch 1976 In-house versus private firms Public firms were significantly more costly because
in5 major West German of overcapacity and overstaffing.
cities.

41.- STREET. GLEANING; (rukiso.culluchoii) also* sue fluiusp Collectiori'Cre>vue t Mie\)or'v J

Stevens 1984 In-house versus competitively Contract cities have 43% lower costs after
contracted. accounting for quality and other factors.

A2, TOWING =

Kaiser 1976 In-house versus contractors in Contract towing bids provided cost savings of more
New York. than 40%.

TRANSIT seeBus Service (sarvice category 6).
UTILITIES seeBusServiee (M(H%y b),*EIa:tricuiIiﬁssmvi(B(ataﬁy 10), and Water Uilities (srvico catepry 49).
T *'% ;e
W7 IWATER UTIL«IT IES (urittjes) also Bus Service's and-Electfie Ulitits. (suAioo c.JliMjunos.G-md QL. .

Crain and Zardkoohi In-house versus private Public firms were 40% less productive. Private

1978 suppliers; comparisons of firms had 25% lower costs. Public firms going
112 firms and detailed case private had 25% increase in output per employee.
study of 2 firms that switched Private firm going public had an output per

type of ownership. employee decrease of 40%.
Feigenbaum and In-house versus private water No cost differences were found after controlling for
Teeples 1982 companies. other cost factors.
Mann and Mikesell In-house versus private Found public modes were 20% more expensive
1976 suppliers. after adjusting for input prices.
Morgan 1977 In-house versus private Costs 15% higher for public firms.

suppliers covering 143 firms

in Six states.

17
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SOURCE COMPARISON FINDINGS
Bennett and In-house versus private. Private weather forecasting contractors provided
DiLorenzo 1983 Based on U.S. GAO studies, equivalent weather forecastingwith 35% lower
cost.

SOURCE: John Hilke, Competition in Government-Financed Services, 69-94.

ABOUT THE AUTHOR

John C. Hilke isa Staff Economist in the Federal Trade Commission 3 Bureau of Economics, specializing
in issues relating the role of competition t improved economic performance. He is also the co-author
of U.S. International Competitiveness: Evolution or Revolution?
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