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In the United States, the two principal modes of producing local government services
are in-house provision by government employees and contracting out to private sup-
pliers, also known as privatization. We examine empirically how U.S. counties choose
the mode of providing services. The evidence indicates that state clean-government
laws and state laws restricting county spending encourage privatization, whereas
strong public unions discourage it. This points to the important roles played by political
patronage and taxpayer resistance to government spending in the privatization deci-
sion.

1. Introduction

~®  In the United States, “‘privatization” mainly refers to government’s contracting out
of local public services to private providers. A city or county government may contract
with a private company to pick up garbage, to keep city parks clean, to manage its
hospitals, to provide ambulance services, to run schools and airports, or even to provide
police and fire protection. In the last 25 years, this method of providing public services
has become more popular, although it is still less common than in-house provision of
public services by city or county employees. Nonetheless, the growth of the private
provision of public services has stimulated a lively discussion on the wisdom of con-
tracting by the government.

The main argument for contracting is the accumulating evidence that it usually
saves local governments money, and sometimes a lot of money, relative to public
provision (Savas, 1982, 1987; National Commission for Employment Policy, 1988;
International City Management Association, 1989; Donahue, 1989; and Kemp, 1991).
The principal reasons for this are that private contractors use fewer people than gov-
ernments do to provide the same service (Savas, 1987), pay 10% to 20% lower wages,
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and offer employee benefits that are sometimes orders of magnitude lower than those
in government (Stevens, 1984). In Los Angeles County, one of the leaders in contract-
ing out, the average service-cost reduction achieved from contracting has been around
36%, giving the county an estimated savings in 1988 of $133 million (National Com-
mission for Employment Policy, 1988).

This evidence raises an obvious question: Why does private contracting remain
much less popular than in-house provision? Why aren’t more of local government
services privatized? In this article we try to examine the determinants of the decision
to contract out or provide services in house.

To this end, we examine three types of potential determinants of the provision
mode: efficiency (social goals), political patronage, and ideology. The efficiency view
suggests that the government can sometimes deliver services that better address social
goals if the provision is carried out by its own employees, because politicians and civil
servants place more weight on these goals than do private contractors (Hart, Shleifer,
and Vishny, 1996). Such attention to social goals may in some cases be efficient despite
the higher cost of in-house provision. The political patronage view argues that politi-
cians get political support from public employees when services are provided in house
and so favor this mode unless pressured by taxpayers into lower-cost private contract-
ing. The ideology view states that some voters simply hate big government and so
support privatization.

In this article we empirically examine the merits of these three views of the de-
terminants of privatization using a sample of public services for the 3,042 U.S. counties.
We have little direct evidence on the efficiency view but try instead to find evidence
bearing on the political patronage view and, to a lesser extent, on the ideology view.
Specifically, we explore the tradeoff between the political benefits of in-house provision
and the pressure to curb government spending.!

‘We examine a range of services that counties most commonly provide, including
hospitals, landfills, libraries, nursing homes, public transit, sewerage, stadiums, fire
protection, airports, water supply, electric utility, and gas utility, and look at two modes
of provision of these services: contracting and in house. We do not look at the less
common alternatives to public provision, such as volunteerism, franchising, or vouch-
ers, which are also sometimes described as privatization (Savas, 1987). Since different
services are provided by different levels of government, in most cases only a small
subset of the counties provide a given service at all. We do not focus on the alternative
of nonprovision, also known as service shedding, in this article.

We look at the determinants of the provision mode in 1987 and at how it changes
from 1987 and 1992. To do that, we look at a variety of political and budgetary
variables, focusing primarily on state laws that influence the political benefits and costs
of in-house provision by counties. For example, some states require a merit system in
county hiring, set local purchasing standards (such as requirement of competitive bid-
ding), forbid political activity by public employees, etc. Under the political patronage
model, these laws should reduce county politicians’ discretion and hence reduce the
political benefits obtainable from hiring government employees to provide services.
This, in turn, should raise the likelihood of privatization.

Along similar lines, the main benefits of in-house provision accrue to public em-
ployees, who are also the greatest opponents of privatization. We use a variety of labor-
market and unionization measures to gauge their role in determining the provision
mode.

! Kodrzycki (1994) looks at some of the demographic and labor-market determinants of the privatization
decision. She does not examine the political issues that are the focus of our article.
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Under the political patronage model, harder budget constraints of local govern-
ments raise the likelihood of privatization. We focus on the role of state laws, such as
restrictions on bond issues, balanced budget amendments, and county restrictions on
taxation. In addition, following Poterba (1994), we look at state fiscal crises as stimuli
to privatization. These enable us to examine empirically how political patronage be-
comes constrained by pressures from taxpayers.

The next section briefly outlines the three theories of privatization and their predic-
tions. Section 3 describes our dataset. Section 4 presents the basic evidence on the deter-
minants of privatization and deals with some econometric problems. Section 5 concludes.

2. Theoretical issues

®  The three leading theories of the determinants of the privatization decision—efficiency
(social goals), political patronage, and ideology—have different implications for the data.
Our empirical analysis focuses on the effects of clean-government laws, hard budget con-
straint laws, and labor market conditions on privatization decisions. Accordingly, we eval-
uate the predictions of the three theories for the effects of these variables.

Some of the reasons for in-house provision of government services are purely
normative. Private contractors might fail to pursue social goals that politicians want to
attain (Sappington and Stiglitz, 1987; Shapiro and Willig, 1990). If these politicians
cannot write a complete contract that specifies exactly what contractors are supposed
to do in all circumstances, they need a public bureaucracy they can control better to
make sure these goals are achieved (Hart, Shleifer, and Vishny, forthcoming).? For
example, private providers of health care might turn down the sickest patients to avoid
incurring the high cost of treating them if they can find a reason within the contract
to do so. A publicly run hospital, by contrast, would be more likely to accept such
patients, especially if a politician asks. Similarly, it may not be efficient for a govern-
ment to contract out the imprisonment of dangerous criminals. The contractor might
abuse the inmates, or reduce security in the prison to cut costs. The government may
be unable to specify in the contract all the actions that must be taken to ensure the
safety and the security of the prisoners, but if it asks for changes after the contract is
signed, the contractor can refuse unless the terms are improved. More generally, private
providers might cut quality if they don’t care about repeat business and if quality levels
are not fully specified in the contract.

These examples suggest that incomplete contracts can give the contractor room to
cut costs and quality, as well as the power to hold up the government that wants to
maintain quality. The problem of excessive contractor power, incidentally, becomes
much more severe if the politicians writing the contract with the private supplier make
a mistake (forget to include performance measures in the contract) or are simply bribed
to write a contract that benefits the private supplier (AFSCME, 1984; Hart, Shleifer,
and Vishny, forthcoming). This logic suggests some potential efficiency benefits of
in-house provision of government services. Of course there may be efficiency benefits
of private contracting as well, such as contractor specialization and investment in spe-
cific assets. In equilibrium, both delivery modes will be observed.

Under this simple efficiency model, the privatization decision should be determined
only by the tradeoff between achieving social goals and providing services at the lowest
possible cost. Clean-government laws should have no effect on the privatization deci-
sion. The efficiency model does, however, predict that hard budget constraint laws
increase the likelihood of privatization. A poorer government is less likely to care about

2 While disciplining unionized public employees is notoriously difficult, this is not true of the high-
level political appointees who typically run park districts or prisons. Such high-level employees are likely
to cater to the wishes of the politicians.



