Privatization: You Don’t Always Get What You Pay For

An Exclusive Extract from the New Book by Elliott D. Sclar

Over the past two decades, government’s role in providing basic public services has been sharply challenged. In the name of

improved managerial efficiency and effectiveness, conservative political leaders have built unprecedented support for privatizing
everything from public hospitals, schools, and transit systems to police forces and prisons. Advocates have captured general media
backing for the view that, while millions of public sector workers may suffer job or wage losses in the process, privatization
consistently benefits most taxpayers by increasing competition and business-like practices among service providers.

In his important new book, You Don’t Always Get What You Pay For: The Economics of Privatization, (Cornell University









evaluated services such as public safety, education, corrections, health, human services and welfare. But it is these services which
comprise the bulk of the public budget.

Conclusions: Eight Rules for Improving the Public Sector

About one-half of all public money is dispensed via contracts. That is unlikely to change. Consequently even if the ideological calls for
privatization disappeared tomorrow, public contracting would still loom large in the life of society. If our goal is to improve the
functioning of the public sector rather than ride one of the “either/or” horses in a political race, we need to move forward on two
tracks: improve the environment of public service and improve the public contracting process. The issue is not what to privatize and
what to keep public. The real issue is how do we reorganize the agencies that provide public service and within that context, improve
the use of contracting. To that end, I conclude by proposing the following eight guidelines for a process of public sector reform.

Guideline One: Carefully Delineate the Output of Any Public Service Considered for Reorganization.

A public service, especially if it is a publicly supplied service rather than a pure public good, is almost invariably a far more complex
product than is the private sector counterpart to which it is compared. As the comparison of postal service and private package delivery
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management information systems are too often underestimated as are their costs. But if over the long run, regardless of whether there is
contracting or direct service provision, good public management is the key, then the costs of good information systems and cost
accounting systems is a high return investment.

Guideline Three: To Compare Privatization with In-House Operation, Use Avoidable Cost Accounting

Although ABC accounting is an improvement over the financial books, it cannot by itself reveal if change is cost saving because it
includes both overhead and direct operating costs. In essence it is a fully allocated accounting system. As we saw in the case of the
Foothills [California] Transit Zone that leads to a misleading overstatement of savings. As the situation in Santa Barbara demonstrated,
a fully allocated cost accounting process can even make it possible for a privatization to actually increase public expenses and still be
claimed as a savings. There is widespread professional agreement that cost comparisons in situations of privatization should be made
on an avoidable cost basis. If there is no avoidable cost savings in the short run, it is unlikely, though not impossible, given the
systemic reality of public contracting dynamics, that there will ever be any real savings from the privatization in the long run.

Guideline Four: Fully Address the Reality of Transactions Costs

The economics of organization teaches us that when a service is frequently or regularly used, it often pays to provide it internally
because of the transaction costs generated by supervising outside providers. This is especially true if the service requires highly
specialized equipment and/or especially skilled labor. Once these specific assets are controlled by the outside service provider the
public agency loses the ability to bargain for an efficient price or more effective service. The greater is the degree of control over the
needed assets, the more will the contract price diverge from the actual cost of production. New York City pays the highest price in the
country for contracted municipal school bus service. New York City has no cost-effective way to obtain access to alternative bus
service. The assets, drivers and vehicles are controlled by the contractors.

The more uncertain the service environment, the more difficult will it be to create a contract with low transactions costs. Where
risk is a major factor it becomes almost impossible for government to avoid paying a risk premium (contingency cost built into the
contract) to get competent work. However in situations in which the government must pay such a risk premium, it should carefully
consider in-house production as a preferable alternative.

That much said, it is also important to bear in mind that we are not talking about a simple “either/or” situation. Technology
changes and so do contract possibilities. Moreover in an age of low cost communications and information processing, it is especially
the case that efficient network alternatives are viable possibilities. It is therefore vital that the full range of these possibilities be
scrutinized in making decisions based on an evaluation of transactions costs.

Guideline Five: Recognize that Public Contracting is Different from Private Contracting.

One appeal of public contracting is its apparent similarity to private contracting. But the similarities are just that; more apparent than
real. The comparison is misleading. Public contracting will always be tightly constrained by accountability rules designed to ensure, to
the extent possible, that public money is spent on the intended public purpose. It can scarcely be otherwise. Absent tight regulation
money spent in the name of the people can easily be diverted to the pockets of the public officials or power brokers fashioning the
contracts as well as the contractors rather than to added value for the citizenry. That is the abiding story from the time of the
construction of the New York County Courthouse down to the construction of the Westchester County medical center parking
structure.

As a result public agencies are not free to pursue deals with the flexibility of the private sector. Public agencies must always be
prepared to justify the contracts into which they enter. Losing bidders have the right to challenge the winning bid and even force the
agency’s decision to be reversed, even when the initial decision is in the best interests of the citizenry. Officials and contractors
frequently bemoan the ways in which red tape ties their hands. We need to recognize this inflexibility as the price to be paid to avoid
moral hazards and give all bidders a fair opportunity to win public contracts. As a result even in the best of circumstances public
contracting for services is a second best option. It will always be more problematic than would be the case in the private sector. The
costs of these constraints should be honestly estimated in any privatization decision.

Guideline Six: Compare Three Alternatives

Too often the public decision on privatization is treated as an “either/or” decision. When that occurs it essentially involves casting up
the policy choice as a comparison between a government agency as it imperfectly exists and a contract market as it could ideally exists.
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As the experiences recounted in this book have demonstrated, contracting is at least equally as imperfect as is existing service. The
relevant comparison must be between the agency as it now exists, contracting as it is likely to exist and direct service provision as it
can feasibly be improved (termed “best practice”).

Once the choice is cast in that way, it no longer has to be a matter of a zero sum game that politically pits public employees
against private contractors. Instead it can be one in which rearrangements and permutations are possible. Rye Brook, New York went
down the “either/or” path two years ago. It has pul
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privatizations to proceed. But it has also stopped some that would have been costly errors. The existence of the law essentially forces
decisionmaking officials to move beyond the notion that privatization might work or that they thought it would be nice. It requires
them to do some real managerial homework. It permits impacted employees to submit proposals to reform work. In general it forces
the issue of privatization out of the realm of the ideological and into the realm of the practical.
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