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Abstract

Public infrastructure is largely managed in America by state and local governments, which also
provide most of the financing. In fact, local government has more fiscal responsibility in the
U.S. than do local governments in any other nation in the developed world, says Cornell
professor Mildred Warner. One popular answer to more effective use of funds has been to bring
market and business principles to such services, and in particular to privatize them. But Warner,
based on her own comprehensive empirical studies, says the experiment in privatization at the
state and local level has not been satisfactory. State and local governments thus need
substantially more federal financial support. She provides guidelines as to how and when
privatization can be valuable and when it will fail.

' Mildred E. Warner is Professor of City and Regional Planning at Cornell University. She is an international expert
on local government service delivery, economic development and privatization issues. She has been an invited
speaker on local government privatization in New Zealand, Australia, Great Britain, Spain and Norway. She has
published widely on the topic in major US and international journals. Partial funding for her research (to look at
rural impacts) has been awarded by the National Research Initiative of the Cooperative State Research, Education
and Extension Service, U.S. Dept. of Agriculture, Grant # NYC-121524. She would like to thank Amir Hefetz and
Lisa Cimbaluk and Germa Bel whose collaborative work contributed to the analysis in this chapter. More
information on Dr. Warner’s research can be obtained from her website http://government.cce.cornell.edu
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Local Government Infrastructure — and the False Promise of Privatization

Introduction

Local public services create the physical and social infrastructure for sustainable
economic development. Water and sewer systems, roads and bridges, solid waste management
and human services are critical elements of the physical and social infrastructure that make
communities desirable places to live and attractive to economic development. Local government
leaders, whether Republican, Democrat or Independent, are pragmatic managers focused on
providing quality services in an efficient and equitable manner.'

In this chapter I will discuss the infrastructure crisis facing local governments and the
need for increased federal investment. I will present actual trends in local government service
delivery and show empirical results of the effects of privatization over the last decade. I will
conclude with recommendations for policy.

Infrastructure in Crisis

The basic public services provided by local government are critical to sustain public
health, promote economic development and ensure quality of life. Police, fire, safety, roads and
bridges, water and sewer systems, recreation and library services, services for the elderly and
children, are all services citizens demand from local governments. A recent report card by the
American Association of Civil Engineers rates the nations’ water and wastewater infrastructure
as poor ‘D-,” the lowest rating given to any infrastructure measured.” The EPA and
Congressional Budget Office estimate America needs $10-11 billion per year for the next 20
years to replace aging water facilities and meet clean water act standards, and $15-20 billion per
year to replace waste water systems and meet increasing demand." The AACE report card does
not rate transportation infrastructure much better. Roads (D), bridges (C) and transit (D+) are all
mediocre to poor. Although transit ridership is up, Federal investment is down. Over a quarter of
the nation’s bridges are structurally unsound or functionally obsolete. Parks (C-) and solid waste
facilities (C+) rank slightly better but face needed improvements in maintenance. Recycling still
only accounts for 25% of the waste stream. What is most disturbing about the AACE
infrastructure report card is that all the ratings are down from 2000. The infrastructure
investment crisis is becoming worse, largely as a result of declines in federal investment.

Local governments can not bear the full burden of replacement and maintenance costs.
Already US local governments have a higher degree of fiscal autonomy than local governments
elsewhere in the world. According to the US Census of Local Government, locally raised
revenue accounts for 57% of local government expenditure (in 2002, the most recent year for
which data are available). See figure 1. State aid accounts for about 40% of local expenditure
and Federal aid for less than 3 percent. With rising real costs of local government services (19 %
over the last decade) and major reinvestment requirements in infrastructure, an increased Federal
investment role is needed. Federal aid peaked in 1977 and has been dropping with devolution
since that time." Now is the time to reverse that trend. Local governments, with their more
limited array of revenue raising instruments (property tax, sales tax and user fees) do not have
the wherewithal to raise the funds for the infrastructure investments required for the 21* century.
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Figure 1: US Local Government Finance Trends 1987-2002
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Source: US Census of Government Finance Files 1992-2002. Dollars per capita, deflated
2000=100. Analysis based on county areas (all local government units within a county),
N=3100.

Is Privatization the Answer?

Over the last two decades there has been a revolution in public management promoting
increased use of contracting, competition and benchmarking. Osborne and Gabler’s famous
1992 book, Reinventing Government, advocated for process improvement — to bring market
discipline inside government while maintaining a strong focus on citizen satisfaction." This book
was widely read by local government leaders and gained broad support for its efficiency and
market based approaches.” Many scholars and reform advocates assumed that privatization or
contracting out services would enhance efficiency, choice and attract additional private capital to
public infrastructure projects. However, the actual experience of local governments using
privatization challenges those theoretical propositions.

Since 1982 the International City County Management Association has tracked how local
governments deliver these services.” What the data show is that despite strong support for the
ideals of reinventing government, local government managers are pragmatic. They have
experimented with privatization and contracting out and not found them to be panaceas.
Privatization works in some services and in some places but not in others. Over the last decade
we see service delivery trends are basically flat. Direct public delivery has remained the most
common and stable form of service delivery, at over 60% of all services. There was some
growth in privatization between 1992 and 1997 — evidence of the efforts by local managers to
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experiment with privatization reforms. However, privatization rates fell back again in 2002.
Inter-municipal cooperation, the primary alternative to privatization, also fell."" See Table 1.

Table 1: Trends in Local Government Service Delivery
Trends in Local Government Service

Delivery

1992 1997 2002
Direct Public
Delivery 60% 62% 59%
For Profit
Privatization 12% 16% 14%
Inter-municipal
Cooperation 15% 13% 10%

Author Analysis: Average provision by delivery mode, averaged across all municipalities
surveyed. Columns do not sum to 100 as only the top three service delivery alternatives are
considered. Analysis based on Generalized Estimation Model results which account for uneven
sample size across ICMA Alternative Service Delivery surveys 1992 N=1444, 1997 N=1460 ,
2002 N=1133 U.S. municipalities.

The relatively flat privatization trend belies a dynamic of experimentation that is
occurring across municipalities and across services. Governments contract out and then reverse
contract — bringing previously privatized services back in house. No survey asks directly about
changes in service delivery over time. However, by pairing the ICMA surveys we can track
these changes in service delivery patterns as approximately 40% of the respondents are the same
for any two surveys.”™ This dynamic analysis shows that most service delivery is stable.
Services are provided in the same manner over time. In figure 2, we see that direct public
delivery is the most common form of service delivery and the most stable — accounting for 44%
of all services in each of the two year paired samples. Twenty seven percent of services are
provided through stable contracts (either to for profits, non profits or other governments).” In
fact the first ICMA survey from 1982 shows privatization levels roughly the same as 1992.

There is a longstanding tradition of US local government contracting for service delivery.
Many of our human services appeared first in the non-profit sector and were later supported via
government contracts as demand overwhelmed capacity in the voluntary sector. Private for
profit deliverers historically were common in street cleaning, transit, water systems in small rural
communities and in waste collection. But contracting is not static. Local governments both
contract out and contract back in. Contracting out is well understood. Local governments use it
to provide new services, to meet new environmental or technical requirements for which they do
not have internal capacity, and to save money. Contracting back in occurs when governments
realize they can provide higher quality or lower cost service in house, or when technical
requirements or service quality goals require internal control to ensure a failsafe delivery system.

In the 1990s, local governments experimented with more contracting as a response to the
reinventing government adage to “steer, not row” and to introduce more competition and
flexibility into local government service delivery systems. The ICMA data, because of the
consistent survey design over the years, enables us to track these dynamics in service delivery.
What is interesting is that in the 1992-1997 period new contracting out was 18% of all service
delivery and contracting back in only 11%. By the 1997-2002 period, these ratios reversed and
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new contracting out dropped to 12% while contracting back in rose to 18%. These data show a
pragmatic process of local governments experimenting with privatization.” See Figure 2.
Figure 2: Dynamics in Local Government Service Delivery
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Author analysis based on data from the International City/ County Management Association,
Profile of Alternative Service Delivery Approaches, Survey Data 1992, 1997, 2002 Washington,
DC. Paired samples, 1992-1997= 628 municipalities, 1997-2002=480 U.S. municipalities

Reprinted with permission from: Hefetz, Amir and Mildred E. Warner. 2007. “Beyond the
Market vs. Planning Dichotomy: Understanding Privatisation and its Reverse in US Cities,”
Local Government Studies, 33(4):p 557.

To understand better why local governments bring previously contracted work back in
house, I conducted a series of interviews with local governments in 2001, and then worked with
ICMA to add a question to the 2002 survey asking local governments why they reverse
privatize.”" The primary reason cited by over 73% of governments was problems with service
quality. The next most common reason was lack of cost savings cited by 51% of responding
governments and 36% reported that internal government efficiency had improved. Problems
with contract specification and monitoring were listed as problems by less than 20 percent of
governments. These results suggest it is poor contractor performance, not politics, which leads
to strong political support to bring service delivery back in house. See Table 2.

Table 2: Reasons for Bringing Contracts Back in House

Service quality was not satisfactory 72.7%
The cost savings were insufficient 51.0%
Local government efficiency improved 35.9%
There were problems monitoring the contract 20.4%
There was strong political support to bring back the service delivery 21.6%
There were problems with the contract specifications 15.1%

ICMA Survey of Alternative Service Delivery 2002, N=245 U.S. Municipalities who answered
the question, “Why did you bring services back in house within the last five years?”
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Reprinted with permission from Warner, M.E. and Amir Hefetz 2004. “Pragmatism over
Politics: Alternative Service Delivery in Local Government, 1992-2002,” pp 8-16 in The
Municipal Year Book 2004. Washington, DC: International City County Management
Association), p. 15.

Critics of local governments’ failure to privatize more have argued that bureaucratic and
labor resistance explains low rates of privatization."" The ICMA survey data tell a different
story of pragmatic managers seeking high quality and cost savings and finding that privatization
does not always deliver. A recent report by Deloitte and Touche on 25 Fortune 500 private
sector firms shows similar concerns with contracting.™ Many private sector firms have also
brought work back in house and the reasons driving it are the need to maintain internal
knowledge and capacity regarding the service, ensure failsafe delivery, and control costs.

Contracting out is not the panacea it was once thought to be.

These managerial reflections are borne out in more quantitative research. Recently a
colleague and I conducted a meta analysis of every published study of privatization in water
distribution and solid waste collection.™ These are the two services with the widest experience
with privatization across the US and the world. Some of the earliest experiments began in the
late 1960s and early 1970s. Much scholarly attention has been given to these services and so a
robust empirical record is available. Most studies find no difference in costs between private
delivery and public delivery. Where lower costs with private delivery were found, they tended to
be the earlier studies, suggesting erosion in any efficiency gains over time. See Table 3.

Table 3: Privatization and Cost Savings: Meta Analysis of Empirical Studies 1965-2006

Private Delivery Public Delivery No Cost / Efficiency Difference
Cheaper / More Cheaper / More Between Public or Private
efficient efficient Delivery

Water 3 studies 4 studies 10 studies

Distribution

Solid Waste 6 studies 1 studies 11 studies

Collection

N = 35 econometric studies of costs in water and waste delivery 1965 — 2006. Additional
detail on studies reviewed found in Bel and Warner (2008).

Reproduced with permission from Germa Bel and Mildred E. Warner. “Challenging Issues in
Local Privatization,” Environment and Planning C: Government and Policy, 26(1)(2008): 104-
109.

What Explains the Lack of Cost Savings Under Privatization?
Lack of Competition

Theoretically, the gains from privatization should be a result of competition, creating
market pressures for efficiency. However theory also predicts that private owners will seek to
maximize profit at the expense of quality if careful monitoring is not conducted. One
explanation for the lack of cost savings in water privatization may stem from the careful quality
control/inspection system that ensures safe drinking water. Thus, the only cost savings would
have to come from process improvements. In waste collection, where improvements in truck
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routing, recycling and vertical integration of the collection to disposal system have created
process improvements, there have been real efficiency gains. However, consolidation in the
waste sector threatens those gains as competition erodes and price increases are forced upon
local governments.™"

I conducted a survey with the ICMA in 2007 to find out just how much competition US
local governments find in their local markets for the 67 basic local services ICMA tracks.
Managers rated competitiveness in their local market for each service by five levels: 0 for no
competition (government provision only), 1 for one alternative private provider, 2 for two
alternative providers, 3 for three alternative providers, or 4 for four or more alternative providers.
Across all services the average number of suppliers for municipalities was less than one,
suggesting very little competition in general.

We can see from Table 4 that waste collection has more competition than water
distribution and treatment. This makes sense. Water distribution is a network service and as
such is a natural monopoly. Privatization merely substitutes a private monopoly for a public one.
This is the case for many local government infrastructure services. In the case of network
infrastructure or any infrastructure with fixed assets, public monopoly or government regulation
is a more effective approach to ensuring efficient service delivery than privatization or
deregulation - a point further described in Woodrow Clark’s chapter on agile energy systems.
There are advantages to public monopolies in the case of network services. A recent review of
privatization of water distribution and waste collection in the US and Spain found that
privatization was higher and more stable in Spain because Spain uses a hybrid public/private
firm model (similar to a State Owned Enterprise) to achieve private sector flexibility in labor
regulation and still maintain public control over investment and pricing decisions.™"

Table 4: Number of Alternative Suppliers for Water and Waste Services

Service Average # Suppliers
residential waste collection 2.59
commercial waste collection 2.85
waste disposal 1.69
water distribution 0.79
water treatment 0.88
sewage collection/treatment 0.67

N=164 U.S. municipalities
Unpublished survey conducted by author in collaboration with ICMA, 2007.

Need to Manage Markets.

Local governments respond to this lack of competition by carefully managing the market
for local services. They realize they can not contract out and walk away. Instead they must stay
in the market to benchmark costs and promote competition — even if it is a competition of two -
government and one alternative private provider. Mixed market delivery — where government
contracts out a portion of the service and provides another portion in house — is a means to
maintain competition in the local market and is becoming more common among US local
government managers.
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We see in Figure 3, that after contracting out peaked in 1997, what grew was mixed
public/private delivery. Governments have realized that complete contracting out is risky.
Contracting is a tool that must be carefully managed. To use markets for public services,
government must be part of that market. Regression analyses for the 1992-2002 period show
that mixed delivery is driven by concerns with cost savings, competition, monitoring and citizen
engagement in the service delivery process.™ "

Figure 3: Local Government Service Delivery Trends
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Percent of provision averaged across all responding governments. Provision is percent of total
number of services provided on average. Provision Rates: 66%, 61%, 53% for 1992, 1997, 2002
respectively. Author analysis based on data from the International City/County Management
Association, Profile of Alternative Service Delivery Approaches, US Municipalities, 1992, 1997,
2002, Washington DC.

Reprinted with permission from Mildred E. Warner and Amir Hefetz 8. “Managing Markets for
Public Service: The Role of Mixed Public/Private Delivery of City Services,” Public
Administration Review, 68(1)(2008) page 151.

Increased Attention to Citizen Participation

The decades of experimentation with new public management have taught us many
lessons. First, there is more space for market delivery than we originally realized. A focus on
management and consumer choice can improve service delivery and citizen satisfaction. Second,
public bureaucracies can improve service delivery. This can be done through internal process
improvements, new labor- management collaborations, and new forms of citizen engagement in
the service delivery process. This involves planning, technical management and citizen
participation. Third, there are real limits to competition and serious risks with market delivery.
A balanced approach to governmental reform is emerging that links the benefits of markets, with
the benefits of technical planning but balances these with concern for democracy and public
engagement.”™™ See figure 4.
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Figure 4: Balanced Approach to Government Reform
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Reprinted with permission from Mildred E. Warner. “Reversing Privatization,
Rebalancing Government Reform: Markets, Deliberation and Planning,” Policy and Society
(2008).

One problem with the reinventing government reforms is they confused the citizen with
the consumer. Consumers want choice, quality and low prices; but citizens want more than the
anonymity of a market process. In a democracy we need citizen engagement in designing those
service choices. This is more than an efficiency discussion; it also involves values. Many local
government reformers who pushed the business model too far, got unelected by citizens
frustrated with loss of local control, local employment and community identity in local service
delivery. Citizens take pride in having their own fire department, library and police force even if
it may be cheaper to consolidate or privatize. Democracy is about choice - political choice, not
market choice. It has to reflect public values. What local government officials have discovered
is that citizens care deeply about the quality of their local services and their involvement in those
decisions. Mere market choice is not enough.

Specific Infrastructure Examples
Water Distribution and Treatment

Water will be the major resource constraint of the 21% century. Clean water is critical to
human health and economic development. While the US has sufficient fresh water, supply is not
well matched with demand. Urban and agricultural water demand in the arid South and West
already exceeds water supply. With increasing population and changing weather patterns due to
climate change, water problems will become even more severe. When we couple this with
higher drinking water quality standards and the aging urban water infrastructure, we are faced
with a serious crisis.

Cities will need new investment to rebuild, renew and extend their water systems.
Ironically most US community water systems are up for renewal at the same time. This is
because these systems were established as part of three waves of federal investment — in the late
1880s-early 1990s, pure steel with a lifespan of approximately 100 years; in the 1930s, mixed
metal piping with a lifespan of roughly 70 years; and in the post World War II era, plastics with a
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lifespan of around 30 years.™ While the earlier periods of system development were marked by
significant federal investment, this time, the political will for such investment is missing and
local governments are being encouraged to pursue private investment through public private
partnerships. But the demand for funds - estimated by EPA to range from $250-300 billion over
the next twenty years,”™ will require more than legislation to lift the cap on private bond activity
proposed by Congress in 2007.

There is a strong ideological debate over privatization of public water systems with
groups such as the Reason Foundation and the Water Partnership Council claiming benefits and
groups such as Food and Water Watch and Alliance for Democracy claiming problems with
quality, costs and access.™" A statistical review of ownership across water systems in the US
found no evidence that private systems or public private partnerships perform better than public
systems in quality compliance.™" Most private water systems are in rural communities and
there is special concern about finance, staffing and quality in those systems. Urban privatization
efforts have met with mixed success — high profile failures and successes. But longitudinal
analysis of studies of water system ownership and costs find no savings with private delivery.™"

The cost of capital to private investors is not cheaper. Municipal bonds provide lower
interest rates and make more sense for long term investments. The problem is such bonds
require public approval and many local governments face major infrastructure reinvestment costs
but are at their debt ceiling. Private capital allows local governments to avoid public
accountability in debt load approval, but it costs more in the long run. A better approach would
be to provide more Federal investment capital (which was provided in each of the earlier waves
of infrastructure investment), and raise local government debt ceilings for long term
infrastructure projects such as water systems.

Competition is practically nonexistent. According to data from Public Works Financing,
of all privatization contract renewals of water/wastewater in the U.S. between 1998 and 2001, 75
percent were renewed by renegotiation (without competition), 16 percent were renewed by
competition (10 percent retained by the incumbent and six percent won by another company) and
eight percent were deprivatized (returned to public production).”™ Privatization without
competition explains the limited experimentation with privatization in water and the high rates of
reversals or contracting back in. We see in Table 5 that water delivery remains overwhelmingly
public — from two thirds to three quarters of all municipalities. Privatization is less than 7
percent. The major alternative to direct public delivery is inter-municipal contracting which is
over a quarter of all responding governments. Inter-municipal contracting allows scale
economies but keeps the service public and thus avoids the risks of privatization. However, risks
of accountability can still occur as service delivery is one step removed from the locality.™"" See
Table 5.

10
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Table 5: Alternative Forms of Service Delivery: Water and Waste

Sewage
Collection Residential Commercial
Water Water and Waste Waste Waste
Pure Public Delivery Distribution Treatment Treatment Collection Collection Disposal
1992 74.6% 66.6% 56.7% 46.7% 23.3% 31.5%
1997 74.6% 69.8% 59.3% 36.8% 23.2% 30.0%
2002 75.9% 71.4% 60.8% 44.5% 33.3% 32.7%
For Profit Contract
1992 4.9% 4.1% 4.6% 37.1% 53.5% 32.1%
1997 7.3% 5.1% 7.9% 48.8% 60.1% 40.4%
2002 7.2% 6.3% 8.3% 39.4% 43.1% 38.1%
Inter-Municipal Cooperation
1992 15.6% 26.1% 32.6% 2.2% 21% 27.2%
1997 14.9% 22.1% 27.2% 3.1% 3.4% 20.5%
2002 14.1% 17.9% 25.7% 3.5% 3.9% 18.1%

Author Analysis: ICMA Alternative Service Delivery Surveys 1992-2002.

Solid Waste Management

Waste management is the area with the widest experimentation with privatization among US
local governments. We see in Table 5 that close to half of all municipalities now use private
haulers for solid waste collection. Solid waste is a network infrastructure but more flexible
(routes on roads, rather than a fixed delivery infrastructure) and thus more prone to competition.
My 2007 survey of local governments found on average municipalities faced markets with two to
three alternative suppliers in waste collection. These were among the highest levels of
competition found for any of the 67 services ICMA measures. Even with this level of
competition, however, there are problems with competition in the solid waste sector. The
industry is now dominated by three major private providers - Waste Management Inc., Allied
Waste Industries and Republic Services, but in any particular local market one provider typically
dominates.

The level of contracting is both higher and more stable in solid waste than in water, and the
level of contract reversals is lower. See Table 6. This shows waste collection is a better
candidate for privatization than water distribution, though still not without problems as our
analysis of cost savings showed.™""

Table 6: Contract Reversals in Water and Waste

Stable Stable New  Reverse
SERVICE Public Contract Contract Contract
Residential Waste Collection 38.1% 44.7% 5.8% 11.5%
Commercial Waste Collection 24.8% 55.0% 9.3% 10.9%
Waste Disposal 25.0% 54.3% 9.1% 11.6%
Water Distribution 61.7% 11.2% 8.1% 19.0%
Water Treatment 59.4% 15.2% 8.2% 17.2%
Sewage Collection and
Treatment 49.7% 27.0% 8.4% 14.1%

ICMA surveys 1997-2002, U.S. municipalities. Author Analysis N=480

11
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Waste collection has higher levels of privatization than water distribution, and is more
likely to find cost savings, although these erode over time. In both water and waste, empirical
analysis shows that competition is typically for the market — for the initial contract. Competition
in the market is difficult to maintain. For example, rural governments are least likely to use
privatization due to lack of alternative market suppliers. Suburbs enjoy the widest array of
alternative service providers and have the highest rates of privatization. But even for suburbs,
privatization rates do not exceed 20%.”"" Local governments need the flexibility to choose the
service delivery approach most appropriate to their needs.

The debate should not be over public or private delivery of local government services. The
debate should be over cost and quality of that service delivery. The above analysis has shown
that US local governments are willing to experiment with privatization, but they do so
pragmatically giving attention to market structure (the level of competition), government market
management (either through mixed market/public delivery or regulations and incentives), and
citizen concerns (customer satisfaction and concerns for public participation in the service
process).

Policy Recommendations

In this chapter I have argued that we need to focus on rebuilding public infrastructure.
Water and waste have been my examples because other chapters are covering transportation and
energy infrastructure. A common theme throughout is the need for increased federal investment.
Private investment alone will not meet the need. Private capital is too costly, private delivery has
not proven to be less costly; and the public is demanding more government capacity to deliver
quality, failsafe public services. To achieve this we must address not only the capital
requirements, but also look carefully at the implications for market regulation, and the staffing
requirements inside government.

Reinvesting in Public Infrastructure

EPA estimates we need $30-35 billion per year over the next twenty years to rebuild and
replace aging water and wastewater infrastructure.™™ Local governments, caught between rising
service needs and citizen demands for lower taxes, can not bear the entire burden. Federal
investment is required, as it was in each of the earlier periods of development and renewal. Our
health and our economic prosperity depend on it. So too, does our national security.

State and local governments have a role to play, but so too, does Congress. First, we
need to dramatically increase federal programmatic funding for infrastructure. The recent
proposal for a National Infrastructure Bank™" for regional projects, could also be an appropriate
model for increasing investment in local infrastructure. The American Association of Civil
Engineers sums it up well “If the nation fails to meet the investment needs of the next 20 years, it
risks reversing the public health, environmental, and economic gains of the past three
decades....Clean and safe water is no less a national priority than are national defense, an
adequate system of interstate highways, and a safe and efficient aviation system. Many other
highly important infrastructure programs enjoy sustainable, long-term sources of federal backing,

12
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often through the use of dedicated trust funds; under current policy, water and wastewater
infrastructure do not.””™"

Unfortunately, Congress had been moving away from programmatic infrastructure
investments. Over the last two decades Federal appropriations for water and wastewater have
fallen and infrastructure revolving loan funds—such as the Clean Water State Revolving Fund
and the Safe Drinking Water State Revolving Fund—have been created to devolve responsibility
for water and wastewater management to the state and local level. As programmatic federal
infrastructure funding has dropped, Congress has increasingly used earmarks to meet constituent
demand.™" Earmarks are neither fair nor efficient. A recent study using EPA data from 1992-
2004 showed earmarks cluster in districts of more senior congressmen, in wealthier states, and
are less likely to lead to completed projects.™™ " We need to return to a system of programmatic
funding based on critical review of need and cost. We also need more investment.

Second, we need new forms of financial accounting. Life-cycle cost analysis principles
should be used to evaluate the total costs of projects. We need to establish a federal, multi-year
capital budget for infrastructure. This would serve as a mechanism to help reduce the conflict
between short-term and long-term needs. Major inefficiencies in the planning, design and
construction process for long-term investments occur because the current federal budget process
does not differentiate between expenditures for current consumption and long-term investment.
A capital budget system would help to increase public awareness of the problems and needs
facing this country’s physical infrastructure, and would help Congress to focus on programs
devoted to long-term growth and productivity. ™"

Regulating the Market

There is a role for private markets in the delivery of public goods. The last two decades
of experimentation have tested that potential, but also have shown its limits. Privatization has
proven to be unstable, and has not delivered the promised cost savings. Lack of competition is
one primary reason for the failure to find cost savings. But promotion of competition is not the
only solution. The United Kingdom tried this with compulsory competitive tendering (1988-
1998) and more recently with a contestability policy. But results show even in the British policy
environment, cost differences between public and private delivery are slight.”™" Savings erode
over time. The real challenge is to promote process improvement. This requires an internal
focus within government and careful attention to market management.

US local governments have been more skilled at market management. We see increased
emphasis on mixed delivery — where public providers and private providers compete in the same
service area. This gives public sector a benchmark on cost and quality, creates a minimal level
of competition (public vs private), and ensures public scrutiny of the service delivery process.
Given the lack of competition and the trends toward consolidation in many public services, anti-
trust policy also must be an important part of public policy.

Managing markets to promote competition is not the only alternative. The natural
monopoly status of much public infrastructure makes regulating monopoly as important as
efforts to introduce competition. The publicly regulated utility model, despite its flaws, has
proven to be more stable and flexible than the adventures with deregulation in the energy
sector.”™"" In Europe, where privatization rates are both higher and more stable, monopoly
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provision is common, but not with a pure private firm. Rather hybrid organizations that involve
private incentives and flexibility, but public control, are more common.™"" The US still gives
primary emphasis to competition. But the cost and instability of that approach invites new
thinking about ways to harness the stability of monopoly production, but ensure that it meets the
public good.

An area of increasing importance for market regulation will be the international arena.
The General Agreement on Trade in Services (currently under discussion) will make a much
wider array of local government services subject to international competition. The goal is to
increase competition, broaden access to foreign capital for investment and promote innovation.
However, in order for local governments to make effective use of international investment, they
must have clear authority to negotiate contracts, an open and public adjudication procedure to
resolve disputes, and the ability to make legislation that reflects local preference. The current
free trade agreements articulate governance protocols that do not meet these criteria.”™""
Modeled after the governance protocols in NAFTA, they give more power to foreign investors
than to local governments, substitute private tribunals for the public courts system, and limit
public legislative authority. Subsidies, local residency requirements and other local controls on
service delivery may be challenged as non tariff barriers to trade.™ ™ Decisions made at the
local level can be challenged, not in the public courts system, but in private arbitration tribunals
to which local governments and their citizens have no access. This can be corrected via the
ongoing negotiations over the GATS. The Trade Promotion Act of 2002 challenged the
superior rights given to foreign investors and required they be limited to those enjoyed by
domestic investors, but these provisions were not followed in recent negotiations on
CAFTA . US local government groups are concerned about preemption of local government
authority to undertake basic planning functions and set standards for acceptable risk. The
Intergovernmental Advisory Council (IGPAC) has asked the US Trade Representative
protect US courts and support transparency, and abide by principles of federalism that
allow all levels of government to regulate. x|

Using markets for public services requires a government role — as a market participant
and as a regulator. Competition alone is not enough. Careful attention to anti-trust policy,
monopoly regulation and market oversight is required. This involves a role for national
government — in anti-trust and free trade policy, and local governments in local legislation and
contract management. Care should be taken not to preempt local government authority in this
regard.

Rebuilding the Public Workforce

Citizens are frustrated at the loss of capacity in government. With baby boomer
retirements and the effort to shrink staff to save money, much of the expertise in government in
declining. There is a public sector labor crisis on the horizon. This problem is more severe at
the federal level than at the local level. Paul Light estimates that at the Federal level the
“shadow” contracting workforce of government is eight times larger than the core public service
workforce itself.* This loss of capacity causes even core functions, such as accountability and
oversight to be contracted out — leading to a crisis of accountability and of public confidence.
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Young people do not choose public sector employment as a first choice because of the
perceived rigidities in public employment systems. A major policy effort to address the staffing
crisis needs to be mounted. Even the private sector is becoming concerned as it recognizes the
need for adequate public staff to effectively manage the public infrastructure that is critical to a
strong economy. A promising example is the Federal Partnership for Public Service which
brings private sector leaders together with the public sector to design new financial management
systems, new hiring practices, and create a new ethic for public service.™ Similar efforts should
be developed at the state and local levels. Recruiting the next generation of public workers will
be critical if the public sector is to effectively compete for talent as we move into a period of
national labor shortage.

Ensuring Accountability

New models of public-private partnerships are appealing, however, they still need to
develop robust measures for public transparency and accountability. As we experiment with new
forms of public private partnership, many PPPs operate outside the limits of public
accountability or financial scrutiny. This can no longer be tolerated. Partnerships are the wave
of the future, but they must be brought under increased public scrutiny. The public demands
accountability. PPPs can not be used to skirt public accountability rules and financial oversight.

We must recall why civil service reforms were brought into government in the first place
— to limit nepotism and cronyism, to ensure stability of service delivery despite political
transition, and to ensure adherence to accountability rules. Under contracting, these same
problems of cronyism and collusion emerge, and yet the legal protections and remedies are
unclear. Private contractors operate outside government accountability rules: principles of open
government need not apply, unless explicitly stipulated in the contract.™™ As we move into more
hybrid systems, we must develop accountability rules that preserve the basic values and public
oversight required for effective democratic government.

Reinvesting for the Future

Local government services provide the infrastructure necessary for economic
development and community well being. Water, wastewater and solid waste are three
infrastructures that have received primary attention in this chapter because they are the services
with the widest research base and they effectively illustrate the challenges that must be
addressed. Similar investment is required in the human services (child care, health care, schools,
etc.) that form the social infrastructure for our communities.

Public infrastructure needs public investment. Private investment and expertise can
complement public delivery but not replace it. Among local government managers the issue is
not privatization; it is how best to meet the demand for high quality local government services in
a cost efficient manner. Privatization is just one tool, and empirical experience of US local
government officials over the last two decades shows its limits. Competition is hard to create
and maintain, cost savings (if any) from privatization erode over time, and service quality often
suffers. This is why managers in both the public and private sectors are looking more critically at
the purported benefits of contracting out. Citizens, too, are becoming more suspect of
management or market gimmicks. They want real efficiencies and continued service quality.
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Local governments are pragmatic. They experiment with contracting out and with public
delivery in a process of continuous improvement and testing to find the mix of delivery options
that best meets their communities’ needs. They must be allowed to continue that
experimentation. The privatization reversals seen at the local government level in the last decade
reflect a pragmatic search for what works best in each service and each location. This is not a
return to old government bureaucracy. Rather, this represents the emergence of new hybrid
systems, which combine government and market but do so in a way that ensures efficiency,
accountability and public access.

The US has some of the most accountable, autonomous and efficient local governments
in the world. What they need is a new federal partnership - one that recognizes the infrastructure
investment requirements can not be handled by local tax payers alone. This requires financial
accounting and investment to address long term needs, government regulation of service
markets, and the public service employment and accountability to ensure high service quality in
a failsafe local government infrastructure system.
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