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ix

T   the bookends for the work assembled here.
The bombing of the Murrah Federal Building in Oklahoma City led

me to accept the deanship of Harvard’s John F. Kennedy School Govern-
ment and to launch Visions of Governance in the 21st Century, an effort
to harness the Kennedy School’s scholarly resources to an exploration of the
problems and possibilities of modern democratic governance. The attacks
of September 11, 2001, occurred as the chapters in this book—the fifth
Visions of Governance collected volume—were taking their final shape.
The first atrocity demonstrated the depths that alienation from govern-
ment could reach. The second may mark a turning point in attitudes
toward the public sector and could enable a more open-minded assessment
of what had been a contentious topic—the employment of market means
to advance public goals. 

It is hazardous to predict the implications of so vast an event, to be sure.
But it seems likely that one effect of September 11 will be to dampen the
fires of antigovernment sentiment that flared so searingly at Oklahoma
City. The language of contempt and hostility toward the public sector that
had become commonplace in the late twentieth century suddenly seemed
irresponsible in America’s altered context. The targets, after all, were pub-
lic buildings. The indispensability of public safety workers was vividly on
display. And in the edgy aftermath of the attacks, Americans, and people
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around the world, gained a new sense of their shared stakes in effective
governance. Polls showed rising trust in government after decades of low
standing in the public’s eyes, and indeed the greater short-run risk may be
an excessive retreat from the American tradition of prudent wariness about
public authority.

A rebalancing of attitudes toward governance is welcome for a great
many reasons, but somewhere on the list is an improvement in the intel-
lectual climate for this book. Dispassionate analysis about the virtues and
dangers of market-based governance had been overshadowed and distorted
by the dominant narrative about a struggle between government and its
critics. This environment nurtured the simplistic view that markets and
governance are inherently conflicting and mutually exclusive principles.
Those who sought to bridle an over-ambitious public sector often instinc-
tively endorsed market-oriented models of governance as the next best
thing to shrinking the public realm. Government’s defenders—often just as
instinctively—generally took a dim view of market means, lest conceding
their potential be seen as surrendering ground to a formidable foe.

If September 11 does indeed rid us of the less reflective and more ex-
treme manifestations of antigovernment sentiment, we can discuss market-
based governance more calmly and candidly. As the level of ideological
ardor ebbs, even those most enamored of the market’s deft precision in pri-
vate exchange will concede that the invisible hand deals clumsily with some
collective tasks. And as their confidence grows about the renewed legiti-
macy of collective purposes, those committed to public missions will rec-
ognize that the true dedication to a cause requires openness to any promis-
ing tactic in its pursuit. Neither governments nor markets provide all the
answers for good governance, but each model has something to contribute.
This is the spirit in which this inquiry into markets as means for public
ends has been written, and the spirit in which we hope it will be read.

Joseph S. Nye Jr.
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A  . It defines a virtual ner-
vous system for an interdependent community composed of discrete

individuals. Separate minds conceive and carry out actions with shared
consequences. Thus any prospect for something better than solitude, sub-
jugation, or chronic conflict depends upon and has always depended upon
devices for taking into account the interests of others. We manage inter-
dependence through mechanisms of accountability.

There are a great many such mechanisms. Some (such as family, friend-
ship, and empathy) are elemental antecedents of organized society, not its
constructs. Some (such as religion) are partly constructed, partly not. Still
other mechanisms of accountability are clear-cut artifacts, rather than pre-
conditions, of civilized life. One broad model of accountability is gover-
nance—the rules and institutions for the authoritative organization of col-
lective life. Another is the market—cooperation arising out of voluntary
exchange based on individual assessments of value. Each of these generic
models has taken on countless different forms through human history
ranging from primitive to intricate in their construction, from crude to
sophisticated in their operation, and from calamitous to triumphant in
their consequences. 

Governance and markets also tend (to varying degrees and with varying
results) to be entangled with each other. History displays the two generic

Market-Based Governance
and the Architecture 
of Accountability 
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mechanisms in a nearly infinite array of hybrids, alloys, and combinations.
In this book we are concerned with one particular kind of entanglement—
the use of the market as a means for pursuing the goals of governance.
There is nothing new about market-based governance. When a Wall Street
broker was elected mayor of Jersey City in the 1990s and launched a pur-
portedly unprecedented tax-collecting partnership with private firms, he
was merely reprising (in essence, and in many of the details) arrangements
that were routine in the Roman Empire.1 Mercenary soldiers (who kill and
die for the state not out of a sense of obligation or patriotism but for a fee)
antedate Rome and are with us still. 

The final quarter of the twentieth century, however, was marked by a
surge of experimentation with new forms of market-based governance
(especially, but not only, in the English-speaking world). The administra-
tions of Margaret Thatcher in Great Britain and Ronald Reagan in the
United States provided sharply etched mileposts for the trend’s early stages.
Openness to market-oriented styles of governance both endured and dif-
fused, however, until by century’s end it was an unremarkable mainstream
sentiment. It may have been George W. Bush (Reagan’s would-be political
heir) who bluntly declared that “government should be market-based,” but
Bill Clinton’s views were only slightly less sweeping.2

This burgeoning enthusiasm for the market as a means toward public
ends has two sources, each displaying both sounder and shallower mani-
festations. One source is the comparative performance of markets and gov-
ernment; the other is change in the perceived legitimacy (among both élites
and the general public) of market-based arrangements. The two are related,
of course, as perceptions of relative performance reshape relative legitimacy.
Babe Ruth, asked why he should earn more for hitting baseballs than
Herbert Hoover earned for leading the country, explained, “I had a better
year than he did.”3 It is hard to deny that markets have had a better half
century or so than governments. In the United States and in most other
Western economies, the period after World War II witnessed a preponder-
ance of success in the market realm. Incomes rose. Wealth grew. Tech-
nology advanced. Corporations expanded and evolved.4

There were failures, too (and, just as important, sharply uneven rewards
from market success), but compared with the first half of the century, the
market stood in triumph. Over the same period, communism—perceived,
fairly or not, as one extreme on a market-to-government spectrum—was
unmasked as an apocalyptically bad idea. Even Western democratic gov-
ernments, meanwhile, seemed plagued by scandal, sclerosis, misjudgment,

  . 

01-0627-CH01  5/10/02  3:03 PM  Page 2



and lame performance. As trust in government decayed, the market gained
legitimacy (at least in relative terms).5 Especially in the interval bracketed
(at its start) by the fall of the Berlin Wall and (at its end) by the dot-com
collapse and the September 11 attacks, the reverence for markets and dis-
dain for collectivism that has always figured in America’s weltanschauung
was at full flood tide.

Four cautionary observations are warranted, though, before any further
inquiry into the potential and limits of market-based governance. First,
the lessons of the late twentieth century are considerably more complex
than simply “the more market, the better.” A good deal of the market’s
gratifying performance (in the United States and elsewhere) can be attrib-
uted to astute public policy. Government’s contributions to economic suc-
cess have been pervasive (if admittedly hit-and-miss), including interven-
tions as esoteric as nurturing technological progress and fine-tuning the
macroeconomy and as elementary as building roads and maintaining the
rule of law. By century’s end, several countries (including Russia) were
demonstrating that too light a governing hand—not just too heavy—could
have regrettable consequences. 

Second, a prudent respect for the market can degenerate into sterile
orthodoxy. Ideological fashion sometimes inspires a universal and unre-
flective faith in market solutions, rather like the enthusiasm for speaking
French among nineteenth-century Russian aristocrats—not because of any
reasoned assessment of the merits but because it has become de rigeur
among right-thinking people. This phenomenon may have reached its
apotheosis (if that is the right word) in the first of “Armey’s Axioms” pro-
mulgated by Representative Dick Armey: “The market is rational and the
government is dumb.”6 When the case for market-based approaches rests
on axioms rather than analysis, the conversation becomes at once dull and
dangerous. 

Third, turn-of-the-century enthusiasm for market approaches has been
largely informed by performance on the market’s home turf—the produc-
tion of goods and services paid for by and tuned to the tastes of individual
consumers. It requires a daunting logical leap to extend into the public
realm the advantages markets display in private production. The evidence
is decidedly more mixed about the merits of markets as a means to public
ends—consider Nixon-era experiments with education contracting; fed-
eral sales of timber, grazing rights, and electromagnetic spectrum; or any
number of sobering stories from military procurement. There are more
ways to fail in the public realm or (put differently) a larger and more

-    
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demanding set of things that must go right if market means are to effi-
ciently serve public ends. 

Fourth, market ascendancy may prove fleeting. At least some of the fac-
tors behind the growing legitimacy of market solutions will turn out to be
cyclical, not secular, and we may have already reached the trend’s inflection
point. It is too early, as of this writing, for any confident predictions about
the impact of new economic tensions, the events of September 11, 2001,
or Enron’s abrupt implosion. Most of this book’s chapters were drafted in
sunnier times, and we have not asked authors to hastily speculate about the
shifting context for market-based governance. There are some signs, how-
ever, of a turning tide. Railtrack, a major component of Great Britain’s pri-
vatized railroad system, suffered financial collapse in 2001 and went into
receivership.7 Airport security in the United States has been wrenched from
a heavily market-based system to one closely controlled by classic instru-
ments of governance. The American public’s level of trust in government
has sharply (albeit perhaps temporarily) spiked. A Washington Post survey
taken two weeks after the attacks found that nearly two-thirds of respon-
dents trusted “the government in Washington” to do the right thing most
of the time or nearly always—more than double the levels of trust prevail-
ing in recent years.8

Yet whether the reigning predisposition toward market-based ap-
proaches proves enduring or ephemeral, it is our task, as analysts of public
policy, to separate the promise from the perils of market means toward
public ends. How can we engineer the most favorable balance between the
upside and downside of market-based governance? Which collective mis-
sions are best pursued by market means? Where, in short, does engaging
the market offer the most promising blueprint for accountability in the
pursuit of particular public goals? For some purchase on these questions,
and as the overture to the coming chapters, consider the distinction
between two dimensions of accountability, which we can label intensive
and extensive. 

Intensive accountability is circumscribed but concentrated—in terms
of the spectrum of values that must be taken into account or the con-
stituencies whose interests must be taken into account or both. A type
specimen of intensive accountability is described, interestingly enough, in
the New Testament. Jesus tells of three stewards, each entrusted with a
quantity of capital to manage for their traveling master. On his return, the
master demands an account of each steward’s investment. The two who
report healthy returns are handsomely rewarded; the last we hear of the
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third involves “wailing and gnashing of teeth.”9 This parable illustrates a
highly intensive form of accountability. There is a single entity to whom
the stewards are answerable—the master. There is a single metric of
accountability—return on capital. (This was a parable, not a case study,
and abstracts from complications like tax treatment, environmental rules,
or compliance with the Aramaeans with Disabilities Act.) 

In its simplest and most stripped-down form, capitalism is constructed
on this blueprint of highly intensive accountability. The metric of faithful
stewardship is the growth of capital value through adroit commercial
moves. The steward is answerable only to owners—and if he is the sole
owner, only to himself. Success and failure are unambiguous. This clarity
allows for simple, sturdy measures to manipulate agents’ motivation and
to invoke whatever consequences their performance merits. Deviations—
a lost contract, a surge in costs, a dip in profits, a slip in capital value—are
rightly seen (absent a compelling excuse) as conclusive evidence of bad
performance. 

Extensive accountability, by contrast, involves multiple metrics or mul-
tiple masters or both. For an illustrative example here, consider the princi-
pal of my children’s elementary school. He is answerable to the children, to
their parents, to the teachers and administrators, to the school board, the
selectmen, members of the town meeting, the town manager, a large clus-
ter of state agencies, a larger cluster of federal agencies, neighbors upset
about traffic, and so on. Not all constituencies have equal standing, to be
sure, nor are all goals equally important. It is reasonably clear that teaching
the children well while using taxpayers’ resources efficiently is the basic
idea. Notice, however, that neither of these goals—good education and
parsimony—is clearly subordinate to, or instrumental of, the other. There
is no simplifying story like “customer satisfaction equals shareholder
value.” The mission is (at the least) bipolar, not unipolar. 

Neither pole, moreover, is cleanly defined. There are many plausible ver-
sions of “teach the children well.” (Think of the trade-offs between main-
stream and special-needs kids; between social and academic development;
between math and reading; between kindergarten—where the leverage may
be greatest—and the upper grades—where the stakes are higher.) Even if
the definition of good education is reduced to standardized test scores and
nothing else, it matters greatly whether the metric of success has to do with
the mean, the median, or the range of student scores. Nor are taxpayers’
interests unidimensional. Some voices call for minimizing local taxes by
keeping costs as low as possible; others call for maximizing property values

-    
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by maintaining excellent schools; still others play down economics and
emphasize one generation’s duty to the next. Meanwhile, constituencies
aside from families and taxpayers—teachers, staff, public officials at local,
state, and federal levels, neighbors, unions, and all the rest—cast their own
interests, with a fair degree of sincerity, as instrumental to advancing some
version of either, or both, of the central goals. This is not a particularly
complicated example of public stewardship. Nor does the principal seem
daunted by the thicket of criteria he confronts; it goes with the territory.
Compared with almost any business leader running a similarly scaled oper-
ation, however, he operates within a strikingly extensive structure of
accountability.

We rarely—indeed, never—encounter in practice either exclusively
intensive or exclusively extensive accountability. The closest approach to a
pure form of intensive accountability may be the commodities trader
scrambling in the pit to get the best price for her client, and even she is
bound by constraints of law and custom, must worry about her reputation
and that of her firm, and cannot seek a trading advantage by slipping a
stiletto into a competitor. The purest real-world example of extensive
accountability may be the secretary general of the United Nations, who is
answerable (at least in principle, and in a mediated way) to most people on
the planet. Yet even he puts a different weight on the concerns of members
of the Security Council, and he owes no allegiance to stateless people. 

In a perfect world, all human relationships would feature full measures
of both intensive and extensive accountability. In the same perfect world,
of course, everyone would reach full wisdom in robust youth and never
misplace keys. Given the imperfections of the world we inhabit, there is
typically a trade-off between intensive and extensive accountability. This is
not always so, of course; a truly broken structure of accountability can be
made both more intensive and more extensive simultaneously. In general,
however, we must be ready to sacrifice some extensive accountability to
obtain more intensive accountability (and vice versa). 

Intensive accountability requires sturdy measures to induce fidelity to
some goals and (less obviously) also requires shields and filters that make it
possible to ignore or grant lower priority to other desiderata. Extensive
accountability requires, as an ineluctable entailment of multiple missions,
continuous balancing of obligations and the capacity to grant something
short of maximum fulfillment to any claim so as to give due weight to all.
The central design challenge, for institutions of accountability, involves

  . 
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this trade-off between extensiveness and intensity. Mechanisms of account-
ability that tilt toward extensiveness we tend to call “governance.”
Mechanisms of accountability that tilt toward intensity we tend to call
“markets.” 

To be clear, extensiveness and intensity are only characteristic of, not
exclusive to, the public and private spheres respectively. Every market insti-
tution has concerns beyond the bottom line—not just the general con-
straints of law, custom, and conscience but sometimes deliberately struc-
tured measures such as the “balanced scorecard,” social investment criteria,
and some of the innovations discussed in this book. The public sector has
pockets of accountability at least as intensive as anything in the private sec-
tor; consider, for example, the tight focus that characterizes a healthy mili-
tary organization.10 Nevertheless, the statement of general tendency holds
up reasonably well. 

Each model of accountability can fail. A critical tradition going back at
least to Adolph Berle and Gardiner Means charges that the capitalist story
of intensive accountability to owners has become a sham and a shield for
stewards’ self-dealing.11 Similarly, an influential school of economic
thought holds that breakdowns in governments’ extensive accountability
are the norm, not the exception. Politicians and bureaucrats invoke obliga-
tions to Peter to evade obligations to Paul, in this argument, and exploit the
confusing multiplicity of goals to dodge accountability entirely. The
failure-proneness of particular structures of accountability is an important
matter that arises in several chapters of this book. Beyond the debate about
the probability and consequences of design failure, however—and in some
ways logically prior to that debate—there is an important conversation
about design fit. For each particular task, at some particular time, within
some particular context, what is the best-suited structure of accountability?

“Market-based governance” can be characterized (at a high level of gen-
eralization) as engineering into public undertakings a greater degree of the
intensive accountability that typifies markets. It succeeds where it makes
possible a better balance of the two styles, delivering an increment of inten-
sity without an undue sacrifice in extensiveness. This basic logic of market-
based governance—surrendering some extensive accountability to gain
some intensive accountability—clarifies analysts’ obsession with the preci-
sion and “tightness” of public mandates delegated to market agents.
Intensive accountability is both narrow and powerful. Any uncertainty sur-
rounding the relation between market means and public ends, any range of

-    
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discretion or ambiguity, will result, we must anticipate, in effort gravitat-
ing toward the focus of intensity—where profit is the driving motive, for
example, toward higher net revenues.

This is not because market actors disdain broader goals; as individuals,
they may honor other dimensions of value as much as or more than do
public officials. Nor is this to predict crude opportunism in every case of
discretion. Arrangements that take reputation and past performance into
account can and do motivate private actors to employ discretion and
resolve ambiguities in ways that are extensively accountable, even if profit
is their only ultimate motive. (Such arrangements, indeed, are classic exam-
ples of good contractual architecture.) Intensive accountability, however,
tends to subordinate everything—not just waste and muddle but also the
personal values of agents and any dimensions of public value that are not
explicitly and deliberately built into the relationship—to the pursuit of the
primary goal. That is what structures of intensive accountability are sup-
posed to do.

The chapters of this book explore—from varying perspectives, in vary-
ing ways, with varying alloys of generality and specificity—the merits of
market-based governance. When is it advantageous to ramp up the inten-
sity of accountability for a collective endeavor, whether by revising the
structures of stewardship within the public sector or by delegating duties to
agents already enmeshed in systems of intensive accountability? When can
restructuring the architecture of accountability make the pursuit of public
missions more flexible, or more transparent, or defter, or more parsimoni-
ous? When, conversely, is it too hard to harness the potent instruments of
intensive accountability? When does a diminution of extensive account-
ability necessarily entail (or clearly threaten) the unwarranted surrender of
shared value, masquerading as a simple shift in means? 

The first cluster of chapters deals with the “demand side” of market-
based governance, with issues surrounding government’s role as a cus-
tomer. Karen Eggleston and Richard J. Zeckhauser set the tone with an
inquiry into health care. They stipulate (for present purposes) that health
care will be largely paid for collectively. The question is how it should be
delivered—publicly or privately and (when private) by for-profit or non-
profit suppliers. To clarify this question, they weave an analytical fugue of
ideas and evidence featuring three central themes. The first is a general
answer about the private sector’s proper role in delivering health care: It
depends. The second is the good news: We can say, with some precision,
on what it depends. The third is the bad news: There is little reason to
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think we will stumble by accident onto the right pattern of market-based
health care. 

What makes their work both rewarding with respect to health care
specifically and of more general relevance as well is their disciplined exami-
nation of incomplete contracts and their consequences. Suppose contracts
were always complete—in other words, that we could routinely build
structures of accountability that are at once sturdy, clear, and richly
detailed, specifying the agent’s duty to every legitimate stakeholder in every
possible contingency. Accountability could be both fully intensive and fully
extensive, with no impediments to reaping the benefits (focused incentives,
competition, flexibility) of market-based delivery. As economists have long
recognized, however, such complete contracts are vanishingly rare. In prac-
tice, contractual architecture (in health care and elsewhere) tends to be
marred by gaps and flaws, forcing a choice between intensity and exten-
siveness. The crucial point, for Eggleston and Zeckhauser, is that tasks dif-
fer in both the nature and the gravity of contractual incompleteness. Pro-
viders differ, too—public, nonprofit, and for-profit institutions should
vary in the way they respond to incomplete contracts. These two observa-
tions define the context for an intricate, high-stakes matching game, for
which Eggleston and Zeckhauser lay out the rules. 

They first review the evidence on the behavior of public, nonprofit, and
for-profit health-care providers, finding it generally consistent with (but
considerably less tidy than) what theory would predict. Next they elaborate
their analytical framework, which hinges on the incentives hard-wired into
an organization’s structure by the way property rights are defined. They
develop decision rules for which category of provider, and which kind of
contractual structure, is the best match for particular types of functions.
Their focus, significantly, is comparative advantage. They sidestep the fer-
vent and murky debate about the overall role of the market in health care
and anchor on a seemingly humbler but far more productive question: “In
what order should services be placed in the for-profit, nonprofit, and gov-
ernment sectors? In theory, Republicans and Democrats, Labourites and
Conservatives, Socialists and Christian Democrats should be able roughly
to agree on this question, even though they might be bitterly divided on
the amounts they would like to place in each of the three sectors.”

Although they are fully aware that historical accidents, inertia, ideology,
and the interplay of interests exercise considerable leverage over the divi-
sion of labor in any health-care system, analysis plays a role as well. They
distill from their analysis some quite clear-cut guidelines for matching tasks

-    

01-0627-CH01  5/10/02  3:03 PM  Page 9



to providers. The intensive accountability that characterizes private
providers, for example, serves best for services that are readily contractible,
easy to monitor, susceptible to competition and for which innovation is
especially valuable. “Examples include elective surgery and most dental
care, as well as the provision of drugs and many aspects of primary care.”
Conversely, the extensive accountability of public (and, in some cases, non-
profit) providers has a comparative advantages for services that are difficult
to define in advance, offer benefits beyond those received by the patient, or
have aspects of quality that are hard for patients to monitor (among other
features.) Examples here include care for severe mental illness, blood banks,
and long-term elder care.

Beyond the insightful observations about health care they offer, Eggles-
ton and Zeckhauser earn the lead-off slot in this book for their elegant
analytic structure, their liberating focus on comparative (rather than
absolute) advantages for different delivery models, and (not the least) the
accuracy and the significance of the simple sentence that ends their chap-
ter: Although they may be derived from the health-care sector, “most of the
principles set forth apply to a wide range of services.”

Peter Frumkin develops a similar theme of complexity and contingency
in the proper matching of tasks to agents. His point of departure, though,
is the observation that government not only selects from a roster of poten-
tial suppliers but often also powerfully shapes that roster. Frumkin’s focus
is on human services, an arena in which government tends to be the dom-
inant (and sometimes sole) source of demand. For a private firm this can
be a happy position (though a tricky one to play to best advantage) as lever-
age over sellers leads to lower prices and other benefits. For a public sector
purchaser with an extensive list of criteria for human services—including
flexibility, cultural fit with client populations, reliability even when over-
sight is weak, and other factors beyond cost and readily defined quality
measures—the right choice of providers can require thinking several steps
ahead. A supplier (or set of suppliers) spurned today might not survive to
be an option tomorrow; the chosen model is apt to prosper and expand. 

This would be a minor matter if the right allocation of human services
to public, for-profit, and nonprofit delivery was clear cut and well under-
stood. Suppose we had a well-developed body of theory and evidence,
along the lines of the Eggleston and Zeckhauser analysis of health care,
offering guidelines for the proper assignment of every human service. Then
the withering away of rejected models would be no loss, just healthy evo-
lution within the organizational ecology. Frumkin suggests, however, that
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the state of the art in this domain remains lamentably primitive, as “evalu-
ation research on the comparative performance of agencies across sectors is
slim and contradictory.” In many cases, he argues, we simply cannot say
with much confidence which delivery model works best.

To complicate matters further, Frumkin contends, the for-profit players
within the human services ecology are systematically more robust. Absent
deliberate efforts to preserve the diversity of the system, he fears, nonprof-
its will be crowded out of many of their accustomed niches. Especially if
the apparent advantages of for-profit suppliers prove illusory, a short-term
focus on the part of the public purchaser risks degrading the organizational
gene pool. Frumkin urges those who make decisions about the purchase of
human services to maintain “an appreciation of the effects these decisions
have on the long-term evolution of the ecology of service providers in the
many fields of human services for which government funding represents a
critical source of agency finance.”

In short, he argues, “preserving room for both nonprofit and for-profit
service providers across a range of fields, at least for now, must be viewed
as a managerial imperative, given the generally poor state of current knowl-
edge.” There is a tacit subtext to this conclusion: Ignorance is expensive.
The downside of an impoverished organizational ecology, and the sub-
stantial insurance premium implicit in sustaining a diversity of suppliers
that may or may not turn out to be optimal, highlight the payoff to
research and analysis. 

The first two chapters illuminate the debate over whether and when
government should opt for market-based alternatives. Steven Kelman next
raises the salient but often neglected question of how. Delivering services
directly, through the extensively accountable option of employing people
and situating them in a formal government agency, imposes a fairly famil-
iar set of public management worries. However, “though the decision to
contract [for services] changes the nature of government’s worries,”
Kelman warns, “it does not eliminate them.” The management of con-
tracting relationships is a demanding and distinctive craft. 

Especially for those agencies that already outsource much of their oper-
ations (including the U.S. Departments of Defense and Energy and the
National Aeronautics and Space Administration), but also for any govern-
ing entity that embraces market-based demand strategies, “the ability to
manage contracting must be considered a core competency.” Federal pro-
curement reforms in the second half of the 1990s widened the range of dis-
cretion and inspired agencies to think anew about what to make and what
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to buy and how to choose the best outside providers. However, “the third
element of strategic contracting management, the administration of con-
tracts once they have been signed, has been the neglected stepchild of these
efforts.” Kelman’s chapter (and the larger effort from which it is drawn)12

marks an attempt to give the neglected stepchild the attention it merits.
Kelman clears the ground by challenging the view (common among

both academics and the general public) that government is peculiarly bad
at managing contracts and systematically outwitted by nimbler, better-
motivated private counterparts. Cost overruns in large defense projects are
standard illustrations for the contention that mismanaging contracts is the
norm. However, Kelman cites evidence that comparably large development
projects in the private sector suffer to an equal or greater degree from cost
escalation. Nor do financial data show richer returns for firms or units con-
tracting with government, as should be the case if it were true that the
public sector offers predictably easy pickings for shrewd private sellers.

Even if federal contract management is far better than the folktales sug-
gest, according to Kelman, it is not as good as it needs to be. The implicit
view that the real work of public management involves employees, not
contracts, is at odds with reality in many agencies and invites a perverse
underemphasis on the trade craft required to manage contracts well.
Although contract management is often considered a mechanical matter to
be handled by junior officials, “the most important responsibilities . . . are
not just managerial in general: they are analogous to those of a senior exec-
utive, not a first-line supervisor or middle manager.” Kelman outlines a
fine-grained, pragmatic agenda for upgrading the profession, organized
around three kinds of reforms: “properly [defining] and [providing] train-
ing for the job, [splitting off ] lower-level tasks from executive-type tasks,
and [making] an investment in performance measurement as a discipline.”

From his privileged perspective as an architect of earlier rounds of fed-
eral procurement reform, Kelman argues that the changes required to ren-
der contract management an appropriately central part of strategic public
management are at once necessary and feasible. He ends, though, with the
cautionary note that this next stage of reform involves surmounting differ-
ent kinds of hurdles. Whereas the 1990s reform campaigns “were in the
first instance institutional design challenges,” reshaping the profession of
contract administration, by contrast, involves “predominantly challenges of
human resources management—of people and job design.” It thus requires
grappling with larger issues concerning the quality, deployment, and moti-
vation of federal personnel.
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The next two chapters take up the “supply side” of market-based gover-
nance, examining unsettled questions about government’s role as a provider
(rather than a purchaser) within the market system. Georges de Menil con-
siders the balance between market and government in ensuring adequate
retirement income. This is by no means a neglected topic—oceans of ink
have been spilled on the subject in recent years, along with no small quan-
tity of vitriol—but it remains far from settled. Although he does not expect
to still the debate, de Menil calmly sorts out the arguments and sets them
in historical and international context. 

He starts by calibrating the stakes. If accountability, generically, is civi-
lization’s underpinning, the duties owed to the aged are among the most
salient specific forms: “The provision of old age security is, like the orga-
nization of exchange or the maintenance of law and order, one of society’s
central functions. . . . A community in which the young were structurally
incapable of providing for their old age, and the old were regularly aban-
doned by the collectivity, would be unlikely to survive for long.” Yet in
principle, at least, there is an abundance of alternative formulas for old-age
income security, with all-but-infinitely varying alloys of traditional gover-
nance and market-based means. In practice, a healthy fraction of those
imaginable alternatives have been tried at some time and in some place. 

The chapter begins with an overview of the history of old-age income
practices in the United States and Western Europe, tracing the origins of
what developed into the rival paradigms of individual insurance through
the market versus collective provision through government. Next, de Menil
provides a compressed but illuminating summary of the logic by which the
two paradigms can be assessed. Finally, he surveys recent experience with
altered blueprints for old-age income security in both developed and devel-
oping countries. He ends with cautious optimism about an emerging syn-
thesis of market and governance, while underscoring the need for both
deftly designed transactional architecture and difficult political choices for
any community considering such an approach. 

Information is a special kind of commodity. Whatever effort may be
entailed in generating a piece of information, the incremental cost of dis-
seminating it to an additional person—its marginal unit cost—tends to be
low. One person’s possession of a bit of data, moreover, does not diminish
its value for any other possessor (with exceptions that include competitive
or strategic data). Indeed, information often grows in value as it is shared
(think of technical standards, or product ratings). For these and other rea-
sons, economists have generally looked more benignly on public provision

-    

01-0627-CH01  5/10/02  3:03 PM  Page 13



of information than on other cases of governmental supply. Information
about the law is a special case of the special case, because its wide dissemi-
nation is not just desirable but essential to almost any definition of
accountable governance. Unless those who are subject to the law are well
informed about their obligations, Frederick Schauer and Virginia Wise
suggest, “there is perhaps no law at all.” A naive observer, then, might pre-
dict a dominant role for formal government in the supply of legal infor-
mation. Yet, at least with respect to the United States, that naive observer
would guess wrong. Government turns out to be a secondary and shrink-
ing player in the market for legal information. Schauer and Wise probe the
reasons for this curious fact and assess its implications.

They trace the shifting mix over time of public and private supply.
During a century or so of parallel provision, both supply channels for legal
information flowed briskly. Official alternatives tended to be cheaper; pri-
vate alternatives tended to be more artfully organized. The private advan-
tage in value-added information services gradually widened, as the propri-
etary organizing scheme of the leading commercial purveyor became the de
facto standard for citations and legal education. As the private channel
grew dominant, the public channel of supply dried up for many types of
data. Much legal information can no longer be obtained—either in a con-
venient form or at all—from government, and three foreign corporations
dominate the U.S. market for legal data.

The government’s retreat from the supply of legal information could be
a harmless curiosity, rather than a source of anxiety. Schauer and Wise sug-
gest several reasons—some straightforward, and others quite subtle—for
concern, however. The market power of a concentrated industry implies
the risk of costs that are higher, or product offerings that are less finely
tuned to users’ preferences, than the competitive market ideal. Beyond this
generic defect of concentrated markets is the fact that “the bundling of
legal information to make it available to users reflects the financial incen-
tives and internal structures” of the private suppliers. The most widely used
data on American court rulings comes in separate packages for each of
seven geographic regions, in an accidental artifact of decisions made long
ago by an early market leader. Evidence assembled by Schauer and Wise
hints that this bundling affects how the law works and how it evolves. For
example, because “when seen from California, Kansas and Nebraska are
quite legally similar, there appears a substantial possibility that the
bundling of opinions from Kansas but not from Nebraska courts within
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the set of law books that most California lawyers and judges own may have
played a significant role” in Californians’ disproportionate reference to
Kansas precedent. 

Similarly, legal publishers increasingly bundle legal information with
other product lines offered by their conglomerate parents. Schauer and
Wise find reason to believe that this has promoted the “substitution of
nonlegal secondary information for legal secondary information, a substi-
tution that has potentially profound implications for the nature of legal
education, the nature of legal argument, the nature of legal practice, and
the nature of law itself.” 

The tilt toward market supply has occurred with remarkably little analy-
sis or controversy. At one level, this shift can be seen as simply one more
example of the emergence through evolution of the lowest-cost, best-
performing supply model—the sifting and sorting that market economies
do so well. However, if “legal information is best seen as constituting law
rather than just describing it,” Schauer and Wise suggest, “a transformation
that on its face may have looked technical and inconsequential” may be
quietly reshaping something quite central to governance.

The third cluster of chapters explores experiments with market-based
arrangements for orchestrating accountability outside government by alter-
ing the incentives that operate inside market institutions. Archon Fung
starts the section with a provocative topic—the prospects for rendering
commerce itself more extensively accountable through the creation of
“social markets.” This term simply refers to market settings in which
investors and consumers apply their social values to the choices they make.
“To the extent that consumption and investment decisions depend not
only on preferences about the price, quality, or features of products or
about the risk and return characteristics of securities but also on preferences
about the labor and environmental consequences of production processes
and corporate policies, social values become important components of eco-
nomic markets.” In such settings, “corporate officers must advance notions
of social responsibility in order to make money for their shareholders.”
The goals conventionally pursued by authoritative mandates and regula-
tion may thus be advanced by utterly different means, in a marriage of
intensive and extensive accountability. 

Fung urges both openness to the potential value of such approaches and
alertness to their characteristic risks and limits. To serve both ends, he starts
by describing the ideal of social markets in a counterfactually transparent
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and orderly world. He then gradually backs away from the ideal and
toward the messy realities of our own world, gaining perspective (at the
price of complexity) with each step. This method lets him distinguish acci-
dental defects of social markets that can, in principle, be remedied from
their fundamental drawbacks, including the generalization that “wealthy
consumers will have more voice than poor ones.” Once his conceptual lens
is ground, Fung applies it to some of the evidence on emerging social mar-
kets. These include a range of initiatives, both organized and diffuse, to
promote “ethical consumerism.” They include as well the attempts of some
corporations to portray themselves (on capital markets or consumer mar-
kets or both) as differentially attentive to particular social concerns. They
include efforts to organize associations of firms pledging allegiance to
explicit codes of conduct that serve as clear and coherent signals of their
social practices. They include as well deliberate moves by policymakers to
structure and catalyze social markets as adjuncts or alternatives to more
conventional regulation.

Fung notes that social markets are still in their infancy, and he synthe-
sizes from his chapter three criteria to guide their growth. Social markets
offer a particularly promising blueprint for accountability when public sen-
timent is reasonably coherent; when firms are sufficiently vulnerable to dif-
fuse public preferences; and where conventional alternatives—authoritative
incentives, mandates, and regulation—are comparatively weak. Without
suggesting that social markets will (or should) sweep away more traditional
methods for engineering extensive accountability into the market realm,
Fung predicts that they will remain an area of lively innovation in market-
based governance.

It was only in the final decade or so of the twentieth century that a
market-based approach to environmental protection made its break from
the world of abstract theory to become a practical bipartisan policy initia-
tive in the United States. Robert Stavins, an intellectual midwife of this
movement, observes that “as more and more market-based environmental
policy instruments have been proposed and implemented, the concept of
harnessing market forces to protect the environment has evolved from
political anathema to political correctness.” He marks the highlights of this
transformation and extracts the main lessons. 

Market-based approaches to environmental policy deploy a range of
devices including tradable permits (which incorporate into firms’ produc-
tion costs a price for harmful emissions) and pollution charges that use
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fees (rather than fiats) to discourage environmental damage. When these
and similar instruments “are well designed and implemented, they encour-
age firms or individuals to undertake pollution control efforts that are in
their own interests and that collectively meet policy goals.” The traditional
“command-and-control” approach, by contrast, overlays onto conventional
market motives a separate structure of public accountability that is in ten-
sion with, rather than integrated into, firms’ economic incentives. Stavins
distills from his long experience as an analyst and advocate some hard-won
and quite specific lessons about the advantages of market-based alternatives
(and how to recognize and reap those advantages) in particular environ-
mental policy settings. 

Stavins then broadens the frame to take in the “positive political econ-
omy” puzzle of why the breakthrough on market-based environmental pol-
icy approaches occurred in the late twentieth century (instead of earlier, or
not at all). The defects of command-and-control regulation, after all—
irrational uniformity, uneven and often random relationships between the
costs and benefits of particular protective measures, rigidity, weak or even
perverse incentives for firms to extend the technological frontier for clean
production—had long been recognized. Why, before 1988, had these been
seen by everyone except a few economists as an unavoidable and acceptable
price to be paid for sound environmental stewardship? Why, by century’s
end, had the notion of doing better through market-based approaches
become a new orthodoxy (albeit still not the norm in practice)?

Stavins describes a stable though suboptimal equilibrium, lasting from
the surge of new environmental laws in the 1970s to the end of the 1980s,
in which “command-and-control instruments have dominated because all
of the main parties involved—affected firms, environmental advocacy
groups, organized labor, legislators, and bureaucrats—have had reasons to
favor them.” What disrupted that equilibrium, he suggests, was not (as
scholars might fondly dream) an improvement in prevailing levels of con-
ceptual sophistication among practitioners. Stavins advances as a “refutable
hypothesis” that a study of shifting views on market-based instruments
among relevant congressional staffers over the past twenty years “would
find increased support from Republicans and greatly increased support
from Democrats but insufficient improvements in understanding to
explain these changes.” Instead, he attributes the shift to rising regulatory
costs, the embrace of market approaches by a few pioneering environmen-
tal advocates (inspired in part by initiatives that clearly cast market-based
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tools as ways to reduce pollution), and the emergence of previously uncon-
trolled pollution challenges—including sulfur dioxide and chlorofluoro-
carbons—where there was no command-and-control status quo to over-
come. He also describes the ideological equivalent of slow tectonic shifts,
as markets generally rose in public favor. Finally, “a healthy dose of chance”
placed a few open-minded incumbents into key policy positions.

Yet the environmental area, he suggests, does afford a heartening case in
which analysis and evidence have won a round against inertia and ortho-
doxy. “There is clearly no policy panacea,” he concludes, in words that
could be inserted into every chapter of this book. Rather, “the real chal-
lenge for bureaucrats, elected officials, and other participants in the envi-
ronmental policy process comes in analyzing and then selecting the best
instrument for each situation that arises.”

Cary Coglianese and David Lazer follow with a related inquiry into
melding extensive accountability onto the market motivations of private
actors. They offer an account of a class of innovations they term “manage-
ment-based regulation.” This approach is generically distinct from
conventional regulation in that it eschews the imposition of specific obli-
gations and instead requires firms “to engage in the planning and deci-
sionmaking required to identify both technologies and performance targets
needed to achieve socially desired goals.” They identify the potential
advantages of this approach: it situates “regulatory decisionmaking at the
level at which the most information about processes and potential control
methods is available.” If firms believe their own standards are more “rea-
sonable and legitimate” than external mandates, they may be “less resistant
to compliance.” Not least important, “by giving firms flexibility to create
their own regulatory approaches, management-based approaches can pro-
mote innovation and social learning.”

Coglianese and Lazer dodge the sterile debate over whether this ap-
proach is superior or hazardous in general and structure an exploration of
the conditions under which such a regulatory strategy makes sense. Their
prudent starting point is “not always.” Performance-based regulation,
which mandates some particular result, “dominates the alternatives” when
it is easy to measure those results. Technology-based regulation, which
mandates some particular means, is indicated when “the regulated sector
is homogeneous” and it is possible to develop “a technological standard
based on ‘best practices.’” The most promising domain for management-
based regulation covers cases for which there is a “general understanding
of how to achieve social objectives, but the appropriate response in par-
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ticular situations depends on contextual factors.” Here there is no substi-
tute for managers’ intimate understanding of their own operations and a
high payoff from enlisting managers’ aid in drafting the terms of their
broader accountability.

Eliciting candor and ensuring fidelity when the managerial imperatives
of extensive and intensive accountability collide, of course, present serious
challenges. Coglianese and Lazer move to a rigorous review of the condi-
tions that must hold for management-based regulation to succeed in prac-
tice. They then illustrate their model by showing how those conditions
have held tolerably well in an important and otherwise troublesome regu-
latory area: food safety. The dispersed and diverse food industry is ill suited
to either technological or performance standards. Recognizing this, food
safety experts in government and industry quietly improvised what came to
be called the Hazards Analysis and Critical Control Points system. This
system, which has been used for decades but became mandatory (in the
United States) only in the 1990s, features “mandates that require firms to
evaluate, monitor, and control potential dangers in the food-handling
process.” Coglianese and Lazer document the respectable, though incom-
plete, accomplishments of this prototypical management-based regulatory
approach. 

They reach an appropriately nuanced conclusion: Management-based
strategies “still require a governmental enforcement presence to ensure that
firms conduct the necessary planning and implement their plans effec-
tively.” Even so, these strategies appear particularly suited to a number of
increasingly salient issues, including “worker fatigue, chemical accidents,
ergonomic injuries, and contamination of food.” Coglianese and Lazer
stress that even if “management-based regulation proves to be only an
imperfect strategy, it may well be useful to remember that the alterna-
tives . . . have imperfections of their own.” The emerging management-
based model, in short, “increasingly competes in the regulatory toolbox
with technology-based and performance-based” approaches. Regulating
well is not easy; aligning extensive with intensive accountability is an end-
lessly diverse challenge; expanding the regulatory repertoire is generally
good news. 

The final set of chapters examines the upside and downside of market-
based governance. Elaine Ciulla Kamarck leads off with an enthusiastic,
though not undiscriminating, overview of transformations under way in
the governance zeitgeist. She samples particularly telling instances of a
global “revolt against bureaucracy” that dominated the final quarter of the
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twentieth century. These include the repudiation of “big government” not
just by the American Democrat Bill Clinton and the British Labourite
Tony Blair but also, to take just some of the cases she cites, by former (and
even current) Marxists in the developing world. 

Kamarck distinguishes three subspecies of new-style government, each
one a bit more distant than the last from the classic midcentury model.
The first is “entrepreneurial government,” in which familiar structures
remain in place but practices are radically altered. “Entrepreneurial gov-
ernments go out of their way to hide the fact that they are government
organizations, and for that reason they are the last, best hope of the tradi-
tional public sector.” Next is “networked government,” in which “the for-
mal state is but one actor in an informal network of organizations.” The
other nodes in the network can include for-profit firms, structured non-
profit organizations, interest groups, governments at different levels or in
different countries, trade associations, ad hoc clusters of civic concerns and
energies, and a dizzying range of other entities. Formal government may
have a privileged role in setting the agenda and providing funding for a
particular mission (easing the transition from welfare to work, say), but it
is not, in any familiar sense, in control of the network. The third variant,
and the sharpest departure from the classic model, is “market government.”
This model “operates with almost no government as we know it.” The
function of formal authority is “to place costs on things that contribute—
positively or negatively—to the public good,” then step back and let the
market do the rest. Here (to use the terminology of this introduction)
extensive accountability has no visible presence at all but operates solely
through manipulating the terms of intensive accountability.

Kamarck offers a rich menu of examples of each model’s application in
settings around the world. She sketches some principles to mark the most
promising terrain for each of the three. She turns to the public-
management literature to underscore the risks and limitations of such star-
tlingly heterodox approaches to governance. Although Kamarck may be a
Ph.D. political scientist, she is also a savvy and scarred veteran of real-
world policymaking at the very highest levels. She has learned that a pun-
gent sound bite can trump a penetrating study. So she urges her scholarly
colleagues to continue their efforts to deepen our understanding of the
downside of market-based governance. She puts them on notice, however,
that (incomplete research notwithstanding) “the capacity of these new
forms of government to answer public needs while continuing to shrink
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the size of the state will make experimentation with them irresistible for
politicians.” 

In the following chapter, my contribution to this volume, I consider the
implications of market-based reforms for the governmental workforce. I
suggest that the application of criteria discussed elsewhere (in this book
and in my previous work)13 are likely to yield a reasonably long list of col-
lective functions that could be shifted out of formal government. What
would this imply for public workers? Should employees’ interests have
standing in the debate over market-based governance?

Plumbing a range of data sources and employing several different met-
rics, I show that, contrary to the perception of rampant outsourcing com-
mon among both critics and advocates, government employment has by
no means withered away in the United States. Market-based approaches, so
far, have only nibbled at the edges of the conventional model of public
workers delivering public services. By the most comprehensive available
metric, “at century’s end as at midcentury, roughly two-thirds of the gov-
ernment’s work was still being done by public employees.” There have
clearly been instances of aggressive market-based reforms, but even in the
aggregate they fall short, so far, of a revolution in governance. A funda-
mental shift in the means by which public missions are pursued, then, “is
not a fait accompli to be accommodated” but rather “a choice to be
weighed.” 

The choice matters, I argue, because government jobs are distinctive.
The research literature suggests that America’s public sector has resisted the
broader economy’s tilt, during recent decades, toward relentless meritoc-
racy. This means that though “public service may be financially unattrac-
tive to élites, it is quite the opposite for many workers who lack the high-
level skills that the private economy increasingly rewards and demands.” So
a major shift toward market-style public management and market-based
supply would at once widen government’s access to top talent and squeeze
the less-skilled workers sheltering in public jobs from an inhospitable eco-
nomic climate. 

I admit to “a quite uncomfortable degree of ambivalence” about this
prospect. Income disparities may be corroding Americans’ sense of com-
monwealth; but the public payroll is an exceedingly clumsy weapon
against economic inequality. Denying other citizens the advantages they
might reap from market-based reforms, moreover, is hard to justify in the
name of protecting the interests of government workers. I present a few

-    

01-0627-CH01  5/10/02  3:03 PM  Page 21



recommendations for softening the conflict but conclude that inequality
must be confronted economy-wide rather than by fighting a rearguard
campaign through public employment. “So long as labor policy remains
the tacit subtext of the debate, . . . it will be hard to think clearly, or to
talk honestly, about market-based government.”

Whereas I am at least implicitly sanguine—labor’s stakes aside—that
some significant common missions can be better pursued through market
means, Mark Moore’s misgivings are more fundamental. Governance and
the market, he suggests, hinge on models of accountability that are more
profoundly distinctive than is commonly recognized, and attempts to
breed market traits into public management carry hidden hazards.

Moore starts with a challenge to the reigning enthusiasm for making
“customer service” a watchword for improving governance. The idea of a
customer is not merely an imperfect metaphor for the citizen’s relationship
to government, it is a perniciously illusory one. Those positioned “at the
tail end of the production process” in the public sector, analogous to the
customer’s position in the private sector, seldom pay all costs of the services
they receive; they have no legitimate monopoly on the criteria by which
services are assessed; and they receive obligations and sanctions as well as
benefits. Although there are cases in which citizens are, in essence, govern-
ment’s customers and in which good customer service entails real public
value, Moore argues that these cases are by no means typical, and the term
is mischievously misleading.

Similarly, Moore rejects the idea that good governance can or should be
guided by a single bottom line. His objections here go beyond the common
observation that government’s goals are hard to measure; they are similar to
(but deeper than) the notion of extensive accountability employed in this
chapter. Financial measures are irredeemably flawed gauges of net value-
added for government; nor is it logically (let alone practically) possible to
define any other unidimensional metric. There is no alternative to basing
both public management and public decisions on “multiple measures cov-
ering costs, processes, and outputs as well as outcomes.”

Finally, Moore takes up issues raised by outsourcing public tasks to pri-
vate suppliers. Previous work on the topic stresses that sound privatization
decisions require (among other things) that the work to be done can be
clearly defined. In the public realm, however, as Moore observes, this is an
exceedingly tall order. It has always been “difficult for a collective to reach
agreement about the precise attributes of public value that it wants to see
produced.” To suggest that privatization might boost performance, once

  . 
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goals have been specified, is to shirk the real work, Moore contends. “The
problem in government management continues to be the difficulty of orga-
nizing politics to give a clear mandate of what is to be produced.” Debates
over means, he suggests, are both simpler than and inherently subordinate
to this core challenge of defining public value. 

The conversation about market-based governance (unlike the conversa-
tion about markets, not government) occurs chiefly among people who
endorse a relatively ambitious definition of the public purpose. Their open-
ness to market means is instrumental rather than fundamental—a tactic for
improving the performance of public work and restoring citizens’ confi-
dence that common goals can be pursued effectively. Robert Behn’s chap-
ter both honors the appeal of this logic and highlights its hazards. “One of
the implicit promises of market-based governance is that it will not only
directly improve the performance of government but also, as a result, indi-
rectly improve the public’s trust of government.” He sets about assessing
what needs to occur for this sequence—market-based reforms improving
performance, better performance increasing trust—to work out in practice.

First, he observes that there are at least four distinguishable grounds for
distrust of government: corruption, abuse, flawed choices, and poor per-
formance. Behn explores each of these and contends that they are separate
indictments, not just different manifestations of an underlying disaffec-
tion. Market-based reforms, even at their best, have leverage against only
part of citizens’ complaints.

Even if we were convinced that perceived performance shortfalls were
the most important explanation for distrust of government, Behn warns,
public perceptions of performance are loosely linked to actual perfor-
mance. So market-based reforms could boost the effectiveness with which
public work is done and still have only a delayed and diluted impact on
perceived performance. Moreover, performance gains achieved through
market means may be viewed not as a victory for government but as the
practical admission of its weakness.

Yet though Behn urges us “to be a little less giddy about what improved
performance can do for public trust,” he concludes by endorsing well-
considered market-based reforms (along with any other promising strate-
gies for boosting performance)—but with realistic expectations about the
payoff in citizens’ esteem.

Behn’s themes provide the appropriate segue to what is as close to a con-
cluding lesson as can be distilled from so diverse a set of perspectives on so
sprawling a topic: It would be irresponsible to squander any opportunity

-    
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for using market mechanisms to expand the repertoire by which, and to
improve the efficiency with which, the work of governance gets done. This
admonition applies with special force to those committed to an expansive
collective agenda, however wary they may be about market solutions. It
would be equally irresponsible to ignore the risk that market-based gover-
nance can distort public missions or introduce its own brand of waste into
public undertakings. This admonition applies with special force to those
concerned about operational efficiency and the integrity of public choice,
however inclined they may be to look with favor on market principles.

Analysts of public policy have a responsibility to help society econo-
mize, insofar as it can, on learning by trial and error. Experimenting with
alternative architectures of accountability to find out which stand, which
collapse, and which warp common work in unpredicted ways can be an
effective means of gaining wisdom, but often it is an expensive and trau-
matic one. By assessing evidence from analogous efforts, extrapolating
from past experience, and thinking through the likely trajectory of alter-
natives still untried, analysts can narrow the range of alternatives that must
be tested out in real life, with the fates of real people at stake. This is a duty
that the authors of the chapters assembled here clearly recognize and
admirably fulfill.
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A   the governments of industrialized nations 
finance health services. Such financing is justified or rationalized on

efficiency grounds in some instances; in other contexts distributional or
political considerations play the major role. Health-care services are some-
times provided directly by government, sometimes through government-
financed enterprises in both the public and private sectors. Although the
focus in this chapter is on health care, the analytic framework should prove
useful for other contracting contexts as well. 

In this discussion we draw upon the property rights theory of owner-
ship.1 This theory, based on a framework of incomplete contracting, is
helpful because it tells us that ownership structure matters, but only when
contracts are incomplete.2 Contract incompleteness is an inherent institu-
tional feature of health care.3 Uncertainty and its delinquent nephew,
asymmetry of information, are extraordinarily important for health care.
Together they produce problems of moral hazard, adverse selection, non-
contractible quality, and costly consumer search. These factors accompany

We are grateful to participants in the 2001 Visions of Governance in the Twenty-First
Century Project, particularly Robert Blendon, Jack Donahue, Minah Kim, Robert
Lawrence, Georges de Menil, Joseph Newhouse, Paul Peterson, and Guy Stuart, for many
useful suggestions.

Government Contracting 
for Health Care 
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the supply-side market power wielded by highly trained medical profes-
sionals, with their monopoly license, and by hospitals and provider net-
works in some markets.4 These features sour the economist’s dream of pay-
ing for health services through an efficient contingent-claims market or
through complete ex ante contracts that specify the efficient quantity and
quality of medical services for each possible medical condition for each
consumer. The incomplete contract theory of ownership highlights the
link between incentives for innovation and contractual incompleteness, a
linkage that bestows power upon those with residual control rights. This
spotlight on innovation is particularly helpful given the undisputed impor-
tance of rapid technological advance in modern health care.5

A purchaser of health care must take account of the health-care triad of
patient, insurer, and provider. For simplicity, our analysis abstracts from this
distinction between insurer and provider on the supply side, implicitly
assuming that government contracts with an integrated insurer-provider
such as a managed care organization (for example, a health maintenance
organization [HMO] or preferred provider organization [PPO]). This for-
mulation illustrates the distinctive institutional features of contracting for
health care, many of which stem from the fact that health care, even when
totally government financed, is overwhelmingly privately consumed. It is
thus a salient example of a directed good, as is education.6 Such goods dif-
fer in important ways from public goods (national defense or basic research,
for example) and limited or local public goods (local police services or road
repairs, for example). Although they may involve a limited element of exter-
nalities and public goods, their benefits flow overwhelmingly to individual
consumers. All directed goods are by their nature redistributional.7

Any analysis of the optimal division of production responsibilities in the
health-care sector among services financed by government must address two
questions. First, what fraction of services should be produced by the govern-
ment directly, by the for-profit sector, and the nonprofit sector? Second, tak-
ing as given these three fractions, which services should be in which sector? 

The first is a question of absolute advantage—which ownership form
delivers health services most effectively?—and it is the issue that generates
the most intense political debate. The second is a question of the compara-
tive advantage of different ownership structures for different health-care
services, and it is the focus of this chapter. If the final allocation of expen-
diture levels across sectors is not in conflict, in what order should services
be placed in the for-profit, nonprofit, and government sectors? In theory,
Republicans and Democrats, Labourites and Conservatives, Socialists and
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Christian Democrats should be able roughly to agree on this question, even
though they might be bitterly divided on the amounts they would like to
place in each of the three sectors. Suppose economists agreed, for example,
that public and private providers had a comparative advantage for severe
mental and regular dental health services, respectively. Then even if policy
advisers (for example, advisers to postsocialist economies) disagreed regard-
ing what overall share of hospitals and clinics should be public or private,
they could nevertheless agree that any privatization program should apply
first to dentists and last to inpatient mental health facilities. 

After identifying the comparative advantages of public, private non-
profit, and investor-owned (for-profit) providers, we then briefly consider
the markets that bear and incentives that act on these structures. We argue
that for health care, just as important as ownership in itself are such factors
as competition, payment incentives, and hardness of budget constraints.
This implies that how to contract out, or how one is able to contract out,
matters as much as whether or not to do so and to whom.

Our analysis is informed primarily by two sets of experiences. The first
is that of the United States (and, to a lesser extent, other established mar-
ket economies), both because it is familiar and because it receives plentiful
coverage in the health economics literature. The second is that of the
nations of eastern Europe, where the health-care sector has been swept
along with the broader economic forces unleashed by the transition from
planned to market economies. We focus on this region partly because argu-
ments from comparative advantage are most relevant for systems under-
going the changes that occur when the status quo dictated by history and
ideology is eroding. Although the experiences of eastern European nations
are far from uniform, and the differences between the United States and
eastern Europe are dramatic, these disparities make the similarities identi-
fied—the importance of payment incentives, competition, and hard bud-
get constraints as much as ownership form—all the more striking. 

These similarities seem broadly applicable. Table 2-1 lists the health-
care systems in the twenty-nine member countries of the Organization for
Economic Cooperation and Development and their performance rank-
ings as assessed by the World Health Organization (WHO).8 The twenty
highest-ranked countries worldwide include countries with public shares
of financing both well above (Luxembourg, United Kingdom) and well
below (Portugal, Greece) the average of the European Monetary Union
(about 75 percent; see table 2-2), as well as countries in which the private
share of inpatient beds ranges from minimal (Norway, United Kingdom)
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Table 2-1. Public Financing of Health Care in OECD Countries, Private
Share of Inpatient Beds, and WHO Health System Performance Rankings
Percent, except as indicated

WHO Health
Health Public Private System

expenditure share of share of total Performance
as share total health inpatient ranking

Country of GDP expenditure care beds (out of 191)

Luxembourg 7.0 91.8 n.a. 16
United States 13.9 46.4 66.8 37
Norway 7.5 82.2 0.1 11
Switzerland 10.0 69.9 n.a. 20
Denmark 8.0 83.8 0.7 34
Iceland 7.9 83.8 n.a. 15
Japan 7.2 79.9 65.2 10
Canada 9.2 69.8 0.9 30
Belgium 7.6 87.6 61.9 21
Austria 8.3 73.0 30.3 9
The Netherlands 8.5 72.6 85.0 17
Australia 8.4 66.7 56.6 32
Germany 10.7 77.1 51.5 25
France 9.6 74.2 35.2 1
Italy 7.6 69.9 21.9 2
Finland 7.4 76.0 4.7 31
Ireland 6.3 76.7 n.a. 19
United Kingdom 6.8 84.6 3.7 18
Sweden 8.6 83.3 23.6 23
New Zealand 7.6 77.3 0.1 41
Spain 7.4 76.1 32.5 7
Portugal 7.9 60.0 21.7 12
Korea 6.0 45.5 90.3 58
Greece 8.6 57.7 29.6 14
Czech Republic 7.2 91.7 9.1 48
Hungary 6.5 69.1 n.a. 66
Mexico 4.7 60.0 25.6 61
Poland 5.2 90.4 0.2 50
Turkey 4.0 72.8 5.2 70

Sources: Organization for Economic Cooperation and Development, OECD Health Data 99: A
Comparative Analysis of Twenty-nine Countries (Paris, 1999); World Health Organization, World Health
Report 2000, Health Systems: Improving Performance (Geneva, 2000). 

Note: Countries are listed from highest to lowest 1997 per capita GDP (measured in purchasing-
power parity terms). Data for first three columns are for 1997; data for last column are for 2000. 
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to dominant (Japan, the Netherlands).9 Postsocialist Slovenia ranks neck-
and-neck with the always capitalist United States in overall health system
performance (United States thirty-seventh, Slovenia thirty-eighth; data
not shown), according to the WHO study.10 Although the appropriate-
ness and accuracy of the WHO assessment rankings are debatable, these
comparisons nevertheless highlight the heterogeneity of purchasing and
delivery systems—even among established market economies—and the
widespread importance of government contracting for health care.11

We focus on government purchasers of health care and assume that the
purchaser’s sole goal is to maximize social welfare. The conceptual frame-
work of comparative advantage should nevertheless be useful to other pur-
chasers, such as employers, and can be adapted to different goals.12 The
focus on comparative advantage suggests that the purchaser may wish to
contract with multiple ownership forms simultaneously. However, the
administrative complications that may arise from such contracting and the
potential efficiency benefits of a mixed delivery system largely lie outside
the scope of the analysis.13

A final caveat needs mention. Although we focus on comparative advan-
tage and government contracting, we recognize that the development of a

     

Table 2-2. Public Financing of Health Care, by World Region
Percent

Public health expenditure

Total health As share 
expenditure As share of total health 

Region as share of GDP of GDP expenditure

Low-income countries 4.20 1.30 30.95
Middle-income countries 5.70 3.10 54.39
High-income countries 9.80 6.20 63.27
East Asia and Pacific 4.10 1.70 41.46
Latin America and Caribbean 6.60 3.30 50.00
Middle East and North Africa 4.80 2.40 50.00
South Asia 4.80 0.80 16.67
Sub-Saharan Africa 3.20 1.50 46.88
European Monetary Union 8.90 6.60 74.16

Source: Data from World Bank, World Development Indicators 2000 (World Bank, 2000),
pp. 90–92. 

Note: Public health expenditure includes compulsory social insurance contributions. Data are for
most recent year available from 1990 to 1998.
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nation’s health-care system more closely resembles a dynamic ecosystem,
with public and private agents interacting over time within the social and
political context to shape the delivery system. Our hypothesis is that the
allocation of health-care services across ownership forms tends to reflect
patterns of comparative advantage, except where there are impediments to
its function. At times such impediments—such as regulatory barriers, the
political economy of reforms, lack of access to capital for nonprofits, or
other important social and ideological factors—may overpower compara-
tive advantage in determining a system’s historic trajectory. 

Performance Differences by Ownership Type 

Although some studies find performance differences between public and
private providers, the evidence is far from conclusive. Frank Sloan notes
some troubling results showing lower quality of care in public hospitals,
although findings are mixed regarding efficiency despite clear differences in
mission.14 Using 1980s Medicare data, E. B. Keeler and colleagues report
that on average the quality of care is lower in public hospitals than in pri-
vate hospitals. However, “public teaching hospitals in 1986 had better
process [quality] than private hospitals, and the city-county hospitals had
generally high quality, perhaps because most were large and teaching hos-
pitals.”15 A recent study finds that heart attack patients treated in Veterans
Health Administration hospitals had more coexisting conditions than
Medicare patients, though there was no significant difference in mortality,
suggesting at least equivalent quality of care.16

The paucity of definitive differences between public and private
providers could be considered surprising, given the myriad constraints
imposed on public facilities. Government-owned hospitals usually have
less autonomy than private hospitals, especially with regard to employment
and compensation, a fact that can hamper efforts to attract and retain the
most capable clinicians and managers. Public hospitals also usually cannot
turn away patients.17

Many studies of ownership effects examine differences in community
benefit—defined to include such unprofitable services as charity care and
bad debt, care for public program beneficiaries, community services such
as twenty-four-hour trauma centers, programs for special needs popula-
tions, and teaching and research.18 Public hospitals, along with major
teaching hospitals, provide a disproportionate share of community benefits
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according to virtually all definitions of that term.19 Public facilities clearly
form the backbone of the U.S. hospital “safety net.”

Studying short-term acute-care hospitals in California and Florida,
Richard Zeckhauser, Jayendu Patel, and Jack Needleman find significant
evidence of “sloughing” by private providers—that is, a reduction in the
rates of uncompensated care when public hospital beds are abundant.20

More recent studies find similar results.21 Such evidence suggests that gov-
ernment health-care facilities act as “providers of last resort” for uninsured,
low-income, or otherwise disadvantaged patients. Studies of privatization
of U.S. public hospitals confirm that conversions often lead to reductions
in uncompensated care.22

Much of the U.S. literature on health-care ownership sets aside public
hospitals to focus on for-profit and nonprofit providers. Some scattered
evidence seems to support the view that nonprofits attend more to nonpe-
cuniary aspects of health care, such as community benefits, than do their
for-profit counterparts. “For-profit hospitals,” for example, “are more likely
than nonprofits to pressure physicians not to admit uninsured and
Medicaid patients, and physicians report conflict over the treatment of
indigent persons more often in for-profit than in nonprofit hospitals.”23

For-profit providers also have been shown to engage in higher average lev-
els of “upcoding” to maximize government reimbursement—by coding
treatment for pneumonia as respiratory infection, for example, which pays
50 percent more.24 These results reinforce anecdotes about for-profits’
exploiting opportunities for fraud.25

Nonprofit organizations often provide more charity care and other com-
munity benefits than for-profit providers, although whether nonprofits
provide community benefits in excess of the value of their tax exemptions
is a controversial question.26 Part of the difference arises from systematic
differences in location. Within the same market, nonprofits and for-profits
seem to behave similarly, perhaps driven by competition or by the ten-
dency for organizations to mimic one another’s success—what Paul
DiMaggio and Walter Powell call “mimetic isomorphism”; but for-profits
tend to locate in communities that are more profitably served, so that com-
parisons based on national aggregate data can be misleading.27

Few studies find any consistent evidence of differences in cost, efficiency,
or quality between nonprofits and for-profits or in their provision of charity
care or public goods.28 Zeckhauser and colleagues find for-profit and non-
profit hospitals to be of similar efficiency and to offer similar services (includ-
ing “noncore” unprofitable services), with local market norms and historical
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presence or absence of nonprofits also important in explaining local varia-
tions.29 Daniel Kessler and Mark McClellan, analyzing longitudinal data on
nonrural Medicare beneficiaries hospitalized for heart attacks, find that
within a market, for-profit and nonprofit behavior is similar.30 Even the pro-
vision of goods and services that are (local and general) public goods, such as
teaching and research, does not seem to differ systematically between
investor-owned (for-profit) and non-investor-owned (nonprofit) private hos-
pitals.31 Most experts would agree that “two decades of research has failed to
provide definitive empirical evidence on the differences between for-profit
and nonprofit health-care facilities and on the social consequences of changes
in ownership.”32 “Overall, the evidence suggests that for-profit and private
not-for-profit hospitals are far more alike than different.”33

Simple Conceptual Framework 

A government purchaser of health care must decide whether to provide
services “in-house” (that is, through vertically integrated public facilities)
or by contracting out to a private health plan, hospital, or physician group.
Our analysis focuses on the contract between the government and the
manager of the delivery institution.34

Throughout the analysis, we assume that all providers are a priori equally
productive. We first illustrate the potential importance of different prefer-
ence trade-offs regarding cost and quality, using quantitative data. In the
remainder of the analysis, however, we abstract from initial differences and
focus instead on providers with identical, or at least similar, preferences.35

Thus, in this framework, comparative advantage arises endogenously from
the property rights structure of different ownership forms, not from an
assumption that public and private providers innately differ in their pro-
duction capabilities or in their preferences regarding cost and quality. 

Benefits, Costs, and the Purchaser’s Objectives 

Assume that a provider of a health service can provide patients with treat-
ment benefits (or quality), B. B is measured in dollar units—for example,
through willingness to pay. The cost of producing B is C(B). Costs and
marginal costs are both increasing in B. 

The purchaser seeks to maximize social surplus—that is, benefits minus
costs, or B – C(B). If contracts were complete, the purchaser would contract
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for optimal quality B in exchange for payment R, where R ≥ C(B). B is the
level at which an additional dollar’s worth of benefits costs just a dollar to
produce or, in the language of economics, the point at which marginal ben-
efit equals marginal cost. Figure 2-1 illustrates this result. 

Assuming that public and private providers are equally competent and
therefore have the same initial cost function, C(B), the contract could be
with a public provider or a for-profit or nonprofit private provider, with
exactly the same result. If patient benefits fall short of B*, the provider has
to return some or all of the prepayment R. 

The great challenge is that many aspects of quality for a health service
are not contractible. Suppose instead that only minimum quality Bmin is
contractible—because, for example, Bmin is readily observable or is a widely
accepted norm. The purchaser would like to contract with the provider to
choose quality B* greater than Bmin. However, the purchaser cannot enforce
a breach of such a contract—by firing the employee or “firing” the inde-
pendent contractor by switching to an alternative provider—unless quality
falls below the level of Bmin.36 The provider therefore has a default option
of always providing the basic service at the minimum acceptable level Bmin

at corresponding minimum cost C(Bmin). Under this scenario, the pur-
chaser will face the same contracting challenges of motivating B* for both

     

Figure 2-1. The Social Optimum
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public and private providers. Ownership in terms of control rights over the
health service facility once again does not affect the outcome unless we
assume that different ownership forms foster a different preference trade-
off between B and C. Preference differences are explored in the next sub-
section. A second possibility, examined in the remainder of the chapter, is
that purchasing takes place in a multiperiod context in which postcontrac-
tual innovations are important.

Different Preference Trade-offs Regarding Benefits and Costs 

Providers with the same cost function but different preferences will choose
to produce different levels of benefits, as illustrated in figure 2-2. The fig-
ure considers three idealized types, which may or may not correspond to
ownership forms (government, nonprofit, and for-profit). Consider first a
provider who values only net revenue, R – C(B), as an economics text
might posit. The indifference curves of such a provider would be horizon-
tal, representing the desire to minimize cost under prepayment (U minC).
Such a provider would choose barely to fulfill the letter of the contract by
providing minimum quality. 

In contrast, if a provider were altruistic, valuing quality as well as net
revenue, the positive marginal rate of substitution between B and C would
encourage the provider to choose higher (and costlier) points on the cost
curve. In the figure, a provider with preference U trade is willing to trade off
between B and C. Depending on the level of altruism and concern with
cost, the chosen combination of cost and quality could be below, equal to,
or above the socially desired level. 

A third class of providers may actually wish to maximize benefits, per-
haps owing to strong altruism or because it reaps prestige from offering
high-quality services. In figure 2-2, such a provider has preferences UmaxB,K,
implying that it would like to maximize benefits subject to a break-even
constraint K. Such a “gold plater” would have an indifference curve that is
steeply sloped before the break-even constraint binds (that is, the point at
which C < R), indicating willingness to increase cost considerably to achieve
higher benefits. At the constraint, there is a downward kink in the indif-
ference curve. Beyond this kink, at which point extra spending connotes
negative net revenue, the provider continues to value quality but is willing
to pay much less per unit to provide it. Others have posited similar behav-
ior by health-care providers.37

     

02-0627-CH02  5/10/02  3:12 PM  Page 38



The purpose of figure 2-2 is not to characterize the preferences of differ-
ent provider types; that would be of limited use, particularly given the sig-
nificant variability within types. It is, rather, to stress the importance of con-
sidering provider preferences when contracting capabilities are limited.
However, we do not focus on differences in provider preferences or pro-
duction capabilities in the remainder of the analysis, for at least two reasons.
First, no ownership form has a monopoly on altruism. Second, a useful the-
ory of ownership should explain why differences in efficiency arise. It seems
unsatisfying to base a theory of the comparative advantage of public, private
for-profit, and private nonprofit providers on exogenous assumptions about
how provider preferences and altruism correlate with ownership status or
how initial production capabilities differ across ownership types. 

Endogenous Differences Emerging across Ownership Types 

A useful theory of differences between public and private ownership should
start by asking whether a single provider would act differently as a govern-
ment employee or as an independent contractor, given the same human

     

Figure 2-2. Examples of Provider Preferences
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capital, productive efficiency, and altruistic concern for patients. The prop-
erty rights theory of ownership, based on incomplete contracts, suggests an
affirmative answer. In this theory, ownership matters to the extent that
changes over time in the way a good or service is delivered, such as inno-
vations in quality improvement and cost control, cannot be spelled out
explicitly in a contract ex ante. Important opportunities for innovation
will therefore arise after a contract has been negotiated, drawn up, and
signed. Incentives for such innovations will depend crucially on who has
control rights to implement, and will thereby capture the benefits from,
those innovations.

In the incomplete contracting approach, ownership is defined as the allo-
cation of residual control rights over a nonhuman asset, such as a hospital.
Oliver Hart, Andrei Shleifer, and Robert Vishny develop this framework
and apply it to prisons.38 The service (prison management) is assumed to be
a public good. The manager receives a fixed payment, either a salary or a
contracted price, contingent on delivery of the basic service for a specified
period of time. In the model, private owners typically have stronger incen-
tives to invest in cost and quality innovations but may overinvest in cost
reduction because they ignore the adverse impact on noncontractible qual-
ity. The theory presented by Hart, Shleifer, and Vishny suggests that costs
are always lower under private ownership, but quality may be higher or
lower. The authors presume prepayment. They do not explicitly model
competition, choice of quantity of treatment per consumer, differences
between for-profit and nonprofit providers, soft budget constraints, or the
contracting challenges arising from consumer heterogeneity. 

Postcontractual Innovations 

Suppose that a health service provider faces two choices, each of which
affects cost and quality: the level of up-front cost-reducing investment, e, to
be undertaken and the intensity of treatment, q, to be delivered to each
patient. An up-front investment in cost reduction costs the provider e but
decreases the marginal cost of producing quality (in effect, the cost curve
C[.] is shifted downward). The provider must incur an observable but not
verifiable cost per patient treatment episode of C(e,q). This cost is decreas-
ing in e, with decreasing marginal returns, and increasing in q, with increas-
ing marginal costs. Patient benefits from treatment, B(e,q), may be adversely
affected by the quality-damaging side effects of cost reduction and are
increasing and concave in intensity of treatment over the relevant range.
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Assume that the contract between the government and the provider is
incomplete in the sense that only minimum quantity per patient, qmin, is
contractible. Treatment costs, quantity above qmin, and cost innovations are
noncontractible, albeit mutually observable. Implementation of innova-
tions requires approval from the facility owner and may not be forthcom-
ing unless the purchaser agrees to pay additionally for them. The purchaser
would like to encourage innovations but does not want excessive cost con-
trol at the expense of (noncontractible) quality.

The Performance of Government, For-Profit, and Nonprofit Forms 

Consider the likely outcome under direct government provision. The gov-
ernment purchases a health service for its beneficiaries by employing a
provider G to run a public facility, such as a hospital or a clinic. By choos-
ing to provide the health service in-house, the government retains control
rights over the nonhuman assets (the hospital or clinic). The job descrip-
tion of the provider G specifies provision of the basic service. The public
provider may take initiative to control costs in ways not specified in the
original contract, which may affect service quality. As a civil servant, how-
ever, G must obtain approval from his or her supervisor or other relevant
authority before innovations can be implemented. 

The government seeks to maximize benefits to patients, less prepayment
R and any payments made when renegotiating for changes not specified in
the initial contract. Without renegotiation to obtain approval and com-
pensate G, innovations are not forthcoming. With renegotiation, the net
benefit from the improved service is split between government and G. We
illustrate the effects of renegotiation assuming that net gains are shared
equally. 

The public provider G is assumed to seek to maximize payment, includ-
ing compensation for innovation, less the cost per case and the effort costs
of developing innovations. Without renegotiation for permission from
government supervisors, the public provider cannot implement investment
e and therefore would not want to invest in cost reduction. Moreover,
because the provider bears the cost of treatment q but receives no extra
compensation for additional treatment, G would choose to provide mini-
mum intensity of treatment.

However, because the government purchaser can benefit from encour-
aging an appropriate amount of cost control and intensity of treatment,
renegotiation will almost surely take place. By anticipating the surplus
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from renegotiation, G implicitly takes some account of how his or her
choices of e and q will affect the benefits the patient receives from use of the
service. However, G cannot reap the full rewards of his or her cost-control
initiatives; indeed, given the constraints on government employee com-
pensation, G may be able to reap no more than a tiny fraction of them.39

As a result, despite having internalized the quality-damaging side effects of
cost control, G may have stunted incentives for cost innovations. The lat-
ter is a cause for concern, especially in light of rapid advances in health
technology. In a dynamic setting, even a slightly stunted incentive for inno-
vation would lead to cumulatively low levels of innovation, so that such a
provider would end up considerably behind the technological frontier.
Because lack of control rights, and therefore stunted incentives for innova-
tion, seems inherent to public ownership, a government purchaser of
health services may wish to consider alternative purchasing strategies, such
as contracting out to a private provider. 

The likely outcome under for-profit ownership is quite different.
Assume a for-profit private provider � seeks to maximize net revenues—
prepayment less the costs incurred in treating patients and in developing
cost-control innovations. As the owner of the facility, � can implement e
without seeking the purchaser’s permission. � therefore has maximum
incentives to reduce cost, both by investing in cost-reduction innovations
and by skimping on treatment, irrespective of the negative impact on
patient benefits. 

From the purchaser’s perspective, although the goal of cost-control inno-
vation is furthered by contracting out to �, there is a significant mismatch
in goals that may lead to excessive cost cutting, thereby damaging quality.
The private provider has stronger incentives to invest in cost control; hence
e� will be greater than eG, and the cost curve of the for-profit provider will
lie below that of the public provider. In this case, contracting out is poten-
tially much more efficient. Nevertheless, by retaining residual control rights
over the facility under G, the government can achieve greater fidelity to pur-
chaser goals—that is, more of the payment will flow into patient benefits
rather than provider net revenue.40 Even with identical preferences, public
and private providers will make different investment choices because they
have different claims on the returns from those investments. 

This model suggests that the optimal ownership structure depends on
the relative trade-off between higher fidelity under public ownership and
greater productive efficiency under private for-profit ownership. Public
providers have a comparative advantage for delivering services for which
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large adverse side effects may accompany aggressive cost control. By con-
trast, for-profit providers have a comparative advantage for services for
which the quality damage from cost control is slight to nonexistent, or cost
control enhances quality, or policies are available that ameliorate the incen-
tives for or consequences of excessive cost control.

 . The basic framework presented above
extends readily to allow for providers to invest in quality-enhancement
innovations, i, as well as cost-control innovations, e. Assume that quality-
improvement investments increase benefits from treatment but add to costs
of care. Renegotiation occurs in the same way as it does for cost-control
innovations. Thus, as is the case with cost-control innovation, a public
provider will have stunted incentives for quality innovations. Indeed, pub-
lic providers are not known for being on the cutting edge of either medical
quality-improving or cost-reducing innovations.41

A for-profit provider, by contrast, can reap the entire surplus from
implementing innovations because � has sole control over the relevant
nonhuman assets. However, quality-enhancement investments, unlike
cost-cutting innovations, do not increase �’s net revenue unless additional
payment is forthcoming, either from the purchaser or from additional
patients seeking care from that provider. The purchaser will in general find
it optimal to negotiate with a single-source private provider to enhance
quality in exchange for additional payment. We assume that the bargain is
struck so that half the surplus value generated from the quality innovation
goes to the provider and half to the purchaser. This produces an outcome
in which, as Hart, Shleifer, and Vishny have found in prison management,
quality is higher than it would otherwise be because � anticipates renego-
tiation.42 However, because � receives only half the surplus, �’s chosen
level of quality enhancement, i, will typically still be less than is socially
optimal and may be no higher than that of public providers. This shows
that private ownership, despite �’s greater control rights over the surplus
from innovation, does not always lead to high levels of innovation. 

      -
. The foregoing analysis comparing public to for-profit pri-
vate ownership does not yield an unambiguous ranking of ownership
forms. A for-profit private provider will always have greater incentive for
cost control and thus lower cost for a given quality. However, a for-profit’s
excessive cost control may lead to large adverse impacts on noncontractible
quality, counteracting the advantage of higher incentive for quality-
improvement innovations. A public provider’s incentives for innovations
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will generally be stunted compared with those of a for-profit private
provider. Nevertheless, these stunted incentives are sometimes efficient (for
example, limiting quality-damaging cost control and skimping on intensity
of treatment). The public provider will be less responsive than a private
contractor—with less risk of overzealous cost cutting but also less incentive
to pioneer quality breakthroughs and creative cost-control methods.
Whether in-house provision is preferable to contracting out to a for-profit
provider will depend on several issues: the characteristics of the health ser-
vices in question, the ability to specify desired quality and treatment inten-
sity in the contract, the availability of complementary purchasing strategies
(such as allowing patient choice of provider to motivate investment in
quality enhancement), and similar factors. 

This comparison still leaves out an important option for many pur-
chasers, the possibility of contracting out to a not-for-profit (nonprofit)
private provider. Does the nonprofit ownership option present distinct
advantages? Any attempt to answer that question requires a conceptual
framework for distinguishing and analyzing nonprofit ownership. 

,  ,   . The
theory of nonprofit behavior stirs controversy.43 Because of their prevalence
in the health sector, the behavior of nonprofits has been the focus of con-
siderable theoretical work by health economists.44 The framework used
here, based on the property rights theory of ownership, focuses on residual
rights of control. Although residual control rights and residual income
rights are often bundled together on a one-to-one basis, they need not be;45

and they are not bundled in nonprofit enterprises. Arguably, nonprofits
also seek to maximize net revenues, or “profits,” but instead of distributing
those funds to shareholders, nonprofits allocate them to uses that firm
insiders select, such as community benefit programs, “contingency funds,”
or higher employee perks. This suggests that nonprofit providers have con-
trol rights similar to those of for-profit private providers but have murkier
claims to residual income and may even have to distort surplus to channel
it into forms they can appropriate (for example, perks, such as attractive
offices, rather than dividends).46

At least two characteristics of nonprofit providers are important for
health-care purchasers: first, nonprofit ownership may develop as a signal
of trustworthiness to consumers; second, incentives for cost control may be
diminished because residual income cannot flow directly into a nonprofit
provider’s pocket (the celebrated “nondistribution constraint”).47 In this
analysis we capture the first characteristic by assuming that nonprofit own-
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ership is associated with a degree of altruism, or agency on behalf of
patients, that is at least as great on average as in for-profits. In other words,
agency problems between patients and nonprofit providers are no greater,
and are sometimes less, than those between patients and for-profit
providers. 

Our hypothesis is consistent not only with Henry Hansmann’s idea of
nonprofit status as a signal of trust but also with previous theory and
empirical evidence, as discussed in the foregoing section on performance
differences by ownership type.48 Two important caveats should be noted,
however. First, a higher degree of fealty to patient desires is not always
socially desirable from an ex ante point of view: altruistic providers indulge
patient moral hazard more than their less altruistic counterparts, resulting
in inefficient overutilization of services.49 Second, there is no inevitable
link between nonprofit status and high fidelity to patients. Competition
may change the “mission” of nonprofits so that they resemble for-profits in
all but name.50 This factor could help to explain the overall similarity of
nonprofit and for-profit providers in competitive settings. 

Recent empirical evidence lends credibility to the idea that nonprofit
and for-profit behavior is closest in competitive environments. For exam-
ple, in his examination of how hospitals respond to financial incentives to
treat low-income patients, Mark Duggan finds that nonprofit hospitals in
areas with many for-profit competitors are significantly more responsive  to
financial incentives than other nonprofits.51 This finding is consistent with
the idea that competitive pressure makes nonprofits more profit oriented.
Richard Arnold, Marianne Bertrand, and Kevin Hallock find that non-
profit hospitals compensate top executives more according to profitability
as HMO penetration in the hospital’s market increases.52 Studying the ten-
dency of hospitals to “upcode” Medicare reimbursements to obtain greater
revenue, Elaine Silverman and Jonathan Skinner find that nonprofits oper-
ating in heavily for-profit markets upcoded at rates similar to those of their
for-profit competitors.53

Applying the property rights theory to nonprofit providers, assume that
the objective of the nonprofit provider, N, is to maximize utility from net
compensation and from altruistic pleasure associated with patient benefits.
Further assume that for a nonprofit provider to reap benefit from the firm’s
net revenue, surplus must be distorted slightly (for example, from cash to
perks), implying that a fraction of the surplus gets dissipated. Altruism on
the part of a provider increases the incentive to provide socially optimal cost
and quality innovations and combats incentives to skimp on treatment. The
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provider with a high regard for altruism takes full account of the impact of
innovations and treatment intensity on patient benefits and hence internal-
izes the full social marginal benefit. As Kenneth Arrow suggests, a “perfect
agent” can balance the interests of patients and society.54 However, excess
identification with patient interests can lead to overemphasis on quality at
the expense of cost, encouraging moral hazard and wasteful overuse.

The nonprofit provider’s lack of direct access to residual income can also
lead to distortions. Unable to capitalize on the net revenue benefits of cost
control and quality investment, N may overemphasize quality (high i and
q) at the expense of cost (low e). This problem may be acute in medical
care, where quality is often associated with prestige and there is ample lat-
itude to overprovide services.55 The framework suggests that N has dimin-
ished incentives to invest in cost control because he or she can reap only a
fraction of the benefit generated by that investment. Therefore, a non-
profit, like a government provider, may invest too little in cost-reducing
innovations. Renegotiation with the purchaser can move toward a socially
preferred outcome but cannot fully restore efficiency if the original incen-
tives were distorted, because the provider receives only half the gain in sur-
plus from renegotiation.

If this model of altruism and nonprofit behavior reasonably approxi-
mates reality, then the comparative advantage of nonprofits lies in their
ability to combine the flexibility of private ownership with the patient-
centered concerns of the public purchaser. In a sense, nonprofits lie “in
between” public and for-profit private ownership, with concomitant
strengths and weaknesses. However, to pin down the full comparative
advantages of different ownership forms, we must go beyond the simple
setting used so far. 

The Effect of Institutional Characteristics 

A purchaser must decide not only with whom to contract for health services
but also how to structure the contract to offset the limitations of public and
private ownership. Contract structure implies questions regarding the addi-
tional instruments available to purchasers (for example, payment incentives
and competition) and their interaction with additional contracting chal-
lenges inherent in purchasing quality health care (for example, patient het-
erogeneity, patient selection concerns, and soft budget constraints).56

 . Different payment structures may be useful
for aligning provider incentives with purchaser goals. For example, whereas
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prepayment systems such as capitation (in which a uniform per capita fee
is paid) encourage limiting q (for example, to qmin), fee-for-service payment
systems reward high utilization. Indeed, fee-for-service reimbursement may
result in excessive utilization stemming from providers’ indulging patient
moral hazard or even from “supplier-induced demand.”57

The correlation between disaggregated (fee-for-service) payment and
higher cost emerges empirically both at the broadest (national) and nar-
rower (organization and individual physician) levels. For example, Ulf
Gerdtham and Bengt Jönsson, controlling for an array of economic and
institutional factors, find a 17 to 21 percent higher average expenditure in
fee-for-service payment systems as compared with capitation systems in
member countries of the Organization for Economic Cooperation and
Development.58 At the level of the individual clinician, capitation or salary
payment is associated with less service use. In the United States, after the
prospective payment system (PPS) was introduced for hospitals, admis-
sions generally declined, average lengths of stay fell, and some patients got
dumped to non-PPS facilities, consistent with the incentives of case-based
payment.59

Eastern European countries as well have seen significant reactions to
payment incentives, although the evidence to date is mostly anecdotal. In
Hungary, provider reimbursement reforms introducing aggregated prepay-
ment (capitation payment for family doctors and case payment for hospi-
tals) “have had a much greater impact on the character of service delivery
than earlier changes in ownership.”60 Real health-care spending in the
Czech Republic increased by almost 40 percent in the two years following
the introduction of an open-ended fee-for-service system.61 Physicians in
private practice who were paid on a fee-for-service basis billed significantly
more in every category of service than did state (primarily salaried)
providers.62 The expenditure-increasing effects of the fee-for-service sys-
tem proved so powerful that in 1997 Czech policymakers chose to revert to
a global-budget method of payment.

How will provider response to payment incentives differ systematically
by ownership form? Scant empirical evidence speaks to this issue. The
framework presented here suggests that by retaining residual control rights,
government stunts a public provider’s incentives for innovations compared
with those of a for-profit private provider. Efficiency must be lost. These
stunted incentives sometimes produce the second-best outcome achiev-
able, however. Moreover, incentives can be adjusted by payment method.
A prepaid public provider may prove to be considerably less costly than a

     

02-0627-CH02  5/10/02  3:12 PM  Page 47



fee-for-service private provider, with little difference in patient health out-
comes. A public or nonprofit provider’s responsiveness to payment will be
less extreme than that of a for-profit private contractor—with less risk of
overzealous cost cutting under prepayment or aggressive “demand induce-
ment” under a fee-for-service system but also less incentive for generally
efficiency-enhancing initiatives. 

 . When the multidimensionality of
quality is acknowledged, the ability of patients to monitor the quality of
their care becomes a significant concern. If patients can discern some
aspects of quality better than others, providers have the incentive to invest
primarily in those aspects of quality that patients can recognize (for exam-
ple, amenities of care such as pretty waiting rooms or shorter waiting times)
at the expense of those that they cannot (technical quality of care, for
example). This provider behavior resembles the problem of “teaching to
the test” in standards-based educational reform. Provider professionalism
and altruistic concern for patients can ameliorate these inefficiencies. For
example, a highly altruistic nonprofit would not exploit patients’ imperfect
monitorability to curb quality along less visible dimensions.63

Some empirical evidence supports this conclusion. In their study of the
adoption of quality-enhancing technologies by kidney dialysis units, for
example, R. A. Hirth, M. E. Chernew, and S. M. Orzol find that nonprofit
and for-profit facilities differed in the cost-saving trade-offs made when
adopting the new technologies.64 Nonprofits were less likely to lower tech-
nical quality of care, whereas for-profits tended to deliver lower technical
quality of care but also offer more amenities (for example, more dialysis sta-
tions). This behavior is consistent with our theoretical prediction that of
the three ownership forms, for-profits are most likely to respond to the
incentive to exploit patients’ imperfect monitorability of health services by
curbing quality along less visible dimensions and promoting quality along
those that are more easily observed.

    . Can consumer choice
promote appropriate outcomes in the health-care marketplace? Consider,
first, an ideal situation, with a homogeneous group of well-informed
patients and perfect competition. Suppose that there is perfect monitora-
bility, so that only providers offering efficient quantity and quality attract
consumers. In other words, consumer choices of exit, voice, and loyalty are
perfectly capable of guiding and disciplining providers to offer quality care
at reasonable cost. In this case, performance under all ownership forms
would tend to converge.65
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Unfortunately, such ideal conditions are rare for health services. Com-
petition bolsters financial incentives for patient-observable quality
improvement (for example, shorter waiting times) and tempers the incen-
tive for cost-cutting measures that might damage patient-observable qual-
ity, especially among for-profit providers. Competition also bolsters the
incentive to skimp on nonmonitorable dimensions of quality and to cut
costs in ways that are unobservable to patients (for example, lower techni-
cal quality). The effect of competition on public and nonprofit private
providers is analogous, and these incentives can conflict with the altruism
or role of backstop provider often associated with these ownership forms. 

These results suggest that when patients effectively monitor providers by
observing and reacting to differences along all relevant dimensions (per-
haps through the provider’s reputation), competition for patients can have
welfare-improving effects regardless of ownership form. In many cases the
most effective way for a public purchaser to harness competitive forces on
behalf of beneficiaries is by contracting out to competitive private
providers, both investor owned and nonprofit. Yet not all health services
are equally suitable for informed patient decisionmaking about treatment
options. 

    . Even if all services
could be monitored perfectly, mere competition for customers might not
be efficient, because not all patients can be served equally profitably.
Competition might push providers to engage in sorting and discrimina-
tion—an inefficient process known as “cream skimming” or “risk selec-
tion”—to attract those who will be served more profitably. One way to
ameliorate incentives for creaming and dumping is to make selection par-
tially contractible by adjusting prepayments—case-based, capitation, or
premium payments—for observable and verifiable characteristics of
enrollees (for example, age, gender, diagnoses, or past treatment expendi-
tures). This process is known as risk adjustment. Accurate risk adjustment
would allow a purchaser to contract out to competing private providers
without fear of selection inefficiencies. However, risk adjustment is cur-
rently not widespread, and where it does exist it is limited in accuracy.66

The incentives for risk selection can also be reduced by tempering pay-
ment incentives.67

Nonprofit and public providers are not immune to incentives for prof-
itable patient sorting. Indeed, many transitional economies have discovered
their susceptibility. For example, preliminary analysis documents signifi-
cant risk segmentation among competing Czech nonprofit, for-profit, and
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government insurers, although to what extent this reflects a welfare loss
remains a question for further research.68 The Czech Republic was the first
country in eastern Europe to implement a (simple demographic) risk
adjustment system. Experience from other transitional economies suggests
that selection is a concern even when virtually all insurers and providers
remain government owned.69 Such entities still have revenue concerns,
especially if they face a relatively hard budget constraint; but public own-
ership, by retaining ultimate control in the hands of state authorities, con-
strains public providers in their opportunities and flexibility to engage in
risk selection.70 Attention to these issues of heterogeneity and selection is
critical for accurate analysis of the distributional and efficiency effects of
ownership structure and competition, not only in health-care markets but
in any market in which the cost of service depends on the individual
served.71

  . An organization enjoys a soft budget
constraint if some institution (such as the government) will finance its
deficit, enabling it to continue to operate despite consistently exceeding its
budget.72 Anticipation of soft budget constraints can seriously damage effi-
ciency: a firm that expects a bailout can slack on its performance. In such
a situation a purchaser that fails to impose a hard budget constraint will
end up with the wrong producers or the wrong consumption bundle or
both—in effect subsidizing inefficiency. 

The combination of a government commitment to serve as a provider of
last resort and the lack of control rights of government facility managers
suggests that soft budget constraints may present particular challenges to
vertically integrated government provision of services. Indeed, empirical
evidence supports the view that public health-care providers face soft bud-
get constraints. For example, in his study of the response of public, private
for-profit, and nonprofit hospitals to a change in financing, Duggan finds
that “the critical difference between the three types of hospitals is caused by
the soft budget constraint of government-owned institutions.”73

In eastern Europe, the legacy of soft budget constraints for government-
owned providers continues to plague the reforming health-care systems,
including newly established social insurance institutions. In several nations
(Hungary and Croatia, for example), any deficit in the social insurance
fund is the legal responsibility of the government. It is no surprise that this
soft budget constraint has lead to sustained and sizable deficits in social
insurance funds in those countries, in contrast with others, such as Slo-
venia, that lack similar guarantees. In 1998, the Polish Finance Ministry
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carried out an extensive bailout of the Polish health sector, which had
amassed debts equivalent to several billion dollars.74

The tendency of government health-care providers to operate with soft
budget constraints suggests that for-profit and nonprofit private providers
have a comparative advantage in providing services for which the ineffi-
ciencies of persistent refinancing of deficits outweigh the benefits of
reduced incentives for both quality-damaging cost control and inefficient
sorting of patients. However, it is important to note that the susceptibility
of public providers to soft budget constraints does not mean that public
delivery systems will generally have higher expenditures than private deliv-
ery systems; in fact, quite the opposite is true. Public providers in many
contexts (for example, in several eastern European countries) must operate
under a chronic shortage of funding, even if a soft budget constraint pre-
cludes closure. A vertically integrated delivery system such as the United
Kingdom’s National Health Service must compete with other sectors in
the political arena for public revenues and is frequently associated with a
lower percentage of gross domestic product (GDP) allocated to health care
(see table 2-1). By contrast, contracted private providers may become adept
at political lobbying for additional funding (for example, for expensive
high technology), effectively softening the budget constraint on overall
health spending.75

Government Purchase and Pluralistic Delivery: 
Suggestive Evidence on Patterns of Comparative Advantage 

To what extent do allocations of services across ownership forms in health-
care delivery systems correspond to the patterns of comparative advantage
suggested by the analysis presented in this chapter? This is an important
area for future research. We do not attempt any formal “test” of the theory
here, but we can offer some suggestive evidence that contracting out is an
important policy question and that the comparative advantage framework
can be a useful guide for analysis of specific health sectors. 

Government Purchase of Health Care 

Almost half of total spending on health services in the United States comes
from public sources, and governments in most other industrialized coun-
tries finance a significantly larger percentage of health spending, if (as is
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standard) compulsory social insurance contributions are counted as public
financing (see table 2-1). Public funds finance more than three-fifths of
total health expenditures in high-income countries.76 The public share of
health spending averages almost three-quarters in the countries of the
European Monetary Union and comprises an average of 6.6 percent of
gross domestic product. These averages hide significant variation in the
public share of national health expenditures, even across western European
nations (see table 2-2).77

The starting point for the countries of eastern Europe before 1990 was
public financing and public delivery of almost all health care, in line with
the model of the Soviet Union. During the past decade of postsocialist
transition, state budget financing was being replaced by compulsory social
insurance, supplemented by private financing. The latter, including formal
out-of-pocket payments, private insurance, and under-the-table payments,
represents a small but probably underestimated share of health spending.78

Pluralistic Delivery 

Ownership structures of health sectors are diverse, though public and
nonprofit providers are prevalent. In the United States, almost every seg-
ment of the health-care sector includes a mix of public, private for-profit,
and private not-for-profit providers, although the mix varies considerably
by medical service (see table 2-3). The private sector dominates, except for
psychiatric hospitals. Nonprofits play a particularly important role in the
health sector, especially for hospitals, hospices, and blood banks. For-
profits represent only about 16 percent of community hospitals and
account for less than 12 percent of all hospital admissions.79 Investor-
owned firms represent about two-thirds of the nursing home market and
68 percent of non-hospital-based dialysis centers.80 For-profit organiza-
tions are also prevalent in managed care. The majority of HMO enrollees
belong to for-profit organizations.81

Ownership in the U.S. health sector suggests a moderate pattern of com-
parative advantage. A government role in provision has been particularly
strong for services with elements of a public good or with large externalities;
examples include control of communicable diseases (tuberculosis and vene-
real diseases) and provision of substance abuse and severe mental health ser-
vices, partly because of public safety concerns.82 Private ownership is com-
mon for services consumers can readily judge and for which they plan, such
as health insurance and dental care, and for much outpatient care.
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Table 2-3. Ownership Composition of the U.S. Health Sector, 
Various Years, 1990–97
Percent

Private Government

Service, unit, and year Nonprofit For-profit Federal State and local

All Hospitals
Admissions, 1997 68.1 11.8 3.7 14.0
Outpatient visits, 1997 63.4 7.9 11.7 15.2

Community hospitals
Facilities, 1997 59.3 15.8 0 24.9
Beds, 1997 69.2 13.5 0 17.3
Admissions, 1997 72.5 12.5 0 15.0
Outpatient visits, 1997 73.4 9.1 0 17.6

Psychiatric hospitals
Facilities, 1991 11 21 67
Beds, 1991 3 6 91
HMO enrollment, 1995 42 58 �0
PPO plans, 1995 20 80 �0
Blood bank facilities, 1990s �100 �0 �0

Home health care
Agencies, 1991 36.7 40.6 22.5
Clients, 1991 55.3 28.0 15.9

Nursing homes
Homes, 1996 26.2 65.9 7.9
Beds, 1996 24.1 66.7 9.2

Hospices
Facilities, 1991 88.1 5.0 5.4
Clients, 1991 77.6 16.1 5.9

Sources: National Center for Health Statistics, Health, United States, 1999, with Health and Aging
Chartbook (Hyattsville, Md., 1999); for home health agencies and hospices, see the 1991 National
Health Provider Inventory, as summarized in Renee Delfosse, “Hospice and Home Health Agency
Characteristics: United States, 1991,” Vital and Health Statistics (of the National Center for Health
Statistics), vol. 13 (April 1995), pp. 1–33; for nursing homes, see the 1996 Nursing Home Component
of the Medical Expenditure Panel Survey, as summarized in Jeffrey Rhoades, D. E. B. Potter, and
Nancy Krauss, Nursing Homes: Structure and Selected Characteristics, 1996, MEPS Research Findings 4,
AHCPR Pub. 98-0006 (Rockville, Md.: Agency for Health Care Policy and Research, 1998); for psy-
chiatric hospital beds, see Susan Rose-Ackerman, “Altruism, Nonprofits, and Economic Theory,”
Journal of Economic Literature, vol. 34 (June 1996), pp. 701–28, table 4, p. 710; for PPOs, see Gary
Claxton, Judith Feder, David Shactman, and Stuart Altman, “Public Policy Issues in Nonprofit Con-
versions: An Overview,” Health Affairs, vol. 16 (March–April 1997), pp. 9–28, p. 12; for HMO enroll-
ment, see Jon R. Gabel, “Ten Ways HMOs Have Changed during the 1990s,” Health Affairs, vol. 16
(May–June 1997), pp. 134–45, p. 135.

Note: Numbers may not sum to 100 percent if a small “other” category cannot be attributed to one
of these ownership forms. Community hospitals are short-term hospitals excluding hospital units in
institutions such as prison and college infirmaries, facilities for the mentally retarded, and alcoholism
and chemical dependency hospitals.
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Nonprofits fall in between public and for-profit private provision, domi-
nating in areas, such as blood banks, in which market failures are rife (in the
form of asymmetry of information about the quality and safety of a donor’s
blood and problems of adverse selection if paying for donations) or the
profit motive is symbolically objectionable (owing to a distaste for market
allocation of God-given resources, such as blood). 

This is not to suggest, however, that the ownership structure of the
United States approximates the ideal, even the ideal understood from a
comparative advantage point of view. One may wonder, for example, how
appropriate it is to have for-profit organizations dominate among nursing
home providers, given the vulnerability of the residents, mostly frail elderly,
and hence the opportunities for unobserved quality-damaging cost cutting
in the provision of this service.83 For-profits have an advantage in access to
capital and are much more responsive to its demands; this fact helps to
explain their dominance in nursing homes (which came upon the scene
quite suddenly once the government agreed to pay for their services under
Medicaid and Medicare) and their general willingness to undertake transi-
tions (for example, to eliminate surplus hospital beds).84 Nonprofit
providers will thrive only in supportive regulatory and capital market envi-
ronments (for example, under the Hill-Burton federal grant program for
nonprofit hospitals in the United States, a program not replicated for nurs-
ing homes).85

In eastern Europe, private sector delivery has begun to develop, although
its share of health service volume generally remains in the low single digits.86

The pace of reforms has varied across the region, partly for ideological rea-
sons.87 Privatization has been most extensive for dentists and pharmacies,
whereas most inpatient care is delivered by public entities (table 2-4). Entry
by private providers has generally been allowed since the early 1990s, lead-
ing to the rapid growth of private individual and small group practices. A
growing share of eastern European clinicians practice in both the public
and private sectors.88 Spending on private insurance is trivial except in
Slovenia, where it constitutes 12 percent of total health expenditures.

Although a convergence to equilibrium in eastern Europe may take
many years, the emerging ownership pattern seems to be broadly in line
with comparative advantage. The private sector share has increased most
markedly for those services in which patients can discern quality and make
informed choices among competing providers (such as dentistry and phar-
macies); public ownership continues to dominate other parts of the deliv-
ery system (such as inpatient facilities and public health services). Caution
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is warranted, however, as there is considerable historical path dependency
in health sector development, and privatized delivery or financing can eas-
ily become institutionally entrenched even if it deviates considerably from
principles of comparative advantage.89

Conclusion 

The distribution of public, private for-profit, and private nonprofit health-
care providers in any given country reveals the tracings of history and ide-
ology, with the evolution of ownership patterns heavily path dependent.90

However, economic analysis of relative efficiency can and should play a
role, at least in determining the comparative advantage of different owner-
ship forms for delivery of different health services. Our application of the
property rights theory of ownership to the distinctive features of health-
care contracting supports the following conclusions:

—Public (or sometimes private nonprofit) providers have a comparative
advantage for health services that exhibit some combination of the following

     

Table 2-4. Share of Private Health-Care Providers in Eastern Europe, 1997
Percent

Private
insurance

Primary as share of 
Inpatient care total health

Country beds physicians Dentists Pharmacies expenditure

Bulgaria �0 Minor 82 70 <1
Croatia �0 Minor 96 �100 <1
Czech 

Republic 9.4 95 �100 �100 <1
Hungary �0 76 40a �100a <1
Poland �0 Minor �100a 93 <1
Romania �0 Minor �100 75 <1
Slovakia �0 98 �100 100 1b

Sloveniaa �0 14 37 68 12

Source: János Kornai and Karen Eggleston, Welfare, Choice, and Solidarity in Transition: Reforming
the Health Sector in Eastern Europe (Cambridge University Press, 2001).

a. 1998.
b. 1995.
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characteristics: they are hard to contract;91 they involve pure public goods or
high externalities; they are not monitorable by patients, in the sense that
patients can discern provider quality distortions; and they are highly suscep-
tible to inefficient patient sorting. Examples might include care for the
severely mentally ill, population-based health initiatives, blood banks, and
long-term care for elderly.

—Private providers have a comparative advantage for services that com-
bine one or more of the following features: they are readily contractible;
quality is monitorable by patients (directly or through provider reputa-
tion); they are susceptible to competition; they are not amenable to dump-
ing of unprofitable patients, or risk adjustment of payment is feasible and
reasonably accurate; and incentives for rapid quality innovation are more
valuable than low-powered incentives for quality-damaging cost control.
Examples include elective surgery and most dental care, as well as the pro-
vision of drugs and many aspects of primary care.

—The profit status of a private provider is another key consideration.
Our model supports prior analyses in the general view that nonprofits have
a comparative advantage over for-profits where expensive monitoring ham-
pers competition as a device for quality assurance and where contracting is
not possible on variables critical in determining quality.92

—For health care, ownership form can be important, but other factors
are also critical, including competition, payment incentives, and hardness
of budget constraints (for both public and private providers). How to con-
tract out matters as much as whether, and to whom, to do so. 

—The sorting of health-care facilities among ownership forms in many
nations appears to a considerable extent to respect principles of compara-
tive advantage. Factors such as history and access to capital may impede
this process. Focusing on comparative advantage and policy mechanisms
that facilitate its operation can be effective and beneficial.

Our analysis in this chapter has focused on health care. However, most
of the principles set forth apply to a wide range of services.
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Service Contracting with 
Nonprofit and For-Profit
Providers: On Preserving a
Mixed Organizational Ecology

3  

S   effectiveness and lower costs, gov-
ernment agencies have long contracted with both nonprofit and for-

profit providers for the delivery of a broad range of human services.1 In
recent years, however, the stakes involved in many service-contracting deci-
sions have changed. Public managers today are increasingly having to make
judgments about the current and future structure of the provider market-
place that will have far-reaching implications for the organizations that
deliver services, the clients who rely on these services, and the public that
ultimately finances them. In many fields of human service delivery, the
delicate population ecology of nonprofit and for-profit service providers is
profoundly shaped by government contracting decisions because public
funding represents a large and critical source of agency finance.2 Thus,
when public managers make decisions about the kind of organizations with
which they will contract—nonprofit or for-profit—they simultaneously
make choices not just about ways to achieve particular policy objectives but

The author gratefully acknowledges the support of Harvard’s John F. Kennedy School
of Government’s Program on Innovations in American Government in the preparation of
this chapter.
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also about the nature and composition of the population of service
providers that will emerge at the end of the process. 

The ecology of nonprofit and for-profit service providers has proved
over time to be far from stable. Business activity has expanded in many
fields long dominated by nonprofit organizations.3 Large for-profit corpo-
rations are now providing job training, child care, and rehabilitation ser-
vices at ever greater levels. In health care, for-profit hospitals and health
maintenance organizations are buying out nonprofit institutions and mov-
ing into new markets. In education, publicly traded firms have actively
staked out a significant portion of the expanding charter-school market in
states from Arizona to Florida. In welfare-to-work services, several large
defense contractors have begun to compete for and win contracts. As these
and many other sectoral boundary incursions have occurred and as for-
profit providers have gained ground, nonprofit advocates have argued that
it is now necessary to counter some of the real advantages that business
firms possess to allow both nonprofit and for-profit providers to take part
in the delivery of complex human services. All of this raises the difficult
question of how to preserve a human service marketplace that includes
both nonprofit and for-profit organizations. 

Sorting out—through the allocation of government contracts—the
division of labor between nonprofit and for-profit service providers ulti-
mately requires an appreciation of the advantages and limitations of for-
profit and nonprofit organizational forms and the careful balancing of
competing values and priorities across a vast range of contexts.4 In princi-
ple, at least, some important public services may be better delegated to
for-profit than to nonprofit organizations. Equally true is the proposition
that other services may well be handled best by nonprofit organizations.
The central argument of this chapter is that preserving room for both
nonprofit and for-profit service providers across a range of fields, at least
for now, must be viewed as a managerial imperative, given the generally
poor state of current knowledge about when and under what circum-
stances one kind of provider is likely to serve the public interest better
than the other. Although significant differences in capacity and culture
may allow business firms to beat out nonprofits for service contracts, espe-
cially in situations in which cost is a central concern, service contracting
inevitably involves complex decisions about competing priorities—deci-
sions that go well beyond the bottom line. The potential short-term gains
generated by exclusive for-profit provision may not always be large
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enough to justify the wholesale—and potentially irreversible—shifts in
the long-term organizational ecology of human service fields that may be
fueled by government service contracting that prioritizes one kind of
provider over another.

Nonprofit and For-Profit Provision of Services 

As nonprofit managers survey the terrain of service contracting, many
believe that the rise of for-profit providers of human services poses major
strategic challenges and questions, not the least of which is how to hold on
to the nonprofit sector’s traditionally large market share and client base.
Some nonprofit organizations, viewing the entry of business firms as a major
threat, have attempted to respond to the new competition by becoming
more businesslike in their own operations. This has sometimes led to the
unreflective adoption of management tools such as total quality manage-
ment, benchmarking, reengineering, and other techniques that promise to
improve operations.5 Other nonprofits have fallen back on the values and
commitments that make the character and quality of their services unique.
As a consequence, some nonprofits emphasize the commitment of their
staff, the underlying values or faith guiding the organization, and the unique
community connections that many small organizations possess.6 Although
these emphases may help some nonprofits manage their service delivery
operations better in the short run, they are unlikely to be sufficient to stop
the trend toward greater levels of for-profit service provision and the erosion
of many nonprofits’ position in the contracting regime. 

In key areas, nonprofits appear to face substantial structural obstacles to
competing successfully with business in the market for government con-
tracts. Data on the relative growth of nonprofit and for-profit provision of
human services suggest that business may be capitalizing on its advantages
to capture a greater share of the human service markets that nonprofits
have traditionally dominated. The data indicate that the number of for-
profit providers of individual and family services, job training and voca-
tional rehabilitation, day care for children, and residential care for the
elderly and the infirm increased by 202 percent between 1977 and 1997,
far faster than the number of nonprofit providers. During the same period,
the workforce of for-profit human service providers increased by 273 per-
cent, more than twice the growth rate within nonprofit establishments.
Even the receipts of for-profit providers have increased at a faster pace than
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those of nonprofits. Although in 1997 nonprofits still managed to capture
a substantial portion of the overall growth in the fields, the success of for-
profit activity has raised the question whether the division of labor between
the sectors is beginning to undergo a reordering (see table 3-1).7

When the competition between sectors comes down to the cost, speed,
and quantity of otherwise similar services, nonprofit human service
providers face at least five serious competitive disadvantages compared with
business firms.8 Public managers seeking to understand the ecology of ser-
vice providers must recognize that some of the disadvantages detailed below
lend themselves to government action, whereas others clearly do not. The
main task facing public sector service contractors in the years ahead will be
to fashion a response that is sensitive to the need to preserve the mixed orga-
nizational ecology that now characterizes most human service fields.

Scale and Complexity Limitations 

One of the most common concerns of nonprofit service providers is the
scale limitations inherent in nonprofit enterprise. The financial and human

      

Table 3-1. Nonprofit and For-Profit Provision of Social Services, 
1977 and 1997
Units as indicated

Category Nonprofit For-profit

Number of establishments
1977 40,983 23,104
1997 92,156 69,713
Change (percent) 124.9 201.7

Number of employees
1977 676,473 177,449
1997 1,586,186 662,201
Change (percent) 134.5 273.2

Receipts (millions of dollars)
1977 9,415 2,038
1997 75,683 18,894
Change (percent) 703.9 827.1

Source: U.S. Bureau of the Census, Census of Service Industries (1977, 1997).
Note: Social services include individual and family services, job training and vocational rehabilita-

tion, day care for children, and residential care. Data for receipts not inflation adjusted.
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resources of most nonprofit organizations limit their ability to mount com-
plex, large-scale programs with the speed and ease possible for for-profit
firms. Aside from a few highly visible national charities, nonprofit organi-
zations are for the most part poorly financed and understaffed. They often
are run on tight budgets, with narrow fund balances carrying them from
year to year. In addition, small nonprofits, which make up much of the
organizational population, lack experience with complex information tech-
nology and management systems, skills that are needed if they are to han-
dle large caseloads and complex administrative requirements.9

The size problem confronting many nonprofits puts business firms in a
strong position within the emerging human services contracting arena. In
some instances the scale of human service contracts is simply enormous
and requires a mastery of complex information technology. A grassroots or
informal nonprofit organization that has focused its entire history on deliv-
ering quality services to a small community seems almost certain to floun-
der under some of the substantial management demands placed on orga-
nizations seeking large public contracts. Although some nonprofits may
seek to create opportunities for themselves by pursuing smaller contracts at
lower levels of government—contracts that include only direct client ser-
vices and leave information-intensive reporting work to for-profit firms—
coordinating such a division of labor over the long term will have substan-
tial costs. Many nonprofit organizations simply lack the operational
capacity to tackle large-scale contracts, including many of those recently
put out for bid by states under U.S. welfare reform.

Availability of Capital 

Simple undercapitalization can be a serious problem for nonprofit organi-
zations, given that some government contracts often withhold part of the
service fees until the client has been served or some documented outcome
has been achieved.10 In the rehabilitation services field, for example, a
growing number of contracts pay providers small up-front fees for each
client served and deliver the balance of the payment only after the client
has completed his or her rehabilitation.11 A contractor who receives pay-
ment only months after assisting a client must find a way to pay the up-
front costs of delivering services while waiting for payment to arrive.
Moreover, many contracted services require facilities that the service
provider must either be able to acquire or already have in its possession.
This can put substantial capital demands on nonprofit organizations.12

  

03-0627-CH03  5/10/02  3:14 PM  Page 70



In terms of raising the funds needed to meet capital expenses, the posi-
tions of nonprofits and business firms could not be more different.
Business has long been able to raise millions of dollars through a range of
financial transactions. By contrast, most nonprofit officials concede that
their firms are undercapitalized by charitable supporters, and few have
revenue-generating operations large enough to support major capital out-
lays. Moreover, even if nonprofit managers could raise operating capital
through loans or other means, they might well be subject to criticism from
watchdog groups who accuse them of assuming too much risk and expos-
ing their organizations to financial stress.13

Business firms have several tools at their disposal with which to raise
capital. If they are just starting out, they may seek large amounts of fund-
ing and a long-term commitment from venture capital investors in
exchange for a stake in the firm. Often this funding comes with the added
bonus of an in-depth relationship in which investors lend management
assistance to the firms in which they have a stake. Once a business firm
reaches a certain level of operation, it has a second opportunity to raise cap-
ital in the equity markets. Through initial public offerings and routine
stock offerings, business firms can command resources on a substantial
scale. Through both venture capital and equities, business sells ownership
stakes to outside parties. Businesses that do not want to relinquish owner-
ship can raise funds through the bond market. These funds must eventu-
ally be repaid, but firms receive the benefit of being able to spread out
major capital and research expenses over long periods of time.

Nonprofit organizations, on the other hand, cannot sell ownership
stakes and are not in a position to take part in equity markets.14 They can,
however, and to a limited extent already do, use bonds to fund major cap-
ital projects. Most bond offerings to date have been confined to major
institutions like hospitals, universities, and museums.15 Few midsize non-
profits have been able to take part in the bond market and use these instru-
ments to launch major expansion efforts. One reason bonds have not been
a popular instrument of finance is the high transaction costs associated
with evaluating, underwriting, and servicing them. In addition, few exist-
ing banks are willing to invest the effort to establish lending criteria in
areas that lack an observable track record. As a consequence, only the
largest nonprofits are able to meet the threshold at which a bond offering
represents a viable option. Because many underwriters look not just at real
estate in making decisions but also at reliable sources of income, nonprof-
its face a real challenge in convincing the lending community that their
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multiple revenue streams are sufficiently reliable and their assets sufficiently
valuable to justify major financial commitments.16

Access to Power  

Unlike business firms, public-serving nonprofits are somewhat limited in
their ability to engage in lobbying, and this presents another stumbling
block for nonprofits. Significant differences in style are obvious between
the sectors in terms of the political messages they convey. Lobbyists for
businesses often try to educate and inform government officials about the
advantages of outsourcing and permitting for-profit competition in the
human services. In some cases business firms have intervened in the design
of the contracting systems under which their firms would eventually oper-
ate. One reason for this comfortable relationship is that business is able to
present a message of efficiency to government. Nonprofits, on the other
hand, often convey a message of equity and caring. Armed with political
connections reinforced through campaign contributions and the potent
claim of a strict bottom line, the capacity of business to shape the political
and funding environment is more formidable than that of 501(c)(3) non-
profits, which face real limits on lobbying and political activity.17

Congress placed limits on the political activities of nonprofit service
providers in 1976, though it took the Internal Revenue Service (IRS) four-
teen years to issue final regulations.18 Nonprofits that elect to come under
the law agree to certain limits on the expenditure of money to influence
legislation. The regulations differentiate between direct lobbying, which
aims to shape legislation through communication with legislators, and
grassroots lobbying, which is targeted at shaping public opinion. The 1976
law establishes ceilings on total lobbying expenditures, ranging from
20 percent of expenditures for tax-exempt purposes for smaller organiza-
tions up to a flat $1 million for organizations with budgets in excess of
$17 million. One of the most widely acknowledged flaws in the current
rules of government lobbying by public charities is that lobbying simply is
not understood by nonprofit managers, who are often confused about how
much lobbying activity is allowed before the 501(c)(3) status of a non-
profit becomes threatened. As a result, they tend to avoid lobbying entirely
or to conduct it under the umbrella of a 501(c)(4) social welfare or advo-
cacy organization, which does not offer contributors a tax deduction and
faces no limits on political activities. 
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Compensation and Human Resources 

Major corporations have been able to gain a competitive advantage by
attracting and hiring—sometimes with lucrative offers—prominent and
well-respected human service officials from both the public and nonprofit
sectors for management positions in their growing for-profit human service
divisions. High-profile expertise is more likely to go to for-profit human
services providers, for the simple reason that an undercapitalized nonprofit
can rarely offer a salary comparable to what large corporations can pay. As
long as business can attract the best talent, as it has recently in the job
training and welfare-to-work fields, nonprofit organizations are likely to
face tough questions about whether they have the knowledge and expertise
to compete at the highest levels.19 Over time, if disparities between the sec-
tors become too great, nonprofit organizations may face a real talent drain
that will weaken the sector’s competitive position. 

For years government largely turned a blind eye to the difficult issues
raised by compensation levels within the nonprofit sector. However, the
IRS has recently set in place a new regulatory framework to guide com-
pensation in public charities, along with a system of sanctions that gov-
ernment can now impose on organizations that fail to comply. The U.S.
government has taken a position on the subject of how much nonprofit
managers earn and attempted to regulate compensation levels in the sector
for a number of reasons: because existing disclosure mechanisms are
thought to be flawed and unreliable, because nonprofit boards have weak
incentives to monitor, because several categories of nonprofits are substan-
tially insulated from any market test, and because, even if stakeholders
monitor diligently, compensation regulation may be necessary to ensure
that charitable dollars are dedicated to public purposes. New regulations
were finally enacted as part of the Taxpayer Bill of Rights in July 1996. In
August 1998, the IRS released the details of its plan, and after receiving
public comments it revised these regulations.20 Rather than setting mean-
ingful limits on nonprofit compensation, as was intended, the regulations
are likely to have the exact opposite effect, allowing nonprofits to pay
higher and higher salaries.

The new regulations define excessive compensation as that which
“exceeds what is reasonable under all the circumstances.” Compensation is
reasonable “if it is only such amount as would ordinarily be paid for like
services by like enterprises under like circumstances.”21 On the surface, this
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sounds like a fairly loose and porous standard, given the challenge to inter-
pret “like enterprise” and “like circumstances.” Because there is little case
law in this area, the reasonable compensation definition by itself leaves
organizations with little notice as to what is required of them and offers lit-
tle protection to their expert judgment. To allow nonprofits to exercise this
judgment with greater certainty, Congress placed a “rebuttable presump-
tion” in the legislative history, a clause that the IRS adopted in its regula-
tions. Charities may rely on a rebuttable presumption that their compen-
sation decision was reasonable if the board that approved it was made up
entirely of individuals unrelated to, and not subject to the control of, the
applicant; obtains and relies on appropriate comparability of compensation
data; and adequately documents the basis for its salary decision. Relevant
data for demonstrating reasonableness include, among other things, com-
pensation levels paid by similarly situated nonprofit and for-profit organi-
zations for positions that are functionally comparable. 

Although these new rules are not well understood by nonprofit organi-
zations, over time, as the idea of constructing a rebuttable presumption
using data on compensation at other nonprofit and for-profit firms takes
hold, the lid will effectively be removed on nonprofit compensation. The
intermediate sanctions regulations were initially designed to give govern-
ment an alternative to simply closing down nonprofit organizations guilty
of financial mismanagement. However, the protections built into the sys-
tem effectively make it possible for nonprofits to pay their executives
salaries equivalent to those of workers in the corporate sector. Of course,
whether nonprofits will have the resources to do this and the extent to
which their boards and donors will go along with such an approach remain
uncertain.

Normative Constraints 

Perhaps the most important obstacle that nonprofits face when attempting
to compete with for-profit firms is the absence of both a profit motive and
a willingness to cut corners when the bottom line so dictates. Some
observers worry about the consequences of contracted payment systems
that require specified reductions in the size of the welfare caseload or dic-
tate payment of a fee whenever a client is successfully rehabilitated. One
danger is that business firms will “cream” or “cherry-pick” clients by elect-
ing to work only with the most job-ready or least disabled clients while
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writing off those who face multiple barriers to employment. For-profit
firms may be tempted to reduce caseloads by cutting off eligible recipients
or by taking other steps to achieve performance standards without helping
clients become better prepared to function in the work world.

The trend toward outcome funding and performance pay raises all kinds
of challenges for nonprofits that want to provide services but have strong
social missions and commitments.22 Over time, increased competition with
business firms for performance-based contracts will quite likely strain the
identity of nonprofit agencies or lead to the slow erosion of funding. Faced
with a choice between competition and capitulation, many nonprofits may
reexamine their service delivery systems and look for ways to increase effi-
ciency and effectiveness. Although this work may lead to improved non-
profit operations, it also risks cutting into the “low-return” charity work
that nonprofit service organizations have traditionally undertaken. Special-
needs clients, particularly in the fields of education, health care, and social
services, may find changes in the quality and availability of their often
higher-cost services as cross-sector competition and outcome-based fund-
ing take root.

It may be unwise to tamper with the cultural and ethical constraints
that are part of the nonprofit sector’s identity. Although nonprofits—par-
ticularly value- and faith-based organizations—may face real disadvantages
in competing with for-profits in a market in which outcome funding
emphasizes quick and frequent case closures, in many arenas the focus of
nonprofits on human needs and long-term personal development are inte-
gral to program success. In many nonprofits the willingness to bend rules,
the ability to make decisions that are related to mission not margin, and
the dedication of staff allow these organizations to offer unique services.

Growing competition between nonprofits and businesses is significant
because it ultimately risks narrowing the scope and vision of nonprofit
organizations. As they become locked into increasingly fierce competitive
struggles with businesses, nonprofit organizations risk becoming ever more
instrumental in their approach. When nonprofit organizations are simply
efficient intermediaries through which services are produced—efficient
enough that differences in methods between the nonprofit sector and busi-
ness become obscured—questions naturally arise as to why these organiza-
tions should be granted tax exemption. The competitive drive in some
parts of the nonprofit sector to produce services at low cost is an important
challenge to the sector’s traditional charitable orientation.
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Conceptual Needs for Service Contracting across Sectors 

The differences between the for-profit and nonprofit forms of organization
suggest that as government continues to shift a substantial portion of the
responsibility for service delivery to providers outside of government, the
ecology of for-profit and nonprofit organizations is likely to continue to
shift over the coming decades, especially if business is able to capture the
most lucrative and large-scale contracts that federal, state, and local gov-
ernments make available. As a consequence, interpreting and reacting
appropriately to the changing dynamics of the service-contracting land-
scape is likely to be a central challenge for governance. Given the impor-
tance of public funds in most human service fields, it is increasingly hard
to avoid the conclusion that as public managers make difficult decisions
about the criteria to use in making contracting decisions they will simulta-
neously be making decisions about the landscape of providers that is likely
to emerge at the end of the process. What considerations should public
managers therefore have in mind as they make these critical service-
contracting decisions? The answer given here is that traditional, short-term
considerations must be expanded to include an appreciation of the effects
these decisions have on the long-term evolution of the ecology of service
providers in the many fields of human services for which government fund-
ing represents a critical source of agency finance. 

At first blush it might be tempting to deny that the issue of contract-
ing needs to be complicated at all. Some might view the trend toward
greater levels of for-profit provision as a sign that business firms not only
enjoy competitive advantages over nonprofits but also offer better services.
One might also conclude by looking at the growth of for-profit activity
that clients simply find corporate forms of human service delivery supe-
rior to traditional nonprofit forms of assistance. These conclusions would
be misplaced, however. Although a fair amount of evidence supports the
contention that business firms have a competitive edge over nonprofits,
there is almost no evidence that the services they render are of higher qual-
ity than those offered by nonprofit organizations. Indeed, evaluation
research on the comparative performance of agencies across sectors is slim
and contradictory. 

Differences between nonprofit and for-profit forms of production have
been analyzed in a select number of fields to determine whether substan-
tial differences in service quality and cost can be located. Beyond some
basic intuitions, the actual evidence is utterly conflicting and inconclu-

  

03-0627-CH03  5/10/02  3:14 PM  Page 76



sive.23 Some studies have shown that nonprofit child care is of higher qual-
ity than for-profit alternatives; other studies have shown high levels of
parental satisfaction with for-profit providers. Some studies have detected
differences in the levels of uncompensated care in nonprofit as against for-
profit hospitals, whereas others have not. Several studies have differed in
their findings as to the comparable efficiency of for-profit and nonprofit
hospitals.24 Early evidence on the comparative performance of nonprofit
and for-profit charter schools is not yet conclusive, though parent interest
in and satisfaction with some for-profit schools appears strong.
Government satisfaction with for-profit providers of job training has been
sufficiently high to drive substantial growth in this field while at the same
time raising concerns in some areas about the long-term effectiveness of
these programs.25

In light of this confused trickle of evidence, the current capacity of pub-
lic managers to speak authoritatively about the desired organizational ecol-
ogy of different human services fields is minimal. As a consequence, the
shifting presence of for-profit and nonprofit providers can hardly be inter-
preted in many fields as the result of careful planning or strategy. Moreover,
the effects of some of the unplanned and unanticipated ecological shifts
have not always been positive. Anecdotal evidence suggests that there may
be a fair amount of concern about the expansion of for-profit human ser-
vices. In the area of health insurance, there is a growing chorus of criticism
about the effects of for-profit health maintenance organizations on the
quality and accessibility of health services, a trend that has fueled calls for
a bill of rights to protect patients. In the nursing home field, which has
come to be dominated by for-profit firms, grave doubts have emerged
about the capacity of the system to care compassionately for the coming
tidal wave of elderly that the retirement of the baby-boom generation will
create. Similar concerns have emerged in the area of welfare-to-work ser-
vices, in which large corporations have established a significant presence.
As corporations like Lockheed and Electronic Data Systems (EDS) have
secured large state contracts, many community activists have questioned
the degree to which these companies are able to provide the kind of help
that is needed in the diverse communities in which clients reside, espe-
cially to those individuals who face multiple barriers to employment and
who need long-term psychological and vocational support.

The paucity of good data on the comparative performance of nonprofit
and for-profit service providers has led public managers to focus on the one
area for which data is available, namely, cost. Many managers are drawn to
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the idea that cost should be the central factor in contracting decisions
because measuring and comparing costs across proposals is far easier than
making tough judgments about the quality of underlying service models or
the qualifications of the providers. Political pressures and demands for fair-
ness in the allocation of contracts also tend to push public managers to
focus on service cost as the critical criterion in contract allocation. To focus
entirely on the cost of service provision is, however, to set up a contracting
system that will have the inevitable effect of favoring business firms over
nonprofit organizations. 

Without a more complex and sophisticated set of criteria, the long-term
consequences of such an unreflective approach to contracting is likely to be
the slow squeezing out of nonprofit providers from certain fields. This sort
of ecological shift might seem to be a small price to pay for the ability of
the public sector to economize on the costs of service delivery. However,
there may well be unforeseen consequences to this kind of reorganization
of sectoral responsibilities. Chief among these is the permanent disappear-
ance of the “nonprofit option.” In fields such as nursing home care, in
which for-profit market penetration has been deep and complete, it is hard
to imagine how a mixed ecology can ever be restored. The sectoral shift in
the nursing home arena was accomplished to achieve economies, but it
ultimately has had the effect of driving out nonprofit providers. Once a
field has been purged of nonprofits, even if consumers want to restore a
nonprofit option, policymakers may be unable to take meaningful action
because the barriers to reentry for nonprofits are high and play into the sec-
tor’s weaknesses in mobilizing large blocks of capital. 

Because of the difficulty in reversing major ecological shifts in the orga-
nizational population, public managers need to radically expand the quality
and breadth of their conceptual frameworks for thinking about large con-
tracting decisions. This can be accomplished by developing a set of analytic
tools for understanding when and why either nonprofit or for-profit provi-
sion is likely to work best, based on the characteristics of providers, the
needs of consumers, and the nature of the underlying service. Until a com-
pelling conceptual framework for deciding the division of labor across sec-
tors emerges from the slow accretion of reliable data, protecting the mixed
ecology of service providers will require a shift in the underlying criteria
used by many public managers in the awarding of contracts. 

Among the many possible public sector criteria for the awarding of ser-
vice contracts, three stand out. First, government may continue to seek to
use cost-effectiveness as a measuring stick for choosing between providers.
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Second, government contractors may choose to focus on program effec-
tiveness in awarding contracts to service providers; by looking at an orga-
nization’s track record in achieving meaningful client outcomes, govern-
ment funders should be able, in principle at least, to focus resources on
organizations that have proved they can deliver quality results in their
chosen field. Finally, government may seek to emphasize innovation and
methodological diversity as prime factors in the awarding of contracts,
especially in fields in which knowledge is not settled and further experi-
mentation is needed. In so doing, public managers affirm the value of
pluralism and its many dimensions and implications. A good case can be
made for shifting toward the third criterion while still taking seriously the
first two.

In the face of considerable uncertainty about the relative performance of
nonprofit and for-profit providers, the wisest course of action today is the
affirmation of the value of pluralism and provider diversity. Although it
may well be possible to fuel a race to the bottom by allowing for-profit ser-
vice providers to bid down contracts to the lowest possible margin, such an
approach may alienate clients and consumers, especially in many areas in
which the quality of care is critical. Similarly, though it may be possible to
structure a market made up only of nonprofit providers in which compe-
tition centers principally on programmatic quality and responsiveness, this
route would quite likely raise concerns about cost containment. Given the
difficulty of ever reversing major ecological shifts, public managers must
tread carefully: with cost and quality considerations in mind, a sensible
and practical policy objective for the public sector is the preservation of a
mixed market of service providers in which for-profit and nonprofit
providers compete along multiple dimensions. 

Policy Options for Managing the Complex 
Organizational Ecology 

As public managers and policymakers consider the task of preserving in
many fields a mixed organizational ecology of nonprofit and for-profit ser-
vice providers, some modest steps can be taken to ensure that nonprofits
are not unduly disadvantaged in the competition for service contracts. Two
of the five nonprofit competitive disadvantages described earlier—limita-
tions of scale and access to capital—can be addressed through modest pol-
icy changes. 
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Modest Measures 

In the area of helping nonprofits to overcome some of the limitations they
face in terms of meeting the scale and financing demands of large public
contracts, one possible solution is to require that major public contracts be
structured so as to explicitly encourage or require the use of local subcon-
tractors. In many fields in which direct client services are rendered, neigh-
borhood knowledge and legitimacy are critical and require community
connections established over a long period of time. To capture this knowl-
edge and to help nonprofits bid on contracts that may seem too large for
any single organization to handle, public managers may want to consider
structuring service contracts so as to reward bidders that propose to rely on
experienced subcontractors. In so doing, government might have to trade
away some efficiency for the benefits that smaller, more locally connected
organizations might bring. By breaking large projects into smaller, more
manageable projects, public managers could take a critical step toward
removing an emerging barrier to nonprofit participation. 

A different option for overcoming the scale limitations of many non-
profit organizations is the facilitation of mergers.26 At present, large num-
bers of nonprofit organizations operate without much grasp of the organi-
zational landscape around them. Often, several nonprofits provide services
in a relatively narrow geographical territory while other areas are left
untouched. To help nonprofits compete for contracts that require a height-
ened level of integration and scale, proposals at the state level have been put
forward to create “consolidation funds” that would reward nonprofits that
merge operations and reduce some of the overlap and inefficiency. Because
much of the law bearing on the disposition of charitable assets is adminis-
tered by state attorneys general, any such reform effort would have to pro-
ceed incrementally on a state-by-state basis. Although the idea of achieving
scale through state-aided consolidation appeals to some nonprofit man-
agers, to others the idea is fraught with problems, including the incompat-
ibility of nonprofit missions, the culture of decentralization within many
organizations, and the resistance of managers and boards to surrendering
control. 

Some action is also possible in the area of capitalization. Beyond open-
ing up opportunities to secure tax-exempt bonds, government can play a
role in improving nonprofits’ access to capital by creating pools of public
funds that can be used by enterprising nonprofits to overcome some of the
barriers to entry present in certain contracting areas. In the arena of char-
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ter schools, for example, the U.S. Department of Education recently estab-
lished a fund to help new charter schools locate the start-up resources nec-
essary to plan and open a school. This fund was created in response to a
serious cash-flow problem: the only funds available to many charter schools
were per pupil allocations payable at the start of the school year, and many
cities and states found that the charters they had issued were going
unclaimed because few nonprofit entrepreneurs could figure out how to
acquire a school building and overcome the initial costs associated with cre-
ating a new school. The solution, though simple, has relevance in the many
service fields in which government payments are keyed either to program
enrollment or to the achievement of specified client outcomes. To be able
to compete with business firms that are not subject to these short-term
cash flow challenges, nonprofits may need an array of start-up funding
sources that will enable managers to cover the costs associated with enter-
ing a field in which government service delivery contracts are available.27

Some nonprofit managers have recently begun to explore the possibility
of securitizing accounts receivable. Nonprofits might be able to acquire
working capital not by using real estate and buildings as collateral but by
securing funds with accounts receivable—most likely, renewable govern-
ment contracts. This idea has remained on the drawing table largely
because few government contracts are of a sufficiently long term to satisfy
lenders and because of a general sense that government contracts can be
revoked if the nonprofits fail to perform as expected. Thus one way public
managers could assist nonprofits in securing financing, be it through the
securitization of accounts receivable or through conventional loans, is by
making their contracts longer and more dependable. Of course, any change
in this direction would remove some of the government’s flexibility in con-
tracting for services.28

Seeking Balance 

As public managers look out at the changing service-contracting landscape
and work to address some of the challenges that nonprofit organizations
face to full and fair participation in the service-contracting marketplace, a
bit of balance may well be in order. Although many human service non-
profit organizations now portray themselves as David facing the corporate
Goliath, the moral basis of the nonprofit sector’s plea for help is weakened
to some extent by the range of advantages that nonprofit organizations
enjoy, from their exemption from corporate taxation and their ability to
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offer contributors a deduction for their contributions to their exemption
from property taxes and the subsidized postal rates they enjoy. Although
many of these special privileges do not bear directly on the ability of non-
profits to secure government service contracts, the subsidies they receive do
allow nonprofits to conduct commercial activities that generate additional
revenues that can be used to reduce the costs of service delivery. 

As a consequence, business lobbies have argued that nonprofit organi-
zations require a far more differentiated tax treatment than they presently
receive. One approach that has been considered is the granting of a sliding
scale of tax benefits to nonprofits, geared to the level of public service they
deliver. Under such a plan, donors to soup kitchens might receive full tax
deductions for their gifts, while supporters of more commercialized non-
profits, such as hospitals, would receive only partial deductions. Similarly,
some nonprofits would enjoy the full postage discount, while others would
be forced to pay rates closer to the market rate. The problem, however,
with any such arrangement designed to differentiate between nonprofits
based on the social benefits generated is that it puts government in the
awkward position of judging the social value of the missions of public char-
ities, a responsibility that would be hard to discharge fairly.

Business groups have recently been joined by local municipalities in
questioning why all nonprofit organizations enjoy exemption from prop-
erty taxes. From the perspective of business, the ability of nonprofits to
avoid contributing to local tax receipts imposes on local businesses an
unreasonable and unfair burden, one that can render the playing field less
than balanced. The ability of large institutions and highly commercial non-
profits to operate free from property taxes has led many cities to investigate
ways to ensure that financially successful nonprofits are not allowed to
enjoy a free ride at the expense of other taxpayers. One option that is now
being explored in Baltimore, Maryland, is a sliding scale that would seek
payments in lieu of taxes—ranging from nothing to several million dollars,
depending on the resources of the nonprofit organization.

The high ground of nonprofits has also been eroded by another signifi-
cant recent trend: the sharp and continuing rise in unrelated business
income activity within nonprofits and the meager amounts of taxes paid on
these revenues. A growing number of nonprofit organizations have estab-
lished ventures or enterprises that bear no real connection to their core
charitable missions but nevertheless generate a stream of income that can
be used for social purposes. The regulation of these “unrelated businesses”
has increased in recent years as competitors in the business world have
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raised complaints about unfair competition. When revenues are derived
from an enterprise that is “not substantially related to the mission” of the
nonprofit, a tax in principle is applied by the IRS. The “unrelated business
income tax” is intended to limit the expansion of nonprofit enterprise into
areas that businesses occupy or at least to level the playing field. The range
of unrelated businesses operated by nonprofits is enormous and can
include everything from a bakery operated by a youth center to a real estate
development firm operated by a university.

As unrelated commercial activity by nonprofits has increased in recent
years, a difficult problem has arisen related to the enforcement of rules
designed to protect fair competition. Although nonprofits have been
engaging in increasingly greater levels of commercial ventures, each year
the amount of profit they report remains very low, and hence the taxes
they pay on their unrelated business has stayed relatively low. The best
explanation for this phenomenon lies in the clever accounting techniques
employed by nonprofits, which allow these organizations to report mini-
mal gains or even losses related to the generation of the unrelated income.
This is accomplished by shifting costs from program-related activities to
commercial ventures. In other words, as nonprofits have created flows of
income from ventures that sometimes compete directly with for-profit
firms, they have learned to move staff, overhead, and capital expenses from
the charitable side of the balance sheet to the commercial side. As this cost
shifting occurs, any profits generated by unrelated business activity are
quickly turned into losses,29 and the nonprofit’s tax liability is thereby often
reduced or eliminated. The IRS has grown suspicious of this practice, chal-
lenging nonprofits as to why they continually engage in activities that lead
to losses.30 The answer, of course, is that often these activities lead to prof-
its, not losses, but the organizations behind them have discovered a way to
skirt the rules designed to level the playing field between business and non-
profit enterprises.31

To counter this trend, greater enforcement of the regulations governing
the unrelated business income tax and higher levels of oversight by the IRS
may be needed to ensure that nonprofit organizations report their financial
results accurately. One way to accomplish this would be to bring greater
order to nonprofit reporting by improving the generally poor standards
guiding nonprofit financial accounting.32 Today, only nonprofits receiving
a total of $300,000 or more in government grants and contracts are subject
to A-133 audits.33 For nonprofits below this threshold, the level of over-
sight over their financial statements is extremely low. Building a stronger,
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more reliable accountability system would go a long way to satisfying busi-
ness that nonprofit organizations are not taking undue advantage of their
tax-exempt status.34

Conclusion 

In the end, as the division of labor between the public and private sectors
works itself out, policymakers can take a few steps toward ensuring that the
nonprofit option is not lost and that pluralism as a value in service deliv-
ery is protected. Helping nonprofits access capital and opening service con-
tracts to subcontractors might well help ensure that nonprofits are not shut
out of contracts that require large-scale operations and technical capacity.
In fields such as the transition from welfare to work, in which the scale of
some of the contracts can be immense, the vast universe of community-
based nonprofit providers is at a real disadvantage. Without some appro-
priate action the public sector may ultimately lose out on the special skills
and local contacts that many of these small service providers possess. On
the business side, clarification of the line between related and unrelated
income would be welcome by almost everyone, as would a more effective
oversight of the financial reporting of nonprofits. The lack of clarity in
nonprofit financial reporting practices, if left unattended for much longer,
will lead to an erosion of public confidence in nonprofit organizations. 

The calm and peaceful world that may once have existed for nonprofit
service providers is now long gone. Market pressures have entered the non-
profit sector in ways that cannot help but change the sector and the way
government purchases human services. As these changes take hold, it is clear
that should nonprofits continue to lose out as the trend continues toward
greater and greater business activity in fields traditionally dominated by
nonprofits, the scope and character of human services will be impoverished.
Although data on the comparative performance of the sectors is inconclu-
sive in many fields, almost everyone should be able to agree that in fields like
early childhood education, community health, and job training—fields in
which knowledge about what works remains highly contested—it remains
desirable to invest in a plurality of approaches across sectors. With their
unique commitments and value-based missions, nonprofit service providers
have the ability to continue to offer innovative approaches to public prob-
lems that are linked to community needs and standards. With their strong
commitments to results and the bottom line, business firms also have some-
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thing valuable to bring to the market for government service contracts.
Until greater data and conceptual clarity emerge about the comparative
advantages of nonprofit and for-profit service delivery, government at the
federal, state, and local levels should work to preserve a mixed organiza-
tional ecology in which both nonprofit and for-profit providers play a role
in the changing landscape of human service provision.
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Strategic Contracting
Management 

4  

G   for products and services that are
inputs into what government produces (ranging from office supplies

or computers on the desks of government employees to fighter aircraft or
cost-benefit studies of a proposed regulation) and for actual government
outputs (including debt collection for delinquent college student loans,
operation of customer service hotlines, garbage collection, and delivery of
job training). In all, the U.S. federal government spends about $200 billion
a year buying goods and services, an amount equivalent to about 30 per-
cent of discretionary spending.1

It is tempting to believe that when government makes the decision that
something for which it is paying should be provided by private organiza-
tions, it has removed one item from its agenda of worries. No longer, one
might imagine, need government worry about how to make computers if
it buys them from Dell or Compaq; no longer need it worry about how to
educate kids, or get jobs for the unemployed, if it contracts with a private
organization to run a school or a job training program.

A moment’s reflection will suffice to remind any who might hold such
fond hopes that though the decision to contract changes the nature of gov-
ernment’s worries, it does not eliminate them. When government contracts
for computers, schools, or job training, it need not know how to produce
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the products or services in question. It does, however, need to be able to do
three things well: develop a business strategy (specifying requirements for
what will be bought and choosing an appropriate contract arrangement
and incentives), select the right suppliers, and administer the contract once
it has been signed. These skills are different from those required to produce
computers, schools, or job training. These tasks have traditionally been the
province of the government’s procurement system.2

Almost a decade ago, Donald F. Kettl argued that if contracting is to
work well to achieve public purposes, government must be a “smart
buyer.”3 I would go further. Because so much of what many agencies do
and deliver has increasingly come to depend on contracts with third par-
ties, successful contracting has become a central part of agency success. A
number of agencies, such as the Department of Defense, the Department
of Energy, and the National Aeronautics and Space Administration, spend
much of their budgets on contracted products and services—46, 94, and
78 percent, respectively. Most agencies contract out development of infor-
mation technology applications that are crucial to running their organiza-
tions, as well as other central activities such as scientific research. For such
agencies and functions, the ability to manage contracting must be consid-
ered a core competency of the organization. 

For this reason I believe that agencies need to think about the strategic
management of contracting: contracting should be used aggressively to
promote central agency goals. My view is quite different from a traditional
view that regards contracting as a subsidiary administrative function that
rightly receives little attention from senior agency leadership. In the
twenty-first century, in many agencies, strategic contracting management
needs to become a central concern of senior agency political and career
executives, like other organizational core competencies.4 In particular, the
business strategy part of contracting—the stage in the process at which an
organization decides what it will be buying and how the business arrange-
ment will be structured—should, for important contracts, receive the per-
sonal attention of senior career and political general management.

Over the past decade, significant changes have taken place in the U.S.
federal government’s procurement system, changes designed to improve the
system’s performance through a strategy of making procurement less rule
bound.5 Concentrated in the areas of business strategy and source selection,
these changes provide a good foundation upon which to build strategic
contracting management. The third element of strategic contracting
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management, the administration of contracts once they have been signed,
has been the neglected stepchild of these efforts. This chapter seeks to
address what needs to happen in the area of contract administration.6

A word is first in order about the current state of the world with regard
to contract administration. A coalition of government employee unions,
opposed to contracting out jobs that might otherwise be filled by their
own members, and journalists and politicians ever eager to uncover the
unholy trinity of waste, fraud, and abuse has promoted an image of con-
tract administration that suggests an environment in which government is
“asleep at the switch” and nobody is “minding the store”—and in which,
therefore, contractors run roughshod over the public and hapless agencies.
This is a world of cost overruns and performance failures. Academic con-
cerns about a “hollow state” in which government contracts out rather than
producing have sounded a parallel alarm, sometimes citing similar jour-
nalistic accounts of contracting problems.7

Such images should be taken with a grain of salt. Surely, to take the
best-known exhibits for the prosecution, there are “cost overruns” in many
weapons and technology projects; but these should not be seen simply, or
even mostly, as owing to sloth or fraud. Some result from changes in pro-
ject specifications, so that what government ends up buying includes per-
formance features not present in the original contract. Some cost growth
results from unrealistically low initial cost estimates used to garner politi-
cal support for a project. (To be sure, such gaming is problematic for other
reasons, but it suggests skepticism about any assumption that the original
cost estimate is what the project “should” have cost and that any final fig-
ure over that estimate means government is paying “too much.”) 

Moreover, many of these projects involve complex, first-time tasks that
go beyond the current state of the art and are exactly the kinds of project
that tend to produce similar cost growth when attempted in the private
sector. Studies comparing “megaprojects” in the Defense Department and
the private sector have found that a universe of forty-seven nondefense
projects, such as the construction of refineries, process plants, and nuclear
plants, showed a greater average cost growth than did major Defense
Department weapons projects in the 1960s, although the technological
uncertainties were surely greater, on average, in the development of
weapons systems than in these nondefense projects.8 Studies of private sec-
tor projects involving the development of information technology systems
have found that most came in considerably over budget and delivered less
performance than expected; many were abandoned entirely.9
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Nor is the evidence consistent with the suggestion that wily contractors
are able to rip off a government asleep at the switch. Although the return
on equity of the aerospace and defense industry exceeded that of the
Standard and Poor’s Industrials index during the defense boom years of the
1980s, that trend has been reversed: since 1988 the industry’s return has
generally been lower, and often dramatically lower, than the Standard and
Poor’s index. (During the 1994–98 period, aerospace and defense firms in
the index averaged a 14 percent rate of return on equity, compared, for
example, with 26 percent for chemical or diversified manufacturing firms
and 17 percent for auto parts firms.)10 To take one example of a publicly
traded information technology corporation that reports separate results for
its commercial and U.S. federal government divisions, Computer Sciences
Corporation reports a return on sales in 2000 of 7.8 percent for commer-
cial work and 6.3 percent for federal work, numbers that are in line with
the observations of other large information technology firms selling into
both markets.11

In contrast to the “asleep at the switch” accounts, the government, in
fact, maintains a significant infrastructure dealing with contract adminis-
tration. On the financial side, the Defense Department has an entire orga-
nization of contract auditors, the Defense Contract Audit Agency, that also
works for civilian agency customers, along with contracting officers who
manage day-to-day financial issues. 

How technical or program people (as opposed to procurement people)
get involved in contract administration varies by agency and by type of
contract. For large contracted programs, including weapons systems and
major government projects involving information technology, the agency
normally has a full-time program office, headed by a program manager,
with several layers within the organization under the program manager.
For most contracts, though (and also for individual task orders under many
larger contracts), a single technical or program person is in charge of the
government’s programmatic interface with the contractor, the so-called
contracting officer’s technical representative (COTR).12 The COTR typi-
cally has contract administration responsibilities over and above other job
responsibilities, and with respect to those other responsibilities many, if
not most, COTRs are senior-level “doers,” or at most first-line supervisors,
not managers. 

Despite all this, however, the fact remains that, with the exception of
considerable attention to auditing for unallowable costs and violations of
cost accounting standards, contract administration has traditionally been
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given insufficient attention in most parts of government. “Contracting
officials often allocate more time to awarding contracts rather than admin-
istering existing contracts.”13

This chapter addresses two questions: First, what needs to be done well
if contract administration in particular is to become a core competency for
government, as part of a larger competence in the strategic management
of contracting? Second, is what needs to be done likely to constitute an
attractive job to which government has some prospect of recruiting tal-
ented people? 

Crucial to answering the first question is the recognition that the strate-
gic management of contracting is mainly about management. The vast
majority of skills required of a good contracting manager are the same skills
required of any good manager. In fact, the most important responsibilities
of those in charge of the administration of a contract or task order are not
just managerial in general: they are analogous to those of a senior executive,
not a first-line supervisor or middle manager. It is the job of the contrac-
tor’s management to directly supervise its employees on a day-to-day basis.
What a government person in charge of contract administration needs to
be good at, on the other hand, is executive-type functions such as strategy
and goal setting; the ability to inspire those doing the work, including con-
tractors, with enthusiasm and public purpose; performance management;
management of horizontal interfaces between the contractor and end users
of the contractor’s services; and management of vertical interfaces with
higher levels of the organization and with the external environment.
Contract administration leaders should be agenda setters for others, not
simply accomplished doers themselves.14

Specific activities in which contract administration leaders should get
involved include the following:

—setting, or helping to set, the strategic direction for what the govern-
ment is seeking to accomplish through the contract. This implies a con-
nection of senior contract administrators both to the underlying agency
activity the contract serves and to the contractual effort itself, starting with
the business strategy development phase. As one successful contract admin-
istrator stated, “I spend lots of time on visionary planning. That’s the fun
stuff.”

—managing the process of interface between end user and contractor to
find out what the end user’s requirements are and to get them expressed in
contractual documents and throughout contract performance.15
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—making sure government people provide the contractor the help they
need: interviews with end users about how they use their current computer
software or time, for example, or resolution of conflicts about whether pro-
viding a certain kind of assistance is a government responsibility or should
be done by the contractor.

—attending trade association or other professional meetings. As stu-
dents of organizational social capital note, such meetings should be seen
mostly as a way to get informal information and to nurture relationships.16

As one contract administrator said, “The point is not what’s on the agenda,
the point is what takes place at breaks and lunch.” Another noted that
“people at these conferences talk among themselves about who’s in finan-
cial trouble or who’s won big commercial contracts. If I learn at one of
these meetings that a company’s in trouble, I can request a financial survey
before I make them an award.”

—signaling through one’s personal involvement that an issue is important.
The most fundamental problem with the current system is that it insuf-

ficiently recognizes contract administration as in the first instance a man-
agement function. Correspondingly, too many contract administrators
selected from the ranks of program or technical officials feel they have been
dealt the short straw by being given contract administration duties. Kettl
notes that in one of his case studies many contract administration respon-
sibilities were placed in the hands of people who saw themselves as sub-
stantive experts and would rather have been performing their substantive
work. “In an agency dominated by scientists, technical expertise, not
administrative finesse, marked the fast track upward. Technicians and other
scientifically trained managers thus had strong motivation to escape from
the task—what one official called the ‘administrative stigma’—as quickly as
possible. Sometimes, [an Environmental Protection Agency] report said,
‘contracts management [tended] to be dumped on poor performers’ be-
cause it was not a high-prestige task.”17 As one of those I interviewed
noted, “We’re brought up to be doing stuff, which is actually much more
fun than managing the stuff getting done.”18

Furthermore, many of the functions COTRs currently perform are non-
managerial and certainly nonstrategic. Contracting officer’s technical rep-
resentatives review contractor invoices, and the Office of Federal Pro-
curement Policy’s Guide to Best Practices for Contract Administration
recommends that COTRs also examine time cards and sign-in sheets of
contractor personnel and that they maintain spreadsheets of contractor
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expenses.19 The government-wide Internet-based training course for
COTRs, developed by the Federal Acquisition Institute, prescribes extensive
paperwork activities, such as taking minutes of meetings with contractors
and personally performing inspections or tests. The vast majority of COTRs
who are not “doers” are first-line supervisors accustomed to directing the
supervision of a modest number of employees rather than to the perfor-
mance of executive-type managerial activities. They are therefore inclined to
undertake the tasks contractor supervisors should be doing—namely, direct
supervision of contractor employees in the form of extensive “technical
direction.” Such micromanagement also allows them to feel that they are
making a solid and visible contribution to the success of the contract.

There are three things government must do if contract administration
leadership is to become a core organizational competence: it must properly
define and provide training for the job, split off lower-level tasks from
executive-type tasks, and make an investment in performance measure-
ment as a discipline. First, and most important, senior contract adminis-
tration jobs, including that of COTR, should be positioned as manage-
ment jobs with exciting challenges and stimulation similar to that of senior
executive positions. Successful management requires very different skills
from those required for success as an individual technician. But manage-
ment provides a very real, if different, form of excitement. These jobs
should not be for the unambitious—and clearly cannot be if the strategic
management of contracting is to be a core competence for government.
They should be sold to those who are currently doers or first-line supervi-
sors (or for those being recruited directly for such positions from the out-
side), as an opportunity to experience job responsibilities normally held by
people at more senior levels, and to entry-level people, as an aspiration for
those on a fast track up.20 Training for contract administration leaders
should be training in management skills.

Second, to allow contract administration to focus on management,
efforts should be made to split off repetitive, lower-level tasks from more
complex, and engaging, executive-type functions.21 (To some extent, such
a division of labor already exists in organizations with a program manage-
ment structure.) Not surprisingly, of those at a middle or senior level of
contract administration, no one interviewed expressed enthusiasm about
generating contract-monitoring paperwork. “I don’t like all this monitor-
ing stuff. All the paperwork, the high administrative burden.” Agencies
should scrub internal paperwork requirements, just as many have scrubbed
requirements for contractor-generated reports, to see what might usefully
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be streamlined or eliminated, recognizing that paperwork reduces the
attractiveness of these jobs. For contracts with tangible performance met-
rics, acceptable interim progress toward meeting those metrics should trig-
ger reduced contractor reporting requirements. Organizations should con-
sider assigning the tasks of minute taking and generation of meeting-
related paperwork to junior people, who would also get an opportunity to
learn about management by sitting in on such meetings. Documentation
that does not need to go to higher organizational levels should be dictated
in real time into a machine by a person’s desk, to be filed as tapes and tran-
scribed only if, and when, necessary. 

One dilemma is how to deal with the role of the COTR in approving
contractor labor-hour invoices in cost reimbursable contracts (essentially,
verifying that contractor personnel worked the hours stated.)22 On the one
hand, people on the program or technical side, for whom the work is actu-
ally being done, are in a far better position to know whether contractor
employees have been working than are contracting officers or after-the-fact
auditors, especially if the work is being done on-site at the agency. On the
other hand, this is a repetitive and unengaging task, and if, as is frequently
the case, the contractor is working off-site, the COTR cannot observe
directly whether contractor employees are working. This difficulty could be
mitigated if contract management would become more serious about past
performance evaluations that compare cost estimates with final costs, to
provide contractors a disincentive against padding costs;23 have clerical
people, either in program or contracting offices, review time cards, when
these are generated; and allow COTRs to be directly involved in the veri-
fication of invoices, in whatever ways they might choose. This last item
should not be a requirement; but requests for increased involvement will
typically be generated when COTRs see that results are falling way below
expectations. This begins to make the COTR’s role look more like perfor-
mance measurement.

Third, a crucial part of the job of a contract administration leader will be
responsibility for performance measurement and management of the con-
tractor. This should be a key management responsibility in all organizations,
but it is often difficult in a public sector context (whether for in-house or
contracted work) because financial performance metrics common in the pri-
vate sector do not suffice and sometimes do not even apply. Although busi-
ness firms have begun to grapple with the special challenges of developing
multiple performance measures, such as frequent difficulty developing quan-
titative measures and possible perverse effects of measurement, advancing
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the art and science of nonfinancial performance measurement is a special
issue for government.24 The Defense Department, representing government
as a whole, should therefore take the initiative to develop the discipline of
nonfinancial performance measurement just as it took the initiative in the
1960s to establish the discipline of project management to help with its
unique needs in developing large weapons systems.25

It is not Panglossian to suggest that contract administration leadership
jobs, correctly positioned, can be attractive to talented people. In many
technical fields, such as engineering, that place a high value on “doing,”
people often hope to leave technical work for managing.26 A survey of MIT
engineering graduates ten to twenty years into their careers shows that
those in general or engineering management positions were considerably
more likely to perceive themselves as being successful in their careers than
those who were still staff engineers.27 Contract administration leadership
jobs, properly positioned, are likely to be especially appealing to young
people seeking quick opportunities to learn new things, to grow both pro-
fessionally and personally, and to exercise significant responsibility; one
study of people newly promoted into management positions from jobs in
which they had performed successfully as “doers” found that “the first year
of management was a period of considerable . . . personal growth”; they
“matured as they confronted previously undiscovered truths about them-
selves.”28 Indeed, government may well be able to offer young people
responsibilities more significant than those they would find in private sec-
tor jobs in large organizations.

The last question I wish to address here is the role that substantive exper-
tise in areas involved in a contract plays in the successful strategic manage-
ment of that contracting. Substantive skills are required for government to
establish requirements for what the contractor is being asked to do; to evalu-
ate “technical proposals” (defining how the bidder would accomplish the
work), including analysis of the relative risks different approaches entail; to
evaluate contractor cost estimates for cost-based contracts or for fixed-price
task orders awarded without competition under larger contracts, where the
government needs to judge the contractor’s estimate of how many hours a
job will take and what mix of labor categories is needed; to provide techni-
cal direction during contract performance for non-performance-based con-
tracts; and to ensure compliance with specialized technical constraints, even
in a performance-based contract (for example, constraints on disposal of
infectious waste in a hospital that contracts out cleaning services). Included
in “substantive expertise” are both what in government is often called “func-
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tional” knowledge, such as information technology or engineering skills,
and what in government is often called “subject matter expertise,” knowl-
edge of the underlying government activity the contract is serving. So, for
example, if the IRS is contracting for information technology services to
modernize its collection of taxes, technical skills would include knowledge
about available appropriate information technologies, while subject matter
expertise would include knowledge about how the IRS conducts audits. 

It is frequently thought that, to have these kinds of expertise at its dis-
posal, government must maintain at least some in-house production in the
areas for which it is contracting. By this argument, if government has no
“doers” who have written software code, it cannot successfully manage con-
tractors writing code. Thus, for example, Milward argues that in these
kinds of situations, “producing some services is the only way to learn about
the costs of production.”29 One prominent worry about the growing ten-
dency toward contracting out is that as government loses its doers, it
inevitably also loses its ability to be successful at contract management.

I disagree. In my view, government can be good at the strategic man-
agement of contracting even without a strong base of “doers” with techni-
cal skills in the areas being contracted. Unless there are independent rea-
sons for the government to maintain its own in-house production
capability (or the decision is at least a very close call), it does not make
sense for government to maintain in-house production simply, or mostly,
to retain skills at “doing” needed for managing contractors.

Before exploring this further, three remarks are in order. First, govern-
ment typically has, and will continue to have, subject matter expertise
available even when there are questions about the availability of functional
expertise (for example, when government people are still running business
processes being reengineered by contractors or are the customers for new
weapons and can express what results they seek). Government loses subject
matter expertise only when a function is completely outsourced and there
are no government customers of the service (such as when garbage collec-
tion is outsourced). Second, existing procurement reform efforts have
reduced government’s need for functional expertise. The more government
evaluates bidders on past performance, the smaller the role of a bidder’s
technical approach in source selection on the new job being bid. In a
performance-based contract, where the government contracts for perfor-
mance outcomes and leaves it to the contractor to decide how the work will
be done, requirements for functional skills on the government’s end, par-
ticularly after the contract is awarded, decline dramatically. 
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Third, one should not overestimate the number of situations in which
government needs access to its own functional expertise. It is easier to rec-
ognize a good idea than to come up with one.30 Often, technical skills are
not necessary to judge the quality of significant parts of a bidder’s techni-
cal proposal. Similarly, it is easier to judge whether performance metrics
have been met than to know how to meet them. These three factors dra-
matically reduce the need for technical expertise in administering a
performance-based contract.

There still remain significant situations, however, in which the govern-
ment needs functional skills. How can these skills be made available for the
strategic management of contracting without a pipeline of “doers” pro-
moted into contracting management jobs? It can do so in several ways.
Perhaps the most important is for government to begin to recruit people
into midlevel contract management positions with several years of “doer”
experience in the private sector rather than assuming that these positions
must be filled from within the government. There will still be lots of entry-
level “doer” jobs in information technology, even if they are not in govern-
ment. Government still operates largely on a model that there are only two
points of ingress into government employment, the entry level and the
senior political level. This view is increasingly at odds with the expectation
of young people that they will work in many organizations.31 Government
can get the technical help it needs for midlevel contracting management
positions, even if it has no doers itself, by hiring people with three to five
years of entry-level experience in industry; many if not most of them will
stay only for a few years. Such jobs may appeal to young people who are
generally job mobile, who may wish to do a few years of public service,
who have young children and might prefer less travel or a more family-
friendly work environment, or who might be attracted to positions with
fairly significant responsibility.

Government can also hire contractors, other than those doing the work
contracted for, to provide needed functional expertise. It is easy to ironize
about this. In one of his case studies, Kettl makes disparaging references to
agency use of contractors to help develop requirements, evaluate proposals,
and monitor performance, writing that “it was as if (the agency) had
decided to buy a car but did not have the capability to define what a car
looked like, what it ought to do, or what it ought to cost.”32 Such wit does
not render this solution less sensible. Even if government employed its own
in-house technical experts—software programmers, for instance—there are
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so many specializations and idiosyncratic areas of expertise within a func-
tional domain that for any specific effort, the in-house people would still be
likely to lack technical skills in the specific are. Expertise as a COBOL pro-
grammer hardly qualifies a person as an expert on logistics or e-procurement
software applications. So in-house expertise usually does not obviate the
need for outside expertise. Indeed, in areas such as information technology,
it is extremely common for private sector customers to use independent
third-party information sources (such as the Gartner Group) to help them
develop requirements and evaluate vendors. Government has done this for
many years in a number of areas, including the development of weapons
systems, even when it had far more “doers” with technical skills on staff.33

Although it needs to be careful about how it does this, government can
make judicious use of contractors bidding on the work to provide some of
the technical expertise needed for developing requirements for work to be
done. Under procurement reform, it has become normal for government to
have extensive early contact with prospective bidders to get their sugges-
tions about what contract details the government should require. Some
suggest that the government limit itself in a solicitation to a “statement of
objectives,” asking bidders to promote performance metrics and target val-
ues for such metrics.34 Sometimes a contractor who will be, or may be,
doing the work is actually in a better position than a third party to help an
agency shape its requirements, because it has a greater interest in eventual
success than does the third party and because it may know the agency more
intimately. If the contractor has already been chosen for the work, there
may be potential conflicts of interest, but such contractor-influenced shap-
ing can occur without such risks using a limited competition in which per-
haps two suppliers face off to receive the final contract.

A final word: in pointing out that government needs to be a smart
buyer if contracting is to work well, Kettl appeals to government to make
an “investment in smart buying.”35 The reinventing government initiative
of the 1990s heeded that appeal for the front end of the procurement
process—regarding establishing requirements, structuring the overall
business arrangement, and selecting the right suppliers. It paid consider-
ably less attention, however, to what happens after the contract has been
awarded. The challenges faced by procurement reinventors of the 1990s
were in the first instance institutional design challenges involving the
proper role for rules and discretion. By contrast, the challenges of rein-
venting contract administration are predominantly challenges of human

   

04-0627-CH04  5/10/02  3:16 PM  Page 99



resources management—of people and job design. Given the growing
concern with government’s human capital crisis, the beginning of the new
millennium represents an opportunity to address this important unfin-
ished business.
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H    changing human needs over the life cycle is a
central and defining issue for any society. At the end of their lives, in

old age, human beings cannot provide for themselves with their own labor.
The provision of old-age security is, like the organization of exchange or
the maintenance of law and order, one of society’s central functions.

A society’s solutions to this issue may be individualistic or collective.
Human beings may provide for their old age individually, by setting aside
resources from which they can draw when their years of productive labor
have ended. Alternatively, they may enter into an intergenerational com-
pact in which successive generations agree that the young will support the
old; in many traditional societies, families are structured according to just
such a compact. In the modern welfare state, mandatory old-age insurance
schemes link all the old and all the young members of society in an imper-
sonal, general compact. In many countries, the transfers involved generate
expenditures in the state budget that exceed any other category of transfers.

I have benefited greatly from comments from Peter Diamond, John D. Donahue, Jeffrey
Liebman, and Eytan Sheshinski, as well as others attending the conference sponsored by the
Visions of Governance in the Twenty-First Century Project. I am grateful for the research
assistance of Yosuke Tada and Christian Ponce de Leon and the help of Laura Medeiros in
preparing the manuscript.

Market and State Provision 
of Old-Age Security: 
An International Perspective
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Under either regime—state or market—trust in the provision of old-age
income affects social cohesion. Whether the provision is individualistic or
collective, whether it is organized traditionally or passes through a market,
its reliability is a central feature of the stability of any society. A community
in which the young were structurally incapable of providing for their old
age, and the old were regularly abandoned by the collectivity, would be
unlikely to survive for long; the tensions associated with the failure to pro-
vide old-age income would undermine the community’s legitimacy. 

The Development of Provisions for Old-Age Security 
in Western Europe and the United States 

Over the past two hundred years, the transformations of the rural and agri-
cultural societies of Europe and North America into urban, nonagricultural
ones disrupted and eventually put an end to traditional patterns of provi-
sion of old-age security. Many elderly men and women who were no longer
capable of working lived precarious lives, on the margins of their families
and on the edge of destitution.1

Over time, a variety of mutual aid associations evolved in response to the
new needs of the urban and industrial working classes. These covered sick-
ness, accident, death, and unemployment in addition to the risks inherent
to old age. In the nineteenth century, in Europe and America, “the number
of local (risk-pooling) clubs . . . is lost beyond counting. Unstable and actu-
arially unsound, a cross between a gambling club and a mutual assistance
fraternity, they were ubiquitous throughout the domain of wage labor.”2

These associations took many forms. In Germany, journeymen’s, trade,
and fraternal associations coexisted with Hilfskassen, a system of funds
administered by local authorities that collected voluntary contributions.
In France, sociétés de secours mutuels grew to such an extent that they were
subject to regulations by the state, under Napoleon III, and received guar-
anteed rates of interest for the contributions that they were required to
deposit in a central, state-administered fund. In Great Britain, national
“friendly societies” absorbed local clubs and pooled their risks. In the
United States, local clubs, lodges, and fraternal societies abounded, with no
obligation of regulation or even registration. 

In addition, in Great Britain and the United States, but less so on the
Continent, for-profit companies emerged, selling primitive forms of insur-
ance to working people. These were the mail-order “collecting societies”
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and the “industrial insurance” companies, so called because they sold insur-
ance policies principally to industrial workers. Aggressive, well organized,
and driven by the profit motive, these companies grew more rapidly than
the nonprofit mutual associations. By 1911, a massive study of social insur-
ance in Europe, conducted by the U.S. Bureau of Labor and codirected by
the American physician-turned-statistician Isaac Rubinow, found that the
number of “industrial insurance” policies sold far exceeded the member-
ship in the fraternal associations of both the United States and the United
Kingdom, as table 5-1 illustrates. In the United States, the combined mar-
ket share of the two largest companies in the business, Metropolitan and
Prudential, was 80 percent.3 Although they were many in number, how-
ever, neither the mutual association policies nor the commercial policies
were sufficient in value to cover the major risks facing industrial and urban
workers at the time.

On neither side of the Atlantic did the institutions of voluntary risk
hedging insure participants against more than a fraction of the calamities
the future held in store for working-class families. Sick pay and (especially
in the United States) funeral costs were the most common benefits. With
steeper fees, some mutual assistance associations provided the services of a
contract doctor or, more rarely, survivors’ insurance. Beyond this core, the
covered risks diminished dramatically. Only the best organized of the
skilled workers’ unions provided benefits against unemployment. Except
for employees of a few of the larger corporations, retirement pensions were
a luxury enjoyed only by portions of the business class.4

     -  

Table 5-1. Coverage of Mutual Associations and Industrial Insurance
Policies, Great Britain, France, and the United States, ca. 1911
Millions of persons or policies

Category Great Britain France United States

Members of mutual associations 6.0 4.0 1.9
Policies of “industrial insurance” 

companies and collection societies 26.0a n.a. 24.7
Total population 48.0 40.0 92.0

Source: Isaac Rubinow (1911) and Statistical Abstracts; Daniel Rodgers, Atlantic Crossings: Social
Politics in a Progressive Age (Harvard University Press, 1998).

n.a. Not available.
a. In 1900 (Rodgers, Atlantic Crossings, p. 218).
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It is interesting to speculate as to why these private markets did not
develop further, and, in particular, why markets for retirement annuities
did not develop. The large number of other policies suggests that informa-
tion costs and the costs of marketing were not the problem. The difficulty
may have been that few people expected to live long beyond their working
years, and those who did were suspected of being bad “life” risks.
Alternatively, there may have been too few assets of long maturities with
which the companies could hedge the long liabilities inherent in the pro-
vision of life annuities. However, the existence in Great Britain of consoles
and in France of rentes would seem to belie the latter explanation. The
long and the short of it seems to be that the people who needed the pro-
tection did not have the money to pay for it—and in any case were con-
sidered poor risks. The problem was partly one of market failure and partly
one of disparity between social needs and economic means.

The inadequacy of these markets, the needs that they left unsatisfied,
called for a public response. The plight of the elderly and the fear of the
working population that the same fate might await them became key
aspects of “the social question,” which dominated much of domestic pol-
icy in Europe in the nineteenth century. Into this breach entered what was
to become the central pillar of the welfare state—state old-age and sur-
vivors’ insurance. 

There was nothing inevitable about the emergence of old-age and sur-
vivors’ insurance. Public state response could have taken other forms—
and, in several countries, it initially did. In France, the Second Empire sub-
sidized voluntary mutual insurance schemes; Sweden, Denmark, Belgium,
Italy, and Switzerland followed suit. In 1910, French progressives passed
legislation instituting mandatory private mutual old-age insurance. (The
system was short lived: the workers rejected the mandatory wage reduc-
tions, and the courts refused to enforce them.) Great Britain initially opted
for simple, redistributive minimum old-age pensions financed out of gen-
eral state revenues. 

The subsequent prevalence of the social insurance model was shaped by
the fact that the country that provided the first comprehensive state
response to the unmet needs of the new industrial and urban working
classes was Germany. The “social question” erupted in Germany simulta-
neously with Prussia’s efforts to mold a strong federal state. The key figure
in the changes that resulted was the German chancellor, Otto von
Bismarck. In Bismarck’s mind, the two central domestic problems of the
German Empire—the danger of social democracy and the need for a
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stronger state—had one answer: state socialism. His analysis is worth quot-
ing. Referring to the repressive set of Anti-Socialist Laws instituted in
response to the strikes of 1873, Bismarck later wrote that 

the effect of these repressive measures can only be of a partial and
temporary nature, since the evil lies deeper than these manifestations.
. . . I am convinced that the dreadful economic situation, as experi-
enced by the whole community and not just certain individuals, is
the main source of discontent among the workers and artisans—and
it is not limited to the working classes. The governments’ lack of
money is also a contributory factor, in that it prevents us from pay-
ing the lower ranks of the civil service adequately, thus driving them,
including even the police, the lower judiciary, and the postal and tele-
graphic services, into the arms of the socialists.5

In a further memorandum, in December 1880, specifically devoted to
accident, old-age, and disability insurance, Bismarck wrote that “all those
willing to insure themselves must be entitled to a state supplementary ben-
efit. This is an idea taken from state socialism! Society as a whole must
undertake to support those who own no property, and . . . [thus] . . . pro-
duce that conservative mentality in the great mass of have-nots, which the
right to a pension brings with it.”6

Bismarck’s remarks notwithstanding, the insurance-like solution,
whereby the old-age pensions he called for came to be financed with wage-
based taxes, was an accident. Bismarck shared with his adviser, Adolf
Wagner, an intense distrust of the insurance industry and felt that it should
be nationalized. (According to Gerhard Albert Ritter, Wagner called for
“organizing private insurance in accordance with public welfare.”)7 Neither
Wagner nor Bismarck, however, initially intended to nationalize pension
insurance.

Bismarck’s original plan, formulated in 1880, was to create a tobacco
monopoly, similar to that of France, and use the proceeds to pay for a sys-
tem of flat, noncontributory public pensions. He reasoned that the politi-
cal appeal of the pension provision would help carry the unpopular
tobacco proposal in the Reichstag, and he wanted the tobacco monopoly
as a future source of general revenue for the state. As it turned out, the link-
age worked the other way: opposition to the tobacco monopoly defeated
the pensions proposal. Faced with this setback, Bismarck eventually
turned, in the Principles of 1887 legislation, to wage-based contributory

     -  

05-0627-CH05  5/10/02  3:19 PM  Page 109



financing. As modified in 1889, the system called for equal contributions
by employees and employers, on a progressive scale with five brackets.
Pensions were to vary with the contribution level of the employee and the
number of years he or she had contributed. The system was to be admin-
istered jointly by labor and management. On top of this, the state was to
pay every retiree an annual flat fifty-mark “supplementary pension.” Thus
was universal public old-age insurance born. 

Why did the German model spread and eventually become the domi-
nant form for public provision of old-age security? Its spread was initially
limited. Austria adopted Germany’s system shortly after Germany did, but
Great Britain rejected it as too statist. When Herbert Asquith’s Liberal gov-
ernment passed Great Britain’s first comprehensive public pension law in
1908, it opted for a noncontributory, means-tested, flat pension, financed
from general revenues. This approach focuses on redistribution to the
elderly poor and leaves the greatest room for private market provision of
earnings-related pensions. The private industrial insurance companies had
lobbied intensively against the use of the German model for old-age pen-
sions in Great Britain. 

Adoption in other countries of either the British model or the German
model was roughly balanced until the passage in the United States of the
Social Security Act in1935.8 The act created Old-Age Insurance (OAI),
Old-Age Assistance, Unemployment Insurance, and Aid to Dependent
Children. Whereas many of the other institutions of the New Deal have
disappeared, the Social Security program has endured and expanded and is
today, both in terms of its financial implications and the breadth of its
popular support, a central pillar of the welfare state in the United States.

It was not initially obvious that compulsory insurance would figure
prominently in the New Deal’s Social Security agenda. From a cyclical
point of view, contributory insurance was not considered good economic
policy in 1935. Collecting taxes to build up a reserve fund from which no
benefits would be paid for a decade was the opposite of the deficit spend-
ing called for by Keynesian logic. In fact, the pressure in Congress was for
immediate relief for the elderly poor, not for new taxes. It was only at
Franklin D. Roosevelt’s personal insistence—inspired by his conviction
that government should provide “comprehensive risk insurance for every-
one: universal insurance against old age, unemployment, ill health, and
disability, administered simply and efficiently through the Post Office”—
that the concept of contributory insurance figured at the core of the act.9

How much this vision owed to the influence on an American progressive’s
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mind of German social thinking and how much it was tempered by a deep
suspicion of markets left to themselves, and their potential for social harm,
is not clear. Certainly the experience of the Great Depression could only
have reinforced a personal skepticism about markets. What is clear is that
Roosevelt knew that what he was supporting was not a temporary eco-
nomic expedient but, rather, a major structural change.10

Emergency relief for the elderly poor, through the Old-Age Assistance
program, was also included in the Social Security Act of 1935. Its political
appeal may have helped ensure passage, but the broad-based and contrib-
utory nature of the Old-Age Insurance program may have helped ensure
the longevity of the whole program. The fact that OAI was not a targeted
assistance program, and that the entire working population perceived it to
be broadly beneficial, was probably an important factor in its continuing
popularity and subsequent expansion. Tolerance for targeted assistance,
though high in a crisis, tends to wane in normal times. A highly redistrib-
utive program might not have enjoyed the same degree of lasting political
support as OAI has.11

Both German social insurance and OAI were initially funded systems.
In Germany, the state social insurance fund invested in projects of a social
nature—hospitals, public baths, public water supply, and sewage disposal.
In 1913 the system’s reserve fund held 3 billion marks.12 By 1930, the dev-
astations of war and hyperinflation had exhausted the fund. In the United
States, the slippage was more rapid. Budgetary pressures were such that, by
World War II, the balance in the Social Security Trust Fund had been
reduced to a minimum, and OAI was operating on a pay-as-you-go basis.

In retrospect, 1935 can be seen to have been a turning point for the rest
of the world as well as for the United States. The New Deal established
social retirement insurance as a central feature of the welfare state. Its adop-
tion around the world after 1945 has to be understood, at least partly, as a
feature of the momentum to adopt the economic and social model of the
most powerful and prosperous country of the world. 

Two Paradigms 

The fifty years that followed the end of World War II witnessed both
expanded coverage worldwide of state Social Security systems and the
growth of financial markets for private old-age insurance. Among the
high-income countries, the balance between these two developments
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varies. The simple logic of life-cycle saving suggests that “countries with
larger Social Security systems would be expected to have smaller levels of
private saving.”13

Table 5-2 illustrates the relative magnitude of pension fund and life
insurance assets in the five largest countries of the Organization for
Economic Cooperation and Development (OECD) at the end of the
twentieth century. These markets are most developed, in absolute terms, in
the United States. The growing importance of deferred benefits in labor
contracts negotiated through collective bargaining is an important part of
this phenomenon. Many of the pension funds included in the numbers are
company or union funds. The average value of pension fund and life insur-
ance assets per employed person in the United States was $75,334 in 1998;
pension fund assets accounted, on average, for $53,650 of the total.14

By the third quarter of the twentieth century there were two principal
paradigms for the provision of old-age security: private markets and state

   

Table 5-2. Evolution of Pension Fund and Life Insurance Company Assets,
Various Years, 1980–98
Percent of GDP

Country and sector 1980 1990 1998a

United States 43.0 68.5 115.2
Life insurance companies’ share 17.5 24.9 33.2
Autonomous pension funds’ share 25.5 43.6 82.0

United Kingdom 47.9 97.2 176.3
Life insurance companies’ share 23.3 42.1 93.3
Autonomous pension funds’ share 24.6 55.1 83.0

Germany 14.1 22.0 27.4
Life insurance companies’ share 11.9 18.6 24.1
Autonomous pension funds’ share 2.2 3.4 3.3

France 7.6 16.0 39.0
Life insurance companies’ share 7.6 16.0 38.9
Autonomous pension funds’ share n.a. n.a. 0.1

Japan n.a. 39.8 46.5
Life insurance companies’ share n.a. 27.5 29.5
Autonomous pension funds’ share n.a. 12.3 17.0

Source: Organization for Economic Cooperation and Development, Institutional Investors’ Statistical
Yearbook, 2000 (Paris, 2000). For Japan, “National Accounts in Japan.”

a. 1997 for France.
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social insurance. Under ideal circumstances, both approaches are poten-
tially effective; both also have failings. The original British model of tar-
geted assistance—no longer dominant in Great Britain itself—is, by its
nature, not comprehensive. It is more appropriately viewed as poverty
relief, which can coexist with majority provision through either private
markets or state insurance. 

Two underlying economic processes are capable of producing the real
flows of purchasing power that old-age security requires: One is the classi-
cal process of saving and investment, a process that entails funding. The
second process involves investing in what Paul Samuelson has called the
“biological rate of interest”: the young agree to support the old in exchange
for the assurance that they, in turn, will be supported in their old age by the
next generation. In such a pay-as-you-go system, if contribution rates are
fixed, the pool of benefits available for distribution to pensioners grows
with the rate of growth in the number of contributors and their incomes. 

Theoretically, either paradigm could be used to administer either eco-
nomic process. State insurance systems can be funded, and in principle,
pay-as-you-go systems could be private. One can imagine a mutual society
forming on the principle that the funds received from new members will be
used to provide income to old members. Such a scheme would, however,
be a Ponzi scheme, and Ponzi schemes are intrinsically unstable because the
incentive is always to expand as quickly as possible. The only viable Ponzi
scheme is one that is compulsory and is run by a state monopoly. A state
old-age insurance system is such a system. In practice, therefore, the basic
choices in the provision of old-age insurance are public provision, which
may be either funded or pay-as-you-go, and private provision, which must
be funded. 

Financial Markets as Providers of Old-Age Security 

Private pension provision requires both markets for instruments of accu-
mulation and markets for life annuities. Do such markets exist? If so, are
they complete, and are they free of significant market failures? If the answer
is, to a reasonable degree, yes in each case, private capital and insurance
markets should be capable of providing for old-age insurance in an eco-
nomically efficient manner. The answers, however, vary with the nature of
existing institutions and are therefore subject to change as economic insti-
tutions evolve over time. 

     -  
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The insurance aspect of old-age security must be emphasized. If I am a
person of working age looking to my retirement, I want to be assured of
income for as long as I live. In a traditional context, I may receive this
assurance because I own the family home and it is understood that my
children will live in it in exchange for supporting me for the rest of my life.
In a more individualistic context, this assurance cannot be efficiently
replaced exclusively by stocks and bonds. The portfolio I would have to
accumulate to guarantee my income for the longest possible life expectancy
would be substantially larger—and would require substantially greater sac-
rifice of current consumption—than what would be necessary if I knew in
advance, and with certainty, the date of my death. To provide efficiently for
my old age, I need to accumulate savings in a retirement fund and, at some
appropriate point, to begin progressively to convert those savings into a life
annuity. A number of the shortcomings of market provision have to do
with difficulties with the insurance markets.

Market Failures and Other Shortcomings 

In the past, many problems have limited reliance on financial markets for
comprehensive old-age insurance. These include limited accessibility to
market information, missing instruments, market volatility, adverse
selection by risk category, and myopia and moral hazard on the part of
workers. 

Until recently, financial markets have been inaccessible to many work-
ing people. They have historically been dominated by insiders who released
little or no information about the underlying facts of the businesses
involved. When such information was available, working people did not
have sufficient understanding or knowledge to interpret or process it. They
were easily taken advantage of and thus subject to exploitation. Early finan-
cial history is indeed replete with stories of financial swindles.

Financial history is also the history of the progressive emergence of new
instruments that fill existing gaps. Long-term bonds, particularly long-
term indexed bonds, have not been prevalent until recently and still do not
exist in many countries. This has constituted a serious obstacle to the
development of life insurance companies, which, by their nature, must seek
to balance their long-term liabilities with long-term assets. Life insurance
companies have traditionally relied, instead, on such physical assets as
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office or apartment buildings, but diversification of individual investment
risk, or of business-cycle risk, was consequently difficult to achieve.

Another missing market, which some have seen as significant, is the
market for selling one’s own future labor. In the feudal period, peasants
agreed implicitly to be indentured in exchange for protection. Absent that
institution, the peasants might have been less well protected against the
violence of the times.

Income from financial investments is generally more volatile than
income from labor. Martin Feldstein and Jeffrey Liebman report that in the
United States between 1946 and 1995, the mean real rate of return on a
balanced portfolio of stocks and bonds was 6.9 percent, with a standard
deviation of 12.5 percent. Both the mean and the standard deviation are
high.15 Some commentators, reflecting on this fact, have opposed total
reliance on pension funds for old-age security.16

Several comments are in order. First, realized real returns on state pay-
as-you-go systems are also volatile. In real down cycles, everything suffers,
including labor income and state revenue. In the great crises of the past
hundred years—the two world wars, the hyperinflations of the 1920s, and
the Great Depression—markets have crashed, but public pension systems
have crashed along with them. More important, the volatility of annual
market returns is not the relevant factor. Retirement portfolios are held, on
average, for about twenty years. The long holding period provides, intrin-
sically, for substantial averaging of year-to-year volatility. It is therefore the
variability of the twenty-to-forty-year return that is important for the
worker; and this is much lower.

Financial volatility does bring with it a new kind of lifetime risk for
savers—the risk of retiring at the bottom of a business cycle and therefore
of having to convert one’s retirement savings into a pension annuity at a dis-
advantageous moment. The answer to this problem is to average, by annu-
itizing continuously and increasingly over one’s later years. Annuitizing over
such long periods, however, requires life annuity markets that are more
developed than those currently in existence in many countries. 

Another obstacle to the development of annuity markets has been the
difficulty of establishing objective indicators of risk. If applicants cannot be
allocated to different risk classes, insurance companies will tend to write
fewer policies than they otherwise would, to avoid carrying more risk than
their premiums warrant. They will eliminate the applicants who are the
most eager for insurance, on the assumption that they are the applicants
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who personally expect to live the longest. This pattern will tend to stunt
the growth of the industry. 

A strong, recurrent argument against market provision of old-age secu-
rity turns on the purported myopia of a fraction of the working popula-
tion. Indigent or reckless individuals may discount the future highly and
thus, if given the choice, systematically underprovide for their later years.
Some form of compulsory insurance may therefore be required. 

In a society that provides means-tested minimum pensions, individuals
whose income is close to the level that qualifies may, in addition, undersave
in order to game the system. The promise of the minimum pension creates
a moral hazard in that it provides an incentive for low-income individuals
to avoid saving in order to benefit from the guarantee. 

Over the past hundred years, as financial markets have grown in vol-
ume and in institutional complexity, some of the problems mentioned
above have diminished. Regulations—the strengthening of processes, dis-
closure requirements, and measures to discourage or prohibit manipula-
tion—have made financial markets more accessible. Increasing access has,
in turn, educated the broad population and made it more knowledgeable.
New instruments of increasing sophistication have filled previously miss-
ing gaps. The life insurance industry has developed new products,
improved its management of risk classes, and learned how to explain its
products to the general public. Myopia and moral hazard, however,
remain, calling by their nature for an element of compulsion in the pro-
vision of old-age security. 

State Provision of Old-Age Security 

An omniscient, efficient, and benevolent state could solve many of the
market failure problems identified above. If the technician civil servants do
their job well, the citizens need not understand how the system works. An
omniscient state can legislate any payoffs that complete and efficient finan-
cial markets could provide. The absence of choice in a state system elimi-
nates the problem of adverse selection. Finally, because citizens are com-
pelled to participate, both myopia and gaming disappear as problems. No
state, however, is omniscient, efficient, and benevolent, and state provision
is itself subject to many failures. The very discretion that makes first-best
policies possible also permits manipulation of all kinds.
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Although the literature on state failures is less developed than that on
market failures, certain categories can nonetheless be delineated. These
include state-induced market volatility, electoral myopia, and state capture
by special interests.

State provision may increase the volatility of the real value of pensions.
Governments that are short of revenue may arbitrarily break pension
promises either directly or indirectly, through the more or less deliberate use
of inflation. Recent history is replete with instances in which weak govern-
ments have allowed inflation to cut the real value of benefits. Peter
Diamond makes the general point that, for structural reasons, state revenues
may vary proportionately more than general economic activity, and state
expenditures may therefore tend to be more volatile than general economic
activity.17

The tendency toward volatility in government spending may be exacer-
bated by the limited horizon of elected officials in a democracy. Populist
largesse on the part of incumbent governments seeking reelection may lead
to commitments to unsustainably large pensions, which require budget-
cutting swings in the opposite direction by subsequent administrations. 

Organized special interests frequently undermine the capacity of gov-
ernments to act in the public interest. Special benefits may be bought by
corrupt groups. In countries in which democratic processes are not well
established, governments may secure the support of the military, for exam-
ple, by giving it special treatment. The power to strike in the provision of
key urban services—transportation and electricity, for example—can give
certain labor associations the ability to extract restricted privileges. These
tendencies are incipient in all states but may become rampant in countries
in which the state is weak. In the extreme case, the result may be night-
marish public policies that are a labyrinth of special interest provisions. 

Such fracture has been common in state pension provision in a number
of middle-income countries in Latin America and in postcommunist
Europe. In many countries in those regions, at least until a recent phase of
reform, public pension systems were fragmented in a variety of special
regimes—for miners, teachers, the military, and church officials—each
with different retirement ages, provisions for early retirement, contribution
rates, and disability and survivor benefits. In those countries, state provi-
sion, far from providing a comprehensive system of self-financing old-age
security, created a patchwork of unsustainable fiefdoms, each requiring
general budget subsidies. 
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05-0627-CH05  5/10/02  3:19 PM  Page 117



Compulsory Insurance through Regulated 
Private Pension Providers 

In the last quarter of the twentieth century, a third paradigm of old-age
security provision emerged: mandatory insurance through regulated pri-
vate pension funds. The principle is simple: Each worker is required to
contribute a portion of his or her earnings to an individual retirement
account in a privately managed fund, which is regulated by a state agency.
The agency initially licenses enough private funds and managers—through
an open process based on experience and professional merit—to ensure
that they will have to compete with one another. Each worker is free to
choose his or her own fund and free to change funds at regular intervals.
The funds are protected against manipulation by regulations that limit
investment to securities that are traded in regulated markets, prohibit bor-
rowing, prohibit related investments and investments in controlling inter-
est, require diversification, and require the legal separation of fund assets
from the manager’s assets.18

Upon retirement the worker is required to convert the assets accumu-
lated in his or her account into an indexed life annuity. Provisions differ
regarding the freedom to withdraw some of the assets in a lump sum and
the life tables that may be used for the annuity conversion. Annuity
providers are subject to additional regulations, which require them to keep
adequate reserves.

Because the contribution is mandatory, the state also provides a guaran-
tee. Provisions vary, but the one entailing the least moral hazard is a guar-
antee to each individual account holder that he or she will benefit, at a
minimum, from an amount at retirement equal to his or her life-time con-
tributions, indexed to inflation to the point of retirement.19

The model corrects many of the problems associated with private mar-
kets discussed above. Through its licensing and regulations, the public
agency screens and monitors the funds for the benefit of, and in the place
of, the individual beneficiaries. If the agency is truly professional, inde-
pendent, and honest, the individual beneficiaries do not have to have much
knowledge of financial markets for the system to be beneficial. To the
extent that annuitization is compulsory, market failure through adverse
selection is avoided. The compulsory nature of the contribution also com-
pensates for any myopia, eliminates moral hazard from the existence of
minimum flat pension provisions, and precludes the use of gaming strate-
gies to take advantage of those provisions. Finally, the compulsory nature
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of the contributions also ensures that fund accumulations rapidly exceed
the critical mass necessary to justify the creation of market instruments
that previously did not exist: corporate bonds—presently absent in some
developing countries—indexed long-term government bonds, and the like. 

The model also corrects many of the problems associated with publicly
administered old-age insurance. One of the principal advantages that its
originators claim for this model is that it isolates pension provision from
political interference. The logic of a defined-contribution system is that the
pension cannot be cut at the moment of payment. During the accumula-
tion phase, the accounts are the private property of the individual contrib-
utor, a fact that also protects the funds, in principle, from being raided to
provide budgetary revenue. In countries lacking a strong tradition of
enforcement of constitutions, these protections are not perfect; but, at the
least, they provide more insulation from state-induced volatility than a pay-
as-you-go system of public provision would. The same provisions protect
against the boom-and-bust cycle that electoral myopia can generate and
against the fragmentation that weak states captured by special interests
have frequently brought about.

The model of compulsory private insurance is distinctly separate and
different from the public provident fund model. In the latter, workers are
required to contribute a portion of their earnings to a pooled fund, which
is managed by the state and from which benefits are paid to pensioners at
the discretion of the state.20 Both systems are funded. Both involve a com-
bination of public compulsion and private markets. The distinction
between private defined-contribution accounts and a public pool providing
defined-benefit payments, however, is crucial.21

The model of compulsory insurance with private accounts has its own
failings. It depends critically on the capacity of the state to establish an
independent, professional, and honest supervisory agency. The costs of
administering this system are inherently higher than those of administering
a public pay-as-you-go system.22 They include several categories of cost
that are simply not present in a pay-as-you-go system: the costs of manag-
ing the accumulating funds, the costs of annuitizing at retirement, the costs
of accommodating switching by individuals, and marketing costs. The lat-
ter two are inherent to the competition between funds that is central to this
system.

Reliance on a smoothly functioning market for annuities is an important
shortcoming of mandatory private pension fund systems. In a public sys-
tem, the state simply calculates the pension and pays it. In a private system,
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the annuities are sold by for-profit enterprises based on individual actuarial
calculations. In the United States, 10–20 percent of the premium for indi-
vidual fixed life annuities goes into administrative costs and profit margin
for the insurance company. Without a broad and efficient annuities market,
the private system cannot correct the problem of volatility owing to the tim-
ing of retirement. That requires continuous annuitization after a certain
age. Moreover, if the market for indexed annuities is not well developed, pri-
vate provision subjects the beneficiary to an inflation risk.23

Finally, the mandatory private pensions model has been criticized for
not being amenable to redistributive modifications, when redistribution is
desired. Supporters counter that redistributive allocations to individual
accounts are simple to include in the system. In summary, the mandatory
individual account model protects the pension system from many of the
political risks inherent in a public system. It also avoids some of the draw-
backs of purely voluntary private pension funds, though the costs of
administering it are likely to be as high as those of purely voluntary private
funds. 

International Experience with Pension Systems 
Based on Mandatory Private Accounts 

Chile was the first country to design and fully implement a pension system
based on mandatory private accounts.24 During the 1970s it experienced, in
uniquely radical fashion, both the fragmentation and demoralization of its
state pension system and an authoritarian political reaction to the chaotic
conditions under which this had occurred. The military dictatorship that
seized power in 1973—and remained in power for sixteen years—ruthlessly
suppressed human rights. It did not, however, engage in populist economic
policies. To the contrary, heeding the advice of U.S.-trained economists, it
proceeded to implement a series of far-reaching market-oriented economic
reforms.25 Many of these remain a model for much of Latin America twenty
years later. One of these reforms was the large-scale replacement, in 1981,
of a highly regressive state Social Security system with a system of manda-
tory individual accounts. That system is, in fact, now known as the Chilean
model. 

The verdict of twenty years’ experience is that the system has functioned
reasonably well. Although Chile had only a rudimentary stock market and
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was financially underdeveloped at the time of their introduction, the pen-
sion funds realized a yearly average real rate of return of 10 percent over the
following twenty years—a period that included two major recessions. The
country’s workers, who might otherwise have retired with diminished state
pensions, are retiring now with reasonable annuities. The system has not to
date been tainted with any scandal involving major fraud or embezzlement. 

In addition, Chile’s financial markets have experienced remarkable
deepening and growth since 1981. The private pension funds were not the
only factor contributing to those developments, but they were an impor-
tant factor. Finally, the national rate of private savings also rose in Chile
over the period. Again, many policies affected this outcome, but the intro-
duction of the pension funds and the accompanying deepening of financial
markets appear to have contributed significantly. 

For a time, it looked as though such a system could be introduced only
in a military dictatorship. Then, beginning with Argentina in 1994, a
number of other developing countries followed suit, introducing variants
of the mandatory individual account system. The earliest of these were
mostly in Latin America: Peru, Columbia, Mexico, Uruguay, and Bolivia.
In 1997 the adoption of this model spread to the former communist coun-
tries of central and eastern Europe. Hungary and Poland each voted in
such a system in 1997; it has now been legislated in Croatia, Bulgaria, and
Romania.26 Most of the new adherents have opted for a two-track reform,
featuring rationalization of the existing public system and the introduction
of a new, mandatory private account system.27 The intent, in these
instances, has been to establish a new regime with both public and man-
dated private pension systems. The World Bank has termed these regimes
“multipillar” pension systems and has supported their implementation in
a number of developing countries.28 The two systems, when they work
well, provide beneficiaries with different expectations and variability of
yield. An argument can be made for diversifying provision of old-age secu-
rity by combining the two systems.29

Latin America and the European transition countries have two things in
common: weak states and underdeveloped financial markets. The multi-
pillar approach addresses both conditions. Reform of the public pillar
attempts to correct the worst distortions of the state’s conduct. Imple-
mentation of the private pillar can, if successful, jump-start the growth of
financial markets and contribute to rendering them accessible to the needs
of the working population. 
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Implications for the OECD 

The transition countries in Latin America and Europe are also low-
income countries. Is the multipillar program a program for developing
countries and not for those already industrialized? What are the implica-
tions of the reform movement of the past twenty years for the OECD?
There are large differences in the provision of old-age security across the
countries of the OECD. Some rely almost exclusively on public pay-as-
you-go systems. In others, private markets provide a substantial portion of
retirement benefits. 

The United Kingdom, where public provision was already relatively low
twenty years ago, has taken major steps—similar in spirit, though different
in important ways, to the Chilean reform—in the direction of privatiza-
tion. After dramatically reducing public pension benefits, the government
led by Margaret Thatcher passed legislation in 1986 allowing contributors
to the State Earnings–Related Pension Schemes to opt out of a portion of
their contributions and transfer them to Personal Pension Schemes, con-
sisting of individual accounts (initially only lightly regulated).30 The basic
thrust of the reform was continued by the government of Tony Blair in leg-
islation, passed at the end of 1999, that further reformed the earnings-
related portion of the public system and created a legal framework for the
provision of collective private pension arrangements, known as Stakeholder
Pension Schemes. An important difference between the Thatcher-Blair
reforms and the Chilean reform involves the element of choice: under the
British system, the decision to opt out is left to the contributor. (In Chile,
new entrants to the labor force are automatically enrolled in the mandatory
private pension funds.)31

The OECD countries share a growing demographic imbalance between
young contributors and retired pensioners. Declining birth rates and
increasing life expectancy are radically undermining the sustainability of
pay-as-you-go systems throughout the region. The problem is most acute in
countries—such as France, Italy, and Germany—that already have high lev-
els of public pension provision. In Germany, in which the net reproduction
rate is 0.7 and the population is expected to begin to decline in absolute
numbers in ten years, it is estimated that the real rate of return of the state
pay-as-you-go system will be negative in the decades ahead.32

Some of these countries are responding by cutting back benefits and
raising contributions in their public pay-as-you-go systems. This ratio-
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nalization has taken a particularly sophisticated form in Sweden and Italy,
both of which have introduced “notional defined-contribution” schemes
(Sweden in 1994, Italy in 1995). Although these schemes may sound like
a form of funding, they are, in fact, a subtle means of reducing benefits in
a pay-as-you-go system.33 The reduction comes through a change in the
formulas for calculating benefits. Traditional formulas, relating benefits to
some average of previous years’ wages, are phased out. Under the new
formulas, benefits are calculated in such a way that their present dis-
counted value is equal to the present discounted value of all contributions
during the worker’s lifetime. (The state sets the discount rate equal to
what it expects the growth rate of the wage fund to be.) This implies, for
instance, that, as life expectancy increases, the average pension declines. It
also implies that early retirement reduces pension benefits. The approach
avoids contentious focus on symbolic road markers, such as “the retire-
ment age.” 

In countries in which public pension benefits are already high and the
demographic imbalance is particularly great, such parametric changes are
not likely to be sufficient. In such countries, a move toward funding will be
necessary. Pension provision will require that investment in the “biological
interest rate” be supplemented with investment in capital (which can be
expected to produce, on average, a significantly higher real rate of return.)34

In 2001, the Gerhard Schroeder government in Germany passed a law cre-
ating a mandatory supplementary contribution of 4 percent of wages to
private pension accounts, a revision destined to raise retirement income
above what the public pension system will be able to provide. Similar
movements toward the funding of pensions are likely to become necessary
elsewhere. Whether the new saving is managed by the state, by private
markets, or by mandatory savings procedures is, to some degree, a matter
of political choice. It can only be hoped that those choices will be informed
by the evidence and the considerations analyzed here. 

The relevance for the OECD countries of systems of mandatory, indi-
vidual retirement accounts depends on the extent of the demographic tran-
sition each faces. In severe cases, in which pay-as-you-go provision is defi-
nitely not sustainable, replacement of part of the ailing pay-as-you-go
system with contributions to funds whose growth reflects the real return on
capital seems inevitable. The approaches experimented with in the devel-
oping world may, at that time, inform the choices of the developing world.
As the countries of the OECD face those choices, they would do well to
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learn from the experiences with social reform of developing countries dur-
ing the last quarter of the twentieth century.
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Bundling, Boundary Setting,
and the Privatization 
of Legal Information

6  
 . 

A  of the rule of law is the ready availability of infor-
mation about the law. When the content of the law is secret, or even

if not secret is not conveniently available to those who are subject to the
law and must manage their affairs in light of the law, it is difficult to main-
tain that there exists a system of law.1 Indeed, without a mechanism for
transmitting information about what the law is to those whom law pur-
ports to govern and control, there is perhaps no law at all.2

Yet despite the central position of legal information in the idea of
legality, and despite the fact that law itself is intimately related to gov-
ernment and to the state,3 the provision of legal information, especially
in the United States, has not always been thought of as a governmental
function. Spurred largely by technological changes and changes in the
market structure of legal information industry, the role of private sector
entities in the provision of official information about the content of the
law has recently become even greater. Examining the role of private
enterprises in the provision of legal information can tell us much about
privatization in general; even if it could not, it is an important story in its
own right just because of the importance of readily available legal infor-
mation to the rule of law.
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A Brief History of the Role of Private Enterprise 
in the Provision of American Legal Information 

As with schools and colleges, which were private (or church operated)
before they were public, the debate about the “privatization” of legal infor-
mation—authoritative information about the official acts of legal institu-
tions or the authoritative statements of legal institutions themselves—takes
place against the background of a history that originally involved private
actors more than public ones. Especially in common-law countries, in
which law made by judges is central and in which a system of reported
precedent lies at the center of the concept of law, providing information
about the rulings and official opinions of judges was, perhaps surprisingly,
not historically a governmental function.4 In English courts until very
recently, and in American courts through much of the nineteenth century,
judges, including appellate judges ruling on matters of law, did not them-
selves write down their rulings or their opinions. Rather, the judges deliv-
ered their judgments and the opinions supporting them in the form of oral
“speeches” in open court, and the recorded content of these speeches pro-
vided the precedents that were the stuff of the common law.5

Although one might suppose that these official pronouncements about
the content of the law would have been recorded, assembled, and distrib-
uted by the state, in fact this was not the case. Rather, private entrepreneurs
called reporters would routinely sit in the courtroom and transcribe by
hand the arguments of the lawyers and the speeches (opinions) of the
judges. Sometimes they would also have the benefit of the notes of the
judges themselves. Using their own notes and the notes of the judges, the
reporters would then assemble and index the transcriptions and offer them
for sale as reports of judicial action.6 Over time, some of the reporters suc-
ceeded and others failed, and eventually in most common-law countries
one and only one of these private reporters came to have something akin
to quasi-official status. That the reports of the opinions of the Supreme
Court of the United States are still officially identified by the name of the
reporter (Dallas, Cranch, Wheaton, Peters, Howard, Black, and Wallace)
for cases before 1875 is a sign of the private provenance of the provision of
much public legal information in most common-law countries.

Over the course of the nineteenth century, however, the distribution of
official legal information came to be a task that government took upon itself.
In both the federal and state systems in the United States, the publication of
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case reports, as well as the publication of statutes and regulations, was a func-
tion increasingly performed by government, and a public official, known as
the Reporter of Decisions, was in charge of publishing the case law, usually
through the same state printing and publication operation that published
statutes, regulations, and various other official materials.

Because the opinions of judges were public documents in terms of their
availability, and because they were in the public domain as a matter of
copyright law,7 the publication of these materials by the state did not cre-
ate state exclusivity. Although one might think that governmental publica-
tion of official and governmentally generated information would have been
an ideal domain for the existence of a natural state monopoly, such a pre-
diction would ignore the fact that lawyers typically prefer to have guide-
posts to their legal materials rather than having to confront and manage
legal materials in raw form. Because the official legal materials, especially
the reported opinions of judges, are presented in a form in which one can
find a case by topic rather than just by date or by court or by judge, there
is a potential area of competition between the public and private sectors if
private sector actors can provide guideposted legal materials that are suffi-
ciently superior to those supplied by public authority as to justify the (ordi-
narily but not necessarily) higher cost of the private materials.8

Seizing on this opportunity, in 1870 a man named John B. West in-
vented what has come to be called the “keynumber” system, an elaborate
typology of all of American law arranged according to large divisions of
law (torts, principal and agent, constitutional law, bailments, and so forth)
and numerous levels of subdivision such that, for example, in 2001 one
can locate freedom of speech as Constitutional Law 90(1). West identified
and categorized not only every reported decision but also every paragraph
of every reported decision by the keynumber of its topic and provided
both paragraph-by-paragraph case summaries and indexes arranged by
keynumber. The same numbering and indexing system, known as the Na-
tional Reporter System, was applied by the West Publishing Company to
the decisions of every state and federal jurisdiction in the United States. As
a consequence, someone seeking to find “the law” on whether a benefici-
ary of a will who has killed the testator can still inherit according to the
will9 can first locate through the indexing system or through a West-
published legal encyclopedia the keynumber under which this issue is
placed and then, through a series of digests, locate every paragraph in
every opinion in every decision in every jurisdiction in which the issue is
discussed by a court.

     . 
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This system was perceived by the consumers—largely practicing
lawyers—as sufficiently superior to any other system that West’s company
quickly dominated the market, using its increasing revenues and increasing
market power to buy up numerous other private publishers of legal mate-
rials. Some of the original names still exist—Purdon’s Pennsylvania Statutes
Annotated and Smith-Hurd Illinois Compiled States Annotated are but two
examples—but the names are mere milestones of a system in which a very
small number of private publishers, primarily but not exclusively the West
Publishing Company, dominated the industry of the private publication of
statutes, judicial opinions, and other forms of official legal information.

Although books of annotated and indexed official materials published
by West, Bancroft-Whitney, the Lawyers Co-operative Publishing Com-
pany, and a small number of other private enterprises dominated the mar-
ket from 1870 until 1980, it is important that the contours of the relevant
market be carefully and accurately specified. First, with only a few excep-
tions the market existed parallel to the market for officially published legal
information. Although West published all of the opinions of the Supreme
Court of the United States in an indexed, digested, and keynumbered set
of books entitled the Supreme Court Reporter, this set existed simultane-
ously with the official publication by the Government Printing Office of
the United States Reports. Similarly, the Government Printing Office pub-
lishes all of the compiled federal laws in the United States Code, but West
publishes the same laws in indexed, digested, keynumbered, and annotated
form as the United States Code Annotated. Although the Commonwealth of
Massachusetts publishes the decisions and opinions of the Massachusetts
Supreme Judicial Court in the Massachusetts Reports, the same decisions
and opinions are also available from West as part of a series entitled the
Northeastern Reporter, conveniently linked through the aforementioned
digesting, indexing, and finding systems to West’s Massachusetts General
Laws Annotated. 

Until recently, therefore, materials published by West existed, in almost
every jurisdiction, in parallel with but not to the exclusion of officially and
governmentally published versions of the same materials.10 From this per-
spective, the model followed in the parallel public and private publication
of official legal information resembled the model of parallel primary and
secondary schools, in which private schools coexist with public schools,
more than the model of prisons, in which privatization, when it occurs,
substitutes for rather than coexists with the governmental operation of the
same institutions.
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Because official legal information is technically available to everyone—
even before Supreme Court opinions were available online, any citizen
could walk into the office of the Clerk of the Supreme Court and obtain a
copy of a decision for at most a nominal copying cost; and judicial opin-
ions and other official materials are from the moment of issuance treated as
being in the public domain and are thus not protected by copyright—the
ability of West to dominate the market was largely a function of the dom-
inance of West’s indexing and annotating system compared with that of
any of its actual or potential competitors. As a result, West took quite
aggressive steps to preserve its position. First, it jealously protected the
copyright of its annotations, its indexing and digesting system, and its pag-
ination.11 The actual words of the court or the legislature might be in the
public domain, West was forced to concede, but West took a strikingly
pro-active stance in its attempt to ensure that any copying or resale of
public-domain primary materials would remain unaccompanied by any of
the modifications, guideposts, descriptions, numbers, or categories that
West had appended to those materials.

Second, and perhaps more famously, West took active steps to ensure
that citations to West materials—including citations to the online legal
research service WESTLAW—would become the standard form of citation
to legal materials.12 Attempts by the courts or important legal publications
like the Harvard Law Review to allow other forms of citation to authority
were vigorously opposed by West at every turn, for reasons that should be
obvious: If the mandatory or at least generally accepted form of reference
to legal materials in documents submitted to courts and articles published
in major legal publications was one that required access to West materials,
then the dominance of West would become entrenched, in much the same
way that commonly accepted evaluation and rating systems—for example,
the Scholastic Aptitude Test, for college admissions, and the Graduate
Record Exam, for graduate school admissions—have become entrenched.

Third, West has for years attempted to penetrate the world of legal edu-
cation to ensure that students learning how to find the law will learn how
to find it through the use of West materials. It provides trainers, at no cost
to law schools,13 to educate students in the use of West materials. It pro-
vides West materials at low or no cost to law libraries in law schools. It pro-
vides access to the online WESTLAW at no charge to law students while
they are in law school. Behind all of this is the view that if students are pro-
vided the incentives necessary to ensure that they associate doing legal
research with doing legal research with West materials, then when they
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leave law school and have to buy the books or pay for the online services,
they will still think first, and perhaps exclusively, of West materials.

Several other characteristics of the legal information market have rein-
forced the hegemony of the West Publishing Company. First, a number of
states, recognizing the pervasiveness of West’s materials, have ceased the
official publication of their own judicial decisions. The only method of
obtaining the state case law in an increasing number of states, therefore, is
through the West system, just as for an increasing number of specialized
parts of federal law (the “no-action” letters of the Securities and Exchange
Commission are a good example) the only even plausibly convenient way
to access the law is through a private compiler and publisher of legal infor-
mation. If the provision of official legal information over the past century
is viewed as a competition between public and private providers of the
same raw information, then increasingly we see that the private provider—
for reasons of service and not of price—has prevailed over the public
provider.

Second, the universe of legal information has increasingly become an
online universe, one in which the number of major players is only two—
WESTLAW, created and operated by the West Publishing Company, and
LEXIS, created and originally operated by Mead Data Central. Although
LEXIS remains a major player in the legal information world, WESTLAW
has by some margin the larger market share for the legal market.14 By
designing its online legal research and legal information service around its
already dominant accessing and indexing system, WESTLAW was able to
overcome the initial advantage obtained by LEXIS as the originator of
online legal information services.

Third, the number of private providers of legal information has
decreased as a consequence of numerous mergers and acquisitions. The
larger publishers have acquired the smaller ones, and some smaller ones
have simply gone out of business. The most important change in market
structure, however, has come about as a consequence of the acquisition of
the survivors by large multinational publishing conglomerates. West
Publishing is now a subsidiary of the Canadian-based multinational pub-
lisher Thomson, and the Dutch companies Kluwer and Reed-Elsevier own
all of the remaining legal publishers of any consequence. Most significantly,
none of these companies specializes in legal information in the way in
which their acquired predecessors did. One of the most noteworthy char-
acteristics of the West Publishing Company, the Lawyers Co-operative
Publishing Company, the Michie Company, Shepard’s Citations, and a
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number of their smaller competitors was that law was, for all practical pur-
poses, all they did.15 Law is not, however, all that Thomson, Kluwer, and
Reed-Elsevier do. They are all heavily involved in mass-market publishing,
financial publishing, nonlegal academic and scientific publishing, and in
many other dimensions of publishing and information collection and
transmission. Accordingly, an industry previously dominated by law spe-
cialists is now dominated by multifaceted information enterprises for
whom law is but one component.16 What this change in the structure of
the industry means for the provision of legal information is the subject of
the hypotheses explored in the remainder of this chapter. 

The Bundling of Legal Information 

One consequence of developments related in the foregoing material is a
change in the way legal information is now packaged, or bundled. Most
significantly, the bundling of legal information to make it available to users
reflects the financial incentives and internal structures of the enterprises
offering the information. One possibility, of course, is that this is an inter-
esting feature of the industrial organization of the legal information indus-
try but has no effect on the actual patterns of use of legal information and
on the actual development and nature of law itself. If the use of legal infor-
mation were exclusively a demand-driven enterprise, this would most likely
be true. It turns out, however, that the use of legal information, as we have
documented in previous work, is significantly, albeit not exclusively, supply
driven.17 The information that lawyers and judges actually use, and thus
the information that forms and informs the nature of law itself, is a func-
tion of the cost of access to that information, and as that information
becomes more readily available, its use increases.18 Consequently, to the
extent to which the bundling of legal information affects the supply of
such information, and affects the array of information supplied, it affects
the nature of law itself. 

One important dimension of this bundling is the bundling of legal with
nonlegal information. Just as law-specific publishers like the “old” West
Publishing Company, Lawyers Co-operative Publishing Company, the
Michie Company, and Shepard’s Citations had a reasonably obvious
motive for bundling their products—all of which were law—together, so
too do the new successors of these companies have an equally obvious
motive for bundling their current products—law and much nonlaw—
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together. Indeed, “bundling” may be only the term that is used for an
attempt to link a firm’s less demanded products to the products for which
there is more demand. When this situation falls on the wrong side of U.S.
antitrust law, we call it a tying arrangement, as when a hypothetical fran-
chiser requires its franchisees to buy franchiser-supplied napkins and clean-
ing supplies, which provide the franchisee no advantage in either price or
quality, as a condition for being able to use the franchiser’s trademark,
brand name, and recipes. Even when the arrangements are lawful, however,
and we call it bundling and not tying, a great deal turns on the bundles that
are offered: bundles are usually assembled in such a way that the bundler
can encourage the purchase of products perhaps not otherwise desired by
the purchaser. Legal information enterprises in earlier days might have had
an interest in bundling their less desired legal information products with
their more desired legal information products. But what we see now is
modern legal information enterprises—which are no longer just legal
information enterprises—bundling their traditionally less desired nonlegal
information products with their traditionally more desired legal informa-
tion products, such as the bundling of newspapers, popular magazines, and
nonlegal journals with purely legal materials, for example, either in
WESTLAW itself or in the linking of Lexis and Nexis.

A vivid example of the consequences of bundling can be seen from the
bundling that takes place by virtue of West’s division of the fifty states of
the United States into seven regions, designated as Atlantic, Northeastern,
Southeastern, Northwestern, Southwestern, Southern, and Pacific. Al-
though one could buy a set of the Massachusetts Reports from the Common-
wealth of Massachusetts, if one wanted to buy the hard-copy opinions of
the Massachusetts Supreme Judicial Court from the West Publishing
Company, one was compelled to purchase the Northeastern Reports, con-
taining not only the decisions of the Massachusetts Supreme Judicial Court
but also the decisions of the highest courts of New York, New Jersey,
Connecticut, Illinois, and Ohio. Because the division into regions goes
back to the earliest days of West’s National Reporter System, and because
states have never been reassigned from one region to another—that would
require a dramatic retrospective republication of all existing reports—the
arrangement of the West regional reporters is such that lawyers find them-
selves with especially ready access to opinions from certain states solely by
virtue of the West bundling system.

That this is far from inconsequential is demonstrated by a study con-
ducted some years ago by Gregory Caldeira and by the earliest results from
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a more extensive research project we have just commenced that focuses
exclusively on cross-jurisdictional patterns of citation.19 To determine
whether this bundling makes a difference, we have examined the use of
out-of-state cases by various courts, trying to determine whether the West
bundling system has an effect on which out-of-state authorities are cited.
Consider first the decisions of the state courts of California. California is in
the Pacific region of the West system, as is Kansas, but Nebraska is not.
Given approximately equal populations, approximately equal distance
from California, approximately equal legal histories, and approximately
equal legal issues, one might expect the California courts to have cited
Kansas and Nebraska authority to approximately the same extent.20 Yet
this has not been the case. From 1950 to 1960, California courts cited
Kansas opinions 250 times but Nebraska opinions only 156 times, and
from 1960 to 1970 cited Kansas opinions 247 times and Nebraska opin-
ions 171 times. Given that, when seen from California, Kansas and
Nebraska are quite legally similar, there appears a substantial possibility
that the bundling of opinions from Kansas but not from Nebraska courts
within the set of law books that most California lawyers and judges own
may have played a significant role.

Similar results were obtained for a number of other states. Texas is in the
Southwestern region, as are Kentucky and Tennessee but not Virginia or
North Carolina, the latter two being in the Southeastern region. Without
this subdivision, one might have expected the Texas courts to rely as heav-
ily on North Carolina and Virginia decisions as on those from Tennessee
and Kentucky, but the results are again surprising: from 1950 to 1960 the
Texas courts cited Tennessee decisions 276 times, Kentucky decisions
258 times, Virginia decisions 247 times, and North Carolina decisions
119 times; from 1960 to 1970, the figures are 262 for Kentucky, 216 for
Tennessee, 209 for Virginia, and 99 for North Carolina. Rhode Island is in
the Atlantic region, with Pennsylvania, but New York is in the North-
eastern region. Despite New York’s size and political and economic impor-
tance, Rhode Island courts from 1950 to 1960 cited New York decisions
54 times but Pennsylvania decisions 65 times and from 1960 to 1970 cited
New York decisions 51 times and Pennsylvania decisions 83 times. Finally,
the Massachusetts courts from 1950 to 1960 cited decisions from Illinois,
within the same Northeastern region, 216 times but those for Michigan,
within the Northwestern region, only 104 times, and from 1960 to 1970
they cited to Illinois authority 193 times and Michigan authority
109 times.
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These preliminary results strongly suggest that bundling decisions made
on the basis of economics, history, corporate organization, and dubious geog-
raphy have had a significant effect on the patterns of use of legal information.
These results are compatible with results we have reached earlier in examin-
ing the consequences of the changes in bundling practices for legal and non-
legal information.21 Before the ownership changes described above took
place, and before the rise of online legal research services, legal information
was largely segregated from nonlegal information. Legal publishers were sep-
arate from publishers of other sorts of information, law libraries were physi-
cally distinct from general libraries and from academic libraries, and in
numerous other ways the domain of legal information was cordoned off from
the rest of the informational universe. It would not be a huge exaggeration to
describe the universe of legal information as historically the universe of infor-
mation found in books published by the West Publishing Company and
located only in buildings formally designated as “law libraries.” 

As both the computerization of legal information and the reorganization
of the legal information industry have made access to nonlegal information
substantially easier, we have seen a substantial increase in the use by lawyers
and judges of nonlegal information, a rise that cannot be explained by an
increase in the volume of reported cases, by an increase in the use of infor-
mation generally, or by an increase in the general use of secondary author-
ity. Indeed, as to the last, it is noteworthy that the use by American appel-
late courts of nonlegal information—newspaper articles, journals in
economics and other nonlegal academic fields, books about nonlegal sub-
jects, articles in nonlegal periodicals, and reference books that are not
focused on law—has increased at the same time that use of legal secondary
material—legal treatises and articles in law journals—has decreased. If the
preference for the use of secondary material is relatively fixed, and at this
point this is only a hypothesis, what we appear to be seeing is an important
substitution of nonlegal secondary information for legal secondary infor-
mation, a substitution that has potentially profound implications for the
nature of legal education, the nature of legal argument, the nature of legal
practice, and the nature of law itself.22

The indication from both of these lines of research is not only that
publisher-driven decisions about what to bundle with what matter, and
not only that these bundling decisions matter to the very idea of what
counts as law, but also that they are likely to be the consequence of the or-
ganization and incentives of the entity that controls the bundling process.
If legal information were gathered and published only by the government,
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we might well expect that information to be commonly bundled with
other government information, or with other government information
published by the same government printing operation, and we might even
expect the subbundles to track the way in which government is organized.
When legal information is gathered and published by nongovernmental
entities, however, it is likely to be bundled in a way that reinforces the par-
ticular product line and particular commercial motivations of the non-
governmental entity. Perhaps more important, it is unlikely that any gov-
ernment would bundle the official information it produces with
information from other jurisdictions, including other countries. Indeed,
an interesting recent study by Kurt Metzmeier documents the way in
which the development of Kentucky legal information reflects Kentucky’s
“fierce” desire, for reasons of political identity and political status, that
“the state’s own case law be the sole basis for legal decision by Kentucky
courts.”23 Similarly, there has traditionally been no reason for states to
bundle their legal information with the legal information from other
states and no reason for countries to bundle their national legal informa-
tion with legal information from other countries. If the increasingly pri-
vatized nature of the legal information industry leads the major players—
none of which are now American owned—to start bundling American
legal information with non-American information, we might again see
significant effects on perceptions of what is to count as law in the first
instance. 

Implications 

Legal information is not just information about law. Because law is itself an
information-dependent idea and institution, legal information is best seen
as constituting law rather than just describing it.24 If this is so, then the very
boundaries of the law are likely to be determined by the information con-
stituting the law, and the roles of the boundary setters and the bundlers will
be especially important. When the nature of law is significantly determined
by the array of enterprises in which the providers of legal information hap-
pen to be engaged, the future shape of the law may wind up being deter-
mined by previously underappreciated forces. 

The same issue may of course apply to other providers of services com-
monly and previously provided by the state. When private schools are run
by those who also provide television programming, the problems and the
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possibilities are obvious, as they would be if prisons were run by those who
had a need for field labor. The point here, however, is simply that these
bundling decisions are more pervasive than is ordinarily thought. If that is
so, then the issue of nongovernmental provision of functions traditionally
performed by government may be intimately tied up with, as it is in the
case of legal information, the array of activities in which the nongovern-
mental provider is engaged. 

Again, none of this is to say that the nonpublic provision of public legal
information is necessarily a good or a bad thing. It is to say, however, that
a transformation that on its face may have looked technical and inconse-
quential could have far more impact on the nature of law itself than has
hitherto been understood. The question of the bundling and rebundling of
legal information involves a fascinating interplay among legal, economic,
technological, cultural, and sociological factors, and in this sense provides
a potentially valuable laboratory in which to examine both the changing
nature of law and the consequences of privatization.
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There is one and only one social responsibility of business—to use its
resources and engage in activities designed to increase its profits so long as
it stays within the rules of the game, which is to say, engages in free and
open competition, without deception or fraud. . . . Few trends could so
thoroughly undermine the very foundations of our free society as the
acceptance by corporate officials of a social responsibility other than to
make as much money for their stockholders as possible. 

 , Capitalism and Freedom

I    four decades ago, Milton Friedman posited
an economic world in which considerations about business are cleanly

separated from the social good. In his view, and that of many others before
and after him, the social good hardly needs to be aimed at to be achieved.
Wise officials can set rules of the economic game—rules of property,
finance, corporate governance, and regulation—to forge an invisible hand
that will harness the self-interested pursuits of businesspeople, investors,
and consumers toward a social good that none of them need embrace or
even recognize. Indeed, those with the arrogance to pursue their own con-
ceptions of the social good risk usurping their responsibility as trustees of

I would like to thank John Donahue, Robert Lawrence, Joseph Nye, Dani Rodrik, and
Monica Toft for generous and insightful comments on previous drafts of this chapter.

Making Social Markets:
Dispersed Governance and
Corporate Accountability
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other peoples’ resources and undermining well-tuned market institutions.1

The adage of this perspective might be “Mind your own business, and the
business of society will take care of itself.”

Since the 1980s the line separating these domains of private economic
interest and social responsibility has blurred as investors, consumers, and
social activists have demanded that large enterprises adopt policies and
practices intended to improve the environmental, labor, and other social
consequences of their business activities. Patrons and financiers, in other
words, are increasingly injecting their social values into the realm of eco-
nomic transaction. When they do so, corporate officers must advance
notions of social responsibility in order to make money for their share-
holders. To the extent that consumption and investment decisions depend
not only on preferences about the price, quality, or features of products or
about the risk and return characteristics of securities but also on preferences
concerning the labor and environmental consequences of production
processes and corporate policies, social values become important compo-
nents of economic markets. When markets become infused with such val-
ues, they can appropriately be called social markets. Because increasing
profits requires that other social ends be advanced, the distinction that
Friedman poses breaks down in social markets.

Should we, as proponents argue, look forward to this play of values in
product and capital markets, the spread of the so-called triple bottom line
(environmental and social as well as economic performance) as a new era
in which corporations become more responsible, burdens on overextended
governments grow lighter, and communities and environments benefit?2

Should we, perhaps, be less sanguine about social markets? After all, can we
really expect millions of consumers or investors, many of them ill informed
and many adhering to clashing values, to make choices that induce enter-
prises to act in ways that yield social benefits? In aggregate, consumers
might demand expensive remedies that result in unemployment or drive
up the price of goods by overreacting to insignificant risks. The mass of
those with social preferences might not be sufficiently large to induce any
changes at all. Large corporations might deploy clever public relations
strategies to claim social impact without making substantive operational
improvements. Extravagant claims about the efficacy of social markets
might themselves erode support for important conventional regulatory
approaches and capabilities.

The severe critic, one who anticipates that the intrusion of public values
into the marketplace will generate high social costs, might wish for a return
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to the hypothetical Friedmanesque political economy in which consumers,
capitalists, and managers need only heed their private concerns and can
ignore social values. For reasons described momentarily, however, the
prospects for returning to such a world are dim. Rather than railing against
these developments, it would be perhaps more constructive to explore how
social markets might be made to realize the expectations of its proponents
rather than those of its critics.

The Idea of a Well-Ordered Social Market 

Imagine a world in which the environmental, labor, and other social
aspects of products and processes of firms were fully transparent for every-
one to see and judge.3 Such transparency would be a step toward building
a well-ordered social market in which consumers and investors could act
confidently on their ethical preferences. Those with preferences about how
firms treat their workers or the environment could incorporate these values
by accurately selecting appropriate securities or products. Just as consumers
care about price, quality, styling, and features of various products, many
also have preferences, often latent, about the conditions under which these
products are manufactured: What is the environmental impact of produc-
tion? Under what labor conditions is the product manufactured? Swelling
ranks of so-called ethical investors have preferences against firms that, for
example, manufacture tobacco and firearms, have poor labor relations, or
disregard the environmental consequences of their actions.

In current marketplaces these consumers and investors, and firms that
might do well by catering to them, have a difficult time acting on and
responding to these social preferences, because mature market institutions
serve economic preferences, not social ones. Laws of property and exchange
aim to allow consumers, proprietors, and investors to protect their eco-
nomic interests. Over the past seventy years, financial regulators and audit-
ing firms in the United States have developed impressive standards for dis-
closure that allow firms to credibly communicate their performance and
prospects and investors to make informed, comparative choices. A range of
associations, from the Financial Accounting Standards Board to Public
Citizen, are devoted to making these economic markets work by generating
standards, information, and analysis.4 Although social activists have used
economic market choices to advance their causes for at least 250 years, these
strategies have become much more prominent since the 1980s.5 Owing in
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part to the youth of this phenomenon, there are few corresponding institu-
tions to facilitate the play of social values in economic markets.

Well-ordered social markets, then, require a range of public and private
institutions that establish resources for education, choice, transparency,
and competition with respect to the ethical and political preferences of
consumers, investors, and corporate officers. Existing markets are not well
ordered in this way. If they were, they would offer important advantages,
but also some potentially serious costs, for regulators, firms, and the con-
suming and investing public.

Regulation 

Some of the most obvious benefits accrue to regulators in their efforts to
alter the behavior of firms. If consumers have preferences that align with
broad public aims such as improving labor conditions or reducing envi-
ronmental harms, then regulators gain consumers as important allies in
bridling corporate behavior. Many firms are acutely more sensitive to pun-
ishments and rewards meted out in marketplaces—such as boycotts, loss of
reputation, customer defection, and stock price declines—than to sanc-
tions levied by officials. Consumer force may also be a kind of Pandora’s
box, however, unleashing pressures on firms that push them to become so
green or to raise wages or improve workplace conditions so much that they
reduce employment or raise prices. Another concern is that energy spent
on creating social markets will erode political support for more traditional
governmental regulation.

Firms 

Faced with demands from many quarters to become more socially respon-
sive, firms would be affected by well-ordered social markets in at least three
important ways. First, those who could demonstrate good performance in
areas like energy, environment, community responsibility, or labor might
capture new markets of consumers and investors who were sensitive to
these issues. Conversely, however, firms that performed poorly on such
dimensions would become less competitive.

Second, a stable background of rules for social competition in the mar-
ketplace would help firms control risks to their reputations. Currently, high-
profile firms are vulnerable to singular exposés of outrageous behavior.
Prominent firms such as Nike, the Gap, Timberland, and the Body Shop
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have recently been subjected to damaging attacks from social activists com-
plaining about their labor practices and armed with scandalous anecdotes.6

Because there is little infrastructure through which such firms can credibly
claim that they are, all things considered, socially responsible, it is difficult
for large firms to manage this source of risk to their brands and reputations.
Well-ordered social markets, by contrast, aim to establish levels of trans-
parency sufficient for firms, investors, and consumers to make credible and
comparable assessments of overall corporate social performance. Although
scandals about corruption and horrible working conditions will always be
shocking, the availability of judicious assessments would mitigate damage
from embarrassing revelations for firms with otherwise proven records.

Third, businesses and industries that successfully respond to pressures to
improve their social performance may forestall, or obviate the need for,
more burdensome regulation. On the other hand, firms that excelled under
social market pressures would quite likely be able to operate successfully
under a more demanding regulatory environment as well. Methods that
corporations develop to reach levels of social or environmental perfor-
mance are also likely to be less costly and more compatible with complex,
quickly changing business practices than detailed rules and constraints
imposed by government regulators. Many so-called voluntary programs,
such as the Chemical Manufacturers Association’s Responsible Care effort,
were undertaken in part as a less burdensome substitute that might pre-
empt conventional regulatory intervention.7 A common criticism of such
programs is that they fail to generate substantial improvements.8 Well-
ordered social markets pressure such programs to show results and facilitate
evaluation of their outcomes. Both the public and regulators could thereby
better gauge whether, in specific instances, “voluntary” responses were
indeed adequate substitutes for conventional regulatory approaches.

The Public 

Consumers, investors, and the public at large constitute the main benefi-
ciaries of well-ordered social markets. From the Friedmanesque perspective,
markets are an arena in which individuals realize freedom by making choices
about consumption and investment. Acting on social commitments and
values is certainly as important a component of freedom as preferences ori-
ented toward consumption or accumulation. Well-ordered social markets,
therefore, enhance individual liberty and freedom by allowing consumers
and investors to advance their social values in the marketplace.
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From a different perspective, often thought to be in tension with the
first, well-ordered social markets also extend the reach of democracy and
popular sovereignty. They constitute new, potentially quite powerful,
mechanisms for expressing and aggregating civic, social, and political
preferences. Well-ordered social markets supplement conventional chan-
nels of political expression and popular control by creating distinctive
arenas of governance in which citizens participate directly, through their
market choices, in influencing the behavior of powerful economic enti-
ties often resistant to other forms of social control. Like other methods of
political aggregation, however, social action in the marketplace, even a
well-ordered marketplace, suffers from characteristics defects. Chief
among these are inequality between citizens (wealthy consumers will
have more voice than poor ones), the clash of values that may result in
poor or incoherent governance (some will favor job creation, others the
environment), and the risk that the machinery of aggregation will lend
institutional force to abhorrent or immoral preferences (“buying
American,” for example, can lead to protectionism). In politics, however,
the benefits of democratic rule lead us to accept these dangers and
attempt to manage them as best we can rather than to reject democracy.
Analogously, the dangers of incorporating social values into economic
markets call for deliberate institutional design and management, not
efforts to purge these values from the marketplace. 

Emerging Social Markets 

As with any market, well-ordered social markets depend upon interest and
engagement from many fronts. Do consumers and investors act on their
social values in product and capital markets, or does this social activity
occur only on the irrelevant margins? Do firms have the wherewithal or
willingness to respond to appeals for them to become more socially respon-
sible? Can officials facilitate the development of social markets, or are they
trapped in more conventional approaches to regulation? Recent develop-
ments on each of these fronts—consumer, investor, enterprise, and gov-
ernment—suggest that social markets are emerging in many sectors and
regions. Because incorporation of social values into these markets has been
piecemeal and haphazard, social markets exhibit many difficulties and fall
short of the ideal described above. 
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Ethical Consumerism 

Survey data and investment patterns show that consumers in developed
countries increasingly care about the social consequences of their market
behavior. Socially responsible investing, for example, has grown dramati-
cally in the past decade, far outpacing the expansion of investment in gen-
eral. Between 1995 and 1999 the total assets in U.S. investment funds uti-
lizing “social screens,” which exclude firms contributing to activities like
tobacco and firearms manufacture or environmental degradation, grew
almost tenfold, from $162 billion to $1.5 trillion.9

Direct surveys of consumer preferences and behavior report widespread
willingness to pay premiums based on the social and ethical character of
production processes. Marymount University’s Center for Ethical Con-
cerns conducted a telephone survey in 1999 on consumer attitudes about
garment production.10 Three-quarters of respondents reported that they
would avoid shopping at a retailer whom they knew to sell garments made
in sweatshops. Eighty-six percent said that they would pay an extra dollar
on a twenty-dollar garment if they could be sure that it had not been
made under sweatshop conditions. In October 1988, Harvard University’s
Richard Freeman conducted a survey that yielded similar results: “80 per-
cent of respondents said that they would not buy products made under
poor conditions or that they were willing to pay more if they knew the
items were made under good conditions.”11 Environics International con-
ducted a mammoth survey in 1999 of individuals in twenty-three coun-
tries on their attitudes about corporate social responsibility. Although
respondents from North America and western Europe felt more strongly
than those from developing nations, substantial percentages of respon-
dents everywhere felt that large companies had responsibilities as ethical
and social leaders. In North America, 51 percent of respondents reported
having punished a company for being socially irresponsible in the past
year, while 39 percent of northern European respondents claimed to have
done so.12

Corporate Responses 

In response to these concerns of consumers, investors, and critics, corpo-
rations of many stripes have begun to add social concerns such as commu-
nity connectedness, environmental impact, and labor relations to the long

   

07-0627-CH07  5/10/02  3:22 PM  Page 151



list of dimensions on which they already compete for market and mind
share—product diversity and quality, design, development cycle time, and
logistical and supply chain management. This trend bears names such as
“corporate social responsibility” and “ethical sourcing.”13

These responses began with isolated initiatives. Since the 1980s, many
corporations have developed codes of conduct according to which they issue
declarations of intent or internal ethical standards. Although these codes
often grapple with a variety of social concerns, they tend to focus on labor
and environmental issues.14 Comprehensive estimates are unavailable, but
surveys indicate that the adoption of such codes is widespread, especially
among larger firms. In one international survey of three hundred large com-
panies, 76 percent reported having a code of conduct.15 A U.S. Department
of Labor survey of the largest apparel manufacturers and retailers reports
that thirty-six out of forty-two companies had codes restricting child labor.16

At one extreme of corporate social responsibility, the Body Shop issued a
four-volume social statement in 1995 that included three in-depth audits of
its environmental, social, and animal testing policies.17

Critics who doubt the sincerity of these corporate policies have argued
that they yield few benefits for workers. Many firms, in turn, have re-
sponded by hiring independent social auditing agencies, developing part-
nerships with credible nongovernmental organizations, and incorporat-
ing these codes into their own internal quality management and supply
chain practices. Some of these firms have also responded by incorporat-
ing labor and other social priorities directly into their internal design,
management, and supplier relations protocols. Nike, for example, estab-
lished a code of conduct on labor and environmental practices in 1992
and two years later began a program of external monitoring. Subcon-
tractor compliance with the code is monitored through a program of
internal self-evaluation conducted by Nike staff and factory managers
and then reviewed by external accounting, health and safety, and envi-
ronmental consulting firms.18 Reebok and Adidas, Nike’s main competi-
tors, as well as companies such as Levi, Disney, the Gap, and other
prominent merchandisers, have established similar programs that com-
bine in-house assessment with audits by consulting firms. Reebok has
instituted a worldwide Human Rights Production Standards factory per-
formance assessment, and Adidas has implemented a Standards of En-
gagement Survey Form on Health, Safety, and Environment for all its
subcontractors. 
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Associational Efforts

Public skepticism about the sincerity and effectiveness of these corporate
efforts, even when subject to social auditing, has fueled the proliferation of
independent monitoring, social certification, and social standards efforts in
North America, Europe, and other regions. Typically, nongovernmental
organizations lead these initiatives and develop standards for the social per-
formance, process, inspection, or reporting of enterprises that wish to affil-
iate with them. As with more strictly economic certifications such as the
International Organization for Standardization (ISO) series of standards,
companies can then advertise their affiliations with these programs to
attract more discerning customers or investors. Frequently, multiple social
standards associations compete with one another within a particular sector.
A well-ordered social market would offer mechanisms for assessing the rel-
ative merits of such competing efforts, comparisons that are currently dif-
ficult to make. 

In wood products, for example, more than a half dozen major associa-
tional programs inculcate ecologically sound forestry practices that cater to
environmentally concerned customers. One of the most prominent of
these is the Forest Stewardship Council (FSC). Founded in 1993 and now
supported by major environmental groups including the World Wildlife
Fund, Greenpeace, and the Sierra Club, the FSC convenes regional work-
ing groups that develop contextually sensitive standards to advance the
body’s international principles, which include forest conservation, mini-
mization of environmental impact, and harmonious relations with work-
ers, indigenous peoples, and local communities. To become certified by
the FSC, a forest must be submitted to third-party certification to ensure
compliance with regional and international standards, which include envi-
ronmental performance objectives. Products from such certified forests
may bear an FSC logo.

Consumer companies that target customers who are sensitive to design
and environmental quality, such as Ikea of Sweden, have been part of the
FSC since its inception. However, major consumers and producers of
wood products in the United States, Europe, and elsewhere have also
formed working partnerships with the FSC following public campaigns by
environmental activists. In 1996, for example, a major buyer’s group in
the United Kingdom, representing 22 percent of wood use there, adopted
FSC standards.19 Home Depot and Lowe’s Home Improvement agreed to
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preferentially purchase FSC-certified wood in 1999 and 2000, respectively.
Worldwide, the FSC and its subsidiary organizations have certified 49 mil-
lion acres of forests in thirty-five countries.20

In the face of mounting public criticism and possible additional regula-
tion, the American Forest and Paper Association created the Sustainable
Forestry Initiative (SFI), an industry self-regulation initiative, in 1992.21

The program seeks to develop standards and management practices to
increase forest productivity while ensuring long-term sustainability, pre-
serving biodiversity and wildlife habitat, and protecting water quality.
Member companies of the trade association, which represents 80 percent of
all paper and 50 percent of all wood production in the United States, are
required to participate in the SFI, and fifteen companies have been
expelled for failure to comply with SFI standards. As of May 2001,
93.7 million acres of forest land were enrolled in the initiative.22

Although it enjoys a wide range of sponsorship, the SFI has suffered
criticism for being dominated by industry actors. Conversely, the Forest
Stewardship Council has been perceived as controlled by environmental
activists. Critics have charged that the SFI lacks independent review, that
its guidelines require little performance reporting, that they do not require
independent certification or auditing, and that they offer no consumer
label to indicate a company’s compliance with their standards. In part
responding to criticisms and to the competing FSC standards, the SFI has
attempted to address each of these public concerns: program managers
have convened an external expert review panel, diversified the composition
of its governing board, and dramatically expanded the practice of third-
party certification.23

A similar dynamic of associational competition has emerged around
labor standards in the international production of apparel. Public contro-
versies surrounding child labor, low wages, and poor working conditions
have fueled the proliferation of independent monitoring and third-party
social certification programs in the United States and Europe. The major
initiatives in this area all have codes of conduct informed by the
International Labor Organization’s core standards, though they differ sub-
stantially in procedures for monitoring, enforcement, and financing
inspections.

The Fair Labor Association emerged from the Clinton administration’s
Apparel Industry Partnership.24 It is one of the most advanced initiatives,
but it has been criticized for being controlled by industry. SA8000, created
in 1997 by the Council on Economic Priorities, an American nongovern-
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mental organization, is patterned on the ISO family of standards. SA8000
requires corporations seeking the council’s stamp of approval to hire certi-
fied auditors to evaluate their subcontractors’ compliance with the code of
conduct. The Ethical Trading Initiative, established by a British coalition
in 1998, is also developing a monitoring system, conducting pilot studies,
organizing training programs for monitors, and building coalitions in
developing countries to carry out verification work. Finally, the Worker
Rights Consortium, developed by United Students against Sweatshops in
1999, focuses on information forcing, verification systems, and pro-active
inspections. The consortium differs from the other four models in that it
explicitly does not certify company compliance with a code of conduct or
standard. 

Compared with the forest products programs, social market associations
in apparel production are relatively immature regarding standards devel-
opment, certification and monitoring capacity, and market penetration. In
these sectors and others, public and market demands for social responsi-
bility have triggered associational efforts to satisfy customers by changing
corporate practice. Some of these initiatives, such as the SFI and perhaps
the Fair Labor Association, are led by firms themselves. Others, such as the
Forest Stewardship Council and the Workers Rights Consortium, emerged
from social activism. Although each of these associative efforts has its own
comparative advantages, they all face the common challenges of develop-
ing standards and management methods to solve complex social and envi-
ronmental problems, balancing these ends against pressing economic
imperatives, and credibly communicating their successes to consumers and
the general public. The complexity of these issues, relatively low incentives
to acquire information about social performance, and frequent lack of
transparency in the standard setting, monitoring, and performance evalu-
ation practices of these social market associations make it difficult for con-
sumers and others to know whom to believe or which associational en-
dorsements best advance particular social preferences.

Governmental Initiatives 

Regulatory efforts might help ease this confusion by providing structure
and standards by which to adjudicate the competing claims of these vari-
ous associations. Although regulators have not been blind to the emer-
gence and importance of social markets, their strategies have not for the
most part utilized these developments. Instead, some regulatory initiatives
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have mimicked associational efforts by establishing public social labels or
convening particular initiatives, such as the Fair Labor Association. Other
regulatory approaches have created social markets out of whole cloth by
imposing information disclosure requirements upon the private sector. 

One characteristic regulatory social market strategy has been to create offi-
cial governmental labels that qualifying products may bear. In the area of
environmental performance, such “eco-labels” include Germany’s Blue
Angel, the European Union’s EuroFlower, the Nordic Swan, and the U.S.
Environmental Protection Agency’s Energy Star.25 Although there is no
definitive evaluation of the success of such efforts, particular labels, such as
the Energy Star program for computer peripherals, have induced socially
desirable technological innovation throughout entire product categories.26

More generally, however, there is little evidence to support or reject propo-
nents’ claims about the market or environmental impacts of such programs.27

Another market-oriented regulatory strategy involves compelling firms
to publicly disclose information about their social and environmental per-
formance. Such disclosure allows consumers, investors, and others to act on
their social preferences by conveying or withdrawing their support from
enterprises based on these disclosures. The most prominent example of
such a program is the Toxics Release Inventory (TRI) in the United States,
which compels all facilities meeting certain size and sectoral criteria to
report the amounts of their releases of more than six hundred toxic chem-
icals to the Environmental Protection Agency. The agency then posts these
data on the Internet, making them widely available to firm managers,
reporters, activist groups, consumers, and many others. Between 1988 and
1999, reported releases of chemicals consistently tracked by the program
decreased by 45 percent.28

This is a stunning decline in toxics emissions nationwide, but experts
debate many dimensions of this success, including the veracity of reported
figures, whether declines can be attributed to the information disclosure
program, the sustainability of this trend in the future, the potential for
public overreaction, and the relation between these toxic releases and risks
posed to human health.29 Nevertheless, the intermediate effects of infor-
mation disclosure are well established. The annual publication of TRI data
is an occasion for journalists at local, state, and national levels to generate
reports of the worst polluters on their beats. Many managers and corporate
officials have pursued toxics reduction strategies within their own organi-
zations to avoid public embarrassment by TRI data. Firms that perform
poorly in TRI rankings suffer declines in securities markets.30
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Official social labels and information-forcing strategies illustrate that
regulators have recognized the power of social market forces and the capac-
ity of state action to construct these markets by, for example, forcing every
firm within a broad category to disclose socially relevant, but potentially
embarrassing, information. However, regulatory strategies have thus far
failed to leverage, and may even stifle, the powerful social market develop-
ments among trade associations and within society more broadly. For
example, state-sponsored eco-labels, prominent and dominant because
they are official, may compete with similar, perhaps technically superior,
initiatives from trade associations and nongovernmental organizations and
even from different levels of government.31 Similarly, the comprehensive-
ness of disclosure programs like the TRI make them attractive, but they
sacrifice depth and meaning for the sake of scope. Richer information, per-
haps conveying progress on dimensions like pollution prevention and real
reductions in health risk, requires more concerted cooperation and the
development of technical expertise of the sort that the associational efforts
described above have begun to generate.

Building Social Market Institutions 

These trends among consumers and investors, the responses of corpora-
tions, the creation of mediating associations, and novel regulatory strategies
all highlight the possibility and potential power of social markets. Cur-
rently, however, these emerging social markets face chaos and severe limi-
tations. Where single firms have responded to activist critics, it has been
difficult for outsiders to gauge whether substantial improvements have fol-
lowed. Where multiple associations offer competing social standards, it is
difficult for consumers and others to adjudicate their claims and know
which efforts align with their own preferences. Where there is only one
such association or publicly sponsored label, there is weak pressure for
innovation and risks of capture by private interests. Even absent these
imperfections, the aggregation of individual social preferences in economic
markets may generate harmful unintended consequences such as unem-
ployment, barriers to trade, and reduced economic growth.

Will these problems take care of themselves as social markets mature
over time? The dynamics of demands from consumer and public interest
associations and responses from corporations may eventually generate the
institutions, norms, and explicit agreements necessary to render the play of
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social values in economic markets well ordered and transparent. However,
familiar problems with capital and product markets—such as the difficulty
of coordinating conflicting standards, domination of large actors, and pri-
vate resistance to public disclosure—often require regulatory remedy.
Similarly, mitigating analogous defects in emerging social markets will
come more quickly through public and private strategies that deliberatively
and collectively establish institutions and ongoing management mecha-
nisms. More specifically, well-ordered social markets require five founda-
tions that are unlikely to develop in the absence of deliberate, cooperative,
and public initiative: scope, transparency, competition, robust and open
intermediaries, and resources for preference transformation.

Scope 

Perhaps the greatest weakness of currently emerging social markets is their
narrow scope: only a few firms in a sector or niche claim to be good social
performers. Consumers and analysts focus their attention, and apply the
rewards and punishments of their patronage, to just a few firms, and con-
sequently many others—who may perform more poorly in environmental
impact or in their treatment of workers—escape scrutiny. Expanding scope
frequently requires affirmative regulatory action. Mandatory disclosure
policies, such as the Toxics Release Inventory, illustrate one way in which
regulation can help “complete” social markets. Another route, one that
demands more regulatory expertise and nuance, would require vastly more
firms to undergo social audits and rankings now provided by private, asso-
ciational, and nongovernmental venders. Financial market regulation offers
one promising model along these lines. Since its inception after the Great
Depression, the Securities and Exchange Commission has honed medi-
ated, but mandatory, disclosure requirements into a fine art by means of
which the agency quite successfully leverages market forces to expand its
regulatory reach.32

Transparency 

Beyond scope, well-ordered social markets require transparency in both
the processes of accumulating relevant performance information and the
data itself. Just as financial markets do not function well when investors
cannot reliably assess managers’ contentions about their assets and market
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performance, so social markets require institutional arrangements by which
corporations can credibly demonstrate that their environmental, labor, and
social policies result in concrete gains and are not just public relations pro-
grams. The recent surge of social market activity has failed to generate such
a transparent environment. Although devices such as corporate codes of
conduct, social auditing services provided by major consulting and
accounting firms, and independent monitoring have proliferated and
become increasingly sophisticated over the past decade, these mechanisms
still fail to satisfy skeptics because they are opaque and often initiated by
the very firms they seek to hold accountable.

Such mechanisms are opaque for several reasons. Many firms are reluc-
tant to disclose information that they consider to be proprietary, such as
the names and locations of their suppliers’ facilities. Consulting and
accounting firms that conduct social audits and offer monitoring services
and are anxious to maintain competitive advantages over their peers typ-
ically do not disclose either social monitoring protocols or the full results
of their inspections. Even if these firms and monitoring organizations
wanted to make their operations and social performance fully public,
many of them would find it difficult to collect the complex array of infor-
mation—not only about their own operations but also about their sup-
pliers and partners—relevant to social performance. The opacity that
results from these incentive and capacity problems not only hampers con-
sumers and investors from advancing their social preferences in the mar-
ketplace but also prevents firms from making credible claims about their
social performance.

The currently opaque situation could be made more transparent
through the same public and associative measures used to extend the scope
of social markets. Labor regulators could, as their counterparts in envi-
ronmental regulation have, require firms and their suppliers to collect and
disclose information about how they treat their workers. Acting indepen-
dently or with governmental encouragement, the associations and con-
sultancies that currently perform social audits and monitoring might forge
cooperative frameworks that would make their efforts comparable and
publicly accessible. Standards and agreements that require certification
and monitoring efforts to be transparent to outsiders and verifiable by
skeptics would underwrite the ability of firms to compete with one
another on social dimensions and dramatically increase order in these
social markets.
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Comparability into Competitiveness 

Even with comprehensive scope and greater transparency, however, social
markets might nevertheless be uncompetitive because current assessments
do not facilitate the comparison of firms against one another. Many pro-
grams, such as the eco-labeling programs, offer only black-and-white
assessments of social performance. It is difficult to tell, for example, how
firms certified under the Forest Stewardship Council label compare with
one another because it is a binary distinction: firms are designated simply
as good or bad, not better or worse than others. Many labor-rights moni-
toring efforts, in which investors or nongovernmental organizations engage
in bilateral dialogues with corporations, generate high-quality information
on workplace practices and improvements, but there are few standards and
mechanisms for comparing the social performance of firms that engage in
such partnerships with one another or with companies that pursue other
social performance strategies. 

Given scope and transparency, two additional measures would gradually
enhance the competitiveness of social markets by facilitating the ability of
consumers, investors, and others to make differentiated judgments regard-
ing firm social performance. First, public and private assessment programs
that now issue binary determinations—such as proposed “no-sweat” labels
or certification programs—about whether firms pass social muster should
also provide disaggregated evaluations through ordinal rankings or cate-
gorical grades.33 Second, nongovernmental organizations that form part-
nerships with large firms to improve aspects of their social performance
should seek to develop common (and public) principles and standards
against which they can benchmark both the success of their own efforts
and the performance of corporations with whom they engage.

Intermediary Associations 

Those who advance their social preferences through consumption and
investment decisions lie at one end of social markets. At the other are the
firms that capture their attention and patronage by, for example, improving
their treatment of workers or the environmental impact of their products.
Appropriate regulatory action can increase the integrity of social markets by
extending their scope, transparency, and competitiveness from above. 

Well-ordered social markets also depend, however, on a variegated host
of intermediary associations that operate beneath state regulation and
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between those who advance social preferences in the marketplace and those
who attempt to satisfy those preferences. Industry and nongovernmental
associations, for example, have already begun to play a crucial role in estab-
lishing feasible yet demanding social and environmental standards. Owing
to the technical complexity and conflict of interest involved, associations of
firms, monitors, and advocacy organizations will be essential to serious
efforts to make firm social performance and monitoring results more trans-
parent and comparable. Another critical role for intermediary organiza-
tions in social markets is to translate complex data and signals from firms
and monitoring organizations into forms that consumers, investors, and
the general public can understand and use. It is patently unrealistic to
expect substantial proportions of consumers or investors to understand
voluminous reports and adjudicate between claims and counterclaims of
firms and advocacy organizations. They are far more likely to take their
cues from organizations they trust to provide reliable summaries and judg-
ments. Just as intermediaries such as financial analysts, consumer groups,
and professional auditors provide crucial interpretations that make ordi-
nary economic markets work, so social markets will depend upon sophis-
ticated, often competing, digestive intermediaries.

Every association acting in social markets will naturally attempt to
advance its own interests and viewpoint. Industry associations and initia-
tives may de-emphasize the severity of violations, and consumer watchdog
and social activist organizations may stress failures and, as they have in the
past, use scandals and exposés to disparage and defame corporations. Social
markets rely, currently and for the foreseeable future, upon such associa-
tions not only to interpret and disseminate social performance information
but also to be the agents of transparency, developing standards and moni-
toring products and workplace practices. Powerful associations and orga-
nizations may therefore distort the operation of social markets in particu-
lar industries if they manage to capture, or unduly influence, standard
setting and monitoring practices.

Would social markets be better off without these intermediate associa-
tions? Despite the possibility of capture and informational distortion,
social markets are likely to operate more effectively when they deliberately
incorporate the efforts of private and nongovernmental organizations for
two reasons. First, perfecting methods of effectively gathering social per-
formance information, and standards by which to accurately assess that
information, is a dauntingly complex challenge that, for many industries
and issue areas, exceeds the competence of governmental regulators and so
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will require the capacities and expertise of these associations. Second, many
such associations are already deeply engaged and interested in social mar-
ket activities, and they cannot be easily disentangled. Therefore, it seems
more promising to constructively integrate these intermediary associations
into social markets rather than to attempt to exclude them. Public rules
intended to compel transparency and ensure openness of entry would
reduce the danger that corporate or activist associations would be able to
unfairly control standard setting or monitoring in an issue area or indus-
trial sector.

Preference Articulation and Transformation 

Perhaps much more than familiar economic markets, well-ordered social
markets depend on the capacity of market actors to transform their initial
preferences in the course of acquiring new knowledge and encountering
challenging arguments. Untutored consumer or investor preferences may
have market consequences that fail to advance the deeper values that
ground those preferences. It is thus possible for individuals to have mis-
taken preferences. These mistakes occur when people form preferences and
make decisions based on limited information, such that they later realize,
upon receipt of fuller information, that they do not want what they ini-
tially thought they wanted. 

To take just one example, consider the case of child labor. Many con-
sumers from wealthy developed countries enter social markets with a pref-
erence against child labor and shun firms that employ children in develop-
ing countries. Many economists and local organizations in those countries,
however, contend that simply prohibiting child labor often has the unin-
tended consequence of forcing children into more punishing forms of
work or of pushing their families below subsistence levels. More effective
interventions involve providing educational opportunities for these chil-
dren and providing subsidies to their families to reduce their dependence
upon children’s incomes.34 Effective social markets in the case of child labor
therefore require sophisticated consumers (as well as investors and inter-
mediary organizations) willing to entertain such arguments and appropri-
ately transform their preferences in light of them.

The play of unschooled social preferences in the marketplace may sim-
ilarly aggregate to generate harmful effects in other contexts. For example,
overestimation of small risks may lead to product price increases, demands
for environmental improvement may lead to unemployment or capital
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flight, and preferences for unrealistic working conditions may drive sorely
needed investment from developing areas or improve the quality of some
jobs but diminish their number.35 In these and other such circumstances,
the preferences of individuals must be transformed for social markets to
advance broadly shared values and even to properly balance values when
they conflict. Whether or not the infrastructure of social markets or the
interest groups and associations that utilize them will possess the resources
and capacities to achieve such preference transformation will certainly vary
across issues and markets. 

The Limitations of Social Markets 

The efficacy and thus desirability of creating well-ordered social markets, as
with any regulatory instrument or approach, varies according to the con-
tent and strength of consumer and investor preferences, industrial struc-
ture, and a host of other factors. Consider three factors that favor or limit
social markets: the depth of public sentiment, the susceptibility of regula-
tory targets to consumer and investor pressure, and the advantages and lia-
bilities of social market strategies compared with regulatory tools that rely
primarily on governmental capacities and authority. Although the effec-
tiveness of any particular social market will depend on a host of particular
contextual details, these three considerations offer preliminary guidance
concerning the general conditions under which this approach will be
promising.

Public Sentiment 

Because the impacts of this mechanism depend upon concerned consumers
and investors, public efforts to create and perfect social markets should
focus on issues and sectors in which public concern runs deep. One major
source of public concern stems from the self-interest of individual con-
sumers. Tar-level labeling of cigarettes, nutritional labeling of food prod-
ucts, and public dissemination of water quality data, for example, all allow
individual consumers to better advance their own preferences for health
and safety in the marketplace. Social activism that raises public awareness
of issues and causes has been another other major source of public senti-
ment. The contemporary environmental movement in the North Atlantic
industrialized democracies is more than three decades old. This movement
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built the foundations for nascent social markets that have emerged around
many environmental concerns, including pollution prevention and forest
management. Over the past decade, concerns about the conditions of
workers in developing countries has increased among consumers and
investors in industrialized countries. There too, elements of social markets
have developed out of demands from consumers and activists and private
sector responses to them.

Regulatory and nongovernmental efforts to create, expand, and order
social markets should concentrate on issue areas in which public sentiment
runs deep from individual self-interest, issue awareness, or other sources.
The social market regulatory strategy attempts to leverage social and eco-
nomic trends for regulatory purposes and so should focus on areas in which
those currents are strong and favorable. Environmental and labor regula-
tion—international but also domestic—are promising examples of such
issue areas, as are concerns around nutrition, health care, and food safety.

Firm Vulnerability 

Although favorable public sentiment is necessary for effective social market
regulation, it is far from sufficient. This regulatory approach is likely to be
effective only with firms who are susceptible to pressure from consumers
and investors. Brand- and reputation-sensitive firms in the high-end
apparel and footwear industries—such as the Gap, Nike, and Reebok—lie
at the most vulnerable end of this spectrum. Because of their prominence
and exposure, these firms have been among the primary targets and first
movers in the emerging social markets around international labor prac-
tices. Sectors with poor public images—such as the tobacco and chemical
industries—are also susceptible to social market forces. At the other end of
the spectrum, formal and informal sector operations in developing coun-
tries that produce exclusively for internal markets are almost completely
insulated from the influence of social markets, however poor their labor
practices may be. The vast majority of firms—including suppliers of large
firms, mass-market companies whose customers care about price to the
exclusion of social considerations, and commodity producers—lie in the
middle range of this spectrum of public vulnerability.

At first glance, firms in this middle range may seem well insulated from
social market forces. Their products often lack discernable branding. Many
of these firms are anonymous to all but industry insiders. Firms whose pri-
mary customers are other businesses may be able to deny obligations to
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cater to the social scruples of their associates. Conversely, the prominent
firms that do business with them may deny knowledge of or control over
the practices or social consequences of their suppliers. Recent experiences
such as those discussed above show how social market pressures can reach
deeply into this middle range of firms. Corporations that attempt to
demonstrate their social responsibility have quickly learned that consumers
and critics demand that they improve not only their own operations and
products but also those of their suppliers, and so on down the supply
chain. Firms, such as Home Depot and Lowe’s Home Improvement, that
sell commodity products like wood to broad consumer markets have
responded to demands from consumers and nongovernmental organiza-
tions that they source their products from environmentally responsible
providers. Even Wal-Mart, the world’s largest retailer, thought of as com-
peting primarily on price rather than social or environmental hedonics,
has not escaped these pressures. Although many remain critical of the com-
pany, it has worked with social responsibility organizations such as the
Interfaith Council on Corporate Responsibility to improve its operations. 

Because experiences like these are quite young and underdeveloped, no
one knows how far social market forces might reach into the middle range
of less prominent and elite firms if this instrument were pursued as delib-
erate public policy and regulatory action. As a matter of policy choice, offi-
cials should seek to extend social market mechanisms such as transparency
and comparability in industries whose firms are vulnerable to such pres-
sures but not yet fully subject to them. Where firms are not vulnerable, reg-
ulators should emphasize other instruments.

Comparative Regulatory Advantage 

As a regulatory mechanism, social markets are distinctive in two respects.
First, they harness social forces—especially the purchasing power of con-
sumers and investors but also the monitoring and inspection capabilities of
firms and nongovernmental bodies—to regulatory ends and so do not rely
primarily on official powers and sanctions. This difference favors social
markets when state capacities are relatively weak with respect to some goal.
In many regulatory arenas, however, official powers will be adequate to the
task at hand, and so relying upon potentially fickle social forces will be
unnecessary. Second, whereas many official regulations specify a minimum
standard, or floor, to be met, private actors will respond variably in social
markets, with wide differences in social performance.36 Sometimes—for
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example, with minimum wage and maximum hours laws—the public pri-
ority is to assure that all actors comply with a minimum standard. By con-
trast, in other areas—pollution prevention and occupational health and
safety, for example—desirable minimum standards and the methods to
reach them are difficult to specify with precision. In such instances variable
performance and method may be desirable because it can allow firms to
generate innovations that later improve social performance overall, to
match methods to particular circumstances, and to adapt to changing com-
petitive or technical conditions.

These two features of social markets, then, constitute their comparative
advantage over a variety of more familiar regulatory mechanisms. Specifi-
cally, given the necessary conditions of public sentiment and firm vulnera-
bility noted above, social market mechanisms offer a comparatively attrac-
tive approach when government capacity to regulate is weak (for example,
the problem of too few inspectors for too many sites) and variation in
social performance or approaches to generating social performance is desir-
able and more urgent than the need for firms to reach specific minimum
standards. Figure 7-1 illustrates the likelihood of successful implementa-
tion of social market mechanisms along these two dimensions.

The capacity of regulators in various issue areas is depicted along the
horizontal axis, with weak governmental capacity on the left and strong
state capacity indicated at the right. For example, laws governing wages and
hours worked among large employers in the United States (lower right-
hand quadrant) are relatively easy for regulators to enforce, owing in large
measure to well-established tax and documentation procedures. By con-
trast, these laws are routinely violated by apparel manufacturers and sub-
contractors who operate in small, informal, and fly-by-night shops (lower
left-hand quadrant). The vertical axis plots issue areas according to the
level of performance desired: at the bottom of the vertical axis, minimum
standards, or “floors,” are particularly important; at the top are issues in
which performance above a given floor is also a priority. 

On one account, the importance of wage and hours laws is to establish
minimum standards of acceptable labor contracts. Workers and employers
should be able to agree to a broad range of actual wages and hours for any
particular worker, as long these minimums are respected. Similarly, the
prohibition of forced labor is a clear minimum standard about which there
is broad international consensus. Because the prime regulatory goal is to
reach these floors rather than to secure gains above them, minimum wage
and maximum hours laws fall in the bottom part of the figure. For many
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other regulatory issues, such as reducing point source pollution, the pub-
lic interest extends beyond minimum standards to the continuous reduc-
tion of toxics use and emission. More controversially, the issue of interna-
tional child labor is also placed in the top, “variable outcome” region.
Although most agree that the elimination of child labor is a desirable long-
term goal, concrete programs to reach that goal must grapple with a host
of unintended consequences and complex program designs. Because there
are many ways to work toward the eventual elimination of child labor,
none of them obviously best, variations in approach and intermediate out-
comes are desirable.

The upper left-hand quadrant is the region in which social market
approaches seem most promising because they press for variable outcomes,
where such outcomes are desirable, and enlist social forces to bolster insuf-
ficient governmental capacities. We have already discussed emerging social

   

Figure 7-1. Where Social Markets Make Sense: A Schema

Social markets most 
promising
Some issue areas

—Workplace health and safety
—Nonpoint source pollution
—Child labor, internationally
—Environmental impact of

many products

Intermediate case
Some issue areas

—Point source pollution
—Nonpoint source pollution
—U.S. financial standards

Intermediate case
Some issue areas

—Wages and hours in 
U.S. apparel industry

—Forced labor in 
industrializing
countries

Social markets least 
promising
Some issue areas

—Wages and hours among
large employers in the
United States

Low state
capacity

High state
capacity

Minimum "Floor"
important

Variability and
continuous improvement

important

07-0627-CH07  5/10/02  3:22 PM  Page 167



markets in some of these issue areas—such as labor and environment. For
issues that lie in the lower right-hand quadrant, social market approaches
are not particularly promising: governmental reach is sufficient to the task,
and there is little regulatory interest in pressing for variable improvements
above minimum standards.

For issue areas in the two intermediate cases it is more difficult to gauge
the promise of social markets compared with that of other approaches.
Both state-centric and social market mechanisms have been used to control
point source pollution (upper right-hand quadrant), for which state capac-
ity is high but variable outcomes are desirable. Chapter 8 in this volume
demonstrates that state-imposed market-based mechanisms (not social
markets) have been effective for reduction in some kinds of point source
pollution. The Toxics Release Inventory, which establishes a kind of social
market in which firms must publicly disclose their emissions of some six
hundred toxic chemicals, also targets point source pollution.

The other intermediate region is characterized by the importance of
reaching minimum standards but the absence of state capacity and will to
compel private actors to do so. Some international labor standards, such as
the prohibitions on forced labor and violent infringements on freedom of
association (lower left-hand quadrant), fit this category. Issues in this
region of the schema spark the deepest disagreements about the appropri-
ateness of social market instruments. When a clear minimum acceptable
level of behavior is at stake—for instance, with respect to minimum wages,
bars on forced labor, or bans on the use of highly toxic substances—a pub-
lic standard often assumes the gravity of a basic right or criminal prohibi-
tion. Opponents might object that social market mechanisms, even those
intended to advance social aims, are incompatible with such basic stan-
dards because they implicitly endorse the behavior of those whose perfor-
mance falls below the minimum. Can it be appropriate to build institu-
tions that measure the extent to which various firms contract with suppliers
that enslave workers so that consumers and investors can support firms
that use fewer slaves than others? State action to eliminate such practices
would certainly be preferable, but sometimes states are unable, or unwill-
ing, to enforce such bans—this region of the figure is defined by precisely
this governmental weakness. 

Whether public or nongovernmental power should be used to expand
and improve social markets under such circumstances rests on case-by-case
practical judgments that elude generalization: How quickly might social
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markets improve the behavior of firms to the point at which they comply
with social minimum standards? Would strengthening conventional regu-
latory instruments result in more rapid compliance? Would efforts to
expand social markets erode support for conventional regulation?

On this last question, critics of social markets frequently assert, without
offering supportive evidence, that advances in social market mechanisms
entail retrenchment of conventional regulation and weakening of state
power. It seems equally probable, however, that social markets would work
to spread public concern about issues such as forced labor and that this
concern would build support for traditional regulation as public sentiment
spilled over from the economic and social realms to the political one. Only
further experience will reveal whether the dynamics of social markets and
more familiar state-centered regulation turn out to be competitive or
mutually reinforcing, and these dynamics in turn surely depend on the
details of how those markets are constructed.

Conclusion 

From the perspective of organizing economic markets and social regula-
tion, the project of creating social markets now lies on a cusp. We can look
back to a perhaps imagined time when social values did not enter into
investment, consumption, and corporate management decisions. Given
the degree to which individual moral and social preferences have already
penetrated marketplaces, it seems impossible to recapture that separation
between economic and social motives. Nevertheless, the chaos in emergent
social markets—the difficulty consumers have in distinguishing firms that
act on their values from those that just talk, the converse inability of firms
to make credible social commitments, and the clash of conflicting or unin-
formed social preferences—makes many long for just such a divorce.

The effort to deploy public and private energies toward improving social
markets seems more promising than trying to scrap them. Making social
markets “well ordered” would mean extending their scope, increasing
transparency and competitiveness, and providing resources that allow mar-
ket actors to articulate and even transform their preferences. For any given
social market, these reforms are daunting. By way of analogy, social mar-
kets today are perhaps as underdeveloped as U.S. financial markets were
before the Great Depression. Reforming those markets—making them
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transparent, credible, and competitive—required diligent and clever pub-
lic and private efforts over many decades. Similar progress in the institu-
tionalization of well-ordered social markets could yield large advances for
the technology of regulation, individual freedom in the marketplace, cor-
porate social accountability, and effective public standards for the environ-
ment, human rights, and labor.
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I      than a decade since Senators Timothy Wirth and
John Heinz launched Project 88, a bipartisan effort to apply market-

based approaches to environmental and resource problems. In a series of
reports, Project 88 put forward a set of innovative ways in which public
policies could work through the market, rather than against it, to stimulate
cost-effective environmental protection.1 In the intervening years, as more
and more market-based environmental policy instruments have been pro-
posed and implemented, the concept of harnessing market forces to protect
the environment has evolved from political anathema to political correct-
ness. It is now time to reflect on our experiences and search for lessons
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American Experiment 
with Market-Based 
Environmental Policies
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from this set of experiments with economic incentive approaches to pub-
lic policy.

Environmental policies typically combine the identification of a goal
with some means to achieve that goal. Although these two components
are often linked within the political process, I focus in this chapter exclu-
sively on the second component, the means—the “instruments”—of envi-
ronmental policy. Market-based instruments are regulations that encour-
age behavior through market signals rather than through explicit
directives regarding pollution control levels or methods. These policy
instruments, such as tradable permits or pollution charges, can reasonably
be described as harnessing market forces, because if they are well designed
and implemented, they encourage firms or individuals to undertake pol-
lution control efforts that are in their own interests and that collectively
meet policy goals.2

By way of contrast, conventional approaches to regulating the environ-
ment are often referred to as command-and-control regulations because
they allow relatively little flexibility in the means of achieving goals. Such
regulations tend to force firms to take on similar shares of the pollution
control burden, regardless of the cost. Command-and-control regulations
do this by setting uniform standards for firms, the most prevalent of which
are technology- and performance-based standards. Technology-based stan-
dards specify the method, and sometimes the actual equipment, that firms
must use to comply with a particular regulation. A performance standard
sets a uniform control target for firms while allowing some latitude in
deciding how this target will be met.

Holding all firms to the same target can be expensive and, in some cir-
cumstances, counterproductive. Although standards may effectively limit
emissions of pollutants, they typically exact relatively high costs in the
process by forcing some firms to resort to unduly expensive means of con-
trolling pollution. Because the costs of controlling emissions may vary
greatly across firms, and even across sources within the same firm, the ap-
propriate technology in one situation may not be appropriate (cost-
effective) in another. Thus, control costs can vary enormously owing to a
firm’s production design, physical configuration, the age of its assets, and
other factors. One survey of eight empirical studies of air pollution control
found that the ratio of actual aggregate costs of the conventional
command-and-control approach to the aggregate costs of least-cost bench-
marks ranged from 1.07 for sulfate emissions in the Los Angeles area to
22.00 for hydrocarbon emissions at all domestic DuPont plants.3

  . 
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Furthermore, command-and-control regulations tend to freeze the
development of technologies that might otherwise result in greater levels of
control. Little or no financial incentive exists for businesses to exceed their
control targets, and both technology-based and performance-based stan-
dards discourage adoption of new technologies. A business that adopts a
new technology may be “rewarded” by being held to a higher standard of
performance and not given the opportunity to benefit financially from its
investment, except to the extent that its competitors have even more diffi-
culty reaching the new standard.

In theory, if properly designed and implemented, market-based instru-
ments allow any desired level of pollution cleanup to be realized at the
lowest overall cost to society by providing incentives for the greatest
reductions in pollution by those firms that can achieve these reductions
most cheaply.4 Rather than equalizing pollution levels among firms (as
with uniform emission standards), market-based instruments equalize the
incremental amount that firms spend to reduce pollution—their marginal
cost.5 Command-and-control approaches could—in theory—achieve this
cost-effective solution, but to do so would require that different standards
be set for each pollution source and, consequently, that policymakers
obtain detailed information about the compliance costs each firm faces.
Such information is simply not available to government. Market-based
instruments, on the other hand, provide for a cost-effective allocation of
the pollution control burden among sources without requiring the gov-
ernment to have this information. In contrast with command-and-control
regulations, market-based instruments have the potential to provide pow-
erful incentives for companies to adopt cheaper and better pollution con-
trol technologies: with market-based instruments, particularly emission
taxes, it always pays firms to clean up a bit more if a sufficiently low-cost
method (technology or process) of doing so can be identified and
adopted.6

Highlights of Experience 

Experiments and experiences in the United States with market-based envi-
ronmental policy instruments have been both numerous and diverse. It is
convenient to consider them within four major categories: pollution
charges, tradable permits, reductions in market friction, and reductions in
government subsidies.

-   

08-0627-CH08  5/10/02  3:24 PM  Page 175



Charge Systems 

Pollution charge systems assess a fee or tax on the amount of pollution that
a firm or source generates.7 Consequently, it is worthwhile for the firm to
reduce emissions to the point at which its marginal abatement cost is equal
to the tax rate. One challenge with charge systems is identifying the appro-
priate tax rate. Ideally, it should be set equal to the marginal benefits of
cleanup at the efficient level of cleanup, but policymakers are more likely
to think in terms of a desired level of cleanup, and they do not know
beforehand how firms will respond to a given level of taxation.

The conventional wisdom is that this approach to environmental pro-
tection has been ignored in the United States, but this perception is not
correct. If one defines charge systems broadly, a significant number of
applications can be identified. The closest that any U.S. charge system
comes to operating as a true Pigovian tax may be the unit-charge approach
to financing municipal solid waste collection, whereby households and
businesses are charged the incremental costs of collection and disposal.8

So-called pay-as-you-throw policies, whereby users pay in proportion to
the volume of their waste, are now used in well over one thousand juris-
dictions. The collective experience provides evidence that unit charges have
been successful in reducing the volume of household waste generated.9

Another important set of charge systems implemented in the United
States has been deposit-refund systems, whereby consumers pay a sur-
charge when purchasing potentially polluting products and receive a
refund when they return the product to an approved center for recycling or
disposal. A number of states have implemented this approach through
“bottle bills” to control litter from beverage containers and to reduce the
flow of solid waste to landfills, and the concept has also been applied to
lead-acid batteries.10

In addition, there has been considerable use of environmental user
charges in the United States, through which specific environmentally related
services are funded. Examples include insurance premium taxes, such as the
excise tax on specified hazardous chemicals used to fund partially the
cleanup of hazardous waste sites through the Superfund program. Another
set of environmental charges are sales taxes on motor fuels, ozone-depleting
chemicals, agricultural inputs, and “gas-guzzling” motor vehicles. Finally,
tax differentiation has become part of a considerable number of federal and
state attempts to encourage the use of renewable energy sources.
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Tradable Permits 

Tradable permits can achieve the same cost-minimizing allocation of the
control burden as a charge system while avoiding the problem of uncertain
response by firms.11 Under a tradable permit system, an allowable overall
level of pollution is established and allocated among firms in the form of
permits.12 Firms that keep their emission levels below the allotted level may
sell their surplus permits to other firms or use them to offset excess emis-
sions in other parts of their operations.

Applications have included the U.S. Environmental Protection Agency’s
(EPA) emissions trading program, the leaded gasoline phasedown, water
quality permit trading, chlorofluorocarbon (CFC) allowance trading, the
sulfur dioxide (SO2) allowance trading system for acid rain control, the
RECLAIM emissions reduction program in the Los Angeles metropolitan
region, and tradable development rights for land use.13 At least two of these
programs merit particular attention.

The lead allowance trading program, developed in the 1980s, allowed
gasoline refiners greater flexibility in meeting emission standards at a time
when the acceptable lead content of gasoline had been reduced to 10 per-
cent of its previous level. The program was successful in meeting its envi-
ronmental targets, and the EPA estimated cost savings of about $250 mil-
lion per year.14 Furthermore, the program provided measurable incentives
for the diffusion of cost-saving technology.15

Arguably, the most important application made of a market-based
instrument for environmental protection has been the SO2 allowance trad-
ing program for acid rain control, established under the 1990 amendments
to the Clean Air Act and intended to reduce emissions by 10 million tons
below 1980 levels. A robust market of bilateral SO2 permit trading has
emerged, resulting in cost savings on the order of $1 billion annually over
the costs under some command-and-control regulatory alternatives.16

Trading levels were low in the early years of the program but increased sig-
nificantly over time.17

Market Friction Reduction 

Reduction in market friction can also serve as a policy instrument for envi-
ronmental protection. Three types of such policies stand out: First, in a
number of cases markets have been created for inputs or outputs associated
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with environmental quality. Examples include measures implemented over
the past fifteen years that facilitate the voluntary exchange of water rights
and thus promote more efficient allocation and use of scarce supplies.
Second, liability rules have frequently been designed to encourage firms to
consider the potential environmental damages of their decisions. One
important example is the Comprehensive Environmental Response, Com-
pensation, and Liability Act of 1980, which establishes liability for com-
panies that are found responsible for hazardous waste contamination. 

Third, because well-functioning markets depend, in part, on the exis-
tence of well-informed producers and consumers, information programs
can help foster market-oriented solutions to environmental problems.18

These programs have been of two types. Product-labeling requirements
have been implemented to improve the information set available to con-
sumers. There has been relatively little analysis of the efficacy of such pro-
grams, but limited evidence suggests that energy-efficiency product label-
ing has had significant impacts on efficiency improvements, essentially by
making consumers and therefore producers more sensitive to changes in
energy prices.19

Another set of information programs involves reporting requirements.
The U.S. Toxics Release Inventory, which has been expanded significantly
during the past decade, requires firms to make available to the public infor-
mation on the use, storage, and release of specific hazardous chemicals.
Such information reporting may increase public awareness of firms’
actions, and consequent public scrutiny may encourage firms to alter their
behavior, although the evidence to date is mixed.20

Government Subsidy Reduction 

Reduction in government subsidies is the fourth and final category of
market-based instruments. Subsidies are the mirror image of taxes and, at
least in theory, can provide incentives to address environmental problems.21

In practice, however, many subsidies promote economically inefficient and
environmentally unsound practices. Unfortunately, assessing the magni-
tude, let alone the effects, of these subsidies is difficult. For example, owing
to concerns about global climate change, increased attention has been
given to federal subsidies that promote the use of fossil fuels. One EPA
study indicates that eliminating these subsidies would have a significant
effect on reducing carbon dioxide (CO2) emissions, but a substantial share
of these subsidies were enacted during previous “oil crises” to encourage the
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development of domestic energy sources and reduce reliance on imported
petroleum.22

Normative Lessons 

Although there has been considerable experience in the United States with
market-based instruments for environmental protection, this relatively new
set of policy approaches has not come close to replacing conventional
command-and-control approaches. Furthermore, even when and where
these approaches have been used in their purest form and with some suc-
cess, they have not always performed as anticipated. It is therefore timely
to ask what lessons can be learned from our experiences. 

Normative Lessons for Design and Implementation 

The performance to date of market-based instruments for environmental
protection provides compelling evidence for environmentalists and others
that these approaches can achieve major cost savings while accomplishing
their environmental objectives. The performance of these systems also
offers lessons about the importance of flexibility, simplicity, the role of
monitoring and enforcement, and the ability of the private sector to make
markets of this sort work. 

In regard to flexibility, it is important that market-based instruments
should be designed to allow for a broad set of compliance alternatives, in
terms of both timing and technological options. For example, allowing
flexible timing and intertemporal trading of permits—that is, banking
allowances for future use—played an important role in the SO2 allowance
trading program’s performance, much as it had in the U.S. lead rights trad-
ing program a decade earlier.23 One of the most significant benefits of using
market-based instruments is simply that technology standards are thereby
avoided. Less flexible systems would not have led to the technological
change that may have been induced by market-based instruments nor to
the induced process innovations that have resulted.24

In regard to simplicity, transparent formulas—whether for permit allo-
cation or tax computation—are difficult to contest or manipulate. Rules
should be clearly defined up front, without ambiguity. For example, requir-
ing prior government approval of individual trades may increase uncer-
tainty and transaction costs, thereby discouraging trading; these negative
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effects should be balanced against any anticipated benefits owing to the
requirement of prior government approval. Such requirements hampered
the EPA’s Emissions Trading Program in the 1970s, and the absence of
such requirements was an important factor in the success of lead trading.25

In the case of SO2 trading, the absence of requirements for prior approval
reduced uncertainty for utilities and administrative costs for government
and contributed to low transactions costs.26

Although some problematic program design elements reflect miscalcu-
lations of market reactions, others were known to be problematic at the
time the programs were enacted but nevertheless were incorporated into
programs to ensure adoption by the political process. One striking exam-
ple is the “20 percent rule” under the EPA’s Emission Trading Program.
This rule, adopted at the insistence of the environmental community, stip-
ulates that each time a permit is traded, the amount of pollution autho-
rized thereunder must be reduced by 20 percent. Because permits that are
not traded retain their full quantity value, this regulation discourages per-
mit trading and thereby increases regulatory costs.27

Experience also argues for using absolute baselines, not relative ones, as
the point of departure for credit programs. The problem is that without a
specified baseline, reductions must be credited relative to an unobservable
hypothetical—that is, the level of toxics the source would have emitted in
the absence of the regulation. A combined system—one in which a cap-
and-trade program is combined with voluntary “opt-in provisions”—creates
the possibility for “paper trades,” whereby a regulated source is credited for
an emissions reduction (by an unregulated source) that would have taken
place in any event.28 The result is a decrease in aggregate costs among regu-
lated sources, but this is partly a function of an unintentional increase in the
total emissions cap. As was experienced with the EPA’s Emissions Trading
Program, relative baselines create significant transaction costs by essentially
requiring prior approval of trades as the authority investigates the claimed
counterfactual from which reductions are calculated and credits generated.29

Experiences with market-based instruments also provide a powerful
reminder of the importance of monitoring and enforcement. These instru-
ments, whether price or quantity based, do not eliminate the need for such
activities, although they may change their character. In the many programs
reviewed in this chapter in which monitoring or enforcement (or both)
have been deficient, the results have been ineffective policies. One coun-
terexample is provided by the SO2 allowance trading program in the
United States, which includes (costly) continuous emissions monitoring of
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all sources. On the enforcement side, the stiff penalties mandated by the
Clean Air Act Amendments of 1990 (much greater than the marginal cost
of abatement) have provided sufficient incentives to induce the high degree
of compliance that has been achieved.30

In nearly every case of implemented cap-and-trade programs, permits
have been allocated without charge to participants. The same characteris-
tic that makes such allocation attractive in positive political economic
terms—the conveyance of scarcity rents to the private sector—makes allo-
cation without charge problematic in normative efficiency terms.31 It has
been estimated that the costs of SO2 allowance trading would be 25 per-
cent lower if permits were auctioned rather than allocated without charge,
because revenues could then be used to finance reductions in preexisting
distortionary taxes.32 Furthermore, in the presence of some forms of trans-
action costs, the posttrading equilibrium—and hence aggregate abatement
costs—are sensitive to the initial permit allocation.33 For both reasons, a
successful attempt to establish a politically viable program through a spe-
cific initial permit allocation can result in a program that is significantly
more costly than anticipated. 

Improvements in instrument design will not solve all problems. One
potentially important cause of the mixed performance of implemented
market-based instruments is that many firms are simply not well equipped
to make the decisions necessary to fully utilize these instruments. Because
market-based instruments have been used on a limited basis only, and firms
are not certain that these instruments will be a lasting component on the
regulatory landscape, most companies have chosen not to reorganize their
internal structures to fully exploit the cost savings these instruments offer.
Rather, most firms continue to have organizations that are experienced in
minimizing the costs of complying with command-and-control regula-
tions, not in making the strategic decisions allowed by market-based
instruments.34

The environmental, health, and safety departments in private firms have
focused primarily on problem avoidance and risk management rather than
on the creation of opportunities made possible by market-based instru-
ments. This focus has developed because of the strict rules imposed by
command-and-control regulation, in response to which companies have
built skills and developed processes that comply with regulations but do
not help them benefit competitively from environmental decisions.35

Absent significant changes in structure and personnel, the full potential of
market-based instruments will not be realized.
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Normative Lessons for Analysis 

When assessing market-based environmental programs, economists need to
employ some measure by which the gains of moving from conventional stan-
dards to an economic incentive scheme can be estimated. When comparing
policies with the same anticipated environmental outcomes, aggregate cost
savings may be the best yardstick for measuring the success of individual
instruments. The challenge for analysts is to make fair comparisons among
policy instruments, either idealized versions of both market-based systems
and likely alternatives or realistic versions of both.36

It is not enough to analyze static cost savings. For example, the savings
owing to banking allowances should also be modeled (unless this is not
permitted in practice). It can also be important to allow for the effects of
alternative instruments on technology innovation and diffusion, especially
when programs impose significant costs over long time horizons.37 More
generally, it is important to consider the effects of the preexisting regula-
tory environment. For example, the level of preexisting factor taxes can
affect the total costs of regulation, as indicated above.38

Normative Lessons for Identifying New Applications 

Market-based policy instruments are considered today for nearly every
environmental problem that is raised, ranging from endangered species
preservation to what may be the greatest of environmental problems, the
greenhouse effect and global climate change.39 Experiences with market-
based instruments offer some guidance as to the conditions under which
such approaches are likely to work well and those under which they may
face greater difficulties. 

First, where the cost of abating pollution differs widely among sources,
a market-based system is likely to have greater gains, relative to conven-
tional command-and-control regulations.40 For example, it was clear early
on that heterogeneity with respect to SO2 abatement cost was great because
of differences in the ages of plants and their proximity to sources of low-
sulfur coal. Where abatement costs are more uniform across sources, how-
ever, the political costs of enacting an allowance trading approach are less
likely to be justifiable. 

Second, the greater the degree of mixing of pollutants in the receiving
airshed or watershed, the more attractive will a market-based system be
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relative to a conventional uniform standard. This is because taxes or trad-
able permits, for example, can lead to localized “hot spots” with relatively
high levels of ambient pollution. This is a significant distributional issue,
and it can also become an efficiency issue if damages are nonlinearly related
to pollutant concentrations. In cases in which this is a reasonable concern,
the problem can be addressed, in theory, through the use of “ambient per-
mits” or through charge systems that are keyed to changes in ambient con-
ditions at specified locations.41 Despite the extensive theoretical literature
on such ambient systems going back to David Montgomery, however, they
have never been implemented, with the partial exception of a two-zone
trading system under Los Angeles’s RECLAIM program.42

Third, the efficiency of price-based (tax) systems compared with
quantity-based (tradable permit) systems depends on the pattern of costs
and benefits. If uncertainty about marginal abatement costs is significant,
and if marginal abatement costs are quite flat and marginal benefits of
abatement fall relatively quickly, then a quantity instrument will be more
efficient than a price instrument.43 Furthermore, when there is also uncer-
tainty about marginal benefits and marginal benefits are positively corre-
lated with marginal costs (which, it turns out, is not uncommon), then
there is an additional argument in favor of the relative efficiency of quan-
tity instruments.44 On the other hand, the regulation of stock pollutants
will often favor price instruments when the optimal stock level rises over
time.45 It should also be recognized that despite the theoretical efficiency
advantages of hybrid systems—nonlinear taxes, or quotas combined with
taxes—in the presence of uncertainty, virtually no such hybrid systems
have been adopted.46

Fourth, the long-term cost-effectiveness of taxes versus tradable permit
systems is affected by their relative responsiveness to change. This arises in
at least three dimensions: In the presence of rapid rates of economic
growth, a fixed tax leads to an increase in aggregate emissions, whereas with
a fixed supply of permits there is no change in aggregate emissions (though
there is an increase in permit prices). In the context of general price infla-
tion, a unit (but not an ad valorem) tax decreases in real terms, and so
emissions levels increase, whereas with a permit system, there is no change
in aggregate emissions. In the presence of exogenous technological change
in pollution abatement, a tax system leads to an increase in control levels—
that is, a decrease in aggregate emissions—whereas a permit system main-
tains emissions, with a fall in permit prices.47
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Fifth, tradable permits will work best when transaction costs are low,
and experience suggests that properly designed private markets will tend to
render transaction costs minimal. Sixth, a potential advantage of tradable
permit systems in which allocation is without charge, relative to other pol-
icy instruments, is associated with the incentive thereby provided for pol-
lution sources to identify themselves and report their emissions (in order to
claim their permits). 

Seventh, it is important to keep in mind that in the absence of
decreasing marginal transactions costs (essentially volume discounts), the
equilibrium allocation and hence aggregate abatement costs of a tradable
permit system are independent of initial allocations.48 Hence an impor-
tant attribute of a tradable permit system is that the allocation decision
can be left to politicians, with limited normative concerns about the
potential effects of the chosen allocation on overall cost-effectiveness. In
other words, cost-effectiveness or efficiency can be achieved while distri-
butional equity is simultaneously addressed with the same policy instru-
ment. This is one of the reasons an international tradable permit mech-
anism is particularly attractive in the context of concerns about global
climate change. Allocation mechanisms can be developed that address
legitimate equity concerns of developing countries, and thus increase the
political base for support, without jeopardizing the overall cost-effective-
ness of the system.49

Eighth and finally, considerations of political feasibility point to the wis-
dom (more likely, the success) of proposing market-based instruments
when they can be used to facilitate a cost-effective aggregate emissions
reduction (as in the case of the SO2 allowance trading program in 1990) as
opposed to a cost-effective reallocation of the status quo burden. Policy
instruments that appear impeccable from the vantage point of research
institutions, but consistently prove infeasible in real-world political insti-
tutions, can hardly be considered “optimal.”

Positive Political Economy Lessons 

The increasing use of market-based instruments for environmental protec-
tion raises a number of political economy questions: First, why was there so
little use of market-based instruments in the United States, relative to
command-and-control instruments, over the thirty-year period of major
environmental regulation that began in 1970, despite the apparent advan-

  . 

08-0627-CH08  5/10/02  3:24 PM  Page 184



tages these instruments offer? Second, when market-based instruments have
been adopted, why has there been such great reliance on tradable permits
allocated without charge, despite the availability of a much broader set of
incentive-based instruments? Third, why has the political attention given to
market-based environmental policy instruments increased dramatically in
recent years? To address these questions, it is useful to consider the demand
for environmental policy instruments by individuals, firms, and interest
groups and their supply by the legislature and regulatory agencies.50

The Dominance of Command-and-Control Instruments 

Command-and-control instruments have dominated because all of the
main parties involved—affected firms, environmental advocacy groups,
organized labor, legislators, and bureaucrats—have had reasons to favor
them. On the regulatory demand side, affected firms and their trade asso-
ciations have tended to prefer command-and-control instruments because
standards can improve a firm’s competitive position while frequently cost-
ing a firm less than pollution taxes or (auctioned) tradable permits.
Command-and-control standards are inevitably set up with extensive input
from existing industry and trade associations, which frequently obtain
more stringent requirements for new sources and other advantages for
existing firms. In contrast, auctioned permits and pollution taxes require
firms to pay not only abatement costs to reduce pollution to some pre-
scribed level but also regulatory costs associated with emissions beyond
that level, in the form either of permit purchases or tax payments. Because
market-based instruments focus on the quantity of pollution, not on who
generates it or the methods used to reduce it, these instruments can make
the lobbying role of trade associations less important. 

For a long time, most environmental advocacy groups were actively hos-
tile toward market-based instruments. One reason was philosophical: envi-
ronmentalists frequently perceived pollution taxes and tradable permits as
licenses to pollute. Although such ethical objections to the use of market-
based environmental strategies have greatly diminished, they have not disap-
peared completely.51 A second concern was that damages from pollution—
to human health and ecological well-being—were difficult or impossible to
quantify and monetize and thus could not be summed up in a marginal
damage function or captured by a Pigovian tax rate.52 Third, environmental
organizations have opposed market-based schemes out of a fear that permit
levels and tax rates, once implemented, would be more difficult to tighten
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over time than command-and-control standards. If permits are given the sta-
tus of property rights, then any subsequent attempt by government to reduce
pollution levels further could meet with demands for compensation.53

Similarly, increasing pollution tax rates may be unlikely because raising tax
rates is always politically difficult. A related strategic issue is the concern that
moving to tax-based environmental regulation would shift authority from
environment committees in the Congress, frequently dominated by pro-
environment legislators, to tax-writing committees, which are generally more
conservative.54 Finally, environmental organizations have objected to decen-
tralized instruments on the grounds that even if emission taxes or tradable
permits reduce overall levels of emissions, they can—in theory—lead to
localized “hot spots” with relatively high levels of ambient pollution.

Organized labor has also been active in some environmental policy
debates. In the case of restrictions on air pollution, organized labor has taken
the side of the United Mine Workers, whose members are heavily concen-
trated in eastern mines that produce high-sulfur coal and had therefore
opposed pollution control measures that would increase incentives for using
low-sulfur coal from the largely nonunion (and less labor-intensive) mines in
Wyoming’s and Montana’s Powder River Basin. Thus, in the 1977 debates
over amendments to the Clean Air Act, organized labor fought to include a
command-and-control standard that effectively required scrubbing, thereby
seeking to discourage switching to cleaner western coal.55 Similarly, the
United Mine Workers opposed the SO2 allowance trading system in 1990
because of a fear that it would encourage a shift to western low-sulfur coal. 

Turning to the supply side of environmental regulation, legislators have
found command-and-control standards attractive for a number of reasons.
First, many legislators and their staffs are trained in law, which predisposes
them to favor legalistic regulatory approaches. Second, standards tend to
help hide the costs of pollution control, whereas market-based instruments
generally impose those costs more directly.56 Compare, for example, the
tone of public debates associated with proposed increases in gasoline taxes
with those regarding commensurate increases in the stringency of the
Corporate Average Fuel Economy standards for new cars. 

Third, standards offer greater opportunities for symbolic politics because
strict standards—strong statements of support for environmental protec-
tion—can readily be combined with less visible exemptions or with lax
enforcement measures. Congress has frequently prescribed administrative
rules and procedures to protect intended beneficiaries of legislation by con-
straining the scope of executive intervention.57 Such stacking of the deck is
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more likely to be successful in the context of command-and-control legisla-
tion because market-based instruments leave the allocation of costs and ben-
efits up to the market, treating polluters identically. Of course, the underly-
ing reason symbolic politics works is that voters have limited information,
and so respond to gestures while remaining relatively unaware of details. 

Fourth, if politicians are risk averse, they will prefer instruments that
involve more certain effects.58 The flexibility inherent in market-based
instruments creates uncertainty about distributional impacts and local lev-
els of environmental quality. Typically, legislators in a representative
democracy are more concerned with the geographic distribution of costs
and benefits than with comparisons of total benefits and costs. Hence
aggregate cost-effectiveness—the major advantage of market-based instru-
ments—is likely to play a less significant role in the legislative calculus than
whether a politician is getting a good deal for his or her constituents.59

Finally, legislators are wary of enacting programs that are likely to be
undermined by bureaucrats in their implementation; and bureaucrats are
less likely to undermine legislative decisions if their own preferences over
policy instruments are accommodated. Bureaucratic preferences—at least
in the past—have not been supportive of market-based instruments, on
several grounds: bureaucrats were familiar with command-and-control
approaches; market-based instruments do not require the same kinds of
technical expertise that agencies have developed under command-and-
control regulation; and market-based instruments can imply a scaled-down
role for the agency by shifting decisionmaking from the bureaucracy to the
private sector. In other words, government bureaucrats—like their coun-
terparts in environmental advocacy groups and trade associations—might
be expected to oppose market-based instruments to prevent their expertise
from becoming obsolete, that is, to preserve their human capital.60

The Focus on Tradable Permits Allocated without Charge 

Economic theory suggests that the choice between tradable permits and
pollution taxes should be based upon case-specific factors, but when
market-based instruments have been adopted in the United States they
have nearly always taken the form of tradable permits rather than emission
taxes. Moreover, the initial allocation of such permits has always been
through initial distribution without charge rather than through auctions,
despite the apparent economic superiority of the latter mechanism in terms
of economic efficiency.61
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Again, many actors in the system have reason to favor tradable permits
allocated without charge over other market-based instruments. On the reg-
ulatory demand side, existing firms favor tradable permits allocated with-
out charge because they convey rents to them. Moreover, like stringent
command-and-control standards for new sources but unlike auctioned per-
mits or taxes, permits allocated without charge give rise to entry barriers
because new entrants must purchase permits from existing holders. Thus
the rents conveyed to the private sector by tradable permits allocated with-
out charge are, in effect, sustainable. 

Environmental advocacy groups have generally supported command-
and-control approaches, but given the choice between tradable permits and
emission taxes these groups strongly prefer the former. Environmental
advocates have a strong incentive to avoid policy instruments that make the
costs of environmental protection highly visible to consumers and voters,
and taxes make those costs more explicit than permits. Moreover, permit
schemes specify the quantity of pollution reduction that will be achieved,
in contrast with the indirect effect of pollution taxes. Overall, some envi-
ronmental groups have come to endorse the tradable permits approach
because it promises the cost savings of pollution taxes without the draw-
backs that environmentalists associate with environmental tax instruments. 

Because no money is exchanged at the time of the initial permit alloca-
tion, the costs imposed on industry are less visible and less burdensome.
Thus tradable permits allocated without charge are easier for legislators to
supply than taxes or auctioned permits. Permits allocated without charge
also offer a much greater degree of political control over the distributional
effects of regulation, facilitating the formation of majority coalitions. Paul
Joskow and Richard Schmalensee, in their examination of the political
process of allocating SO2 allowances in the 1990 amendments, have found
that allocating permits on the basis of prior emissions can produce fairly
clear winners and losers among firms and states.62 An auction allows no
such political maneuvering.

Increased Attention to Market-Based Instruments 

Given the historical lack of receptiveness by the political process to market-
based approaches to environmental protection, why has there been a recent
rise in the use of these approaches? It would be gratifying to believe that
increased understanding of market-based instruments played a large part in
fostering their increased political acceptance, but how important has this
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really been? My colleague Steven Kelman, in his 1981 survey of congres-
sional staff members, finds that support and opposition to market-based
environmental policy instruments was based largely on ideological
grounds: Republicans who supported the concept of economic incentive
approaches said they did so because “the free market works” or because
“less government intervention” is desirable, but they had no real awareness
or understanding of the economic arguments for market-based programs.
Similarly, Democratic opposition was largely based upon ideological fac-
tors, with little or no apparent understanding of the real advantages or dis-
advantages of the various instruments.63 What would happen if we were to
replicate Kelman’s survey today? My refutable hypothesis is that we would
find increased support from Republicans and greatly increased support
from Democrats but insufficient improvements in understanding to
explain these changes.64 So what else has mattered?

First, one factor has surely been the increase in pollution control costs,
which have led to greater demand for cost-effective instruments. By the late
1980s even political liberals and environmentalists were beginning to ques-
tion whether conventional regulations could produce further gains in envi-
ronmental quality. During the previous twenty years, pollution abatement
costs had continually increased as stricter standards moved the private sec-
tor up the marginal abatement-cost function. By 1990 pollution control
costs in the United States had reached $125 billion annually, nearly a
300 percent increase in real terms from 1972 levels.65

Second, strong and vocal support from some segments of the environ-
mental community became an important factor in the late 1980s.66 By sup-
porting tradable permits for acid rain control, the Environmental Defense
Fund seized a market niche in the environmental movement and success-
fully distinguished itself from other groups.67 Third, the SO2 allowance
trading program, the leaded gasoline phasedown, and the CFC phaseout
were all designed to reduce emissions, not simply to reallocate them cost-
effectively among sources. Market-based instruments are most likely to be
politically acceptable when proposed to achieve environmental improve-
ments that would not otherwise be feasible (politically or economically).

Fourth, deliberations regarding the SO2 allowance system, the lead sys-
tem, and CFC trading differed from previous attempts by economists to
influence environmental policy in an important way: the separation of
ends from means—that is, the separation of consideration of goals and tar-
gets from the policy instruments used to achieve those targets. By accept-
ing—implicitly or otherwise—the politically identified (and potentially
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inefficient) goal, the ten-million-ton reduction of SO2 emissions, for
example, economists were able to focus successfully on the importance of
adopting a cost-effective means of achieving that goal. The risk, of course,
was that they might be designing a fast train to the wrong station.

Fifth, until the SO2 allowance trading program of 1990, acid rain was
an unregulated problem; and the same can be said for leaded gasoline and
CFCs. Hence there were no existing constituencies—in the private sector,
the environmental advocacy community, or the government—for the sta-
tus quo approach, because there was no status quo approach. We should be
more optimistic about introducing market-based instruments for “new”
problems, such as global climate change, than about the prospects for such
approaches applied to existing, highly regulated problems, such as aban-
doned hazardous waste sites.

Sixth, by the late 1980s there had already been a perceptible shift of the
political center toward a more favorable view of using markets to solve
social problems. The administration of George H. W. Bush, which pro-
posed the SO2 allowance trading program and then championed it through
an initially resistant Democratic Congress, could be characterized (at least
in its first two years) as “moderate Republican,” and phrases such as “fis-
cally responsible environmental protection” and “harnessing market forces
to protect the environment” do have the sound of quintessential moderate
Republican issues.68 Beyond this, however, support for market-oriented
solutions to various social problems had been increasing across the politi-
cal spectrum for the previous fifteen years, as was made clear by delibera-
tions on deregulation of the airline, telecommunications, trucking, rail-
road, and banking industries. Indeed, by the mid-1990s the concept (or at
least the phrase) “market-based environmental policy” had evolved from
being politically problematic to politically attractive. Seventh, and finally,
the adoption of the SO2 allowance trading program for acid rain control—
like any major innovation in public policy—can partly be attributed to a
healthy dose of chance that placed specific persons in key positions, in this
case at the White House, the Environmental Protection Agency, the Con-
gress, and environmental organizations.69

Conclusions 

Economists first proposed the use of corrective taxes to internalize envi-
ronmental (and other) externalities some eighty years ago. It was only a lit-
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tle more than a decade ago, however, that the portfolio of potential eco-
nomic incentive instruments was expanded to include quantity-based
mechanisms—tradable permits—and these incentive-based approaches to
environmental protection began to emerge as prominent features of the
policy landscape.

Given that most experience with market-based instruments has been
generated quite recently, one should be cautious about drawing conclu-
sions from these experiences. Important questions remain. For example,
relatively little is known empirically about the impact of these instruments
on technological change. Much more empirical research is also needed on
how the preexisting regulatory environment affects performance, including
costs. Moreover, the great successes with tradable permits have involved air
pollution: acid rain, leaded gasoline, and chlorofluorocarbons. Experience
(and success) with water pollution is much more limited, and in other areas
there has been no experience at all. Even for air pollution problems, the dif-
ferences between SO2 and acid rain, on the one hand, and the combustion
of fossil fuels and global climate change, on the other, suggest that a rush
to judgment regarding global climate policy instruments is unwarranted.

There are sound reasons why the political world has been slow to
embrace the use of market-based instruments for environmental protec-
tion, including the ways economists have packaged and promoted their
ideas in the past, a failure to separate means (cost-effective instruments)
from ends (efficiency), and a tendency to treat environmental problems as
little more than externalities calling for corrective taxes. Much of the resis-
tance is also attributable, of course, to the very nature of the political
process and the incentives it provides to both politicians and interest
groups to favor command-and-control methods over market-based
approaches.

Despite this history, market-based instruments have moved to center
stage, and policy debates are no longer characterized as licenses to pollute
or dismissed as completely impractical. Market-based instruments are con-
sidered seriously for each and every environmental problem that is tackled,
ranging from endangered species preservation to regional smog to global
climate change. Market-based instruments—and, in particular, tradable
permit systems—will enjoy increasing acceptance in the years ahead.

No particular form of government intervention, no individual policy
instrument—whether market-based or conventional—is appropriate to all
environmental problems. Which instrument is best in any given situation
depends upon a variety of characteristics of the environmental problem
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and the social, political, and economic context in which it is being regu-
lated. There is clearly no policy panacea. Indeed, the real challenge for
bureaucrats, elected officials, and other participants in the environmental
policy process comes in analyzing and then selecting the best instrument
for each situation that arises.
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Wirth and John Heinz provided high-profile, bipartisan support for the SO2 allowance
trading system and, more broadly, for a wide variety of market-based instruments for vari-
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Market Forces to Protect Our Environment—Initiatives for the New President). Finally, in the
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with the White House to develop the initial allowance trading proposal.
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A   seek to encourage private firms to man-
age their affairs in ways that reduce social harms. Government

authorities have traditionally used regulatory strategies that command
firms either to use specified technologies or processes that governmental
decisionmakers believe will achieve social goals (technology-based regula-
tion) or to achieve specified levels of socially desirable outputs or perfor-
mance, allowing them flexibility in deciding what technologies or processes
to use to achieve that performance (performance-based regulation). This
chapter develops a theoretical framework with which to understand yet
another regulatory strategy, which we label “management-based regula-
tion,” whereby the regulator seeks to embed within the management prac-
tices of the firm a consciousness of public goals. What is distinctive about
management-based regulation is that it commands firms to engage in the
planning and decisionmaking required to identify both technologies and
performance targets needed to achieve socially desired goals.1

The authors gratefully acknowledge support from the Ash Fund for Research on
Democratic Governance at Harvard’s John F. Kennedy School of Government and research
assistance from Alice Andre-Clark. We are grateful for the comments we received on early
drafts of this chapter, as well as for helpful written comments from John Donahue, Jane
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Management-Based
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The potential advantage of management-based regulation is that it shifts
the discretion as to how a regulation is applied in a particular setting to the
actor with the most knowledge of that setting—the regulated party. The
potential disadvantage of management-based regulation is exactly the
agency concern that resulted in the need for regulation in the first place:
regulated entities need to be regulated because otherwise they will not
achieve public goals. The critical issue with management-based regulation
is to identify the circumstances under which regulators can evaluate
whether regulated entities have properly internalized public goals into their
management processes. 

Management-based regulatory strategies are beginning to emerge in a
variety of regulatory areas, including food safety, occupational health, and
environmental protection. In some cases these approaches can help over-
come some of the well-known limitations associated with more conven-
tional approaches to regulation. In other cases they may be the only feasi-
ble alternatives for addressing public regulatory goals. 

The Advantages of Management-Based Regulation 

Regulation can be used to correct failures or deficiencies in the market—
for example, where monopolies exist, where information is scarce, or where
externalities or commons problems exist.2 Although regulation has been
effective in correcting certain market failures, traditional regulatory strate-
gies also suffer from their own kinds of failures. Traditional regulation
often consists of technology-based strategies requiring that firms adopt spe-
cific technologies or methods designed to promote social goals such as
environmental quality, worker safety, or consumer protection. Yet uniform
technology-based standards are sometimes too stringent in areas where the
costs of regulation exceed the benefits or too lax in areas where the benefits
of regulation would outweigh the costs.3 Regulation that imposes require-
ments for specific technologies may also inhibit innovation in new, and
potentially more cost-effective, technologies. Technology-based regulation
also provides little incentive for firms to go beyond compliance and achieve
further improvements in regulatory goals. 

An alternative to technology-based regulation is performance-based reg-
ulation, according to which government specifies the desired outcome but
gives firms flexibility in meeting those outcomes. Such an approach avoids
locking in a technological fix and allows firms to innovate and search for less
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costly means of achieving the desired outcome. Cost-effectiveness can be
enhanced by allowing firms to average their performance across time, facil-
ities, products, and firms. A special kind of performance-based regulation
utilizes market-based instruments, such as tradable permits or emissions
taxes.4 Market-based instruments seek to make use of market dynamics to
overcome the limitations of both technology-based and static performance-
based regulation.5 They either create internal costs through taxes to match
the external costs of production or create a market in rights to engage in
socially costly behavior (such as pollution). These methods give firms the
flexibility to achieve higher levels of performance in those processes or facil-
ities where it is cheaper to do so, making the achievement of regulatory
goals even more cost-effective. They also can provide firms with incentives
to innovate and go beyond what current technologies can do. 

The main limitation of performance-based regulation, including the use
of market-based instruments, lies in the difficulty of implementing it in
many areas of social concern. Market-based approaches have proved to be
politically difficult to create and probably will be still more difficult to
expand into new areas.6 Hence, in the area of environmental regulation,
emissions trading regimes have proved useful for achieving cost-effective
reductions in nontoxic pollutants, such as sulfur dioxide emissions, but it
would be challenging, and ethically problematic, to create a market in
workers’ injuries. More significant for our purposes, it is simply difficult or
costly to accurately measure many of the harmful activities that the gov-
ernment is trying to control and administratively difficult to create a func-
tioning market in all these harms. This is a fundamental limitation of
performance-based regulation in general. Governmental authorities simply
lack the resources to measure and monitor all the potentially harmful activ-
ities of all economic firms.7

Management-based regulation, the approach of concern to us here, is an
alternative to both technology-based and performance-based regulation.
In management-based governance, firms are required to produce plans that
comply with general criteria outlining how to achieve the public goals in
question. These plans may be subject to approval by regulators and some-
times are even developed with their assistance. They generally require firms
to produce documentation of subsequent compliance; and third-party
auditors or periodic audits by regulators can be used to certify compliance.8

Management-based regulatory strategies hold a number of potential
advantages over traditional regulation. Like performance-based regula-
tion, they locate regulatory decisionmaking at the level at which the most
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information about processes and potential control methods is available.
Thus the behaviors that firms adopt under a management-based approach
have the potential to be less costly and more effective than those initiated
under cruder, government-imposed technology standards.9 Moreover, by
placing the locus of standard-setting authority at the firm level, it can be
expected that there will be a greater “buy-in” from firm management, a
circumstance that should lead to greater compliance with the standards
and could eliminate certain barriers to “beyond-compliance” behavior.10 It
is well recognized that government enforcement resources are inadequate
to ensure thorough oversight of regulated firms. Hence much compliance
with government regulation is, in a sense, already voluntary compliance,
because in many cases the probability of detection of a violation is low.11

Privatized regulation may be able to overcome this limitation somewhat
both by enlisting the assistance of private, third-party certifiers and
through the potential buy-in effect that comes from firms’ creating their
own standards. Firms are likely to see their own standards as more rea-
sonable and legitimate and thus to be less resistant to compliance.12

Finally, by giving firms flexibility to create their own regulatory ap-
proaches, management-based approaches can promote innovation and
social learning. The International Organization for Standardization’s set of
standards governing environmental management systems, for example,
requires that firms deliver continual improvement, anticipating that these
firms will have an incentive to seek out innovative solutions that achieve
greater cost-effectiveness in meeting regulatory goals. The potential for
diverse approaches to achieving regulatory goals will allow for experimen-
tation, which in turn can lead to solutions that those who set government
standards perhaps would never have even considered.

Conditions for Effective Management-Based Regulation 

We recognize that the case we have just made for management-based reg-
ulation accentuates only the positive potential for this approach. The pre-
ceding discussion is intended, of course, only to suggest the viability of the
strategy as one possible option within the government’s regulatory toolbox.
None of these approaches is without disadvantages, though. By placing the
locus of decisionmaking within the firm, for example, management-based
approaches by themselves may not provide sufficient incentives for firms to
incur costly changes that might be needed to achieve social goals. As Ian
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Ayres and John Braithwaite note, even if firms “are more capable, they are
not necessarily more willing to regulate effectively.”13 When appropriate
technologies intended to achieve social goals are easily knowable to the
government, or when government can easily define and measure desired
performance, it is likely that technology-based or performance-based
approaches will remain superior to management-based regulation. The
challenge is to clarify the conditions under which management-based reg-
ulation is an appropriate choice for governmental decisionmakers.

We begin with a simple model of private behavior. Private production
occurs when a private actor makes some plans, processes inputs, and pro-
duces some set of outputs. Actors anticipate and learn what processes pro-
duce what outputs, thereby generating feedback used in the planning stage.
Those outputs may include both private goods (salable products or services)
and social goods and bads (positive and negative externalities). Social goods
are those goods in which the public has some interest. These include the tra-
ditional notion of public goods (for example, a clean environment) as well
as other cases of “market failure” (for example, worker safety). The first
working assumption we make in this chapter is that private actors maximize
private gain and will thus potentially underproduce social goods. The ques-
tion then is this: How should the government intervene to increase the pro-
duction of social goods? One key part of the answer must lie in the stage of
production at which government intervenes: planning, process, or outputs.

The different regulatory approaches we have discussed may be catego-
rized according to the stage at which they intervene. Technology-based reg-
ulatory strategies intervene in the process stage, specifying technologies to
be used or steps to be followed. Performance-based approaches, including
market-based strategies, intervene at the output stage. Management-based
approaches, in contrast, intervene at the planning and processing stages.
Under what circumstances should the government use which approach? In
particular, under what circumstances is a management-based approach
effective?

Just as there are no market failures in a world in which the market faces
no transaction costs,14 there are no government failures where government
faces no transaction costs. In such a perfect word, when technology-based
regulation were used, the government could craft the ultimately nuanced
regulation, whereby each technological requirement is delicately balanced
as to the benefits and burdens imposed on society and regulatory change is
appropriately elastic in the face of new technological developments. When
performance-based tools were used, government could precisely determine
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the social costs of particular outputs and impose the appropriate tax (or
industry-wide quota for a trading system), and business will effortlessly
adjust internal processes to internalize these costs. When management-
based tools were used, government could easily evaluate the planning and
subsequent implementation of controls on the production of social goods
and bads by private actors.

Of course, we live in a world in which both government and market face
substantial transaction costs, inevitably resulting in government and mar-
ket failure. What, then, is the ideal regulatory instrument? The answer
must lie, in part, with the locus of the transaction costs in government and
market. Our second working assumption is that the transaction costs for
market actors to understand the linkages between process and outputs is at
least as good as, and usually better than, those for government actors—that
is, we assume that a market actor can more easily determine the ideal out-
put of social goods than the government. 

This assumption, by itself, does not determine the choice of instrument,
because market actors do not have the motivation to incur transaction costs
to achieve social goods nor to reveal their superior knowledge of the rela-
tion between process and outputs.15 The key question then becomes
Where do the relative competencies of the state lie? How good is the state
at determining outputs, understanding the processing of inputs, and iden-
tifying the linkages between process and output and between input and
output?

Consider, then, two dimensions along which the competence of gov-
ernment can be tracked (figure 9-1). The first dimension is the govern-
ment’s ability to evaluate the social outputs of a private party. By “evaluat-
ing social output” we mean the tangible measurement of outputs and
evaluation of their social impact. In the environmental area, for example,
this would mean that the government is able to measure emissions and
evaluate the health impact of those emissions.16 We assume that when ease
of measuring social output is high, the government can cheaply measure
and evaluate social outputs. The second dimension is the homogeneity of
regulated parties. We treat homogeneity as encompassing both location
and time. A sector is considered to be homogeneous if at a given point in
time most industry actors have similar operations and if over time the tech-
nology used by industry actors is stable. If the population of regulated par-
ties is highly homogeneous, the institution of one-size-fits-all technologi-
cal standards become more practical, because everyone is the “same size.”
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In our assessment, performance-based regulation, including that which
employs marketlike incentives, dominates the alternatives in circumstances
in which it is easy to measure output. Furthermore, as heterogeneity of
regulated sectors increases, and it becomes more difficult to regulate
process or technology, performance-based regulation may be desirable even
when measuring output becomes relatively more difficult or costly. In such
cases, the role of the government should be to provide incentives to private
parties to produce the desired outputs. Such “incentive-compatible” or
“market-based” policies would include creating a tax or subsidy propor-
tional to the output of social bad or good or determining quotas and allow-
ing trading of social bads among private firms to occur. Alternatively, if
such incentive-compatible policies are impossible, performance standards
would still be most appropriate, as they allow firms flexibility in choosing
the lowest-cost approaches to achieve the desired performance levels.

Under these circumstances, in short, there is a clear division of labor
between government and private actors. The government determines the
social value of the outputs of private parties and structures incentives of the
private parties accordingly. The private parties then engineer their
processes consistent with these incentives.

-   

Figure 9-1. Framework for Selecting Regulatory Strategies
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However, it often is not possible to accurately measure critical outputs.
In food safety, for example, sensory inspection (the “poke-and-sniff ”
model) does not detect many important contaminants, and it is impracti-
cal to sample a sufficient quantity of a shipment of food to measure con-
tamination in an accurate and timely way. Under circumstances in which
the regulated sector is homogeneous and measuring outputs is impractical
(lower right-hand quadrant of figure 9-1), it should be possible to cheaply
produce a technological standard based on “best practices.” 

The most difficult regulatory scenario is that in which it is costly, if not
impossible, to measure social outputs—making performance-based regula-
tion impractical—and heterogeneity is high—making technological regula-
tion impractical. In such cases there may be a general understanding of how
to achieve social objectives, but the appropriate response in particular situ-
ations depends on contextual factors. Under these circumstances, we would
argue, there is a theoretical justification for management-based regulation,
whereby the government lays out criteria for planning, as well as general
parameters for process, and certifies (and enforces) private behavior consis-
tent with these processes. That is, as one moves from the lower right-hand
quadrant to the lower left-hand quadrant in figure 9-1, the informational
advantage of firms grows, as does the potential social benefit to granting
firms greater flexibility in deciding how to achieve the regulator’s goals.

The Enforcement of Management-Based Strategies 

Private firms’ informational advantage is a necessary but not sufficient
condition for the successful application of management-based regulation.
To be successful, management-based regulatory strategies must overcome
principal-agent problems so that firms better take into account the pub-
lic’s interests in their behavior. The principal-agent challenge is compli-
cated by the fact that government must seek to influence behavior that,
consistent with our assumption, it does not well understand or cannot
easily measure. In distinguishing between conventional forms of regula-
tion and management-based regulation, it is useful to envision the social
good produced by regulation as a function of a set of technologies and
processes in place at regulated firms and a set of situational factors at those
locations. Thus, 

S = f(r1, r2, . . . , rn; s1, s2, . . . , sm), 
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where S is the social good produced by a regulation, r1, r2, . . . , rn are tech-
nological requirements that the regulator might impose, and s1, s2, . . . , sm

are situational factors that vary from one situation to another (location,
particular products, the type of production process in place, and so forth).

Choosing a set of technological requirements will be relatively easy if the
technological requirements, r, and the situational factors, s, are indepen-
dent of each other. Essentially, the regulator can choose the optimal value
one dimension at a time, disregarding for the time being the other dimen-
sion. The regulator’s challenge becomes exponentially more difficult, how-
ever, as the technological requirements interact with situational factors and,
consequently, an effective set of values of r for one set of s is dysfunctional
for another set of s.

By decentralizing the decisionmaking through management-based reg-
ulation, the regulatory process essentially eliminates the need to calculate
the effects of these interactions, because for every regulated site (where the
decisions are made), the value of s is given, and the social good “merely” has
to be optimized along the various dimensions of r. The regulator will then
need to calculate the social good resulting from the particular choices a
firm has made with respect to r (and perhaps that neighborhood of r)
rather than all of the permutations of r and s.

Of course, regulated sites will not optimize for the social good along
these dimensions voluntarily—otherwise there would not be a need for
regulation. Government must back up any regulation with enforcement.
Yet given our assumption that the regulator cannot a priori produce an
effective technology-based regulation (owing to sector heterogeneity) and
cannot a priori select a clear performance measure of the social good
(owing to the difficulty of measuring output), how can the regulator, ex
post, judge whether the planning and process implemented under a man-
agement-based strategy achieves public goals?

We focus first on the enforcement challenges at the planning stage. The
planning stage may be viewed as the investment made by the firm to
search the “r space” for the maximum amount of social good.
Management-based regulation at the planning stage requires the firm to
analyze the impact its production process has on social goals, to evaluate
alternative interventions to achieve those social goals, and to create a sys-
tem of continuous feedback as to the achievement of those social goals.
For example, a management-based approach to environmental regulation
might require firms to evaluate the amounts of particular emissions, to
select among alternative approaches to controlling those emissions, and to
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set up a system of continuous feedback to evaluate whether emissions
reduction standards are being met.

Such an informational search will quite likely be expensive for firms.
The enforcement question is this: To what extent can the regulator evalu-
ate whether the firm has conducted such a search correctly and effectively?
The firm’s investment in the human and physical capital required to do the
necessary planning is the easiest to evaluate. Are there employees with the
necessary training? Is the monitoring equipment necessary for data collec-
tion present? The more difficult challenge for the government is evaluation
of the data, data analysis, and conclusions drawn from that analysis. First,
data may be falsified so that firms can circumvent the requirement to make
costly modifications to the production process. Hence it is critical to estab-
lish ramifications for falsifying data and perhaps to establish whistle-
blowing procedures. Second, in the absence of clear guidelines or bench-
marks, firms will usually need to take a large leap from gathering raw data
to drawing conclusions about what processes and technologies should be
implemented. As a result, in the absence of vigorous enforcement, firms
may have a tendency to hide knowledge from the government and to adopt
plans that are less than optimal.

Assuming that the planning has been done properly, government’s next
enforcement challenge centers on the implementation of the plan. Under
certain circumstances, enforcement will not be necessary to secure imple-
mentation. For example, for some firms most of the costs of compliance
with management-based regulation will accrue at the planning stage. If the
plan adopted by the firm is also in the firm’s private interest (for example,
if it reduces both private and social costs through reduction of waste), then
the firm can be expected to implement, or voluntarily “self-enforce,” its
plan. The likelihood of this outcome depends on the extent to which pub-
lic and private interests are correlated in carrying out the firms’ plan—a
linkage that is far from clear in many cases.17

If it is not in the interest of the firm to follow through on its own plan,
then the government’s role is to monitor and enforce a firm’s violations of
its own plan. As with the enforcement of planning, some dimensions of
implementation will be easier to monitor than others. Investments in phys-
ical and human capital will be easiest to monitor. Thus, it will be easy to
see whether refrigerators required by a plan for the safe processing of food
have been installed or whether workers with particular training are
employed. The record keeping required by a firm’s plans will be easy to
monitor but not to validate.18 More difficult to monitor will be the deploy-
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ment of resources. For example, a food-processing plant may have refrig-
erators on-site, but is food placed in those refrigerators in a timely fashion?
Food safety plans could also call for the deployment of certain time-
sensitive sanitation practices, but does the firm actually deploy its person-
nel when it says it will?

To be effective, management-based regulation will need to lay out para-
meters for acceptable plans and resulting processes to facilitate effective
monitoring and oversight.19 For example, it may be virtually impossible to
process certain foods safely without monitoring the temperature at which
the food is stored. A plan that did not incorporate that feature would nec-
essarily be unacceptable. Wherever feasible, government will need to estab-
lish parameters that are important for any effective private response and are
easy to enforce. Yet such parameters will still permit an enormous variety
of processes and allow for continued innovation to achieve regulatory goals
more cost-effectively.

A central challenge for systems of management-based regulation will be
to identify the appropriate degree of precision in the parameters govern-
ment establishes for firms’ internal management.20 On the one hand, it
may be tempting for government to make its parameters for management
plans highly specific, in which case management-based regulation will
effectively become a form of technology-based regulation, with all its
attendant problems. On the other hand, if the parameters government
selects are highly general, effective monitoring of firms by enforcers may
prove to be extremely difficult, especially in the absence of sound perfor-
mance measures.

Management-Based Regulation of Food Safety 

Given these challenges, can government effectively use management-based
regulation? Food safety is a key regulatory arena in which management-
based strategies have emerged in recent years. It is a classic case of asym-
metric information as the basis for government intervention. It is difficult,
if not impossible, for consumers to identify contamination of food at the
time of purchase. Furthermore, food-borne illness is not always recognized
as such.21 Even when the nature of the illness is correctly identified, the
consumer may not be able to determine which food caused it, and even if
the food is identified, it is possible (particularly in the case of meat pur-
chased uncooked) that the consumer will not be able to determine from
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which of the several distributors the product originated. It can be difficult
for consumers to establish that the contamination was caused by the man-
ufacturer’s or distributor’s actions rather than by their own improper stor-
age or preparation.22 As a result, firms are unlikely to internalize all of the
costs of lapses in food safety procedures without some government inter-
vention. In all, the Centers for Disease Control (CDC) estimates that five
thousand deaths each year and 76 million illnesses can be traced to food.23

The regulatory regime around food safety in the United States dates to
the public outrage over the slaughterhouse conditions described in Upton
Sinclair’s The Jungle.24 In response, Congress passed both the Federal Meat
Inspection Act, giving the U.S. Department of Agriculture (USDA) juris-
diction over the processing of most meat and poultry products, and the
Pure Food and Drugs Act, which charges the Food and Drug Administra-
tion (FDA) with oversight of most other food products (including
seafood).25 The Federal Meat Inspection Act requires continuous inspec-
tion of meat production plants by USDA personnel. The inspectors must
conduct a visual inspection of each slaughtered animal and must maintain
a “continuous inspection” presence in meat-processing plants, overseeing
the inspection process and verifying sanitary conditions in the plant each
day.26 The FDA also inspects plants under its jurisdiction, but it relies to a
greater degree on manufacturers’ good faith in protecting food safety—
even high-risk plants are typically inspected less than once a year.27

In response to the challenges posed by microbial risks, in particular, regu-
lators developed a new regulatory approach that requires processors to
develop a Hazards Analysis and Critical Control Points (HACCP—
pronounced “Hassip”) plan. Management-based regulation of food process-
ing is appropriate because the heterogeneity of the sector and the difficulty
in measuring output render traditional approaches to regulation problematic. 

Ease of Output Measurement 

The traditional poke-and-sniff model of sensory inspection of contami-
nated meat is ineffective at detecting microscopic contamination. The
obvious alternative is to take samples from the final product of the han-
dling process and test them at a laboratory. One of the key drawbacks to
microbiological testing, however, is that it takes some time to achieve
results, so that, particularly in the case of perishable items, the product
often must be shipped out before lab results are received.28 Moreover, some
contaminants vary greatly in concentration even within the same lot, and
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the representativeness of a sample also depends on the firm’s consistency in
its production processes.29

However, the most significant reason that monitoring by federal agen-
cies is insufficient is the sheer number of sources of hard-to-detect risk.
When it attempts to monitor visually for hazards, the inspecting agency
might easily focus attention on one set of production activities while miss-
ing a substantial risk posed by another.30 Even with substantially greater
inspection resources, government agencies would be hard pressed to iden-
tify and test for all of the invisible risks that foods might face. Firms them-
selves are likely to know more about the unique risks of their products and
processes and are probably in a better position to judge where and when
microbial threats are liable to result from their processes.31

Heterogeneity 

The food-processing industry is also extremely heterogeneous. As the FDA
notes in a recent rule implementing a HACCP plan in the area of juice
safety, “Even when producing comparable products, no two processors use
the same source of incoming materials or the same processing technique, or
manufacture in identical facilities.”32 The USDA exercises some jurisdic-
tion over producers of products ranging from milk to meat-topped pizza to
uncooked ground beef to processed egg products.33 Within each category,
firms may employ many different combinations of processes to create the
finished product. Inevitably, many firms will have, but the USDA will lack,
an everyday knowledge of how a particular step in the process could go
wrong and the likely effects of a change in technologies on the cost and
speed of the production line. Firms know something about the vulnerabil-
ities of their personnel and equipment, and they may understand their own
processes at a level of detail that allows them to foresee risks that an agency
inspector would easily miss.34

A Management-Based Regulatory Instrument 

The Hazards Analysis and Critical Control Points protocol is an attempt to
deal with the heterogeneity and difficulty of performance measurement in
the food-processing industry. It sets forth a number of mandates that
require firms to evaluate, monitor, and control potential dangers in the
food-handling process. The United Nations Food and Agriculture Organi-
zation’s Codex Alimentarius Commission has identified seven principles

-   

09-0627-CH09  5/10/02  3:28 PM  Page 213



that constitute the HACCP system, and these have been incorporated into
U.S. federal regulations defining the firm’s obligation to produce a
HACCP plan.35 The seven principles are as follows: performance of a rig-
orous hazards analysis of risks at every stage of production; identification of
critical control points (CCPs)—points in the production process at which
hazards identified at the first step can be managed; establishment of criti-
cal limits for each CCP at which the point must be controlled in order to
eliminate the hazard; creation of a system to monitor CCPs; corrective
actions when firms exceed a critical limit for a given CCP; continuous val-
idation of the selection of CCPs and critical limits; and documentation of
implementation of the HACCP plan.36

Notably, although HACCP regulations offer a great deal of flexibility to
firms, regulators do lay out particular constraints with respect to the con-
trol of specific hazards. For example, because the presence of histamines in
tropical fish is a potential danger, an acceptable HACCP plan with respect
to tropical fish must incorporate monitoring of histamines somewhere in
the firms’ process.

Enforcement Challenges 

The critical question regarding the HACCP protocol is whether it can
overcome the enforcement challenges that arise when firms lack incentives
to invest in safety measures absent government intervention. In the food
safety area, new regulations grant inspectors access to essentially all records
related to the HACCP, including the firm’s choice of CCPs, its plans of
action to ensure that safety is maintained at each CCP, and the records
indicating whether the CCP has exceeded the critical limit.37 Furthermore,
regulators may evaluate the processes that it actually observes. Are regula-
tors competent to evaluate the quality of HACCP plans? Clearly, regulators
can judge whether plans meet the broad constraints they lay out (for exam-
ple, the presence of histamines in tropical fish), but it is less clear how well
regulators can evaluate whether firms “optimize” within those constraints.

At the implementation stage, the FDA, in particular, relies heavily on
the paperwork trail that the HACCP plan should generate. The FDA
inspects each fish processor once a year, examining its plan, its records, and
the actual process associated with a single product line (usually one of the
high-risk product lines). What this inspection process does not reveal is the
effectiveness of the HACCP plans regarding noninspected product lines. It
also does not directly reveal whether a firm carries out its plan in the vari-
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ous contingencies specified in the plan that do not occur while the inspec-
tor is watching. Instead, inspectors must rely on the firm’s records of what
has occurred. 

This leads to the question of whether firms maintain accurate records of
their actions in those instances in which damaging information may lead
to the imposition of penalties.38 One critic warns that under the HACCP
protocol, firms have little reason not to falsify records, particularly in the
absence of whistle-blower protections or other incentives encouraging
knowledgeable persons to verify what goes on in the production line.39

Even if firms are not outright untruthful, they would probably do them-
selves little good by including in the plan any hazards that inspectors are
unlikely to spot on their own, particularly if these cannot be resolved
cheaply. The HACCP system is designed to incorporate a firm’s specialized
expertise in its product and processes into the safety plan, and yet the very
instances in which a firm’s expertise would help it to identify hidden haz-
ards may be the ones in which the firm has the least incentive to do so.40

Two factors counterbalance this predicament: First, inspectors have
access to all HAACP plan records, which can assist them in conducting
more effective inspections. Second, monitoring capital investments consis-
tent with the HACCP plan will be easier than monitoring day-to-day
behavior. Inspectors from the FDA, in particular, often approach a firm
with little knowledge of its operations, because of the infrequency of FDA
oversight. Under the HACCP protocol, inspectors are able to review the
firm’s records regarding its choice of CCPs, the results of monitoring, and
corrective actions taken.41 With this history, they can get a clearer picture
of where they are likely to find unresolved health risks than would be pos-
sible if they had to make that judgment based on a quick observation of the
firm’s work processes.42 Inspectors from the USDA, who are likely to be
more familiar with a plant’s operations, may also be better able to allocate
their time effectively when it is not occupied by the mandated visual
inspection tasks. In addition, getting firms to identify many safety hazards
in advance has the potential to reduce enforcement costs.43 A recall of adul-
terated food and participation in court proceedings to appeal such a deci-
sion are more costly ways to use regulatory resources. If firms are able to
catch a problem further back in the pipeline, the savings can be used for
cheaper forms of oversight.

A critical issue, then, with respect to the decisions of regulated firms is
at what stage in production the costs of compliance lie—planning, capi-
tal expenses, or day-to-day behavior; the last is the most difficult for the
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regulator to monitor. Approximately one-third of the costs associated with
HACCP plans are “routine” and thus difficult to monitor.44 The critical
issue with respect to compliance is that the routine activities may be nec-
essary to get most of the advantages of the HACCP plan—for example, the
use of thermometers to gauge whether fish are being kept at the right tem-
perature means little if nothing is done when it is found that they are not.
The critical question is whether, having invested in the training and the
equipment, it pays to follow through with the plan absent the likelihood of
enforcement? If the answer is affirmative, then the FDA model of enforce-
ment has some hope of being effective. If not, a far more regular inspection
schedule, as with the USDA program, will be necessary. In fact, many
other countries that have implemented the HACCP protocol for seafood
inspection conduct far more regular inspections than the United States.
The Canadian program includes quarterly inspections and requires docu-
mentation of the analysis underlying the HACCP plan a firm develops as
well as preapproval of the plan by the regulator. The U.S. system is
designed for a regulator with far less capacity to monitor and inspect
firms—with no pre-approval required, because the FDA would be unable
to process the plans; no required hazard analysis, because the inspector
would not have the time to examine the product; and only annual inspec-
tions of firms. Finally, the United States mandates that some employees of
each firm undergo certified HACCP training—a requirement that is cheap
to monitor but is causally more distant from the objective of preventing
food poisoning than evaluating the process a firm has implemented.45

Assessment of Success 

Mandatory HACCP programs were implemented in the United States
only in 1997 and 1998, and the available data on their success is limited
and mixed. Since implementation of its HACCP program, the USDA has
found dramatic reductions in the presence of salmonella in the meat it
inspects. In large plants, for example, the incidence of salmonella bacteria
in broilers dropped from 20 to 10.3 percent, in swine from 8.7 to 4.4 per-
cent, in ground beef from 7.5 to 5.8 percent, and in ground turkey from
49.9 to 34.6 percent.46

The FDA has not tracked the incidence of pathogens as the USDA has.
It does, however, survey industry practice with respect to sanitation, and
there have been some large improvements in practice. For example, the
FDA has found that whereas in 1992 only 45 percent of manufacturers of
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cooked ready-to-eat foods maintained adequately clean food contact sur-
faces, that number jumped to 74 percent in 1997 and to 90 percent in
1999.47 These achievements are counterbalanced by a recent report from
the U.S. General Accounting Office (GAO) that is harshly critical of the
FDA program.48 The GAO report expresses concerns about the scope of
coverage and compliance with the HACCP rules. 

The ultimate metric for evaluating the success of HACCP is the inci-
dence of food-borne illness. The year-to-year variations are too large to
allow conclusive interpretation of CDC data, but it is difficult to discern
dramatic declines from 1996 to 2000. The incidence of salmonellosis, for
example, was 17 percent less in 2000 than in 1996—a nontrivial decline,
though not as large as the declines reported by USDA. However, this
decline has not been a result of a year-to-year monotonic decrease, so it
may just be a downward blip. The incidence of infection with the danger-
ous Escherichia coli bacterium was actually higher in 2000 (2.9 per 100,000
people) than in 1996 (2.7 per 100,000 people).49

The U.S. experience with the HACCP protocol provides some indica-
tion that a management-based approach can be a viable regulatory strategy,
as is suggested by the USDA’s finding of a lower incidence of salmonellosis.
Other evidence, however, suggests that the impact of the HACCP pro-
gram, at least as it is currently implemented in the United States, has been
less than ideal. The critical reviews of the program suggest that the design
of a management-based regulatory regime matters just as the design of
technology-based and performance-based regimes matters. It may well be
that management-based systems will prove to be more sensitive to the way
firms are monitored and requirements are enforced, and more frequent
inspections by government or independent third-party auditors may well
be critical to the HACCP program’s success. 

Of course, the HACCP approach need not be perfect to justify adop-
tion of its management-based approach to food safety. Rather, it simply
needs to be better than the alternatives. As the foregoing example demon-
strates, it is difficult to develop standard technologies when food-
processing facilities are so heterogeneous and when contamination can
occur from practices that have no technological fix. It has also been diffi-
cult to apply realistic and effective performance measures. To many
observers, the traditional poke-and-sniff approach to monitoring meat and
poultry products hardly seems an optimal regulatory strategy. The test for
management-based regulation will be whether it can provide some
improvement over alternative regulatory practices.
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Conclusion 

The application of HACCP regulation in the area of food safety illustrates
the potential, as well as some of the pitfalls, of management-based regu-
lation. As indicated at the outset of this chapter, interest in management-
based approaches is growing in a number of policy areas, including envi-
ronmental and worker health and safety regulation. The U.S. Occupational
Safety and Health Administration (OSHA) and the U.S. Environmental
Protection Agency have established management-based regulations designed
to reduce accidents in firms that process hazardous chemicals. In addition,
OSHA has been developing a rule—yet to be proposed—on the man-
agement of firms’ safety and health programs. In addition, management
planning was part of the OSHA ergonomics rule recently withdrawn by
congressional action. Similarly, environmental regulators have taken con-
siderable interest in encouraging firms to implement environmental man-
agement systems, such as those that meet international standards set by the
International Organization for Standardization, ISO 14000. 

It is becoming evident that management-based regulation increasingly
competes in the regulatory toolbox with technology-based and perfor-
mance-based regulation. We have argued that management-based regula-
tion will probably be preferable to its alternatives in those situations in
which it is difficult for government to measure performance and the target
industry or sector is made up of heterogeneous firms facing heterogeneous
conditions. Characterized this way, management-based regulation appears
to be a strategy that can be applied to some of the most intractable regula-
tory problems. Problems such as worker fatigue, chemical accidents,
ergonomic injuries, and contamination of food are problems for which
government often lacks clear performance measures (short of the dire con-
sequences regulators seek to prevent in the first place). These are also prob-
lems for which government is often unable to prescribe standard techno-
logical fixes. Problems of this sort require fine-grained analysis of local
circumstances that is too costly, if not undesirable for other reasons, for
government to provide.

Yet as can also be seen from the HACCP case, the implementation of a
set of management processes does not necessarily equate with motivation
to achieve socially optimal results. Firms that lack the motivation or incen-
tive to use the planning process to achieve social benefits may go through
the motions or game the system. Management-based approaches still
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require a governmental enforcement presence to ensure that firms conduct
the necessary planning and implement their plans effectively. This enforce-
ment challenge may be greater because the same conditions that make it
difficult for government to impose technological and performance stan-
dards may also make it difficult for government to determine what “good
management” is. 

The key question for decisionmakers appears to be whether firms can be
sufficiently motivated to use management and planning to achieve greater
social benefits than would arise from the use of alternative, command-and-
control regulatory strategies. A management plan or system is a tool firms
can use to reduce contamination, accidents, pollution, or other social bads.
How well individual firms use these systems, however, will in all likelihood
depend on the firm’s incentive structure, and this incentive structure can be
affected by a number of factors, including the frequency of system moni-
toring by governmental or nongovernmental auditors, the presence of per-
formance measures and liability for system failures, the extent to which
firms perceive a collective self-interest in preventing system failure, and the
probability that firms will confront future, more costly technology-based or
performance-based standards if they do not effectively deploy required
management strategies. If management-based regulation is to live up to
the potential outlined for it in the opening part of this chapter, government
will need to create policies that align firms’ incentives so that they take
seriously the idea of managing to reduce social harm. Yet even if these
incentives cannot be fully aligned, and management-based regulation
proves to be only an imperfect strategy, it may well be useful to remember
that the alternatives to management-based regulation have imperfections of
their own.
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O    of the September 11, 2001, terrorist attacks on
America was that government made a comeback. For thirty years

Americans’ opinions of government, especially the government in Wash-
ington, had been getting progressively worse. Favorable opinions about
government began to creep back up in the late 1990s as the economy
soared and the treasury balance went from deficit to surplus. Nothing did
as much for the image of government, however, as the horror of Septem-
ber 11, the patriotism it inspired, and the heroism of the government
workers who came to the rescue.1

None of this should be surprising. War is a central task of the govern-
ment, and it has a way of pulling nations together around their govern-
ment—except, that is, when it is pulling them apart, as did the war in
Vietnam. This resurgence in trust in government may or may not be short
lived. Alongside the thirty-year decline in trust in government was a dis-
satisfaction with a particular kind of government—bureaucratic govern-
ment. Bureaucratic government is perceived as a composite of large, pon-
derous, lumbering organizations staffed by insensitive people whose
mission in life seems to be to drive citizens crazy. Americans may feel bet-
ter about government in general, but the dissatisfaction with bureaucratic
government runs deep. For example, the post–September 11 emergency
legislation to increase aviation security stalled over whether or not security

The End of Government 
as We Know It
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personnel at airports should be civil servants—thus creating a new and
very large federal bureaucracy—or contract employees paid by the federal
government. At a time when legislation was moving almost as fast as
American missiles, the question of bureaucracy and the desire to avoid it
intruded and stalled the legislation.

For quite some time now, government organizations have looked obso-
lete to some and downright counterproductive to others. Bureaucracy
itself—expensive, inflexible, unfriendly—has become the enemy, above
and beyond the public purposes to which it has been dedicated. Citizens
who used to argue about the ends of government now find themselves
more or less universally dissatisfied with the means of government.

In the last decades of the twentieth century, American political lead-
ers—adept, as are all political leaders, at putting their ears to the ground—
identified and articulated these feelings. For Ronald Reagan, “government
does not solve problems, it is the problem.” Across the Atlantic, Margaret
Thatcher took on the sacrosanct British bureaucracy, calling them “pro-
tagonists of the failed Keynesian-Beveridgite consensus who had brought
Great Britain low.”2 Dissatisfaction with bureaucracy turned out to be a
bipartisan obsession. Democrat Bill Clinton, running on a campaign of
reinventing government, readily admitted that most people thought the
government could “screw up a two-car funeral.” In the mid-1990s the title
of a best-selling book on government regulation, The Death of Common
Sense, handily captured what so many Americans thought had happened to
their government.3

By the last decade of the twentieth century the revolt against bureau-
cracy was in full swing, though confused politicians who thought they had
won a great ideological battle began to see that their victory was fleeting at
best. In Great Britain, Thatcher took the country through a wrenching era
of privatization only to realize, toward the end of her term, that she really
could not privatize the whole darn thing after all. For all of Ronald
Reagan’s rhetoric to the contrary, he actually increased the size of govern-
ment and did little in the way of fundamental reform. Under George
H. W. Bush, the government began to experiment with “total quality man-
agement” and other favorites of the corporate world, but for the most part
the federal government remained largely immune from the productivity
revolution occurring in the private sector during these years.

To the dismay of some on the left, the power of antibureaucracy senti-
ment was such that it transcended political ideology. President Bill Clinton
had his vice president, Al Gore, preside over one of the longest reform ini-
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tiatives in American history, but the energy generated by the reinventing
government initiative was not sufficient to save the Clinton administra-
tion’s 1994 health-care plan. That plan reminded people of the big old
bureaucratic government that had fallen into such disfavor, and though
this was, in some ways, a bum rap, it was sufficient to cause the plan to fail. 

On the other hand, to the dismay of those on the right who felt that
their day had come, the victories of the antibureaucratic revolt were mea-
ger at best. Newt Gingrich found that his conservative revolution, for all its
drama, and his sense of mandate could end neither the welfare state nor the
regulatory state.

The revolt against bureaucracy has been global. Nowhere were the hopes
and failures of this revolt more evident than in the fall of communism. In
its Soviet manifestation, the combination of bureaucracy with totalitarian-
ism proved a humanitarian disaster. However, those who hoped that once
the old state had been dismantled the free market would make everything
right were dismayed to find that free markets without governments resem-
bled something on the order of the Wild West. In the developing world,
the first step—getting the “dead hand” of government off the market—
meant extensive privatization. The developing world soon discovered,
however, that free markets in the absence of “government capacity” were no
better than planned economies at producing widespread prosperity.4

Against this backdrop it is not surprising that government the world
over has been shrinking.5 No one seems to be a fan of government any
more—especially “big” government. Even left-of-center governments are
abandoning government as they search for a “third way.” Sometimes the
abandonment is so precipitous and so at odds with political rhetoric as to
be almost laughable. In Brazil, Governor Jose Orricirio dos Santos of the
left-wing Workers’ Party ran for office in Mato Grosso do Sul promising to
govern for the workers and to give big pay raises to teachers, health work-
ers, and the police. He also ran in opposition to Brazil’s “fiscal adjustment”
program. Once in office, however, Orricirio dos Santos cut the number of
political appointees in state government in half, shut down state firms that
were not making a profit, and raised the out-of-pocket contributions state
workers had to make to their pensions. What was the reason for the sud-
den conversion? Brazil’s new fiscal responsibility law banned the federal
government from bailing out debt-ridden states and cities as it had done in
the past. In a variation on Bill Clinton’s famous State of the Union line, the
candidate of the Workers’ Party was quoted as saying, “The era of the big
spending state is over.”6
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In Guyana, the Marxist government elected in 1992 under Chedi Jagan
began a privatization program. In four years the country had divested four-
teen of its forty state-owned enterprises and introduced private manage-
ment in some other large industries.7 In Cuba, a 1993 decree allowed for
limited private enterprise, and in 1995 the Foreign Investment Law pro-
vided for greater security and assurances to foreign investors. As the priva-
tization of Cuba creeps along, Fidel Castro continues to condemn the
world’s financial order and rail against privatization.8 The largest remain-
ing communist country in the world, China, recently signaled that it too
would be withdrawing from state ownership of industries. Following a
report that two-thirds of the state-run firms had cooked the books and
reported billions of dollars in fake profits, Zhu Rongji promised to shut
down enterprises that consistently operated at a loss and sell off others.9

Several months later the Communist Party of China made a historic deci-
sion to allow businessmen to become members of the party.

If free market first-world countries, developing countries, and avowedly
communist countries are all moving away from government, what comes
next? These trends seem to herald the end of government—and in a sense,
they do. Until the attack on the World Trade Center it was hard to imag-
ine that any politician would propose the creation of a new bureaucracy or
the rapid expansion of government control over the economy. Even in the
aftermath of that attack, discussion of new government organizations is
strictly limited to the realm of security. In my experience in government in
the Clinton administration, policy options that involved new bureaucratic
offices were routinely rejected (if not hooted down) in internal policy meet-
ings of Democrats. The first Democratic administration in twelve years
created exactly one new office—the Corporation for National Service—
and made sure it was a public corporation. Not only were bureaucratic pol-
icy proposals continually rejected, but speechwriters were called upon to
extol the virtues of new proposals by emphasizing that they were “market
oriented” and did not involve the creation of any new bureaucracies.

Although “government” in its bureaucratic manifestation may be fading
away, the continuing need for government—disappointing for many con-
servatives and reaffirming for many liberals—remains. This has led people
to talk about how “governance” is replacing “government” as the modus
operandi of democratic societies.10 Governance is a broader term, encom-
passing not just the state but all sorts of organizations—public, private,
semipublic, and even religious—that somehow contribute to the pursuit of
the public interest. The evolution of the bureaucratic state has led many
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scholars to note that “governance without government is becoming the
dominant pattern of management for advanced industrial democracies.”11

Even “governance” theory, however, presupposes the existence of the
state. What will the postbureaucratic state of the twenty-first century look
like? Will it work in all areas of policy? Will it work in some better than in
others? Will it serve democratic ideals better than the bureaucratic state of
the twentieth century? These topics are just beginning to be explored, and
an understanding of them requires, first, an outline of this new state—the
sequel, if you will, to government as we know it.

New Forms of Government 

Three new governmental forms seem to be replacing the bureaucratic
state—entrepreneurial government, networked government, and market
government. The term entrepreneurial government was coined by David
Osborne in his best-selling 1992 book, Reinventing Government, and the
concept is the substance of many of the government reform movements
currently in vogue around the world.12 Stripped to its essence, entrepre-
neurial government is bureaucratic government without all the things that
have made bureaucratic government so irritating to the citizens of infor-
mation age economies. Entrepreneurial government is government that is
run as much as possible like a private sector business. The literature and
practice of entrepreneurial government is replete with praise for competi-
tion, flexibility, employee empowerment, and customer service, causing
some to refer to this as market government.13 These governments have shed
the civil service, and they have shed centralized procurement. They have
adopted performance goals, they use bonuses to reward their workers, and
they place a premium on service to the citizen and on productivity. In New
Zealand, one of the most radically reformed governments in the world,
cabinet ministers “purchase” government outputs from what used to be
the bureaucracy, which must “compete” with other public or private orga-
nizations to do the work of the government.14 Entrepreneurial govern-
ments go out of their way to hide the fact that they are government orga-
nizations, and for that reason they are the last, best hope of the traditional
public sector.

On a continuum of governance moving away from traditional bureau-
cracy, entrepreneurial government is the first step and networked govern-
ment is the second. The term networked government has been used in a
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variety of ways by a number of authors attempting to think about the
future of government.15 In networked government the formal state is but
one actor in an informal network of organizations. Networked government
comes in two forms—the domestic and the international. In domestic pol-
icy, the organizational efforts in the network involve some form of activity
that the state wants done—getting welfare mothers to work, doing research
on weapons—that would not necessarily happen by itself in the free mar-
ket. The state is often the primary funder of the network, but after that its
role is much diminished. The autonomous nature of the organizations in
the network means that they can choose to do their work more or less as
they want and employ whom they want. They are presumably, therefore,
more efficient.

Compared with bureaucratic government, networked government has
another outstanding advantage: it can discover creative and innovative
solutions to complex problems in a way that traditional, rule-bound, one-
size-fits-all government cannot. Because pieces of government networks
can often deliver creative solutions to difficult human problems, it is the
last, best hope of those who want to see government pursue solutions to
social problems.

In the international arena, networked government appears to be the
emerging adaptive alternative to the unrealistic notion of world govern-
ment. John Peterson and Laurence O’Toole discuss the operations of the
European Union in terms of an effective (if sometimes slow) network.16

Anne Marie Slaughter has described the existence of networks that form
below the national level and apart from the traditional diplomatic level.17

To the extent that these networks operate independently to harmonize pol-
icy, they are creating the “governance” that is needed for the global econ-
omy. Indeed, the fast pace of government reform movements around the
world and the commonality of language and concepts being used by gov-
ernments in very different countries is further evidence of the ways in
which networks are forming to solve the global governance problem.18

In both entrepreneurial government and networked government, the
traditional state has a role. In the first instance, the behaviors and norms of
entrepreneurial government make it almost unrecognizable to those who
are dismayed by traditional bureaucracy. In the second instance, the role of
government is much diminished. In its domestic version, networked gov-
ernment usually retains the power of the purse but often little more. In the
international version, states seek to harmonize policy as equal players
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(although the hegemony of the United States often distorts the power rela-
tionships—to the dismay of other players).

The appeal of the third and final new mode of government—market
government—is that it barely involves traditional bureaucratic government
at all. In that respect it is the model furthest away from government as we
know it. This model does, however, presuppose a society based on the rule
of law and a government able to enforce the law. Market government
occurs when the government uses its power to create a marketplace to ful-
fill a public purpose.19 Other than having in place some form of enforce-
ment mechanism for those who try to cheat the system, market govern-
ment operates with almost no government as we know it—and that fact
explains its current attraction and popularity. The essence of market gov-
ernment is to use government power to place costs on things that con-
tribute—positively or negatively—to the public good. Historically, the
government has created markets to encourage productive behavior and to
deter or correct for nonproductive behaviors.

The classic American example of market government is the much
admired G.I. Bill. Through the bill, enacted after World War II to encour-
age college education, the U.S. government gave tuition vouchers to the
returning soldiers. It could have gone in another direction (as it did with
veterans’ health) and build a system of “G.I. universities”; instead, it
expanded the marketplace of higher education. In more recent years state
governments have created markets for the millions of beer bottles and soda
cans that used to be tossed on American highways. The federal government
created a market for pollution when it passed a bill providing for permit
trading in SO2 (sulfur dioxide) emissions from industrial plants.

How should these emerging forms of government be evaluated? In all
three instances their advantages should be weighed against their disadvan-
tages. The advantages of these new governmental forms are their capacity
for innovation and flexibility, their potential for saving public money, their
ability to adapt to changing needs and situations, and thus their potential
to be more acceptable to the citizens to whom they are accountable.

The disadvantages are that often these systems are diffuse and lack trans-
parency and thus accountability. Most of the thoughtful writers on this topic
concentrate their criticisms on the accountability mechanisms inherent in
these new forms. B. Guy Peters writes that public administration “is also a
statement of basic values about matters such as probity, accountability, and
responsibility, values about which the present alternatives and the market
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model, in particular, have little to say.”20 Transparency is even more impor-
tant to public sector organizations than to those in the private sector. When
transparency declines the potential for abuse increases. In the new systems it
is harder to see exactly where public money is being spent and on what.

Accountability in traditional bureaucratic systems depended on “input
controls.” As disenchantment with the bureaucratic form grew, input con-
trols became a singularly unsatisfactory and ineffective way to justify the
spending of taxpayer money. Emphasis thus switched to trying to measure
“outcomes,” but the measurement of outcomes is also fraught with prob-
lems that range from the theoretical to the operational. Nevertheless, at the
heart of postbureaucratic government is a change in the way democratic
accountability is understood and applied.

Although many of the models described in this chapter have existed for
years, the use of nonbureaucratic organizational forms as means of imple-
menting public policy has been largely unconscious and organic. One of
my purposes here is to articulate these models in such a way that they crys-
tallize into distinct options for policymakers. The capacity of these new
forms of government to answer public needs while continuing to shrink
the size of the state will make experimentation with them irresistible for
politicians in the future. For this reason it is important to identify these
emerging forms, figure out their pros and cons, and apply them to those
areas in which the advantages outweigh the disadvantages.

The Triumph of Markets and the Revolt 
against the Bureaucratic State 

The 1995 book The Death of Common Sense begins with an apocryphal
story about Mother Teresa and the New York City building bureaucracy.21

Mother Teresa comes to New York and tries to turn two abandoned build-
ings into a shelter for homeless men. She gets the buildings for nothing and
sets aside money to reconstruct them. Then she encounters the New York
City building authorities. After a year and a half of truly Kafkaesque
bureaucratic obstacles, Mother Teresa gives up. The Missionaries of Charity
leave the city, and the homeless shelter is never built. Lesson: even the
patience of a saint can be exhausted by late-twentieth-century bureaucracy. 

“The death of common sense” is a good way of describing the feeling
most Americans had about government at the end of the twentieth century.
The disillusionment had been going on more or less for three decades. The
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American assault on government can be traced to the presidency of Ronald
Reagan. A master storyteller, Reagan had an anecdote for everything—
welfare mothers driving Cadillacs, out-of-control regulators terrorizing
innocent businessmen and -women. He proclaimed that he had come to
Washington to “drain the swamp.”22 What apparently started with Reagan
did not stop with him, however. American culture picked up the anti-
bureaucratic wave. The NBC Nightly News began airing a segment called
“The Fleecing of America,” which contained, more often than not, stories
of government malfeasance or just plain ineptness. Late-night comedians
could barely get through a routine without some reference to governmen-
tal idiocy. Even the election of Bill Clinton in 1992 was inspired, at least
in part, by his assertion that government was broken and needed to be
fixed or “reinvented.” It is no accident that the first Democrat since
Franklin Roosevelt to be elected for a second term declared, in his 1996
State of the Union speech, that “the era of big government is over.”23

The public assault on the American state was part of a solid three-
decade-long decline in Americans’ trust in government.24 No simple solu-
tion emerged to this erosion of trust. It persisted in the face of changing
economic fortunes, it persisted in the face of real governmental accom-
plishments, and it persisted in the face of changes in political parties and
policies.25 By overwhelming margins Americans attributed the lack of trust
in government to the belief that the government itself was full of “waste,
fraud, and abuse.”26 By the time Bill Clinton became president, the polit-
ical class, left and right alike, assumed that government itself was to be
avoided. Something about government—its form, its behavior—just stuck
in the American craw—regardless of its professed purposes.

The depth and breadth of antigovernment sentiment in the United
States at the end of the twentieth century was initially another example of
American exceptionalism. In Europe, whose nations were home to much
larger welfare states, even the right-of-center parties were traditionally more
friendly than many Americans in the Democratic Party to the large state
structures that had developed in the twentieth century. Margaret Thatcher
changed that for Great Britain, however, and the effects were felt first
throughout the Commonwealth countries and eventually around the
world.

In 1979, Thatcher campaigned for election as prime minister of the
Conservative Party in Great Britain by arguing that top-down centralized
systems in nonauthoritarian regimes shared many of the problems those
kinds of systems encountered in authoritarian countries. One year before
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Reagan and ten years before the formal fall of communism, Thatcher
launched a broadside against the bureaucratic state, referring to it as the
“greedy and parasitic public sector.” As conservatives, Reagan and Thatcher
had disagreements with the expressed purposes of modern government.
But they also had disagreements with the means by which the state accom-
plished those purposes.27

Taken together, these campaigns, and the governments that followed
them, ushered in an era of intense dissatisfaction with government bureau-
cracy. Among other things, the supposedly neutral civil service became a
political issue. This came as an enormous shock to many civil servants,
most of whom viewed themselves as neutral administrators of the law.28

After all, the great accomplishment of the Progressive reforms at the start
of the twentieth century was the separation of government administration
from politics. Classic public administration theory, dating back to the days
of Woodrow Wilson and Frank Goodnow, relied on the “policy-
administration dichotomy.”29 According to this theory, governmental deci-
sions were to be implemented by a “value-free administrative specialist
whose major contribution to the system was his impersonal, expert objec-
tivity.”30 By midcentury this theory was undergoing substantial revisions;
the apparatus of government itself had never been a central political issue.31

Suddenly, the system in which thousands of civil servants worked was fod-
der for the political fight

The bureaucracy itself had become the enemy—above and beyond the
public purposes to which it was dedicated. Donald Savoie describes the
politics of the 1980s as follows: “The rhetoric of politicians, particularly at
election time, is often adversarial, but it also speaks to some of their fun-
damental values and basic beliefs. Thatcher, Reagan, and [Canadian prime
minister Brian] Mulroney often took full flight when speaking about the
public service. They all regarded it as part of the problem, and no one tried
to attenuate their obvious dislike for the institution, even in public
speeches.”32

In the United States and in Great Britain, the revolt against bureau-
cracy was staged in ideological terms and was led, in both instances, by
strong, charismatic right-wing leaders. In many other parts of the world a
similar but less dramatic change in attitudes was taking place. In many
countries, public opinion polls indicated a decreased respect for institu-
tional authority, a phenomenon that is often associated with a rise in
“postmodern” values.33
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Yet no gradual changes in public opinion are more important in explain-
ing the move away from bureaucracy in Europe than the various require-
ments imposed on states to become part of the European Union. Written
in 1991 and ratified in 1993, the Maastricht Treaty set out the framework
for the European Union and put it on the path toward the creation of a sin-
gle currency. For the purpose of this chapter, the most important provision
of that treaty is found in Article 104c, which begins with the simple sen-
tence, “Member states shall avoid excessive governmental deficits.” That
one sentence, and the fact that real economic sanctions were associated
with a country’s failure to achieve deficit reduction, contributed as much to
the death of the bureaucratic state in Europe, with its proud tradition of
democratic socialism, as did the campaigns of Ronald Reagan and
Margaret Thatcher in America and Great Britain. The prohibition against
excessive governmental deficits started countries with legendary huge and
inefficient bureaucracies, such as Italy, down the road toward smaller, more
efficient states.34

Meanwhile in the rest of the world, the revolt against the bureaucratic
state took place in two stages. The first involved getting the state out of
state-owned businesses. The decade of the 1980s saw extensive privatiza-
tion of state-owned enterprises all over the world, but particularly in Latin
America. As more and more countries privatized and concentrated on get-
ting their macroeconomic policies straightened out, attention turned to
the state itself. The Thatcher model was repeated over and over again.
Once the state had gotten out of controlling large portions of the market,
reformers realized that there still remained a need for an effective func-
tioning state, and they set out to reform the bureaucracy.

In Great Britain, the need to focus on reform of the bureaucracy was a
movement generated internally in the latter years of the Thatcher govern-
ment and continued in the government led by Prime Minister John Major.
In the United States, the movement to reform the bureaucracy was a
Democratic continuation of the Reagan revolution. In the developing
world, however, the impetus for reform of the state came, more often than
not, from the development institutions on which those countries relied
when they got into economic trouble. Thus in the developing world, the
second stage of the revolt against bureaucracy involved the re-creation of
the state along lines that would help, not hinder, the newly created market
economies. Starting in the 1990s, the development banks turned their
attention and their funding to “governance issues.” The World Bank, the
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International Monetary Fund, the Inter-American Development Bank,
and the Organization for Economic Cooperation and Development all
developed extensive programs offering aid and financial resources to coun-
tries interested in developing “state capacity.”35

The development advice the lenders offered (often linked to their fund-
ing) did not seek directly to re-create the bureaucracies of the twentieth
century. Instead, it was generally couched in the language of the new pub-
lic management and reinventing government movements that were popu-
lar in first-world countries. All protestations about respecting the tradi-
tions and cultures of individual countries to the contrary, the development
advice offered to industrializing nations echoed the new antibureaucratic
themes being pushed by reformers in the developed countries. Much of the
advice recorded in David Osborne’s Reinventing Government seems to have
been aimed at the rest of the world; the World Bank, for example, in its
1997 World Development Report, defines development of state capacity
thus: “[State capacity] means subjecting state institutions to greater com-
petition, to increase their efficiency. It means increasing the performance of
state institutions, improving pay and incentives. And it means making the
state more responsive to people’s needs, bringing government closer to the
people through broader participation and decentralization.”36

Conservative politics, the fiscal demands on the states of the European
Union, the demands of the large international lending institutions—all of
these are important in explaining the near-term factors in the revolt against
bureaucracy. In the larger scheme of things, however, perhaps nothing is as
important as the fall of communism, the one major alternative paradigm to
free markets. The natural result was a global celebration of the virtues of
the free market; and fairly or unfairly, when the virtues of free markets in
the private sector were applied to organizations in the public sector,
bureaucracy failed.

The revolt against bureaucracy in the public sector was enhanced by the
ideological triumph of market models in the private sector, but real changes
in the private sector were also taking their toll on traditional bureaucracy.
Most important, new information technology was changing the private sec-
tor so quickly that the experience of citizens in the private and the public sec-
tors was increasingly divergent. Take, for instance, personal banking. In the
1950s, it required a trip to the bank during the day (bankers’ hours), where
the customer had to stand in line. If the bank was a monopoly (as many
were), the teller may or may not have been pleasant to the customer.
Customization of products was rare. In other words, an experience at a pri-

   

10-0627-CH10  5/10/02  3:30 PM  Page 238



vate sector institution was not likely to be different in duration, convenience,
or quality from the experience of getting a driver’s license or a passport.

Beginning in the 1980s, however, the private sector rushed to use new
information technology tools. These created a new and more profound
ability to be “customer friendly.” Convenience—banking at automated
teller machines, shopping on the telephone or on the Internet—and cus-
tomization in the private sector stood in sharp contrast to the rigid and
inconvenient one-size-fits-all mode of the public sector. To citizens accus-
tomed to the new customer service efforts of the 1980s, the public sector
looked hopelessly obsolete and unresponsive.

At the same time that information technology was remaking the cus-
tomer side of business, it was also remaking the organizational side of busi-
ness. Businesses cut product cycle times at dizzying rates. They also began
to cut middle management, back-office operations, and hierarchical forms
of organization. The revolt against bureaucracy in the business world was
celebrated in the titles of business books. Tom Peters, the famous pop man-
agement guru, titled a book from this era You Can’t Shrink Your Way to
Greatness: The Circle of Innovation. The founder of Visa wrote a book titled
Birth of the Chaordic Age, celebrating institutions that blended characteris-
tics of order and chaos.37

As the information age economy began to replace the industrial age
economy, the failures of bureaucracy seemed more and more apparent. In
a 1995 book, What Comes Next, Jim Pinkerton traces the evolution of the
American bureaucracy. He refers to it as the BOS (bureaucratic operating
system), noting that “no software is trouble-free; over time it accumulates
bugs.” He then outlines five bugs in the bureaucratic operating system:

—Parkinsonism, after Parkinson’s law: “Work expands to fill the time
available for its completion.”

—Peterism, after the Peter Principle: “In a hierarchy, every employee
tends to rise to the level of incompetence.”

—Oligarchism, after the “iron law of oligarchy”: “Someone has to be in
charge.”

—Olsonism, after Mancur Olson’s insight that the accretion of special
interests buries economic growth.

—Information Infarction, from the economist Friedrich Hayek:
“Bureaucratic decision making must fail because it cannot know all rele-
vant information.”38

What Comes Next is rich with examples of bureaucratic failure. Having had
a close-up look at the bureaucracy while working for Presidents Ronald
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Reagan and George H. W. Bush, Pinkerton decided that the bugs in its
operating system were fatal.

The demise of bureaucracy, however, was not simply the province of
conservative writers. At about the same time, Morley Winograd and
Dudley Buffa, both Democrats, wrote Taking Control: Politics in the
Information Age, in which they link the downfall of the bureaucratic state
and the politics that supported it to the emergence of a new information-
based economy.39 The book attempts to explain a phenomenon that began
to occur in American politics in the late 1980s and 1990s—the apparent
blurring of ideological lines. According to Winograd, the emergence of
“knowledge workers” confuses the political divisions of the industrial age.
Economic conservatives are cultural liberals, and their votes are thus all
over the lot. Central to the political beliefs of these workers is the fact that
they are employed in organizations very different from those of their prede-
cessors—organizations that are, at least on the surface, everything that gov-
ernment bureaucracies are not. 

By the end of the twentieth century, intellectuals, politicians, the pub-
lic, and international organizations were all searching for something to
replace the bureaucratic state of the industrial age. Just what that new form
would be, however, was a bit unclear. Several assumptions underlay the
various attempts at reform; these assumptions will be tested over time as
governments the world over evolve into more modern forms. First is the
assumption that the problems of monopoly, lack of innovation, insuffi-
cient responsiveness, and inefficiency that plague both the private and the
public sector can be overcome or at least mitigated in the public sector (as
they are in the private sector) by the injection of greater competition.
Second is the assumption that there are no major differences between man-
agement in the public and in the private sector. Third is the assumption
that the public interest can be articulated and measured and that this mea-
surement will create a “market proxy” for the public sector—thus allowing
the public sector a new, and stronger, form of accountability. These oper-
ating assumptions can be seen in the three emerging models of this new
postbureaucratic state.

Entrepreneurial Government 

One of the most significant aspects of David Osborne’s book is the simple
fact that, in 1992, a book about government reform became a best-seller in
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the United States and was translated and reprinted extensively throughout
the world. For a population steeped in cynicism and reporting record-low
levels of trust in government, the popularity of a book titled Reinventing
Government was testament to the desire for change. It was also testament to
the fact that the desire for reform was centered not on the ends of govern-
ment, as had been the case in prior periods in modern history, but on the
means by which government implemented its policy.

Osborne, a journalist, not a public administration theorist, simply
observed what was happening with governments and hit upon some char-
acteristics that appeared to apply to successful government. It is interesting
to note that before writing Reinventing Government, Osborne wrote a book
called Laboratories of Democracy, which featured elected officials who were
successful innovators at the state government level.40 Not surprisingly,
many of these—Bill Clinton in Arkansas, Bruce Babbitt in Arizona, and
Richard Reilly in South Carolina—had managed to be activist Democratic
governors in conservative Republican states. What was the secret of their
success? They were innovators in the very means of government. For them,
innovation was essential to their survival as proponents of government in
intensely antigovernment environments and to their ability to carry out
traditional, activist Democratic policies.

Successful government, according to Osborne, is catalytic—it does not
row, it steers. It is community owned; it empowers its employees; it uses
competition to increase results; it is mission driven, results driven, and cus-
tomer driven. Successful government is “entrepreneurial”—a term so infre-
quently linked with government that it is almost an oxymoron. Successful
government is anticipatory, decentralized, and market oriented. In other
words, successful government draws from the entrepreneurial spirit to revi-
talize itself and in so doing takes on concepts that were previously the sole
province of the private sector.

In the context of this chapter, it is important to remember that entre-
preneurial government is still government. However, it is government
shorn of its public sector trappings, especially the rigid rules regarding bud-
get, personnel, and procurement—rules that impose restrictions on gov-
ernment managers that are unusual, if not unheard of, in the private sec-
tor. The underlying assumption behind entrepreneurial government is that
with respect to management, there are few significant differences between
the public and the private sector. A second but equally important assump-
tion behind entrepreneurial government is that the goals of public sector
organizations can be clearly articulated and measured.
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This second assumption is vitally important to the success of entrepre-
neurial government because it allows government organizations freedom
from the central control agencies that so dominate public sector life. These
agencies were invented as accountability mechanisms, and they made it
possible to identify and track the spending of every single bit of govern-
ment money. But this kind of accountability came with a price. In practice,
civil service personnel agencies often made it impossible for line managers
to hire the best people and fire the worst; centralized procurement agencies
often made it impossible for line managers to buy what they needed at
good prices; and central budget agencies often made it impossible to move
funds from one category to another to get the job done. 

Entrepreneurial government began in Great Britain in 1982, in New
Zealand in 1984, and in American statehouses in the 1980s. In Great
Britain, the establishment, under Minister Michael Heseltine, of the
Efficiency Unit began the process of bringing private market accountabil-
ity for results to the civil service. The eventual report of this unit argued
that “to solve the management problem, the government would [first] have
to separate service-delivery and compliance functions from the policy-
focused departments that housed them—to separate steering from rowing.
Second, it would have to give service-delivery and compliance agencies
much more flexibility and autonomy. And third, it would have to hold
those agencies accountable for results, through performance contracts.”41

The British government put these theories into action with the publi-
cation of Improving Management in Government: The Next Steps, written
under the leadership of Sir Robin Ibbs. Out of this report came the cre-
ation of Next Step agencies, or Executive Agencies. These agencies were to
be public sector agencies without public sector trappings. Next Step agen-
cies would be run by chief executive officers hired from within or without
the civil service on a performance contract basis and with the potential for
large bonuses. The agencies would have more control over their budget,
personnel, and other management systems. The new agency heads would
negotiate a “framework” agreement between the agency and the relevant
cabinet minister. Perhaps most important, the heads of these agencies
could be fired for not living up to their performance agreements.

By 1997, 130 British agencies had been set up under the Next Step
framework, accounting for about 75 percent of the British civil service.42

Now that the Next Step agencies are more than a decade old they can boast
of a considerable record of accomplishments: improvements in the pro-
cessing of passport applications, savings in “running costs” (administrative
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costs) in the National Health Service Pensions Agency, improvements in
waiting times in the National Health Service, and reductions in per unit
costs at the Patent Office.43

As Great Britain was remaking its large government bureaucracies into
entrepreneurial governments, New Zealand was undergoing an even more
dramatic revolution. Unlike other government reform movements, the
New Zealand experience is unique for its boldness, its continuity across
political parties, and its intellectual coherence. (It is no wonder that gov-
ernment reform seems to have outstripped lamb as the most popular New
Zealand export.) In the mid-1980s, New Zealand faced an economic and
political meltdown of striking proportions. As the new Labour government
took over in 1987, it published a postelection briefing paper described as
the “manifesto” of the new public management.44

Like the Thatcher reforms, the New Zealand reforms injected the lan-
guage of competition, incentives, and performance into public adminis-
tration. In absolute terms these reforms were remarkable—even more so
against the quasi-socialist record of previous governments. They called for
getting the government out of those activities that could be more effec-
tively carried out by nongovernmental bodies. They recommended a clear
separation of the responsibilities of ministers and departmental heads, giv-
ing the traditional civil service both more autonomy and more responsi-
bility for results than ever before. Perhaps the most revolutionary aspect of
all was the directive that everything that was publicly funded—even policy
advice—was to be made “contestable and subject to competitive tender-
ing.”45 In so doing New Zealand broke the public monopoly of govern-
ment on governance. While officials in the United States were still asking,
“What is a core governmental function?” New Zealand had already
decided, “Essentially, nothing.”

Entrepreneurial government started at the national level in Great Britain
and New Zealand, but in the United States entrepreneurial government
started at the state and local levels. Unlike the federal government, the state-
houses could not print their own money. Forced to live within their means
and buffeted by tax revolts on the one hand and continued demands for ser-
vices on the other, mayors and governors had no choice but to try and do
more with less—even if it meant stepping on some toes. When Mayor Ed
Rendell took over the troubled city of Philadelphia in the late 1980s, he
quickly recognized the Hobson’s choice he faced: he could raise taxes,
thereby pushing even more of the tax base to the suburbs, or he could cut
services, thereby pushing even more of the tax base to the suburbs. As a
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Democratic mayor, he had to take on the status quo, including the power-
ful public sector unions, and reinvent government. The Republican mayor
of Indianapolis, Steve Goldsmith, got national attention when he put
twenty-seven city services out to bid. The governor of Minnesota set out to
dismantle the state government’s central control mechanisms and to recon-
struct them in ways that would add to, not detract from, agency missions.46

For American state and local officials and for British and New Zealand
national officials in the 1980s, entrepreneurial government was the only
way out of an impossible governing situation. What began as an adaptation
to budget crises evolved into a more or less coherent philosophy variously
known as the “new public management” or the “reinventing government”
initiative.

As this new way of implementing policy became more widespread,
many scholars expressed fears about where it was going—chief among
those being the fear that somehow this new philosophy would undercut
the rule of law.47 However, as many a practitioner of entrepreneurial gov-
ernment knows, though the law itself is often flexible, the administrative
application of the law, over time, can introduce a degree of rigidity into the
implementation of a program that seriously impedes its original mission.
Mark Considine and Jenny Lewis set out to explore the behavior of civil
servants on the frontlines of these reforms. Somewhat to their surprise,
they found that, with respect to the importance of rules in their work, civil
servants in newer, “reformed” organizations did not differ much from other
civil servants. “It . . . is possible that rules are always so much a part of even
the most flexible public programs that they do no more than define the
parameters of action and fail to define actual work strategies.”48

Entrepreneurial government is still government, albeit a government
that attempts to rid itself of the self-inflicted wounds of the bureaucratic
culture. It is fundamentally a lot less threatening to traditional govern-
ment, however, than the other two models on offer.

Networked Government 

As these new forms of government take shape, they do so amid a vibrant
and ongoing argument about what, exactly, is a “core governmental func-
tion.” In the future, entrepreneurial government will be the chosen method
of implementing government policy in those areas in which it is deter-
mined that a government organization, populated by public employees, is
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the best way to go about the government’s business. Making that determi-
nation will not be so easy, however, as is evident in the case of the second
new governmental form—networked government.

In recent years the term network, when applied to government, has
come to have at least three separate meanings. Sometimes networked gov-
ernment is used to refer to policy networks or the constellation of organi-
zations, public, private, and semipublic, that influence a policy world. This
use of the term is not new and is similar to what an earlier generation of
political scientists might have called “the iron triangle” of bureaucrats, con-
gressional staff, and interest groups.49

Networked government has also been used to describe emerging relations
between states. As the economy has become global, the need for global
governance measures has increased. International bureaucracy has proved
even less attractive to states than domestic bureaucracy, however. “World
government” is a nonstarter with all but the most sanguine futurists.
Instead, as Anne Marie Slaughter and others have documented, the
response to the need for international governance has been the develop-
ment of relations between subunits of national governments through
which law and administrative processes are harmonized—thus allowing for
governance in the place of actual government.50 John Peterson and
Laurence O’Toole use the term to refer to the complex, mutually adaptive
behavior of subunits of states in the European Union, a process that,
though often slow and opaque, also solves an important supranational gov-
ernance problem.51

The term networked government has come to be used in yet a third way,
and that is in those instances in which the government chooses to imple-
ment policy by creating, through its power to contract and to fund, a net-
work of nongovernmental organizations. The diminished role of tradi-
tional bureaucracy in networked government has led H. Brinton Milward
and Keith G. Provan to dub these forms of government the “hollow state”:
“The hollow state refers to any joint production situation where a govern-
mental agency relies on others (firms, nonprofits, or other government
agencies) to jointly deliver public services.”52

Milward and Provan note that in spite of the prevalence of networked
government, we know relatively little about how to manage networks.53

In fact, it is only in the past ten years that the term has been used with
any regularity in reference to implementation of policy. One possible
explanation is that the emergence of networked government has been
largely an unconscious choice on the part of policymakers, who have
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sought to create networks out of a desire to avoid traditional bureaucra-
cies. Hence networks, like entrepreneurial government, have become
popular implementation choices for what they are not rather than for
what they are.

In networked government the bureaucracy is replaced by a wide variety
of other kinds of institutions, almost all of which have better reputations
(and sometimes better performance records) than government itself. In
networked government, the government stops trying to do anything itself;
instead, it funds other organizations who do the actual work that the gov-
ernment wants done. The variety of organizations that have been part of
networked government is immense and growing. Churches, research labs,
nonprofit organizations, for-profit organizations, universities—all have
been called upon to perform the work of the government. Although some
look at the emergence of this form as a “hollowing out” of the state, it pays
to remember that the sum total of all this activity by different kinds of
organizations is still something that the state wants done and for which it
is willing to pay. Despite the view of some who persist in seeing networks
as a weakening of the state, networked government can also be looked at as
a different way of implementing the goals of the state.

Networked government holds two major attractions: it is not bureau-
cratic, and it has the potential to be flexible and to innovate—characteris-
tics that traditional bureaucracies do not seem to have. In fact, networked
government has been used in the past in those cases in which the govern-
ment valued innovation so much that it was willing to give up a certain
degree of control. The famous military-industrial complex is the example
of networked government of the longest standing. The offensive and
defensive capacity of the U.S. military is much more than the total of its
actual military assets. Faced with the need for massive mobilization at the
beginning of World War II, President Franklin Roosevelt did not socialize
the industrial might of the United States. Instead, he used the government’s
financial and other powers to create a network of participants in the war
effort. As Americans discovered during World War II, the military might
of the United States rested as much on its ability to produce weaponry (a
private sector function) for itself and all its allies as on the ability of its sol-
diers, seamen, and airmen to fight.

As we moved from World War II to the cold war, the model remained
the same. Seeking ever better weapons against the Soviet Union, the
United States engaged countless corporations, universities, and private lab-
oratories along with its own internal research laboratories in the develop-
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ment of sophisticated weaponry. In the kind of controlled experiment that
rarely happens in the real world, the Soviet Union, a totalitarian state, kept
its weapons research within the all-encompassing bureaucracy of the com-
munist state. By 1989 the experiment was over. When the Soviet empire
fell, we learned, among other things, that its technological and military
capacity had fallen way behind that of the United States. Networked gov-
ernment had won, bureaucratic government had lost.

As bureaucratic government has failed in one policy area after another,
policymakers have adopted networked government solutions in its place.
In 1996 the landmark welfare reform bill ended more than fifty years of a
welfare system that had been almost universally regarded as a failure. The
old welfare system was characterized by its bureaucratic attention to detail,
its insistence that applicants meet all the rules, and its incentives to fill out
the paperwork properly. It was a closed system, run by the bureaucratic
imperative and impervious to the needs of welfare recipients.

In its place the new law sought to introduce a work-based system. Part
of that transformation was to give states an unprecedented amount of free-
dom to create welfare-to-work networks. These networks could consist of
nonprofit organizations (a traditional piece of the social service network),
for-profit organizations, and religious organizations. In a dramatic abdica-
tion of control, the federal government as much as admitted that the state
bureaucracies that had traditionally done this sort of work had failed and
that the work of getting welfare recipients to work should be given to any
organization that felt it could do it.

When the government creates a network, the private sector is quick to
respond. Take, for example, Lockheed-Martin, a giant American corpora-
tion that almost single-handedly exemplifies the military-industrial com-
plex. Imagine how surprised people were when, in 1996, Lockheed-Martin
IMS (a subdivision of the company) announced that it was going into the
welfare-to-work businesses. Lockheed-Martin was simply using its years of
experience in government contracting to get into the latest and one of the
biggest government sectors ever—the delivery of social services. For the
anticorporate do-gooders of the old left, this was a jarring development
indeed. One of Lockheed’s competitors for this business, Maximus, tells
potential investors that social services administration is a potential $21 bil-
lion market. The owner of America Works, one of the oldest for-profit
welfare-to-work companies in existence, urges local governments to set
tough standards for their contracts, knowing that it will then have a greater
advantage over its competitors.
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Networked government is not necessarily cheap and, frankly, not neces-
sarily efficient, but it has two chief virtues. The first, of course, is that it
does not look like government. The second is that it permits a variety of
experimentation and produces innovation—it allows a thousand flowers to
bloom. That is why networked government tends to appear in those areas
in which one solution cannot be expected to solve the problem. There is no
one solution to moving people from welfare to work or off drugs, encour-
aging children to learn, or educating youth and adults in how to avoid
contracting AIDS.

Although networked government is a familiar form in the world of
social services, the diversity inherent in a network is likely to make net-
worked government a staple of law enforcement and the fight against ter-
rorism. Even before the tragedy at the World Trade Center, it was clear to
many that the bureaucracy was a major impediment in the fight against
crime and terrorism. Pieces of the terrorism puzzle crossed an enormous
number of agencies—the Immigration and Naturalization Service, the
Central Intelligence Agency, the Federal Bureau of Investigation, and U.S.
Customs, to name but a few. Each of these agencies came of age in a time
in which the danger the world over was fairly neatly divided between inter-
nal threats and external threats. The amorphous nature of terrorism, orga-
nized international crime, and new crimes such as cyberterrorism means
that the closed worlds of the intelligence agencies and the law enforcement
agencies will have to change.

Tipped off to an attack, or in the aftermath of an attack, cooperation
tends to be ideal. However, as has been seen in the case of the World Trade
Center bombings, finding the suspects quickly is no substitute for having
prevented the attack in the first place. The answer is not to combine all
these different agencies into one giant agency. That would decrease, not
increase, the diversity of information. The answer is, rather, to tie them
into a network in which each player reinforces the other in order to yield
results needed before an attack, not after.

In spite of the advantages that the diversity of networked government
presents, the fact that policymakers have used it as a sort of default mode
of implementation for difficult “sticky” public policy problems means that
little attention has been paid to what makes for successful networked gov-
ernment. Kenneth Meier and Laurence O’Toole, in their study of school
superintendents in Texas, have found that those who were conscious of the
other environmental factors impacting education had better results than
those who were not.54 In their work on mental health networks, Milward
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and Provan note that though resources matter, effective principal-agent
relationships and stability are also important to the effectiveness of the
network.55

However, the soft underbelly of networked government is the near
100 percent probability that, over time, some actor in some part of the
network will screw up, by stealing money, or wasting money, or simply
proving to be ineffective. On the other hand, overzealousness against waste,
fraud, and abuse on the part of actors in the network can recreate all the
pathologies and rigidities of traditional bureaucratic governments that net-
worked government is otherwise able to avoid. Bruce Reed, the architect of
the Clinton administration’s welfare reform bill, understood this problem.
In a recent interview he remarked that “under the new arrangement the
country has to accept a greater level of risk, and states have to accept
responsibility, and they get more ability to experiment.” When asked why
the country seemed so ready to delegate the entire system and accept more
risk, he replied, “there was greater willingness to take that risk because the
old system was so encumbered by dumb federal rules.”56

The reason networked government looks “hollow” to many who
observe it is that few people in government really understand how to man-
age networks. Often networks have been created to solve the most difficult
governmental problems, such as creating a weapons system that does what
no other weapons system before it has done or figuring out how to end a
cycle of welfare dependence that has gone on for more than three decades
through economic booms as well as economic busts. In addition to the
difficulty of the public problems, many government managers find them-
selves managing networks despite the fact that their experience, their train-
ing, and their expectations have been in managing traditional or some-
times entrepreneurial bureaucracies. The management of networks is a
topic that goes well beyond the scope of this chapter; suffice it to say that
creating learning communities within the network and establishing
accountability without stifling innovation are two of the most serious man-
agement problems.

Market Government 

Entrepreneurial government and networked government are different from
traditional bureaucratic government, yet they both involve a significant
amount of government. In entrepreneurial government the public’s work is
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done by people who work for the government; in networked government
the public’s work is paid for by the government even though it is performed
by people who do not work for the government. In the third emerging
model of government—market government—the work of government
involves no public employees and no public money. In market govern-
ment, the government uses its power to create a market that fulfills a pub-
lic purpose. It takes account of what economists call “externalities.”57

Market government is something quite distinctive, however. If entre-
preneurial government is government dressed up to look like the private
sector and networked government is government that hides behind the
façade of much more popular organizations, market government is so well
disguised that most people are not even aware that it is government in
operation. Because of this it is probably the model farthest away from tra-
ditional bureaucratic government.

Those who are old enough to remember Lady Bird Johnson, the wife of
President Lyndon Johnson, will probably remember that she waged a bat-
tle to clean up America’s highways, which, in the 1960s, were in serious
danger of being buried in beer cans and soda bottles. The solution to this
problem came from government. Instead of creating the Bureau of Clean
Highways and hiring workers to pick up bottles, however, government did
something unusual—it created a market. By passing laws that required
deposits on bottles and soda cans, government created an economic incen-
tive to keep people from throwing bottles out of their cars. For the hard-
core litterbugs who persisted in throwing bottles away, the laws created an
economic incentive for other people to pick them up.

Similarly, in the 1991 Clean Air Act, Congress decided to put a price on
sulfur dioxide emissions from industrial plants. Sulfur dioxide (SO2) is the
primary contaminant in acid rain. Essentially, the government determined
how much sulfur dioxide the environment could handle and then devel-
oped a trading system that would allow clean plants to “sell” emissions per-
mits and dirty plants to “buy” emissions permits. Most analysts feel this
system has worked. In the past thirty years, emissions trading (and other
improvements) has caused a near 50 percent drop in the amount of SO2 in
the air.58 The “price” of SO2 emissions was high enough to encourage
plants to get new equipment for cleaner air but low enough that companies
could determine their own timetables and choose the technologies they
would use. 

In retrospect, market government applied to an environmental problem
has been a big success. Only recently, however, has this approach become
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politically acceptable. Professor Rob Stavins, one of the early advocates of
this approach in the environmental field, recalls how, just a decade ago,
environmentalists chafed at the notion that pollution could be bought and
sold. Their reaction, and that of their colleagues in the government at the
Environmental Protection Agency, was nothing short of horror. The use of
a market to control pollution was considered to be somehow immoral.
That attitude, reports Stavins, has changed dramatically in recent years.
The most ardent environmentalists will admit to the attractiveness of mar-
ket government, and people now seek to apply market government in
places where it may well not work.59 In the recent effort to deregulate the
electricity market in the state of California, so much went wrong that
energy executive Barbara Kates Garnik has referred to it as “the perfect
storm.”60

Market government has also shaped the education reform debate,
through proposals to substitute a voucher system for the current state-
funded education system. The voucher movement argues that the govern-
ment can create a market in education by attaching education money to
each student rather than to public schools. This reform movement argues
that government should use tax cuts and universal tuition tax credits to
turn over education purchasing power to individuals. This would create a
vibrant education marketplace, offering consumers a range of services and
products that the current system does not.

A vibrant market already exists in education at the college level: parents
save, borrow, and do without in order to send children to élite, expensive,
private institutions. In recent years, as unhappiness with the public educa-
tion system from kindergarten to twelfth grade has grown, an education
market of a sort has emerged even without government subsidies. Edison
schools, Bright Horizons, Nobel Learning Communities (these began as
child care providers and expanded business to include elementary and sec-
ondary education), and others have created a new class of educators, who
have been called “edupreneurs.” The advantages of creating a market in
education are many: variety in curriculum, innovation in instructional
methods, higher academic standards, weeding out of substandard schools,
introduction of new technologies into the classroom, and investments in
research, to name a few.

A well-functioning market is, of course, a marvel to behold. In our life-
times it has given the vast majority of Americans color television, micro-
waves, and video cassette recorders. Who knows what it will bring in the
next century? The key word here, however, is “well-functioning.” For those
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who are attempting to design markets for public good instead of private
good, the problems are immense. First are the pricing problems: Too high
a price on bottles would clearly have wrecked much of the beverage indus-
try and caused a serious outcry from the public. (To this day the beer
industry remains opposed to bottle bills wherever they have not yet taken
root.) Too low a price on bottles would not have solved the public problem
at all. Similarly, if the number of pollution permits were so high that they
cost very little to buy, they would fail to create incentives for plants to clean
up their manufacturing processes. On the other hand, if the number of
permits were too low, the price would be so high that older plants would
have gone out of business.

Second are problems in understanding the range of the market. A major
failure in the California energy debacle was the deregulation of the whole-
sale market without deregulation of the retail market. False expectations
(that energy prices would continue to go down) and unavoidable political
pressures (to reassure voters that the changes would not cost them more
money) ended up creating a crisis. It is not surprising that California is
retreating from its experiment with markets in the electricity field.

Third, using market government to achieve a public good presupposes
a certain amount of honesty in the economic system and a certain level of
honesty, as well as effectiveness, in law enforcement. Although market gov-
ernment when applied to environmental problems has proved a success in
the United States, it is not surprising that American talk about creating
“market mechanisms” to implement the Kyoto Accords falls on skeptical
ears in other countries. Market government works where the rule of law is
well established and where law enforcement is sufficiently effective to deter
cheating. This is simply not the case in much of the world.

Fourth, a well-functioning market depends on universal access to high-
quality information. There has been substantial opposition to school
voucher plans from teachers’ unions and other members of the education
community. But parents and others with no professional stake in the sta-
tus quo have been almost as reluctant to embrace the market approach to
education. Lurking behind the failure of so many voucher plans is the sus-
picion that somehow someone will be exploited. Buying a second-grade
education is simply not as easy as buying a bread-making machine. There
are many sources of information about different bread-making machines,
and most Americans know how to find them and understand them.
Sources of information about one school’s second grade versus another’s are
hard to come by and difficult to interpret. Good markets require good
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information, and in spite of the recent trend toward assessment of schools
according to standardized testing scores, good information is simply not so
easy to come by for most parents.

Problems aside, however, market government is a powerful alternative to
bureaucratic government precisely because it allows an unlimited number
of individual adaptations to achieve the overall public good. In entrepre-
neurial government, one entity—the government—pursues the public
good. In networked government, one entity—the government—chooses a
set number of organizations to pursue the public good. In contrast, market
government allows every individual (as in the case of bottles) or every com-
pany (as in the case of sulfur dioxide emissions) to pursue the public good
as he, she, or it sees fit. It is, therefore, perfectly suited to America, where
citizens glorify individual choice and chafe at any system that constrains
their freedom. 

Evaluating New Forms: Trading Off 
Accountability and Innovation 

For the complex array of reasons laid out at the beginning of this chapter,
decisionmakers are likely to remain interested in a wide array of alternatives
to the traditional bureaucratic state. If we are conscious about what is hap-
pening to government we can manage the transition to a twenty-first-
century government. If we are not, we can proceed to waste a great deal of
money and fail a great many people. That is why we need to recognize the
emerging modes of postbureaucratic government and evaluate their con-
tribution to core democratic values such as transparency and accountabil-
ity. After all, entrepreneurial government can be as costly and as wasteful as
the old government it is trying to dress up; and networked government, if
it is not managed correctly and if the political will to hold organizations
accountable is lacking, can devolve into thousands of contracting horror
stories and millions of wasted dollars. Market government can be manip-
ulated and become the source of many unintended consequences if the
market is not properly designed and enforced. 

Innovation 

In addition to the traditional values of transparency and accountability,
the rapid pace of change in the twenty-first century means that leaders
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have a new objective for government organizations—innovation. For
Presidents Theodore Roosevelt and Franklin Roosevelt, innovation was the
creation of new bureaucratic entities. For twenty-first-century political
leaders, the capacity for innovation is clearly the most important advantage
of postbureaucratic entities.

There is an inherent conflict between traditional transparency and
accountability, on the one hand, and innovation, on the other. In match-
ing policy problems to appropriate implementation models, decisionmak-
ers of the future will have to ascertain the degree to which they are willing
to sacrifice one for the other. Table 10-1 illustrates some of the tradeoffs.

Entrepreneurial government increases the odds of innovation because it
frees government employees from the rule-driven processes that have so
often either stood in the way of innovation or served as excuses for the
failure of government officials to innovate. Impediments to hiring and fir-
ing under traditional civil service laws and the rule-bound structures that
have governed everything from budgeting to procurement have not made
it easy for traditional bureaucracies to innovate. Whether or not entre-
preneurial government can overcome this legacy is questionable. For even
as government reformers around the world adopt the language of “new
public management” or “reinventing government,” reformed structures
will remain vulnerable to the pathologies of bureaucratic government.
When the Clinton administration promulgated the idea of PBOs
(performance-based organizations), the Office of Management and Bud-
get insisted on creating a “template” into which each PBO had to fit. The
very idea of a standard template went against the grain of the reform and
caused some civil servants to conclude that the PBO idea, while attractive,
was not genuine.

To the extent that entrepreneurial government involves importing com-
monsense private sector techniques to public sector organizations, it will
most likely continue to thrive in those areas in which innovation needs to
happen within the confines of a government organization. For instance,
there are good reasons why the issuance of a document as important to
national identity as a passport should not be contracted out to hundreds of
private sector passport providers; and it is absurd to think that a market in
passports could be anything but illegal. There is no good reason, however,
why passport offices should not be open at convenient hours, and there is
no reason why people who wait till the last minute to get their passports
renewed should not pay a higher fee for expedited service. Somehow the
“intrinsically governmental” nature of granting a passport means that it
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must be kept in government. Thus entrepreneurial government is appro-
priate for those things that we feel need to remain under the domain of the
state and for those functions that demand a degree of uniformity.

Networked government is turned to in those areas in which innovation
is most valued and most needed, which is why the networked form has
emerged as the leading model in social services and in research and devel-
opment. It is the form most suited to solving public problems that are dif-
ficult and defy a standard solution. The attractiveness of networked gov-
ernment is in the very diversity of the organizations that can be involved in
attempting to accomplish a certain public goal. However, the capacity for
innovation depends, to a certain extent, on the ability of those in the net-
work to share best practices and on the capacity of the center of the net-
work (usually a public official) to reward and punish actors in the network.
Thus far, anecdotal evidence suggests that government managers of net-
works are not particularly effective in either the former or the latter.
Political influence or simple inertia in the continuation of nonperforming
contracts is an all-too-common story and one that undercuts the potential
effectiveness of this mode of government.

Market government has, perhaps, the most capacity for innovation
because it allows for individual responses on the part of all the actors in the
system. Even networked government, through the contracting process,
requires some degree of control and standardization. Market government
does, however, allow for individual responses to the government’s desire to
clean up the highways or to reduce SO2 emissions. Market government is
an intriguing option for policymakers in those situations in which infor-
mation is plentiful and a “price” can be determined for the public good in
question.

Transparency 

For obvious reasons, transparency is even more important in public sector
organizations than it is in private sector organizations. Legislative bodies,
elected officials, the press, and the citizens all expect to be able to access an
accounting of how their dollars are being spent. Traditional bureaucratic
organizations have very high degrees of transparency. The average public
sector budget details every dollar spent—down to the costs of phones and
desks. The emphasis on transparency in the traditional bureaucracy is, of
course, highly correlated to the central control mechanisms that are also
famous for their ability to stifle innovation.
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Entrepreneurial government, in theory at least, offers full transparency
without the extensive control mechanisms of traditional bureaucracy. It
remains to be seen, however, whether oversight bodies will allow for real
organizational flexibility. As much as bureaucrats complain about the con-
straints of traditional government, they have not been overly bold when
given the freedom to create their own systems. For instance, in spite of the
passage of two major procurement reform bills in the 1990s, bills that
allowed for much greater agency flexibility in the federal government’s buy-
ing practices, many agencies held on to the old-fashioned rules and proce-
dures long after the law itself had been changed.

Transparency poses a real problem for networked government. To max-
imize innovation a vibrant network has to have many parts—and yet the
more parts there are the harder it is to know exactly what each one is
doing. Rarely does the center, the governmental organization, have the
capacity to know what is going on in all parts of the network all of the
time. The conundrum is that attempts to monitor the network may result
in the reimposition of bureaucratic constraints—and end up stifling vari-
ety and innovation in the network. In addition, it is clear that managing
a network is different from managing a hierarchical bureaucracy. Today’s
government officials were trained to run hierarchical bureaucracies and are
perplexed or ineffectual or both when they suddenly find themselves man-
aging a network.

Market government is perhaps the most transparent of the three new
modes of government: if a market is operating effectively, there are usually
clear-cut measures by which success can be judged. Is there less sulfur diox-
ide in the air? Are there fewer bottles on the streets? The limits of market
government are clear, however, when it is applied to something like ele-
mentary and secondary education, where the measures of success are var-
ied, contentious, and a lot murkier than the number of beer bottles in the
median strips.

Accountability 

Transparency is, of course, directly related to accountability. It is difficult for
citizens to hold government accountable if they cannot even see what gov-
ernment is doing. For citizens, accountability has traditionally meant elec-
toral accountability; for public administrators, it has traditionally meant
compliance with legal and budgetary rules. But the emergence of twenty-
first-century government requires a rethinking of democratic accountability.
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As Robert D. Behn points out, traditional government created accountabil-
ity around notions of “finances and fairness. . . . But citizens also care about
their public agencies’ performance.” Eugene Bardach and Cara Lesser argue
that traditional accountability systems do a good job of creating account-
ability for functions but do not perform very well when it comes to “moti-
vating performance, encouraging wise priorities, and facilitating continuous
improvement.” Dealing with the difficult issue of accountability in the
international arena, Joseph S. Nye and Robert O. Keohane have noted that
“electoral accountability is insufficient within modern democracies because
many tasks are delegated to non-elected agents, from bureaucratic agencies
to courts.”61

Accountability in postbureaucratic government organizations will
revolve around performance measures. Where those measures are easy to
establish and can accurately capture the public mission performance
accountability can replace older accountability systems. This is perhaps
most clear in networked government, where accountability is only as good
as the performance measures set in the contracts that create the network.
So far, many governments are not good at setting these measures. Peter
Cove, the president of America Works, the first for-profit welfare-to-work
corporation, has complained that state and local governments with whom
he contracts are still writing outcome measures based on process—how
many people sign up, how many people attend class, and so on. Cove
believes that his organization can really deliver long-term job stability for
former welfare recipients and that it would be to his competitive advantage
(and to the long-term advantage of the communities involved) if contract-
ing success were judged on the basis of job placement, longevity in the job,
and prospects for advancement.62

Accountability in both networked government and entrepreneurial gov-
ernment will depend on the measures themselves. The concept of the “bal-
anced scorecard” pioneered by a business school professor for the corporate
world has migrated to the public sector—with good reason.63 If private
sector outcomes are more complex than simply profits, imagine how com-
plex outcomes are in the public sector. Private welfare-to-work contractors
tell the story of one local government that deemed its contractors’ efforts
to be successful if they got a welfare recipient into a job for one day.
Clearly, a more nuanced and complex measure is needed to meet the pub-
lic good. The difficulty in defining that measure is a major impediment to
accountability in networked government.
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Government by market can be accountable if the market is properly
constructed and there is an effective enforcement mechanism. Market
government is limited in its use, however, by the sheer complexity of mea-
suring public outcomes. The difficulty that proponents of school vouch-
ers have run into over the years reflects the difficulty of pricing, measure-
ment, and enforcement in the elementary and secondary education
market. Most voucher plans offer students less than the full cost of edu-
cation—in part because they also have to keep the existing public school
system open. Therefore, the price is almost always too low to create a sub-
stantial market. In addition, the public school system does more than edu-
cate; it contributes to democracy by teaching citizenship and tolerance
for diversity—values that are not easily measured or priced. Finally, over
the past four decades enormous protection against discrimination has
been built into the public school system. The suspicion lingers that
antidiscrimination laws cannot be effectively enforced in a school system
that is, in effect, privatized.

In spite of these problems, however, it is possible to construct account-
ability mechanisms for the postbureaucratic state that allow it to develop
into more than an ad hoc alternative to traditional bureaucracy. Part of the
transition from one mode of government implementation to another will
involve the clear articulation of performance goals and standards. Another
equally important part of this transition will be the training and nurturing
of government employees comfortable in the postbureaucratic world—a
topic for another time. In the meantime, the clear identification of alter-
natives to bureaucracy and an honest evaluation of where they are or are
not appropriate will move us toward the generally shared goal of better
governance.
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The Problem 
of Public Jobs

11  . 

I   (IBM) ushered in the age of the
ubiquitous personal computer in the early 1980s. Two decades later,

IBM stopped making desktop PCs. But it continued to design and sell
desktops with the IBM nameplate while delegating the actual production
to a company called Sanmina-SCI. One of several low-profile “contract
electronic manufacturers,” Sanmina specialized in cranking out high vol-
umes of electronic goods for sale by a range of name-brand companies.
Such outsourcing deals cut costs by 15 to 20 percent, according to a lead-
ing electronics analyst, and promised to reshape the industry.1

Similar stories are commonplace in the turn-of-the-century business
press. In much of America’s private sector the boundaries of the firm have
shifted and blurred. An exotic bestiary of institutional hybrids and new
organizational breeds—networks, alliances, “virtual corporations”—has
evolved over recent decades. Outsourcing firms, employment brokers, per-
manent temps, and footloose free agents have matured into major features

I am indebted to participants in the Visions of Governance in the Twenty-First Century
Project (and particularly to Steven Goldsmith, John White, and Richard Zeckhauser) for
many helpful critiques and suggestions offered in response to drafts of this chapter. My
thanks also go to my resourceful research associate, Steven Minicucci, and to the Innovations
in American Government Program, which provided financial support for his assistance.
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on the industrial landscape. Defining and embracing core competencies
(and delegating the rest) reigns as something approaching business ortho-
doxy, for reasons that include but go well beyond cost reduction. What
once seemed the private sector norm—a cleanly defined corporation with
a fair degree of stability and integration and a high degree of distinction
between inside and outside—increasingly appears antique.2

Does the public sector simply follow suit? A prominent government
reform theme, in the United States and elsewhere, centers on shifting the
balance away from hierarchies and toward markets as the core model for
getting the public’s work done. Improvements in information technology
and increasingly sophisticated contracting techniques loosen some of the
constraints on indirect production. At the state and local levels, both rou-
tine functions, such as waste management and road maintenance, and
more sensitive tasks, such as corrections and social services, are delegated to
private suppliers.3 The Federal Activities Reform Act of 1998 requires
agencies to comb through their operations and identify functions amenable
to outsourcing.4 About half of all federal positions are on that list, and the
George W. Bush administration has declared the goal of opening half of
those to competition from private suppliers.5

The notion of transforming government from a bundle of capacities for
performing work directly into a deft choreographer of market-based arrange-
ments by which outside agents create public value figures centrally in discus-
sions about the future of governance.6 Repositioning professional pedagogy
to accommodate such a metamorphosis is a major strategic issue for
American schools of public policy and administration. Some scholars of pub-
lic management take it as a given that this transformation is already accom-
plished or inevitable and concern themselves with fine-tuning the response.7

This chapter briefly engages two broad questions about the transforma-
tion to a market-driven, heavily outsourced American government: First, is
it happening? Second, should it happen? The first question is trickier than
it may seem, though it turns out to be at least roughly resolvable. The sec-
ond inspires (at least in this author) a quite uncomfortable degree of
ambivalence.

Is Outsourcing Shrinking the Public Work Force? 

The rhetoric of privatization opponents and enthusiasts alike suggests that
conventional public service is being swept away by a tidal wave of
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outsourcing. Gerald McEntee, head of the American Federation of State,
County, and Municipal Employees, warns of a “coordinated campaign to
privatize government at every level [that] far exceeds anything we’ve seen in
the past.”8 At the other end of the ideological spectrum, the Reason Foun-
dation declares triumphantly that “privatization moves ahead in breadth
and depth” and is “thriving in the United States.”9 Both organizations, like
others on both the left and the right, regularly issue publications packed
with examples (which are, respectively, denounced or celebrated) of ser-
vices once provided by public workers being shifted to private suppliers. 

One might infer, from the volume and tenor of talk about market-
driven government, that American public employment (at least as we know
it) has been withering away. Is it?10 Whether public jobs are many or few
and whether outsourcing is driving a significant decline in conventional
public service turn out to be rather complicated questions.11

The Public Work Force Headcount 

As of 1999—the most recent year for which complete Census Bureau data
are available—there were roughly 20 million government workers.12

Around 2.8 million of these were civilians working for the federal govern-
ment, of which the largest group (876,000) consisted of postal workers
and the second-largest (713,000) of civilians involved in national defense
and international affairs. The federal government also employed about
1.4 million uniformed military personnel. The states, in the aggregate,
employed somewhat more people than the federal government: 4.8 million
overall, of which about 2 million were involved in higher education. The
local government work force, at 10.6 million, exceeded federal and state
workforces combined. More than half of these (5.6 million) worked in ele-
mentary and secondary education. The remaining 5 million local govern-
ment workers were scattered across a score of categories, with no category
except police services claiming more than half a million. 

Figure 11-1 plots the number of government workers (on a full-time
equivalent basis) from 1948 to 1999. Public employment roughly tripled
over that half century, but by no means smoothly—sharp surges in net hir-
ing (in the early 1950s, the late 1960s, and the late 1980s) alternated with
plateaus of little growth, and the public payroll has been essentially steady
since around 1990. Total government employment climbed from about
6.5 percent of the population in the early 1960s to around 8 percent by the
late 1960s, and it has stayed fairly close to that level ever since. From 1975
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through 1999, the public work force never accounted for less than 7.7 per-
cent or more than 8.2 percent of the population, with no strong trend dis-
cernible in the quarter century’s data.13

Public Jobs as a Share of Total Employment 

The headcount of public workers and the government work force as a per-
centage of population are mainstays of rhetoric but not very interesting
analytically. A more germane point of reference is total employment.
Figure 11-2 tracks public jobs as a share of employment in the entire
American economy, with both categories measured on a full-time equiva-
lent basis. By 1999, public employment’s share of the total was down by
roughly a quarter from the peak it had reached in the years just before and
just after 1970. This is consistent with downward pressure on the public
work force caused by increasing reliance on market means for accomplish-
ing governmental tasks. A closer look suggests a more complicated story,
however. The broader work force grew at an annual pace of 2 to nearly

     

Figure 11-1. Full-Time Equivalent Government Work Force, 1948–99
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3 percent from 1994 through 1999 (after erratic or anemic growth or
actual declines for most of the prior two decades), driving down the gov-
ernment share of the total work force for reasons having little to do with
outsourcing. The public sector share of employment was lower in 1999
than in the 1970s but about the same as it had been in the middle of the
century. More than half of the decline from the peak occurred before the
mid-1980s, when the debate over market-based government first gained
much prominence.14

Disaggregating the major categories of government work provides some
additional perspective, at the price of what turns out to be inevitable com-
plexity. Public workers’ share of American employment wound up about
the same at century’s end as it had been fifty years earlier. Its composition,
however, changed strikingly. In figure 11-3 the public work force is divided
into four exhaustive groups: the armed services, other federal workers
(including, for present purposes, postal workers), state and local workers
involved in education, and all other state and local workers. In 1948 these
four groups were roughly the same size, each claiming about three or four
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Figure 11-2. Public Sector Work Force as Share of Total U.S. 
Full-Time Equivalent Work Force, 1948–99
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percent of employment. Over the next half century, military employment
spiked and then dwindled (for well-known reasons); the share of other fed-
eral employment shrank, while state and local employment, both educa-
tion related and otherwise, surged as a share of the work force. There is a
story to be told here, but it is not—at least not in any obvious way—
centered on rampant outsourcing.15 Figure 11-3 does underscore a signifi-
cant point: decisions about delegating public tasks to private agents at the
state and local level will have a far greater impact on the big picture of
American public employment than will decisions about changes at the fed-
eral level, where the headcount stakes are simply smaller.

The Government Work Force Scaled to Public Spending 

Although the public sector’s share of America’s gross domestic product
(GDP) has varied rather less than one might infer from strident argu-
ments about the size of government, it has waxed and waned with changes

     

Figure 11-3. Government Share of Full-Time Equivalent Employment, 
by Major Category, 1948–99
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in economic climate and political fashion. The combined budgets of gov-
ernment at all levels climbed from roughly one-quarter of GDP in the
early 1960s to something over 30 percent in the mid-1970s, staying at or
near that level from 1980 through 1995 and then declining somewhat for
the last half of the 1990s. One intuitively appealing gauge of the scale of
public employment is the relation between government employment’s
share of the work force and government spending’s share of the economy.
If this ratio goes down, government is accomplishing its mission with
fewer employees, with one possible cause (among others) being more
aggressive reliance on indirect production. 

Along with any number of subtle objections to this approach is one
obvious problem: federal transfer programs have soared as a fraction of
public spending in recent decades. While the overall share of public spend-
ing in the GDP has changed only modestly in recent decades, the growth
of federal transfer payments, mostly Social Security and Medicare, masks
the decline of governmental activities of the sort that involve much actual
service provision (as opposed to mere check writing). Ten billion dollars’
worth of transfer programs does not imply the same demand for personnel
as ten billion dollars’ worth of teaching, policing, or mine inspecting. In
1962, Social Security and Medicare payments accounted for 2.5 percent of
GDP and 10 percent of total public expenditures. In 1999, they claimed
6.5 percent of GDP and more than 23 percent of government spending.16

These programs do not run themselves, to be sure; the Social Security
Administration has about sixty-three thousand employees, and the Centers
for Medicare and Medicaid Services (formerly the Health Care Financing
Administration) has around five thousand. However, the disproportion
between budget dollars and manpower for these functions means that their
growing share of public spending risks distorting trends in the relation
between government’s mission and its work force.

Figure 11-4 illustrates the trend in public employment relative to the
public sector share of GDP from 1962 to 1999 in two ways. The solid line
compares the work force–to-GDP ratio of the public sector to that of the
private sector. (A value of 100 percent means government’s headcount is
exactly proportional to the role of public spending in the economy; a lower
value means the government’s share of the work force trails its share of
GDP.) The dotted line removes Social Security and Medicare spending and
(less precisely) the associated headcount from the picture.17 This figure
shows that the public sector’s work force–to-GDP ratio has fallen relative
to that of the private sector. In the mid-1960s the government had only a
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slightly smaller work force (scaled to its share of the economy) than the pri-
vate sector. In the late 1990s the ratio was a little over 50 percent for all
government and a little under 70 percent for government excluding the big
transfer programs. This is consistent with many scenarios, including shifts
toward less labor-intensive public activities, unevenly rising productivity,
and growing transfers other than Social Security and Medicare. It is also
consistent with a tilt toward indirect production. The timing, however, is
not quite right for the market-based governance story: most of the decline
had already happened by the time privatization emerged as a buzzword,
and the trend in the 1990s has been mildly upward, especially for the series
excluding Social Security and Medicare. 

     

Figure 11-4. Relationship of Full-Time Equivalent Employment to GDP,
Public Sector to Private Sector, 1962–99
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Estimating Outsourcing from National Accounting Data 

Instead of relying on fuzzy inferences from demographic and budgetary
data, why not get a precise fix on the phenomenon by simply comparing
trends in spending on direct versus indirect government production?18 This
seems eminently sensible. Unfortunately (and, perhaps, surprisingly), no
comprehensive database on outsourcing exists. Two statistical enterprises of
the U.S. Department of Commerce—the Government Finances data series
of the Census Bureau and the National Income and Product Accounts pre-
pared by the Commerce Department’s Bureau of Economic Analysis—
have sufficiently sweeping perspectives on how government spends its
money to capture the big trends. Neither set of statistics, however, is col-
lected or processed with an eye to accounting for outsourcing, and both
have their own special blind spots and quirks that make it difficult to draw
a focus on levels or trends in market-based public service delivery. It has
proved possible, however, to disaggregate, adjust, and recombine existing
Commerce Department data (in some cases alloyed with or tested against
supplemental information from the Bureau of Labor Statistics or other offi-
cial data sources) to assemble reasonably sturdy gauges of government’s
reliance on outside suppliers of services.19

Although the details are tedious, the basic approach starts by defining
and measuring a baseline aggregate of annual public sector activities.20

This means taking out of conventional budget aggregates those spending
items that are not attributable to the current year (for example, debt ser-
vice and the construction of long-lived assets) or that are not really “activ-
ities” amenable to outsourcing (for example, Social Security payments and
transfers to other levels of government).21 The estimate of outsourced ser-
vices involves subtracting all spending on goods and all spending on com-
pensation for public workers (defined to include benefits as well as direct
payroll). 

Along with many minor methodological challenges is one major one:
Should Medicare and Medicaid be counted as transfers (and excluded from
operations, along with Social Security and the like) or as government activ-
ities akin to the many social service programs included in operations? A
case can be made for either definition, and the difference matters—espe-
cially for tracking trends, as these programs claim a growing share of pub-
lic spending over time. For this reason the outsourcing estimates are pre-
sented both ways, counting Medicare and Medicaid as part of the base of
public sector activities and leaving them out. Because these health pro-
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grams rely on privately delivered services, the outsourcing gauge is con-
siderably higher when they are included. Because Medicare and Medicaid
are not really at the center of the debate—we have pretty well settled on
using private doctors and hospitals, rather than public health agencies, as
the main providers of health care—the more meaningful gauge in figures
11-4, 11-5, and 11-6 are the dotted lines. 

Figure 11-5 presents these estimates of outsourced public services as
shares of current operations for the national and subnational levels of gov-
ernment, from 1959 through 2000.22 If the big health programs are
included, outsourcing has surged from around 15 percent of state and local
activities to more than a third and from around 20 percent of federal activ-
ities to more than half. Much of the gain happened in the last twenty years
of the century, an observation that is consistent with a widespread strate-
gic shift toward privatization. But that period also coincided with gallop-
ing growth in Medicare and Medicaid, which traditionally operate mostly
by paying private providers. So the series that exclude the big health pro-
grams are probably better indicators of the progress of market-based deliv-
ery of government services. 

Shift the focus to the dotted lines. The fraction of budgets spent on
outside services at the state and local levels (excluding Medicaid) stayed
fairly flat until the early 1980s. It then climbed toward a late-1980s plateau
of around 20 percent before ascending more steeply to 25 percent in 1999.
At the federal level, a similar, though shallower, growth pattern in non-
Medicare outsourcing occurred during the 1980s, with a small increase
and then a small decline in the 1990s. (Indeed, the 1990s saw a sustained
increase in defense outsourcing and a significant drop in the outside share
of nondefense operations.)23

Changes in the relative scale of the two levels of government complicate
the picture of changes in direct versus delegated service delivery. The federal
government’s propensity to outsource is higher but since 1997 has been
either stagnant or falling; the propensity for state and local governments to
outsource is lower but has been rising over the past forty years. State and
local operations have always outweighed federal operations in overall gov-
ernment spending, but the state and local edge has grown in recent decades. 

Figure 11-6 combines federal, state, and local government and focuses
exclusively on spending for services. This is probably the most useful sin-
gle gauge of the balance between public employment and outside services,
capturing shifts in the scale, shape, and responsibilities of American gov-
ernment as well as the propensity to rely on private agents to get the work
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done. The broader measure including Medicare and Medicaid has risen
significantly, mostly in the 1980s; but this reflects the swelling share of
these quasi-transfer programs in broadly defined public operations.
Excluding them from the definition of public services, the share provided
by outside suppliers rose from a recent nadir of 23 percent in the late 1970s
to 29 percent in the late 1980s and to more than 30 percent in the late
1990s. This cannot be dismissed as no change; the privately provided share
grew by more than a third (from 23 to nearly 31 percent) from trough to
peak. Yet neither is it entirely convincing to describe this as a revolution in
governance. At century’s end as at midcentury, roughly two-thirds of the
government’s work was still being done by public employees.

Thus the answer to the first question—Is market-based government lead-
ing to a major erosion of the public sector work force?—is, no, not really, at
least not yet. There has clearly been some effect. We need not systematically
suspect the accuracy of the voluminous case literature. But we can question
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Figure 11-5. Outsourced Services as Share of All Current 
Government Operations, 1959–2000
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whether that record is representative of what has been happening in the
structure of American public service delivery. Aside from the general human
tendency to overgeneralize from anecdotes, the widespread perception of a
transformative shift toward market-driven governance is quite likely shaped
by the incentives of both advocates and adversaries to exaggerate the impact
to date. A greater readiness to rely on private delivery almost surely has had
a smaller influence on the size of the public work force than have shifts in
the size and composition of government’s mission, productivity growth, and
simple austerity.24 Far from cutting to the heart of public employment, pri-
vatization seems to have been (at least so far) nibbling around its edges. So
at the start of the century, market-based governance is not a fait accompli to
be accommodated. It is a choice to be weighed. 

Are Public Jobs Special? 

It is conceivable that the pattern suggested by the data in the previous sec-
tion—a real but modest effect on the size of the public work force—repre-
sents an equilibrium: Those functions suited to market-driven delivery

     

Figure 11-6. Outsourced Services as Share of All Current Government
Services, 1965–2000
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have already been outsourced, and any remaining changes will be mar-
ginal. Space limits preclude much discussion here of the criteria that make
a public task more or less suitable to private delivery—an issue I have
engaged in in some detail elsewhere.25 If additional reliance on private
agents to accomplish public tasks turns out to be a bad idea according to
criteria other than the impact on public workers, the rest of this chapter
will be of limited interest. But suppose there are major functions currently
performed by government employees for which the evidence and argu-
ments point to real advantages (in terms of cost reduction, quality im-
provements, greater flexibility, and tightened managerial focus) in exposing
public work to the rigors of the market. If public sector jobs differ in no
important respect from private sector jobs, this would be a negligible fac-
tor in privatization decisions, whatever portfolio of values are brought to
the issue. But government work is different—in subtle ways, which will
not be explored here, but also in some quite straightforward ways. 

As a broad class, government jobs pay well.26 This is by no means a con-
stant; public sector wages were generally above the private sector average
between the Great Depression and World War II, then fell to rough parity
(for the federal government) or below (for state and local government) by
1949.27 As figure 11-7 shows, average pay in government at all levels out-
paced private sector pay starting in the 1970s, and even after a recent
downturn still runs somewhat above the nongovernmental benchmark.

Figure 11-7, based on National Income and Product Accounts numbers,
presents the data at an extremely high level of aggregation and also misses
most benefits. Somewhat more complete and fine-grained data are avail-
able from the Bureau of Labor Statistics’ National Compensation Survey,
which records hourly compensation for many categories of workers, both
in the private sector and in state and local government. Figure 11-8, based
on the most recent (1998) National Compensation Survey data, shows that
compensation levels for state and local government workers run higher
than for those for private industry workers not just at the median and at
the first decile level but at the ninth decile level as well. In other words,
both near the low end and near the high end, state and local workers earn
more than private workers. This general pattern holds for both broad cat-
egories, like white-collar and blue-collar workers, and for many narrower
categories, including janitors, bus drivers, auto mechanics, and secondary
school teachers. It is only for those working in a few especially high-paying
occupations—such as lawyers, physicians, and computer analysts—that
this pattern is reversed. More recent data are available from the Employ-
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ment Cost Index, a larger but somewhat less detailed survey of total
employment costs. The comparison for March 2000, summarized in fig-
ure 11-9, also shows compensation in state and local government running
higher than in private industry for every major category except executive
and managerial workers.28

No analogous data on total compensation are available for the federal
sector. The Office of Personnel Management publishes detailed informa-
tion on wages and salaries paid to federal employees, however, which can
be paired with Census Bureau data to gain some sense of comparative pay
levels. Figure 11-10 shows the distribution of federal pay levels relative to
economy-wide pay levels (including the federal workers, but as a small
share of the total) at intervals of $10,000 of annual individual earnings.
Except at the very highest level—annual earnings exceeding $100,000—
the federal distribution is skewed dramatically to the right.

A related distinction of public employment is well known, though its
magnitude is often underestimated: the public work force is far more

     

Figure 11-7. Average Wage or Salary per Full-Time Equivalent Employee in
Public Sector Relative to Private Sector, 1948–1998

125

120

115

110

105

100

95

Percent

1952 1956 1960 1964 1968 1972 1976 1980 1984 1988 1992 1996

Federal civilian

Government

State and local

Source: Calculated from data in U.S. Department of Commerce, Bureau of Economic Analysis,
National Income and Product Account Tables, tables 6.6B and 6.6C, revisions as of August 2000 (for pre-
1995 data) and August 2001 (for post-1995 data), online version at www.bea.doc.gov/bea/dn/
nipaweb/Index.asp (September 2001 and February 2002).

11-0627-CH11  5/10/02  3:31 PM  Page 277



unionized than the private work force. As labor organization has shriveled
in the private sector it has thrived within government. As figure 11-11
illustrates, a government worker is more than four times as likely as a pri-
vate sector worker to be a union member. The most heavily organized seg-
ment of the private sector (transportation and communications) is much
less unionized than the least heavily organized segment of the public sec-
tor (state government).29

Is There a Public Sector Premium? 

Considerable caution is required here. Workers in metropolitan areas earn
more than rural workers, and employees of consulting firms outearn
employees of fast-food restaurants. It does not follow that there is a big-city
premium, or a consulting-firm premium, because differences in both the
work to be done and the workers who do it may fully justify the discrep-
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Figure 11-8. Hourly Compensation for Full-Time Workers in Private Sector
and State and Local Government, 1998
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ancies. Similarly, government jobs are disproportionately administrative,
professional, technical, or otherwise skill-intensive. Government workers
tend to be better educated, more experienced, and more concentrated in
urban areas than their private sector counterparts. So simple compensation
comparisons do not tell us much. The search for government pay premi-
ums (or discounts) requires deeper exploration, and the depths are
inescapably murky.

In a perfectly efficient labor market, workers will be sorted across poten-
tial jobs so that each is paid just enough to induce him or her to do the
work. Each will be adequately, but not excessively, compensated for the
productivity of his or her contribution of training, experience, talent, and
effort. There will be no systematic premiums (or “rents,” in the econo-
mists’ jargon) over this walk-away compensation package. Some workers,
to be sure, will be earning more than the bare minimum to keep them on

     

Figure 11-9. Average Employer Cost per Hour Worked in Private Industry
and State and Local Government, March 2000
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the job, because of their affinity or aptitude for a particular kind of occu-
pation. These rents will be individual and idiosyncratic, however, rather
than applying to whole classes of jobs or workers.30

Perfectly efficient labor markets, of course, are rare anywhere, but there
are plenty of reasons to expect them to be rarer still in government. The
public sector broadly lacks the characteristics on the demand side of the
labor market—profit-motivated aversion to excess costs, full discretion in
hiring, firing, and wage setting, and the concentrated efficiency incentives
of private ownership—that would generate the textbook ideal of just-
adequate compensation. So it would not be surprising for government to
be more prone than business to pay more, or to pay less, than the mini-
mum needed to recruit and retain adequately qualified workers. 
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Figure 11-10. Pay Distribution for Full-Time Workers 
in Federal Government and Economy-wide, 1999–2000
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To know whether this actually occurs, we need to determine whether
public sector pay differentials still show up once the effect of factors that
quite properly shape relative pay are taken into account. Relevant factors
may pertain to the nature of the work (skill requirements, geographic loca-
tion, level of responsibility, risk of layoff or dismemberment, whether the
job is tedious or gratifying, high-status or degrading) or to the nature of the
workers (education and training, gender and ethnicity, years of experience,
insight, capacity for teamwork, initiative, and so on). Once all such ger-
mane features have been controlled for in a statistically satisfying way, any

     

Figure 11-11. Union Membership as Percentage of All Workers 
in the Public and Private Sectors, 2000
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remaining differential in compensation can be called a public sector pre-
mium or penalty. The hitch, of course, is that some of these complicating
factors are measured routinely and well, some episodically and imperfectly,
and some are highly resistant to measurement of any sort. Empiricists do
what they can with the data they have, and the literature is illuminating but
well short of conclusive.

Among the most frequently cited efforts in this area is a 1991 study of
public-private wage differentials by Lawrence Katz and Alan Krueger.31

The authors exploit a large data set drawn from the Current Population
Survey to estimate relative wage levels in the private sector, the federal gov-
ernment, and state and local government, controlling for gender, race, edu-
cation levels, years of experience, full-time versus part-time status, and
urban versus nonurban locale. Their results point to a difference between
more- and less-educated workers in the relative rewards of government
work (see table 11-1). In 1988, white full-time workers in metropolitan
areas with college degrees earned a small premium if they worked for the
federal government but (especially men) suffered a much larger discount if
they worked in state and local government. Workers with only a high
school education, conversely, systematically fared better in government
than they would have in the private sector, with a particularly large pre-
mium for female federal workers. (This benchmark Katz and Krueger
study is a decade old and appears not to have been replicated recently. It
seems likely that the public pay advantage for less educated workers may
have narrowed somewhat as the 1990s boom solidified low-end earnings,
while public sector discounts for the most educated may have grown as top
rewards ratcheted up in the private sector.) 

James Poterba and Kim Rueben have analyzed pay differentials between
the private sector and state and local government, using an approach sim-
ilar to Katz and Krueger’s and a partly overlapping time period. Con-
trolling for years of school, years of experience, location (that is, inside or
outside a metropolitan area), marital status, and race, they find that the
public sector advantage for less educated workers increased in the 1980s
and early 1990s, while earnings for more educated workers grew more
slowly than in the private sector.32 Poterba and Rueben cite suggestive evi-
dence that the growing public sector pay advantage at the lower end of the
skills distribution is driven mostly by the eroding prospects of less educated
workers in the private sector, not by improving public sector pay for such
workers.33
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As they differentiate among categories of work and workers, Poterba
and Rueben illustrate the complicated picture of comparative pay. They
find that state and local government paid a premium in the early 1990s to
men working as bus drivers, orderlies, cleaners, and teachers and to women
working as practical nurses, receptionists, orderlies, cleaners, and (espe-
cially) primary and secondary school teachers. They find a public sector
pay shortfall in the same period for men working as physicians and as truck
drivers (a relatively unionized part of the private sector) and for women
working as registered nurses (as opposed to licensed practical nurses) and
as postsecondary teachers (as opposed to teachers of kindergarten through
twelfth grade). Whereas men at all educational levels earned more in the
private sector than in state and local government in 1979 (controlling for
worker characteristics), by 1991 less educated men earned a modest pre-
mium in government. College-educated men working in government, con-
versely, earned 8 percent less than they would have in private industry, and
men with postgraduate degrees earned 10 percent less. For women work-
ing in government in 1991 there was rough parity or a modest premium at
all education levels, and the difference between public and private pay did
not diverge sharply from what it had been twelve years earlier. There was

     

Table 11-1. Estimated Difference in Government Employee Wages Relative
to Public Sector, 1988, by Level of Education Completed and Gender
Percent

State and 
Education and gender Federal government local government

College graduates
Men +5 –18
Women +2 –4
High school graduates
Men +16 +4
Women +28 +10

Source: Author’s calculations, data from Lawrence Katz and Alan Krueger, “Changes in the Structure
of Wages in the Public and Private Sectors,” Research in Labor Economics, vol. 12 (1991), table 1,
p. 145.

Note: The estimates are for white, full-time workers with five years’ work experience, living in met-
ropolitan areas. The focus on relatively new workers is meant to better reflect recent labor market
trends.
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some evidence, though, that the public sector pay edge was rising for less
educated women and falling for those with more education.34

Claudia Goldin and Robert Margo have documented the “great com-
pression” of American compensation that narrowed pay differentials in the
1940s and 1950s.35 Earnings gaps shrank, both across groups (between
blacks and whites, men and women, more educated and less educated
workers) and within groups (a tighter pay distribution for college-educated
white males with ten years of work experience, for example). The public
sector shared in this midcentury tightening of the earnings distribution as
both market forces and legislative changes constrained pay at the top end
and propped it up at the bottom. In the 1970s this process began to reverse
itself in the private economy. For a complex set of reasons—including ris-
ing trade and immigration, changing technology, shifts in labor laws and
institutions, and, perhaps, a weakening of cultural scruples against dis-
parate rewards—the earning power of less skilled workers (particularly
males) crumbled in the private sector, while the prospects of better edu-
cated workers soared. 

This “great decompression” of the past generation or so has mostly
missed government. The basic story told by the pay differential literature
is that America’s public sector has proved largely impervious to the changes
that roiled labor markets in roughly the final quarter of the past century.
State and local government workers at the ninth decile earned 3.58 times
as much as those at the first decile in 1998. For the private sector, the ratio
was 4.03. The difference between business and government in this measure
of near-the-top and near-the-bottom wage dispersion in 1998—around
13 percent—is roughly the same as the growth in the ratio of ninth- to
first-decile earnings for all male workers from 1983 to 1998.36 In short, the
pattern of government pay—already less skewed toward the top than the
market-driven template of the business world would suggest—flattened
further in relative terms as private sector disparities intensified in the 1980s
and 1990s. Two leading analysts of economic inequality suggest that the
limited dispersion of pay within the modest (but not trivial) fraction of the
work force employed by government has “served to dampen the overall
rise in aggregate wage inequality.”37

The pay differential literature sampled here, though revealing, is incon-
clusive for three broad reasons. The first is methodological uncertainty.
There is room for honest disagreement about how to control for factors
that blur the picture of relative pay. One study suggests that the apparent
federal premium found by some authors is exaggerated by the statistical

  . 
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methods employed and shrinks sharply with alternative models.38 Another
claims that proper adjustment for the characteristics of occupations and
workers reveals a trivial premium for state workers (in 1989) and a much
larger discount for local workers.39

The second reason concerns limitations on data. The primary measure-
ment instruments in this area (such as the Current Population Survey and
the Employment Cost Index) are large-scale and frequent but capture only
relatively coarse information. Unmeasured characteristics that surely mat-
ter in comparing relative pay, whether those of the workers (differences in
native ability, energy, or diligence) or those of the work (differences in
safety, tedium, status, or difficulty that gross occupational categories mask)
can confound even artful analysis. 

The third factor, related to the second, is that workers presumably react
to differential pay, introducing troublesome selection bias into efforts to
estimate differentials. If college-educated men, as a class, are badly paid in
state and local government, the college-educated men who are nonetheless
willing to work in state and local government may be less productive than
average—in ways that alternative employers notice but surveys do not—
and hence not underpaid at all. If less educated women fare especially well
in the federal government, the women who get federal jobs may possess
aptitudes that belie their limited formal schooling. Indeed, in principle
workers should sort themselves out in response to premiums and discounts
until nobody can do any better by switching sectors. The resulting pattern
of employment may be inefficient, but any apparent government premium
or discount would be illusory, the artifact of imperfect measurement.40

Despite murkiness about the magnitude and pattern of differences
between compensation in business and government, several plausible
hypotheses emerge (even if they remain something short of proven) from
the evidence and arguments summarized here. First, it is highly probable
that once the ambiguities discussed above were settled it would turn out
that some public workers fare better than they would in the private sector,
while others would fare worse. Some circumstantial evidence can be very
strong, as Henry David Thoreau observed. The trout in the milk here
include government’s notorious difficulty in retaining top talent, the avid-
ity with which many public jobs are sought,41 and the grim resolve with
which public workers’ unions defend government work.42

Second, premiums are more common than discounts and go primarily
to less skilled workers. At the high end, to be sure, private sector compen-
sation vastly outpaces government pay; but the high end is a small sliver of
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the American work force. Median personal income in 1999 for full-time,
year-round workers age twenty-five and older was less than $35,000, and
only around 5 percent earned as much as $100,000. Just over one-quarter
of adult workers held a four-year college degree. Fewer than 9 percent had
advanced degrees of any kind—mostly masters’ degrees, disproportionately
in education—and barely 1.5 percent held the professional degrees that
confer the greatest earning power.43 The fact that those who debate relative
public and private compensation tend to occupy high-end occupations
may explain the prevalence of confusion about low-paying government
work. Although public service may be financially unattractive to élites, it is
quite the opposite for many workers who lack the high-level skills that the
private economy increasingly rewards and demands.44

Third, a major shift toward market-driven service delivery would tend
to worsen income inequality. If workers with high earning power have
already fled government (or accommodated themselves to lower earnings
in exchange for other rewards) while workers with leaner private sector
prospects cling to public jobs, market-based government is likely to widen
economic disparities economy wide. This is not a foregone conclusion.
Only if there are rents at stake can the form of public service delivery have
much of an impact on income distribution.45 It is conceivable that work-
ers have already sorted themselves out in response to pay differentials so
that few have much to gain or lose if public service delivery becomes more
exposed to the market’s rigors and rewards. It is also possible that less afflu-
ent Americans would turn out to gain more from enhanced government
efficiency than they would lose from tauter public labor markets.46 But the
most credible interpretation is that public employment offers a haven, for
a sizable fraction of America’s 20 million government workers, from a labor
climate that has grown harsh for workers without advanced skills. 

Suppose we were persuaded (once we invoked the criteria sidestepped
here) that there is indeed a considerable range of government operations
that could be improved through a heightened reliance on market principles
and private providers. Suppose, further, that more detailed analysis were to
confirm that one consequence (along with lower costs or improved perfor-
mance) would be an erosion of the public sector enclave sheltered from
twenty-first-century labor markets. Government would pay the most able
workers enough to tempt them away from the soaring rewards talent can
command in the private sector. At the other end of the scale, government
would pay less able workers no more than they can earn in their best pri-
vate sector alternative. (This could occur either by outsourcing public
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functions or by aligning public compensation more tightly with private
sector pay scales.) Plunging deeper into the hypothetical, suppose we were
confident that we could identify and seize the promising opportunities for
market-driven government and avoid the traps and blind alleys.

Should we do it? The orthodox economic response is automatic and
admirably coherent: Of course. Government’s purpose is to provide collec-
tively valuable goods and services, not to prop up individuals’ paychecks.
The guiding principle of a capitalist economy is that people endure com-
petition in their roles as suppliers and are compensated with a rich menu
of low-cost options in their roles as consumers. Restricting to government
workers tasks that could be done more cheaply by private agents, or warp-
ing public pay distributions to limit disparities, flagrantly violates that
principle. Even if we endorse the goal of curbing inequality, reserving func-
tions for a rent-rich public work force is a cumbersome and morally arbi-
trary way of narrowing income differentials. It may be logically consistent
to revise our basic capitalist bargain and say that the interests of producers
should trump those of consumers and that government should do a great
many things so that there will be a large number of good government jobs.
That experiment has been run elsewhere on the planet, however, and few
were persuaded by the results. 

To declare that those people who happen to be currently employed by
the government have rights to good, secure jobs that other workers lack,
alternatively, is less radical but ethically random beyond defense, the indict-
ment continues. Public workers’ superior compensation is at best acciden-
tal and at worst organized embezzlement. So start by driving public
employment practices into line with private labor markets. Then if direct
government production turns out to be the most efficient and accountable
way to handle postal services, or welfare-to-work counseling, or primary
and secondary education, fine. If not, then turn to the private sector—and
if public employment drops from 15 percent of the total to 10 percent, or
5 percent, or zero, so be it.

It is not possible to frame a similarly crisp and confident countercase, at
least not without invoking theories that are badly dated, broadly discredited,
and (even for socialism) heterodox.47 To depart from the principle that gov-
ernment should strive for maximum productive efficiency is admittedly to
invite confusion and mischief. On the other hand, I am not quite comfort-
able with the notion of ignoring the interests of public workers, and the idea
of public employment, in decisions about how to accomplish collective
tasks. The indignation of Public Choice economists at rent-seeking by
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parasitic public workers needs to be considered in context with the likely
scale of any pay premiums; the bulge in the governmental pay distribution
centers on a range of modestly middle-class incomes.48 Public sector labor
policies are one of the few mechanisms by which citizens’ collectively
expressed values (and not just their purchasing decisions) can influence eco-
nomic outcomes.49 Many of the past century’s more laudable achievements
in labor policy—including, notably, equal treatment for women and
minorities—were pioneered by the public sector. 

The demographic pattern of public employment, and particularly the
huge overrepresentation of military veterans in federal service, hints that
public sector premiums may not be quite so ethically random.50 And even
if public employment is a sadly clumsy weapon for combating economic
inequality, the list of good alternatives is a short one.51 Most broadly, pub-
lic workplaces retain some features of the mid-twentieth-century American
economy—status for workers that is not strictly scaled to their market
leverage, effective labor organization to reinforce that respect, and a certain
squeamishness about vast disparities in rewards—whose loss outside gov-
ernment has arguably coarsened our culture.

Yet these objections fall short of summing to a principle that no market-
based reforms should be considered if they would hurt public workers. Is
there some intermediate position between treating public workers’ stakes as
dispositive in decisions about market-driven government and ignoring
those stakes altogether? Mapping the middle ground is likely to be an
extensive undertaking only hinted at here. Whether it warrants the effort
will depend on how long the list of otherwise-attractive restructuring can-
didates becomes.52 Here I merely underscore the likelihood that we will
confront at least some significant instances in which the institution of pub-
lic employment and the interests of public workers will be at odds with
considerations of efficient performance in decisions about how to accom-
plish public tasks. I offer three observations that may render the debate
over market-driven government and the problem of public jobs marginally
more productive.

The first observation is essentially analytical. We should be disciplined
about differentiating the efficiency effects and the distributional effects of
specific proposals for changing governmental operations. Cost savings can
be the result of productivity advantages—a more rational scale of opera-
tions, management structures and strategies better suited to the task, a
superior technical approach, and so on—or of driving a harder bargain
with employees. Both of these effects occur. The two sources of savings—
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real efficiency gains and losses to employees—are often commingled in the
same restructuring, and both show up as simply “lower costs.” The dis-
tinction is real enough in an economic sense, but it disappears in the
accounting. 

It is worth disentangling the two in the analysis of specific proposals and
distinguishing between them in public presentations of the policy choice.
Savings owing to a dismantling of relatively generous public employment
practices essentially shift resources from citizens as producers to citizens as
consumers. This is different from doing more with less. Virtually everyone
favors the latter effect. Many favor the former as well; others oppose it. An
informed public deliberation over the virtues and drawbacks of market-
based government, however, requires that citizens be able to tell them
apart. At present, both sides in the debate tend to see advantages in obscur-
ing the difference, making it difficult for citizens to deal honestly with the
stakes of the choice. 

The second observation is operational. The best candidates for market-
based reforms may be those that promise large efficiency advantages rela-
tive to the labor disruption they impose.53 Whatever judgment one reaches
about the validity of public workers’ stakes, it is wise to minimize the losses
inflicted on current government employees. This is true whether one
believes public workers’ stakes to be legitimate and those losses lamentable
or whether one would simply like to economize on the political effort
required to engineer efficiency gains. In practice, this implies a relative bias
toward market-based approaches in newly launched services (where there
are few existing interests to disrupt), or in areas in which private sector
conditions of employment are not markedly inferior to those in govern-
ment, or those in which the public work force is already shrinking through
attrition or retirement. 

The third observation is considerably broader. The more turbulent
aspects of the debate over market-driven government reflect a submerged
debate about labor policy. What makes outsourcing and related reforms
particularly contentious in the United States is the widening gap between
conditions of employment in the public and private sectors. We are awk-
wardly cramming a conversation about relative compensation, job security,
and labor rights into a conversation about how government should select
and compensate its personnel and what tasks it should delegate to outside
organizations.

The American labor movement is reinforcing its stronghold in the pub-
lic sector as its private sector presence dwindles and employment practices
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tilt toward laissez-faire. Government workers constituted nearly 44 per-
cent of union membership in 2000, and an entirely plausible extension of
recent trends would make government the employer of a majority of orga-
nized workers in the not-too-distant future.54 As a matter of organizing
tactics, this focus on the public sector makes eminent sense from labor’s
perspective. But on the strategic level it threatens disaster. The conscious
and conspicuous defense of employment conditions for the delivery of tax-
funded services that are superior to what the market offers most taxpayers
promises to deepen hostility both toward government and toward the labor
movement. 

We will ultimately have to confront the disconnect between the condi-
tions of employment prevailing in government and business. Some will
prefer to level down toward the private sector model, dismantling govern-
mental labor protections and creating more room for both risk and reward
in the public sector. Others will prefer to level up toward the governmen-
tal model, updating and restoring bulwarks of labor rights that have eroded
over recent decades. But so long as labor policy remains the tacit subtext of
the debate, it will be hard to think clearly, or to talk honestly, about
market-based government.
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45. It is not clear that rents derived from public employment systematically flow toward
less favored workers. At the federal level, where budgets are funded largely by progressive
income taxes, the net effect is probably somewhat redistributive. The tax structure in most
states, however, tilts fiscal burdens toward taxpayers who are not notably more affluent than
the average state employee. The local picture is even more complex: The property taxes that
dominate local government finances tend to be progressive within a jurisdiction (though
not across localities), yet the biggest category of local employment is relatively well-paid
education work. Without a detailed sense of how discounts and premiums are distributed
across public jobs, it is impossible to specify the net distributive effect.

46. The most plausible story here is that improved efficiency, thanks to market-driven
methods, would boost the willingness of better-off citizens to accept higher government
spending. However, see chapter 13 in this volume for a cautionary note on this score.
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47. My grasp of socialist theory is shaky, but I am not aware of any major variant that
casts government employees as the vanguard. 

48. This is not the case in some developing economies, and the themes of this chapter
may not be exportable.

49. See, however, chapter 7 in this volume for an example of work on expanding
market-based mechanisms for giving force to individuals’ values. 

50. The federal government payroll includes three times the number of veterans as the
overall economy’s proportion of veterans—the result of explicit hiring preferences. African
Americans also disproportionately hold federal jobs, though women are slightly and
Hispanic Americans substantially underrepresented (Office of Personnel Management,
Federal Civilian Workforce Statistics, “Demographic Profile of the Federal Workforce as of
September 30, 2000,” table 1.1; private sector comparisons from Current Population
Survey data). 

51. The Earned Income Tax Credit is certainly more efficient (though of limited reach),
and minimum wages prop up low-end incomes (though at some economic cost); improv-
ing education and training is a philosophically more satisfying (but long-term and uncer-
tain) approach.

52. My guess is that the list will prove reasonably extensive.
53. The trend to outsource management while keeping rank-and-file workers on the

public payroll is consistent with this.
54. U.S. Department of Labor, Bureau of Labor Statistics, Labor Force Statistics from the

Current Population Survey, table 3, “Union Affiliation of Employed Wage and Salary
Workers by Occupation and Industry” (stats.bls.gov/news.release/union2.toc.htm [June 20,
2001]).
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Privatizing Public
Management

12  . 

P   the ideas of privatization and marketization
has had a profound impact on the way America thinks about the

proper scope of government. By the scope of government, I mean the set of
purposes that citizens have asked the government to assume responsibility
for achieving. Those who embrace the ideas of privatization and marketi-
zation often say, for example, that government should interfere as little as
possible with the natural workings of a private economy, or they say that
government should stick to its “core competencies” and resist being
dragged into areas in which it cannot perform well. These are claims about
the proper reach of government in society. 

The ideas of privatization and marketization have also had an important
impact, however, on how Americans think about the means government
relies upon to achieve its mandated ends as well as the ends themselves. For
example, governments are urged to take advantage of market-like mecha-
nisms to help them achieve their objectives; to take maximum advantage of
private enterprise in the pursuit of public goals; and to run public organi-
zations in more business-like ways.

The current popularity for the business model of government signals
another important belief about privatization and marketization: the idea
that management ideas from the private sector can make an important
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contribution to the way that public bureaucracies are managed.
Government organizations, for example, are now expected to focus on
“customer service” and to develop measurable “bottom lines” to enhance
their accountability to citizens and motivate their efforts on improving per-
formance. It is also thought that government would become more efficient
if it made less and bought more—that is, if government contracted its work
out to efficient private sector enterprises rather than continuing to rely on
rigid, inefficient government bureaucracies.1 These three notions—cus-
tomer service, the bottom line, and contracting out—are at the heart of the
privatization model of public management.

Improving Customer Service 

Of all the ideas about the model of private sector management in govern-
ment, the one that has probably had the broadest and most subtle impact
has been the notion that government as a whole could best be conceptual-
ized as a large “service enterprise” that lives or dies on the quality of service
it provides to its customers. Just as the private sector had to learn that it
could not take customer loyalty for granted, so the government has to give
up the arrogance that goes along with bureaucratic power and work harder
to ensure that citizens’ encounters with their government are convenient
and satisfying. Just as the private sector had to learn to be highly respon-
sive to changing and heterogeneous customer demands, so the public sec-
tor needs to abandon its rigid, autocratic bureaucracy in favor of a corps of
flexible civil servants who want nothing more than to be of help to citizens
who contact them for assistance. This idea is considered so self-evidently
meritorious that the administrations of both Bill Clinton and George W.
Bush have based their management agendas on the concept of customer
service. 

There is much to commend this particular idea. Anyone who has had a
government window snapped shut in her face, or has waited in a long line
to be told that he lacked the appropriate documentation for some privilege
he sought, can immediately understand the virtue of better treatment. To
the extent that the focus on customer service has caused government orga-
nizations to make themselves more respectful and more conveniently acces-
sible, all Americans can be grateful for the result. Yet the idea that the indi-
vidual citizens with whom government interacts should be treated as
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customers has some deeply problematic aspects. To understand the prob-
lem, it is important to look closely at the idea of “customer” in the private
sector and see how it carries over into the world of the public sector. 

Customers in the Private Sector 

The idea of a “customer” in a market has at least three important connota-
tions. The first is that a customer has a particular location in the “value
chain” that constitutes the productive processes of an enterprise. Customers
are encountered in individual transactions at the business end of the orga-
nization, where the rubber meets the road, so to speak. They are the ones
who get the specific product or service that the organization supplies.2

The second is that the customer is also the person who pays for the
product or service and, in so doing, provides the financial wherewithal for
the organization to carry on. At the outset, of course, before an organiza-
tion is actually producing products and services, it secures resources
through capital financing. That capital financing, however, will only last
for a while. In the end, financial sustainability and organizational survival
depend on actual customers who are willing to pay for the product or ser-
vice being offered and at prices and in quantities that will more than cover
the costs of producing the products and services. 

The third and least commonly acknowledged but perhaps most impor-
tant idea about a customer in the private sector is that it is the customer’s
satisfaction that provides the ultimate justification for the private firm’s
existence. It is tempting for someone who has been operating in the pub-
lic sector, coping with problems such as the relief of hunger or the care of
the handicapped, to look at the products and services produced by the pri-
vate sector with a certain disdain. What, they might ask, is the value of pro-
ducing such useless things as lemon-scented furniture polish or hula hoops
when there are so many other urgent problems in the world? Compared
with the importance of the products and services the public sector pro-
vides, where is the value in such trivial products? 

Yet private sector managers have a pretty convincing answer to this ques-
tion. They simply note that such things are presumed to be valuable
because individual customers are willing to take hard-earned money out of
their pockets and plunk it down on the counter to buy them. In doing so,
customers are giving fairly incontrovertible evidence that they value these
products and services and, furthermore, that they value them at a price in
excess of the cost of production. To the extent that society as a whole thinks
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it is socially valuable to organize itself to satisfy individual consumer
desires, then, one can say that a certain kind of public value is being cre-
ated by the production of lemon-scented furniture polish and hula hoops.
It is this kind of reasoning that provides the social justification for the
spread of markets and that makes the enhancement of customer satisfac-
tion an important normative as well as instrumental goal of private sector
organizations.

Customers in the Public Sector 

These three ideas associated with the idea of “customer” in the private sec-
tor point to quite different actors when the “customer” is transferred to the
public sector, and there is no actor who combines all three qualities. In the
first sense, as the individuals who receive the product or service an organi-
zation is producing, it is clear who the customers of government are: in a
school system, it is the student (or perhaps the parents); in the health-care
system, the patient; in the employment training sector, the unemployed
worker hoping to learn skills; in the welfare sector, the unsupported mother
seeking financial help in caring for herself and her children. These people all
resemble customers in the private sector in that they receive the products or
services delivered by public sector enterprises. They also, for the most part,
seem both to benefit from and to like the service they receive. 

As the individuals who occupy the position at the tail end of the produc-
tion process, and appear as beneficiaries, however, the “customers” of gov-
ernment may lack some other important characteristics of customers in the
private sector. Most important, perhaps, these individuals typically do not
pay the full cost of the product or service they receive. (If they did, the enter-
prise would not have to be publicly supported in any way.) Typically, the
public as a whole is subsidizing the cost of these services with tax dollars.3

If it is the public as a whole, rather than those who directly receive gov-
ernment services, that pays for the delivery of those services, then an
important question arises as to whose satisfaction constitutes the normative
justification for the enterprise. One can argue, of course, that the point of
a government enterprise is to make its clients happy—to make sure that
students like school, that patients feel well cared for in hospitals, that the
jobless find their training programs inspiring and helpful, that welfare
recipients feel that they are treated with dignity and compassion. It is quite
possible that the public that is paying for the service would agree with this
idea; given the opportunity, they might write into the mission statement of
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the organization that their aim includes the important goal of making its
clients happy in addition to any other goals it might have. In this case, the
potential tension between the ambitions of the collective and the satisfac-
tion of the individual clients would be resolved decisively in favor of satis-
fying the clients.

The public often has other goals, however, in addition to satisfying
clients. For example, in schools, society has the goal of educating children,
not just pleasing them. It wants the children to learn to read and write,
whether or not the children or their parents share this goal. Similarly, in
health-care settings, the quality of the care is not judged simply by whether
the rooms are comfortable and the staff treats the patients politely (the ser-
vice shell that could be wrapped around low-quality medical care to make
it feel good to the patients); quality care is also judged in terms of whether
it achieves the socially (and individually) desired result of restoring health.
Given the importance of the second goal, the public may quite appropri-
ately deliver high-quality medical service stripped of its attractive wrapper
of customer service. In the context of job training and welfare programs, it
is also true that society has ambitions for these clients that differ to some
degree from merely satisfying their desires. We want the poorly skilled to
learn trades and get jobs, not just to enjoy themselves; and we want welfare
recipients to find ways to reduce their dependency on the state. 

Indeed, the fact that society has interests in such programs beyond the
satisfaction of the clients is clear in the ways in which such programs are
evaluated. If the clients of government programs had the same normative
importance in the public sector that customers have in the private sector,
government programs could be evaluated simply by asking the clients
whether they valued the services they had received. If they said yes, and
claimed that they would have been willing to pay at least as much as the
cost of providing the service to them, then the program could be presumed
valuable. That is not generally how government evaluates social programs,
however. Instead, government tries to determine whether the program
achieved the outcomes that society had in mind when it launched the pro-
gram. Did children learn to read and write? Did patients’ health improve?
Have the unemployed found jobs? Have welfare recipients been able to
care for their children and gain economic independence? If these social
goals (in technical language, social, rather than individual, “utility func-
tions”) are achieved at a reasonable cost, the program is considered to have
been socially valuable, and if the social goals are not met, the program is
deemed a failure—regardless of client satisfaction. 
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This is not to say that client satisfaction is unimportant or entirely irrel-
evant. As noted above, authorization of a particular program might have
included the mandate that the program should satisfy its clients. Indeed,
the appropriateness of requiring government to pay attention to some
aspects of individual citizen satisfaction has long been recognized and is the
basis for granting the individual certain constitutional rights. These con-
tinue to have significant force in shaping the kind of services government
provides in the domains of education, mental health, juvenile corrections,
and so on. To the extent that such goals are present in the authorization for
a government program, either as expressed aspiration for the program or as
constitutional rights, the collective has enshrined concern for the welfare of
individual clients as an important goal of a policy or program.

Even if the goal of satisfying clients (or protecting their rights) is not
written into the policy instructions that guide public managers, however,
government might still be interested in producing client satisfaction as a
means to social ends rather than an end in itself. That is, in organizing a
school, or a hospital, or a training program, or a welfare program to achieve
social goals other than client satisfaction, the collective, or the managers
who act in their name, might decide that the social goals can only, or can
best, be achieved if the program is operated in ways that made the clients
happy. They could decide, for example, that it is important to students’
learning that they like school, not merely endure it. They could decide
that it is consistent with the aim of helping welfare recipients to get off the
dole to treat them with dignity and respect. Thus client satisfaction can be
viewed as an important way of efficiently and effectively accomplishing the
socially desired result.

Whether the collective views client satisfaction as an end or a means, how-
ever, what is important here is that the collective gets to decide on how it will
value individual client satisfaction in its collectively financed enterprises. The
collective’s preferences count because it is the choice of the collective to tax
and regulate themselves to produce the desired social result that established
the public program. That choice may have given more or less standing to the
satisfaction of individual clients as an object of public value.

The Delivery of Obligations 

Government is not only in the business of providing services to clients. It
is also in the business of imposing obligations on individual citizens. This
is most obvious in law enforcement organizations. Do people serving time
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in prison or arrested for a crime think of themselves as receiving a service?
Would society as a whole think that the point of corrections departments
and police departments is to make their clients happy? 

Similar issues arise in regulatory agencies designed to keep the air and
water clean or the workplace safe. Here, too, the clients of the organizations
are typically firms that may receive some technical advice from the govern-
ment in learning how to reduce the pollution or workplace hazards created
by their production practices but also often find themselves faced with oblig-
ations to change those practices. These issues arise in tax-collecting agencies,
as well. Taxpayers may receive the help of the organization in understanding
exactly what they owe in taxes, but ultimately they face obligations to pay up
on pain of civil and criminal sanctions if they fail to comply.

Authority As an Asset 

What is interesting about these situations is not only that clients are receiv-
ing obligations from the government, rather than services, but also that the
government is deploying a particular asset, one that private sector firms
typically cannot deploy: in these cases, the government is using its author-
ity, rather than its money, to accomplish social purposes. To many, it seems
odd to think of authority as an asset for the government. For one thing,
legitimate authority lacks a physical form. We can see the effects of author-
ity when it is exercised—we note when the tax collector has cashed our
check, we are clear about the moment when the policeman demands that
we drive more slowly or stand still to answer questions, we can see the reg-
ulatory inspector shut down a polluting firm. However, we cannot see and
count the stock of authority that the state has at its disposal; we can only
see the flow of authority as it is used.

Similarly, it is not clear that authority can be used up and consumed like
other assets. The legitimacy of the state’s authority can wear thin with use.
Indeed, it might wear out particularly quickly with frequent abuses of
authority. It is likely that as the state’s legitimacy ebbs, it may have to use
more physical coercion to achieve the same compliance with its rules that
it once got when it enjoyed greater legitimacy. This suggests that authority
can, in some important sense, get used up. The effective authority of the
state can also increase with the use of it. Indeed, that is the whole idea of
deterrence: that the authority of the state can be used in ways that magnify
its effect. In these respects, authority is unlike other kinds of physical or
economic assets.
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Finally, authority is not usually thought of as achieving a result nor as
justifiable based on its utility in producing a particular result. In the com-
mon conception, the use of authority should be guided by ideas of justice:
of what individuals owe to one another and of what the state can expect
and demand of individual citizens as a matter of principle. Authority is not
to be dragged out any time it is useful. There has to be some idea that it is
right to use authority, that the person who feels the obligation can under-
stand the reason for it, as well as understanding its usefulness. 

These important observations tend to undermine any simple claim that
it would be possible to think of authority as an asset of government. Yet it
is also important to recognize that authority is, in fact, an important asset
to government in at least two significant senses. First, authority can be used
interchangeably with money to achieve some desired social results. If an
important goal of government is to provide for the common defense, for
example, then the collective can achieve that result in either of two ways:
it can raise money and offer to pay people to serve in the military, or it can
institute a draft. The first method uses state money to accomplish the goal;
the second uses state authority. If it wants to clean up the air and water, it
can do so by offering to pay polluting firms for the costs of cleaning up or
by compelling the firms to stop dumping pollutants in the air and water
through the use of regulation. Again, it can use either money or authority
to accomplish the job it has been assigned to do.

Authority might also be similar to money in the sense that society is as
interested in economizing on its use as it is in economizing on the use of
tax dollars. Generally speaking, public enterprises depend on both money
and authority to achieve their purposes. Both are taken from private indi-
viduals to achieve public purposes. The money is taken from private con-
sumption, the authority is taken from private liberty. Because liberty is
highly valued in our society, it is reasonable to suppose that citizens would
prefer that the least possible authority be used in accomplishing a particu-
lar purpose, on the premise that it is better to induce people to contribute
to public purposes than to force them to do so. When force becomes nec-
essary, we might want it to be used legitimately and appropriately.

The use of force differs from the use of public money in important ways,
however, not the least of which is the normative framework used to evalu-
ate it. In judging the use of public funds, we are usually primarily interested
in how efficiently and effectively the funds have been used. This is a concern
with the use of authority, as well. But in an evaluation of the use of author-
ity, the focus often is on how justly or fairly, rather than how efficiently, the
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authority was used. We want to be sure that individuals were treated justly,
that they “got what they deserved,” and that their rights were protected. In
short, the use of authority to accomplish goals invokes important concerns
about equity and fairness as well as efficiency and effectiveness.

Most of the money that government uses to accomplish collectively
defined purposes is raised through taxes—that is, through the use of col-
lectively owned authority. If it is true that the money government uses to
accomplish its purposes relies on authority, then it seems reasonable to sup-
pose that some of the special concerns that attach to the use of authority
would also attach to the use of government tax dollars. Like authority itself,
money raised through the use of authority has to be spent not only eco-
nomically but also fairly. This follows as a natural consequence of viewing
authority as a collectively owned asset that can be used only for the bene-
fit of all and of recognizing that government money is raised through the
use of authority. Government cannot spend money for efficiency reasons
alone; it must spend it fairly to produce certain kinds of equity as well.

Insofar as government is concerned about producing equity in the pur-
suit of substantive objectives as well as the substantive objectives them-
selves, then what it means to be a customer of government is again trans-
formed. Equity brings in some notion of individual entitlement or desert
as well as a notion of socially recognized need or individual ability to pay
as characteristics that guide the flow of governmental activity to particular
individuals. To the extent that government programs are designed to pro-
duce equity—that is, to give to individuals what the collective has entitled
them to receive rather than what they need, want, or are willing to pay
for—collectively defined goals, once again, trump individual desires. Here,
however, the social goals include justice and fairness (as it has been collec-
tively defined) rather than simply the efficient production of goods and ser-
vices or the achievement of desired social outcomes.

In sum, the idea of a customer translates rather badly into the world of
public sector production and management. Those whom government
agencies meet as individual clients at the tail end of their production
processes do not pay for the service. Nor does their satisfaction constitute
the important justification of the enterprise. The welfare of the clients can
be counted as important and socially valuable if the collective has so stated
or if it turns out to be an effective means of achieving desired social results.
One cannot assume at the outset, however, that the point of the exercise is
to satisfy the clients. 
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Furthermore, both in circumstances in which society is providing ser-
vices to clients and those in which they are bringing obligations to bear,
public sector enterprises must be able to show that they operate fairly as
well as efficiently and effectively. This follows from the fact that govern-
ment authority is nearly always being used in some way when the govern-
ment takes action on behalf of collectively defined ambitions, and, as a
normative principle in a democratic society, government authority has to
be used fairly as well as economically and effectively. Because fairness is
not simply a property of the subjective experience of the client but is also
a socially defined quality both in individual transactions and in the aggre-
gate operations of a public sector entity, the overall social value produced
by a public organization departs even further from individual valuations
of what the organization produces. Government enterprises are in the
business of achieving collectively defined goals with the least and fairest
possible uses of the money and authority of the state. They are not in the
business of satisfying customers.

Defining the Public Sector’s Bottom Line 

A second important managerial idea brought to the public sector from the
world of private sector management is that government managers should
create a functional equivalent to the private sector’s famed “bottom line.”
The basic assumptions are that this will help public sector agencies become
more accountable to their citizen-owners; force them to think carefully and
concretely about what they really mean to accomplish; and improve per-
formance in the organization’s operations. As with the idea of “customer
service,” the idea that government agencies should create bottom lines for
themselves is considered so self-evidently sensible that legislatures through-
out the country have passed legislation mandating the development of
“performance measurement systems” that can reveal the value produced by
public organizations as reliably as private sector financial measures reveal
the value they have been able to produce.

Again, there is much to recommend this idea—more, I think, than the
idea that government should focus on customer service. Indeed, I count
myself one of the most ardent supporters of the notion that government
should make major efforts to improve the measurement of its performance.
Developing and relying on such measures is, in my opinion, probably the
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single most important thing that can be done to improve the performance
of public sector organizations. 

Yet, once again, we must be careful in transporting an important private
sector idea into the public sector environment. The difficulties in translat-
ing the concept of a “customer” both signals and helps us to understand the
ways in which it is necessary to reconstruct the simple idea of business’s
“bottom line” in a useful form in the public sector. To see why this is so, it
is necessary to understand what the “bottom line” is in the private sector
and why it has the power it seems to have in producing improved perfor-
mance in private sector organizations. 

The Bottom Line in the Private Sector 

The “bottom line” in the private sector is a financial measure. Specifically,
it measures the relationship between the revenues a firm earns by selling its
products and services to willing customers, on one hand, and the costs of
producing those products and services, on the other. If revenues exceed
costs, we say that the enterprise is profitable. 

The fact that a firm is profitable means a lot. As a practical matter, it
means that its investors can be paid and its managers and employees can
anticipate continued employment. The fact that a private firm makes a
profit also means, however, that it is plausible to assume that the firm has
created value. This follows from accepting two important ideas: first, that
the customers’ valuations of the organization’s outputs were recorded with
some precision through their voluntary choice to buy them at a particular
price; second, that the real social costs of producing the goods and services
were accurately reflected in the prices that the firm had to pay for the mate-
rials, labor, and capital it used to create the products and services. If con-
sumers valued the product at more than the cost of producing it, then
arguably value has been created by the firm’s operations.

The financial bottom line is a relatively clear and objective way of sum-
marizing and assessing the net value that a firm produces. Because it is so
clear and so objective, simple reporting of the facts tends to end arguments
about whether the firm has been successful. Consequently, instead of argu-
ing endlessly about what constitutes good performance, the firm can focus
its attention on producing results. That makes the firm much more disci-
plined and focused.

For the bottom line to carry behavioral power, the information on
which it is based must be relatively inexpensive for a firm to gather and
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must come in quickly and continuously. A private sector firm can under-
stand its costs simply by keeping track of its expenditures. (This is routine
cost accounting.) It can understand the value it produces simply by keep-
ing track of its revenues. (This is routine financial management.) The firm
does not have to spend time and effort going outside the boundaries of the
organization to find out how the customer actually used the product and
whether it really did improve the customer’s quality of life in some way.
Nor does it have to wait to see what effect the product or service has had
on the customer. All the relevant information about value is present as the
cash crosses the counter. 

Private sector firms get a huge amount of information about their per-
formance from their financial management systems. They know their
costs. They know their revenues. They can interpret their revenues as a
reliable expression of the value of their output. They can directly compare
revenues to costs, and they can do so for a wide variety of products they
produce. In all these ways, the bottom line is truly a powerful idea in the
private sector. It would be terrific if the public sector could have something
comparable. 

A Bottom Line for the Public Sector 

As in the case of “customer service,” however, the idea of a bottom line has
to make a somewhat tortuous journey as is crosses from the private to the
public sector. The identification of the economic and financial costs of
producing governmental output remains pretty much intact as it crosses
from the private to the public sector. In principle, it should be no more dif-
ficult for public sector managers to discover their costs than for private sec-
tor managers. After all, government managers pay prices for factors of pro-
duction just as private firms do. Those costs register in expenses the
organization makes. All they need do to understand their costs is to apply
the elementary principles of cost accounting. 

The problem arises, however, when government managers try to capture
the information contained in the second part of the bottom line—namely,
the “revenue” number. Government agencies have financial revenues, of
course. They need money to buy the materials, pay the salaries, and main-
tain the buildings in which they carry out their operations. Some of these
revenues might even be earned by charging clients fees for particular prod-
ucts and services. For the most part, however, the financial revenues used
by government agencies do not come from the sale of products and services
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to willing customers. They come instead from taxes imposed on the gen-
eral population to support a collectively decided purpose. 

This fact has three important consequences for public managers. First,
it changes our ideas about who determines the value of the output of the
public agency. If customers are not spending their money to buy govern-
ment’s products and services, then how is the value of those products and
services to be determined? The answer is that it is the collective, acting
through the (admittedly clumsy) machinery of representative government,
that is assigning value to public sector output. It is the purposes set out in
policy mandates and organizational missions, authorized and approved by
legislatures and refined in executive branch policymaking—not the
clients—that define the value produced by public sector organizations. 

Second, if the public sector is earning its revenues not by selling prod-
ucts and services to customers but instead by achieving social purposes
and goals that have been established by a collective process, then the met-
ric used to define the value produced by the organization must change.
The financial revenue measure does not serve the purpose, because this
figure no longer has the meaning it has in the private sector. The financial
revenue measure for government is a statement about the amount of
money the collective has authorized to be spent on behalf of a particular
purpose; it is not a record of the value that customers place on the output
of the organization. The accurate measure of performance has to be,
instead, some kind of social impact analysis that allows the collective to
determine whether and to what extent the organization has succeeded in
achieving the goals the collective has set for it. That analysis will typically
be carried out by observing the effects a government program or policy
has had on some objective social conditions: for example, whether drug
use has been reduced, whether welfare clients have made the transition to
work, whether an epidemic has been avoided through the use of immu-
nization, and the like.4

Third, without revenues generated by the purchases of willing cus-
tomers as a handy summary of the (gross) value produced by the organiza-
tion, government managers will need more than a financial accounting sys-
tem to measure the net value of their output. In fact, when they look at
their financial statements and learn whether they have operated within
budgeted revenues, they know nothing about the value of what it is they
have produced. They know only whether they have stayed within the
financial bounds of what the legislature was prepared to spend on a partic-
ular venture—whatever the results, and the value of those results, might be. 
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The fact that financial revenues do not measure the value of governmen-
tal output in the public sector is critical for the management of government
agencies. Consider what an automobile manufacturer in the private sector
would do if he could have all the cost information he wanted but knew
nothing about the revenues he had earned from the sale of cars. It should be
obvious that he would be in a lot of trouble. He would probably try to work
his way out of trouble by doing many of the things that government man-
agers try to do. He would conduct surveys to determine how much his cus-
tomers liked the cars they bought. He would ask different kinds of engineers
to set standards for what constituted a “good car” and see how closely his
cars matched those standards. He might even try to find out how his cars
were being used and whether they were improving the quality of individual
and social life. The point is this: he would face serious challenges in deter-
mining the value of the cars he produced if he were denied information
about how much customers had paid for his product. 

As a practical matter we have only a few limited methods to use to gauge
the value of public sector output. In the past, we have relied principally on
such techniques as program evaluation, cost-effectiveness analysis, and
benefit-cost analysis.5 The difficulties have been sufficient to dash the hopes
of many who thought that these techniques could fully compensate for the
lack of a bottom line in government management. These techniques them-
selves have lacked the objectivity and simplicity of the bottom line. 

There is a further problem, however. The techniques of policy and pro-
gram evaluation have as their underlying unit of analysis a policy or a pro-
gram. The private sector’s financial balance sheet, in contrast, has as its
underlying unit of analysis an organization. One might imagine that this
is not a great problem—that one could easily construct some kind of cross-
walk that would transform policy or program numbers to organizational
numbers. This turns out to be not quite true, however. Many public poli-
cies, for example, rely on contributions from many different organizations.
Similarly, many organizations consist of bundles of policies and programs
that are spread across organizational subunits. Moreover, many of the poli-
cies and programs within an organization depend on contributions from
other public organizations to achieve the desired results. 

The most difficult problem, however, is probably that government orga-
nizations are more than the sum of the policies and programs in whose
implementation they have a role. Certainly no one in the private sector
would think that a private sector organization is simply the sum of its cur-
rent product lines. A private sector organization has been constructed to
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develop synergies among its product lines. It has developed a brand and a
reputation within particular markets that transcend particular products. It
has information and strategic planning systems that allow it to search for
and find higher-value uses of the organization’s assets. It is this whole pack-
age that is valued in the market, not just the performance of the organiza-
tion in its current product lines. 

Consequently, the value of a public sector organization might not lie
simply in the summation of the value of the policies and programs for
which it is responsible or to which it is contributing some portion of the
effort. Interestingly, the General Accounting Office once tried to develop
a method for conducting an evaluation of cabinet-level organizations as a
whole, viewed over time. It called the evaluations its “general management
reviews.” The aim was to go beyond its usual methods of evaluating orga-
nizations, which generally consisted of two different kinds of evaluations:
an examination of the organization’s administrative systems, to determine
whether they were in good shape, and program evaluations and benefit-
cost studies of particular programs within the organization’s jurisdiction.
Instead of the limited views provided by these methods, the General
Accounting Office wanted a picture of the organization’s performance as a
whole over a five-to-ten-year period—the kind of information that private
investors have about firms in the private sector. Significantly, this effort
failed. It failed partly because of technical difficulties: it was difficult to
develop measurement tools for doing this work. But it also failed because
of lack of congressional support: it was hard to find someone in Congress
who was really interested in organizational performance as opposed to pol-
icy impact or program accomplishment. It was hard for elected representa-
tives of the people to think about the value of public sector enterprises as
organizations as distinct from policies or programs. 

One might conclude from the foregoing that the only way to develop a
bottom line for government is to somehow improve our methods of pro-
gram evaluation and benefit-cost analysis. That might be true. The diffi-
culty, however, is that such program evaluations are expensive to conduct,
and only a few of any agency’s organizations will be subject to serious eval-
uations in any given year. Moreover, by the time the information from
such studies becomes available, the program has already been operating
long enough to produce the effects that originally justified it. That means
that it is hard to use this information in the short run to hold managers
accountable for performance in real time as they are making decisions and
spending resources.
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The implication of these observations is that the public sector is cur-
rently stuck with two inadequate systems for measuring its performance.
Its financial system, unlike the financial systems in private sector firms,
cannot tell the agency much about the net value of what it is producing
because it lacks the important piece of information that comes from indi-
viduals’ directly valuing the products and services (and obligations) it deliv-
ers. On the other hand, program evaluations and benefit-cost analyses can-
not be done comprehensively enough or quickly enough to make them
useful to management in running organizations.

One possible answer to this dilemma would be to rely more on cus-
tomer surveys of government clients. That is the line recommended by
those who favor focusing on customer satisfaction. Such surveys might well
be useful—even surveys of those who receive obligations from the govern-
ment. The value of the information that comes in from customer surveys
will be inadequate, however, for the reason noted above: namely, that the
government is interested in more than customer satisfaction. It is also
interested in knowing whether collectively valued results, encoded in pol-
icy mandates and mission statements, have been achieved, regardless of the
satisfaction of the clientele.

A better answer might go something like this: First, government man-
agers need to have detailed negotiations with their elected overseers about
what constitutes value-creating performance and the terms to which they
will be held accountable. Second, government managers need to construct
and maintain measurement and reporting systems that make their opera-
tions transparent to their overseers on the dimensions of performance that
concern them. 

In all likelihood, this process would generate the need to collect infor-
mation about many different dimensions of government performance. It
would also put pressure on government to measure not only outcomes but
also processes and activities. In evaluating the performance of a welfare
program, for example, some overseers would be primarily interested in how
well the clients were treated and whether their dignity and privacy had
been respected. Some would be interested in determining whether the pro-
gram had been successful in helping them make the shift to gainful
employment. Others would be interested in the amount of money that
had been lost to fraud. Still others would be interested only in the overall
cost of the program.

To some, the idea of multiple measures of government performance,
and measures that would cover not only outcomes but also outputs,
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processes, and activities, violates important ideas about how government
programs should be evaluated. Instead, they feel, evaluations of govern-
ment should focus on outcomes only, not outputs and processes, and
should yield a single measure, equivalent to the bottom line of the private
sector. Policymakers looking at multiple measures of performance will have
to face the problem of how to add all the measures together to decide
whether the program is valuable, all things considered; it will not be possi-
ble to isolate output and process to determine their effect on the achieve-
ment of desired results. 

These objections are all valid: it is difficult to establish on an “objective
basis” the (net) value of what government is doing. On the other hand,
some real benefits are associated with constructing a scheme that has mul-
tiple measures covering costs, processes, and outputs as well as outcomes. 

First, American citizens are interested in costs as well as in outcomes.
Indeed, it is important to remember that the bottom line is a multiple
measure: it includes both revenues and costs. It is converted into a single
number only through a function that relates revenues to costs. In the pub-
lic sector as well as in the private, we are not simply interested in maxi-
mizing the value of the output independent of cost; we are interested in
maximizing the difference between the values of the resources used and the
output generated.

Second, American citizens often place a value on the way government
operates as well as the results it produces: we want to know that the gov-
ernment has distributed its resources according to some agreed-upon
notion of desert, as well as need; and that it operates fairly and properly in
its encounters with citizens, as well as producing outcomes. Third, those
who authorize public activity often do so for different reasons, or they
emphasize some values in a public policy decision over others. If authorizer
A values effects x and y, and authorizer B values effects y and z, A and B can
probably make a deal to authorize the policy, but they will evaluate the
impact of the policy in different terms and will want different kinds of
information about what the policy is producing. For all these reasons, mul-
tiple measures seem better than single measures; and measures that focus
on costs, activities, outputs, and outcomes more useful than measures that
focus only on outcomes.

Interestingly, this conclusion about what is necessary and desirable in
the measurement of public sector performance is increasingly being
embraced by private sector companies as well. The most sophisticated pri-
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vate sector companies are relying less exclusively on financial measures to
guide their decisions and operations than they once did. They are, instead,
increasingly employing a “balanced scorecard” that uses multiple measures
distributed across the “value chain”—leading from fungible resources to
concrete outputs, evaluated by customers not only in the short run, at the
time of purchase, but also over the long run, as they maintain or abandon
a relationship with the company. In this respect, the private sector is mov-
ing by choice toward a process that government must of necessity embrace
because its financial scorecard gives it inadequate information.

Contracting Out 

A third influential idea about public management that derives from mar-
ket ideas is the notion that government should contract out more of its
activities to nongovernmental producers. Again, there is much that is use-
ful in this suggestion. It emphasizes the important difference between
deciding that some goal is worth public financing and selecting public
bureaucracies and government employees as the best way to produce it. It
reminds us that the public might agree collectively on an important goal,
and agree to tax and regulate itself to produce that result, but decide to use
the money so raised to pay some nongovernmental agency to achieve that
result.

Presumably, the decision to contract out would be a good one if the
nongovernmental organization were capable of achieving the desired
results more efficiently, more effectively, and with more responsiveness to
clients than the government bureaucracy that was the principal alternative.
Because government bureaucracies are often thought of as expensive, rigid,
indifferent to the quality of service they provide to clients, and slow to
innovate, it is not hard to believe that public services could be delivered
more effectively and responsively by private organizations. 

The private sector firms with whom government might contract include
both nonprofit and for-profit firms. Both kinds of firms are private in the
sense that they are legally independent of government control. They are
publicly accountable through their boards of directors, whose only obliga-
tions are to act in accordance with the broad principles of corporate
accountability. Unlike public agencies, they are not directly accountable to
elected public officials who can direct and control their operations. 
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Of course, to the extent that they sign a contract with a government
agency to produce particular results, using particular means, both non-
profit and for-profit organizations become accountable to the government
for that portion of their operation that is covered by the government con-
tract. The difference is that some kind of boundary exists between the
state, on one hand, and the nongovernmental organizations, on the other.
The nongovernmental organizations are free to do what they want with
that portion of their resources that does not come from government. They
are also free to refuse to do business with government and to seek revenues
from other sources, such as the sale of products and services to customers
in private markets or the solicitation of charitable contributions.

This “independence” from government is potentially useful and impor-
tant to both sides of the contractual agreement. It gives both the nonprofit
and the for-profit organizations a bit of latitude and discretion in deciding
how they will do their work, without government oversight over all of the
details. For example, both for-profits and nonprofits are free to experiment
with new methods for achieving public purposes in ways that would be dif-
ficult for public sector organizations to do. They can “gamble” on new
processes, using their own resources in ways that government might find
reckless and irresponsible. This gives the private organizations a greater
capacity to innovate in the general methods to be used in curing illness or
providing job training. 

These private contractors also have some discretion in adapting the way
they respond to heterogeneous client populations. If they have contracted
with the government to produce outcomes, rather than to deliver services
in a uniform way, they are free within the bounds of their contract to
deliver different services to different individuals as is necessary to achieve
the results. They are not necessarily bound, as a government bureaucracy
might be, to treat all clients alike. 

Nongovernmental organizations have this freedom to innovate and
adapt to heterogeneous clients at least in part because their operations are
not wholly accountable to politics and government but only in that part of
their operations that is covered by the government contract. In contrast, a
public bureaucracy would be entirely accountable to politics and govern-
ment. As a result, when the government agency tried an innovation that
failed, or when it responded differently to different cases, it would be vul-
nerable to charges of reckless incompetence and unfairness.

To many, the independence of the nongovernmental organizations
(even when bounded by a contract with the government) is the problem,
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however, not the solution. They worry that, in the discretionary spaces left
to the private contractor, the private contractor will make choices that
would depart from the values and aims of the society and its surrogate, gov-
ernment, and that to that degree, some important public value will be lost.
They worry, for example, that a for-profit firm contracted to provide job
training programs will respond by recruiting the candidates who are easy to
train and ignoring the others. Such conduct would be fully consistent with
a public contract that paid the private firm for socially desired outcomes
(for example, successful placements). It would also be consistent with the
private firm’s desire to maximize its profits because it would allow the for-
profit firm to keep its costs low while achieving its contractually mandated
results. 

This conduct might not be consistent with the goal of the public, how-
ever, who might think it more publicly valuable to train the hard-core
unemployed than those who were only temporarily unemployed. They
might have this view on the prudential ground that training the hard-core
unemployed would reduce future problems and government payments
more than training those who might be able to improve their circumstances
on their own and would not, in any case, be as significant a problem.
Alternatively, they might have this view on the justice ground that the worst
off are most deserving of assistance. In either case, the public would not
have gotten what it valued from the private firm. Another common worry
that applies more to contracting with nonprofit organizations is that such
organizations might display favoritism toward clients with the same reli-
gious commitments or ethnic origins as those who initiated or sustained the
nonprofit organization. The fear is that any discretion left to those who use
government assets will end up being used for purposes that are important to
those actors rather than for purposes that are important to the public. 

There are only a limited number of ways of coping with this “agency”
problem. One can try to write rules that reduce or guide discretion so that
the agents can be held accountable for producing what the public wants; or
one can rely on the judgment of the agents one hires to carry out the pur-
poses. The first is, in many ways, the bureaucratic solution. The reason that
government has so many rules is precisely because its demands for account-
ability are so high. The public wants to be sure that every scrap of public
money and public authority it has granted to a public purpose is used effi-
ciently, effectively, fairly, and justly to produce the desired results. The pub-
lic quite rightly worries that if the people who spend the government’s
money and authority are given too much discretion, they will abuse it.
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They will steal. They will become lazy. They will try out their own unin-
formed ideas about how to accomplish the assigned task. They will express
their unreasonable prejudices. To control these problems of fraud, waste,
and abuse, governments write detailed policies and procedures and enforce
them through close supervision—all of which increase the costs and reduce
the flexibility of government operations.

The second option, relying on the discretion of the agents one hires,
might be realized in government operations if Americans could somehow
trust the professionalism and commitment of government employees.
There was a time when we did—when we thought that government
employees were not mere bureaucrats but public servants professionally
trained for their jobs and morally committed to pursuing public rather
than their own individual purposes. Now, however, because Americans no
longer trust their public officials and have found the limits of trying to con-
trol officials’ behavior through rules and direct supervision, attention has
shifted to a different kind of agent to pursue our public purposes—not a
bureaucrat but a government contractor from the nonprofit or for-profit
sector. 

In terms of dependence on the discretion of the private contractor, there
might be important reasons for the government to prefer contracting with
a nonprofit rather than for-profit enterprise. A nonprofit organization, for
example, does not seek to maximize a financial return for its owners. Its
“capital” is charitable capital and does not demand payment for its use.
Furthermore, a nonprofit organization can often add voluntarily con-
tributed resources of money, time, and material to its production processes,
thereby reducing the price it would have to charge the government to
achieve the same result. Finally, one might suppose that many employees of
nonprofit organizations work for love of the cause as well as their pay-
checks; this might imply not only that the nonprofit would be less expen-
sive but also that it would be more reliable in the execution of its duties.
These features, if true of nonprofit organizations, would give them a cost
and quality advantage over for-profit firms. 

Indeed, the reason to be concerned about using for-profit firms as con-
tractors is precisely that their goal is to maximize financial returns. This
means that they will treat the performance standards set by government as
a constraint and will use any discretionary room that is left to them in the
contractual arrangements to maximize their financial returns. Thus,
unlike a nonprofit organization, which has less reason to try to maximize
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financial returns, the for-profit firm will shift residual value in the opera-
tions to the owners of the organization rather than either the clients or the
employees.

Of course, nonprofit organizations have their own characteristic vul-
nerabilities as agents of public purposes. Some worry that nonprofit con-
tractors may behave in discriminatory ways, others that the nonprofit will
be so serious in the achievement of its mission that it will be indifferent to
the costs, spending more on achieving results it deems valuable than on the
results the public values.

To address these concerns, government could rely once again on the
strategy of trying to control discretion through rules—in this case, by writ-
ing more detailed contracts. However, these contracts come increasingly to
look like the dense structure of policies and rules that we formerly relied on
to control bureaucrats. The thickly structured contract may take away the
very flexibility that was the original goal in shifting from directly produc-
ing government operations to contracting them out. The only thing gained
is a temporary moment of freedom before the inexorable demands for pub-
lic accountability reassert themselves and make their claims felt through the
contracts that structure the relations between government and the organi-
zations it is relying on to achieve its results. 

Even if the benefits of contracting out are less than first imagined in
terms of increasing the innovativeness and flexibility of government oper-
ations, contracting out might still be the best available option because it
would allow the public to take advantage of competitive pressures to force
cost reductions and quality improvements. In principle, of course, a gov-
ernment could structure competition into its own internal operations. It
could, for example, treat different schools or different precincts of a police
department as “profit centers,” allocating both budget and responsibility to
those schools and precincts that were performing well and taking away
budget and responsibility from those schools and precincts that were per-
forming poorly. It does not really do this, however, and would probably be
prevented from doing so by the existing structures of political account-
ability and control. 

The easiest way to take advantage of competitive pressures would be to
put government activities out to bid. This would be particularly effective
if private suppliers of the services government wanted to produce already
existed. The government has long used this principle in buying things
such as paper, desks, pencils, real estate, automobiles, and even vehicle
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maintenance. It has also used this principle for decades in contracting for
such core government functions as the building of advanced weapons sys-
tems. It is now increasingly using this idea in the social services sector, as well.

An important question in setting up such competitive systems, however,
is whether government agencies would be allowed into the competition. In
one version of this idea, what was previously produced directly by govern-
ment is put up for bid, and only private suppliers can bid for the work.
This is commonly called “privatization.” In another version, the work is
put out to bid, and private contractors are encouraged to apply, but gov-
ernment agencies are also invited to bid for the work. This is commonly
called “marketization.” These two systems—privatization and marketiza-
tion—could be evaluated along several different criteria: Which system is
likely to make the most effective use of competition to drive down costs or
increase quantity and quality for any given expenditure? Which is “fairer”?
Which is politically more feasible? 

A little reflection reveals that the marketization option is to be preferred
to the privatization option on all grounds. Once the commitment to the
use of competition has been made, there is no reason to restrict that com-
petition to private suppliers. If former government bureaucrats are able to
form enterprises that can do the job more efficiently, effectively, and fairly
than private firms, then it would be to the public’s advantage to allow them
to compete. This would have the additional virtue of being fairer to gov-
ernment employees, who would otherwise be arbitrarily excluded from
employment opportunities. To give special preference to private firms
might advance the principle that the government should not take business
away from private suppliers, but it would do so at a cost to the public if the
public providers were, in fact, better than the private suppliers.

The key to successfully contracting out government business is the abil-
ity to say clearly, concretely, and completely what it is that the government
wants to produce: that is, to define the value that the public is trying to cap-
ture through any given operation. This is, as it always has been, where the
trouble lies. It is difficult for a collective to reach agreement on the precise
attributes of public value that it wants to see produced in a given part of the
public sector. Defining social utility functions in ways that they can be writ-
ten into contracts is tough conceptually, analytically, and technically—and
politically. The political problem will arise not from disagreement about
the desired direction of change but from the difficulty to clearly define the
relative importance of different attributes of performance. 
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To the extent that weakness shows up in our collective ability to define
what we are trying to accomplish, an important vulnerability is introduced
into the contractual system. Sloppiness in the definition of purposes will
allow the private agents—whether nonprofit or for-profit—to advance
purposes, using public resources, that the public does not necessarily want.
It will also prevent competitive pressure from doing the work it is sup-
posed to do because it will focus competition on getting better at things
that are not necessarily valuable. On the other hand, to the extent that
what the public wants can be clearly articulated, it may not be necessary to
go to a contracting system. It may be possible to measure the performance
of public sector organizations and hold them accountable for achieving the
goals set for them. 

The real key to producing more of what the public wants is not neces-
sarily to be found only in new forms of administration. It lies instead in fig-
uring out how to help politics and public policymaking become clearer in
characterizing what the American public has collectively decided to pro-
duce. If that cannot be done, then no amount of administrative tinkering
will save us; our ability to produce what we want will be limited, no mat-
ter what we do. On the other hand, if the goals and values can be clearly
articulated, then all the tasks of managing to produce the desired result
become much easier. We will know how to measure the performance of
public sector organizations. We will know how to structure the competi-
tion among government agencies, nonprofit suppliers, and for-profit firms
to ensure that costs are low in the short run and that they go down over the
long run through the creation and adoption of important innovations. The
problem in government management continues to be the difficulty of orga-
nizing politics to give a clear mandate of what is to be produced. That
problem cannot be solved by pretending that “customer satisfaction” can
best determine what government services should be produced or that “con-
tracting out” will yield reduction in costs and improvement in quality
when we have not been able to articulate what we intended to produce in
the first place. 

Conclusions 

In the end, the most valuable idea that comes from the private sector is
that government management should aim at the production of value:
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government should use the valuable assets entrusted to it by its citizenry
to produce things that are publicly valued. The mark of excellence in gov-
ernment management should be the same as it is in the private sector:
namely, accomplishing established purposes as efficiently and effectively as
possible and finding and exploiting the highest-value uses of the assets of
government. 

It remains maddeningly difficult to say what constitutes a valuable con-
tribution of government, however. Two of the most important ideas that
come to government from the private sector seek to provide an answer to
that question. In one formulation, the goal of government is said to be the
satisfaction of customers. That metric raises two questions: Who are the
“customers” of government? What do they value? In the second formula-
tion, it is recommended that the government establish the equivalent of a
“bottom line.” Yet as it turns out, the financial information the private sec-
tor uses to construct a meaningful bottom line is inadequate to the task of
management in the public sector. The meaning of revenues raised by gov-
ernment agencies by levying taxes is different from the meaning of rev-
enues earned by a private sector firm through its sale of products and ser-
vices. Efforts to construct substitute measures have all had both conceptual
and practical difficulties. We can be sure that contracting out can succeed
only if we are able to clearly articulate what constitutes the value that the
government seeks to produce through the contract. That is a necessary if
not sufficient condition for contracting out to produce the improvements
we hope for.

Thus the key challenge for government management remains what it
has always been: to get some kind of secure and clear declaration from the
citizens and their elected representatives of the value they would like gov-
ernment to produce. Paradoxically, the most important way to strengthen
public management is to strengthen the quality of our deliberative politi-
cal processes and to engage public agencies as intensely with that conver-
sation as private sector firms are engaged in understanding their consumer
markets.

Notes

1. It is easy to imagine that the application of these private sector management ideas
might belong primarily to discussions about the means rather than the ends of govern-
ment. In this view, management is seen as a discipline that is primarily concerned about
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means, not ends—the how-to rather than the what. In reality, however, many of the most
interesting and important private sector management ideas offer advice about choosing
ends as well as means. For example, concepts of corporate strategy focus not solely on means
but also on finding the highest-value use of the organization’s existing assets or the best “fit”
between an organization’s existing capabilities and market opportunities projected into the
future. These private sector management concepts explore how to choose ends wisely as well
as the most effective means for achieving given ends. 

Inevitably, some of this private sector management wisdom gets rolled into discussions
about how government performance might be improved. For the most part, these com-
monsense management ideas have aligned themselves rather neatly with the same conserv-
ative views of the proper role of government that have animated the interest in the “priva-
tization” and “marketization” of societies. 

It would be possible, then, as part of our examination of the impact of “markets” on gov-
ernment, to examine private sector management ideas as ideas that have implications for the
ends of government as well as the means. In this chapter, however, I resist the temptation
to do so. I restrict myself to talking about those private sector management ideas that are
focused primarily on enhancing government’s capacities to achieve purposes it has accepted.

2. Of course, the concrete individuals who are customers of a private sector firm may
also be investors or employees of the firm and therefore participate in the operations of the
organization “upstream,” at the governance end of the organization, and at the production
stage of the enterprise as well as at the output stage. By definition, however, the customer
is the person who is at the tail-end of the organization’s production processes.

3. This is true even when the services are being paid for by the individuals with govern-
ment-financed vouchers. Of course, if government pays for things through vouchers, the
perspective of those running publicly supported organizations will change in important
ways. Instead of looking upward to a government contractor with specifications to be met,
they will look outward to individuals with vouchers to spend. In this respect, to the orga-
nizations providing services, government clients will look more like customers than they do
under government contracts, because they will have money to spend and will be able to
choose where to spend it. This, in turn, may have salutary effects on how hard the organi-
zations work to satisfy the customers. The fact remains, however, that part of the financing
of the clients’ purchases comes from the collective and often comes with strings attached.
Food stamps cannot be used to purchase liquor, for example; and vouchers for employment
training may only be spent at accredited institutions. Those strings represent the shadow of
the collective’s ideas about the purposes to be served by this government spending as well
as the shadow of the ideas of the individuals to whom the vouchers were supplied. It
remains important that the publicly financed organizations satisfy the collective aspiration
as well as those of the individual.

4. Of course, once we determined the extent to which an organization had achieved the
concrete social goals set for it, we might try to convert these effects into economic value.
That would allow us to compare the results of governmental activity directly with the finan-
cial costs of undertaking the effort. It would also allow us to compare the relative value of
one government undertaking relative to another in a straightforward way. Although this
possibility is attractive in theory, it has proved difficult to achieve in practice. Even when
technical experts succeed in producing some agreed-upon estimates of the economic value
of the benefits produced by governmental operations, the deliberative bodies that judge the
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value of government operations have not been much influenced by these numbers. They
have preferred in most instances simply to look at the concrete effects and decide whether
or not to go ahead with the program.

5. The first two of these techniques rely on first defining the social purposes to be
advanced by a policy or program and then finding the empirical means of determining the
degree to which a particular policy or program achieved the intended goals. Finding reliable
objective, quantitative measures of the “success” of a program often poses serious conceptual
and empirical problems. It also turns out to be difficult to reliably attribute any observed
changes in the measures of success that are chosen to the specific policy or program. The rea-
son is that the important social effects have typically occurred both far down a causal chain
and remote in space and time from the specific governmental action that was taken. In the
space that lies between the government output and the observed social outcome, many fac-
tors other than the government’s efforts can play an important causal role that either
enhances or detracts from the impact of the government effort. The idea of benefit-cost
analysis faces all the same difficulties as program evaluation and cost-effectiveness analysis but
also imposes a third heavy burden: namely, the burden of taking some concrete effects of
policies and programs and translating them into economic or financial value through some
process of monetizing the value of what was produced.
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A ’  their governments. Both the scientific polls 
and our informal, sidewalk empiricism tell us so. When asked the

basic question—Do you trust the government to do the right thing?—
many citizens are answering no.1

Why? Thirty years ago, Peter Drucker, in an essay on “the sickness of
government,” took note of the “distrust of government” and offered one
explanation: “the greatest factor in the disenchantment with government is
that government has not performed.” Moreover, Drucker concluded, this
failure in performance was inherent to government. “The main lesson of
the last fifty years,” he wrote, is that “government is not a ‘doer.’” Indeed,
“the problem that government now faces,” Drucker continued, is “the
incompatibility between ‘governing’ and ‘doing.’”2

As an alternative, Drucker offered his version of market-based gover-
nance, which he labels “reprivatization.” Government should act as the
“conductor,” while nongovernmental organizations “would be seen as
organs for the accomplishment of results.” Drucker explained his choice of

The author thanks John D. Donahue, Shelley H. Metzenbaum, Bonnie Newman, Joan
Goodman-Williamson, and the participants in the Visions of Governance in the Twenty-
First Century Project’s conference for their valuable comments and suggestions on a draft
of this chapter.
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the conductor metaphor: “The conductor himself does not play an instru-
ment. He need not even know how to play an instrument. His job is to
know the capacity of each instrument and to evoke optimal performance
from each. Instead of ‘performing,’ he ‘conducts.’ Instead of ‘doing,’ he
leads.” Drucker’s “doing” would be the responsibility of “institutions not
run by government.” Thus, he concluded, “the design of new non-govern-
mental, autonomous institutions as agents of social performance under
reprivatization may well become a central job for tomorrow’s political
architects.”3

Drucker’s call for government to stop being a “doer” and to become
instead a “conductor” has obvious similarities to the suggestion made by
David Osborne and Ted Gaebler that government should “steer rather than
row.” Osborne and Gaebler advocate for a government that is both market
oriented and results oriented. They believe in “the superiority of market
mechanisms over administrative mechanisms” and conclude that “if we
applied market-oriented thinking to our public systems, we could accom-
plish a great deal.” “The key to reinvented government,” they argue, “is
changing the markets that operate within the public sector.”4

Indeed, market-based governance has become a central theme of what is
known internationally as the “new public management.”5 Not all of the
conceptions of the new public management emphasize market mecha-
nisms, and some stress cost reduction more than performance improve-
ment. Nevertheless, many contemporary efforts to rectify Drucker’s sick-
ness of government do employ market mechanisms to enhance the
performance of government.

Drucker certainly considered the inability of government to produce
results a serious problem. Indeed, because of this failure of government 
to perform, “we no longer expect results from government.” Once, 
“we expected miracles,” Drucker continued, “and that always produces 
disillusionment.”6

Drucker’s analysis suggests one possible way to reduce (if not eliminate)
the disenchantment with government and thus to enhance the citizenry’s
trust in public institutions. By improving performance and producing
results, government may be able to earn back the public’s trust. After all, if
our collective expectations for government’s performance are so low, pub-
lic agencies might, by producing a few significant results, build a reputa-
tion for producing miracles. In business and politics, winning means beat-
ing the expectations; and when playing this expectations game, prior
expectations count as much as subsequent performance.7
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If government could only improve its performance, people might trust
it more. Maybe if the leaders and managers of public agencies could ratchet
up the results that they produce for citizens, they might earn more trust.
After all, what could do more for the public’s understanding that govern-
ment can do the right thing than for government to do some right things
well—and do a number of different right things really well? Thus one of
the implicit promises of market-based governance is that it will not only
directly improve the performance of government but also, as a result, indi-
rectly improve the public’s trust of government.8

Four Reasons Not to Trust Government 

Yet we Americans have never trusted our government. That is why we
became Americans. As British subjects, we learned not to trust the Crown,
the parliament, and the regents that they dispatched to govern us. So we
revolted, setting up a government designed to prevent people whom we do
not trust from getting away with too much.

Today, we do not trust government for at least four fundamental and
different reasons: 

—The people in government abuse their authority: “You can’t trust ’em;
they’ll misuse their power.”

—The people in government are corrupt: “You can’t trust ’em; they’ll
line their pockets.”

—The people in government exercise policy discretion ineptly: “You
can’t trust ’em; they’ll make the wrong decision.”

—The people in government don’t perform: “You can’t trust ’em; they’ll
screw it up.”9

The failure of public agencies to perform up to the expectations of citizens
is only one of several reasons why we don’t trust our governments. 

The causal connection between any of these four factors and the public’s
distrust of their government is complicated, even convoluted. After all,
people do not somehow add up their scores on these four dimensions to
decide whether or not they trust government; if government is behaving
poorly on one of these dimensions, no amount of excellence on the other
three will convince them that their government is trustworthy. Moreover,
the recent decline in the public’s trust of government (since the mid-1960s)
has many other causes: macroeconomic transformations, technological
innovations, political shocks, rising expectations, cultural upheavals, and
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social trends. Collectively, these have influenced the public’s attitudes
toward not just government but a variety of other social institutions—from
businesses to churches—and the result, for the most part, has been less
trust.10

Nevertheless, if all of these other factors contributing to the decline of
trust in government were to be fixed or to disappear, the fundamental four
would remain. We would still recognize that government can abuse its
power. We would still uncover examples of governmental corruption. We
would still be annoyed or distressed with the discretionary decisions that
government makes. We would still be dissatisfied with government’s
performance.

At least, we would still be dissatisfied with the performance of some
government agencies. After all, we are frequently (and often repeatedly)
dissatisfied with the performance of some business firms, of some non-
profit social service agencies, of some churches, of some schools, colleges,
and universities, and of the Boston Red Sox. We might hope, for example,
that all businesses from which we buy goods and services would always be
excellent performers, but we would never expect it. Similarly, we would not
expect that every public agency would always be functioning at maximum
efficiency and effectiveness. Still, if more would, the public’s trust in gov-
ernment might ratchet up a notch or two.

The Abuse of Power 

Government can abuse power. Public officials at all levels of government—
from kings and queens to frontline bureaucrats and even unofficial
hangers-on—can abuse government’s power. Citizens know this. Some
have experienced such an abuse of power (or think they have); quite natu-
rally, they quickly come to distrust government. Nevertheless, even those
who have never personally observed a government official exercising power
abusively—even those who have never read or heard about a government
official who exercised power abusively11—will not fail to understand how
easy it can be for public officials to abuse the extensive powers they have.
Children figure this out before they get to eighth-grade civics. So, naturally,
mature citizens will worry that their government officials will exploit their
authority.

Not only did Americans revolt against the abuse of governmental power;
our resulting distrust of government was central to the way we framed our
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Constitution. James Madison did not need a poll to know that the colo-
nialists did not trust government; he himself did not. Thus, “to controul
the abuses of government,” he advocated “the necessary partition of power
among the several departments.” In “Federalist 51,” Madison writes that
“the great security against a gradual concentration of the several powers in
the same department, consists in giving to those who administer each
department, the necessary constitutional means, and personal motives, to
resist encroachments of the others”—that is, “ambition must be made to
counteract ambition.”12 James Madison did not believe in trust.

For this reason Madison created a divided government and established
a system of multiple checks and balances. Because the various institutions
of government will be ambitious, and because each will have the means to
identify and call attention to the abuses and failures of the others, our
Constitution ensures that one of Madison’s departments will alert us to
many of the others’ abuses of power. Thus our constitutional system both
institutionalizes our distrust and reinforces it.

The Bill of Rights explicitly identifies a variety of potential abuses of
governmental powers and forbids our government to engage in them. Our
government cannot tell us what to say or publish, dictate how or when we
worship, take away our guns, or force us to quarter soldiers in our homes.

Nevertheless, government officials continue to abuse their power.
Police engage in racial profiling; they shoot people who are (seen in retro-
spect, at least) perfectly innocent citizens; they physically abuse those
whom they arrest. Superiors “ask” their subordinates to do them personal
favors—from watching the cat, to picking up the laundry, to engaging in
sexual relations.13

Today, many people do not trust the Federal Bureau of Investigation
(FBI). Why? Because they believe that it abused its powers in the shooting
of Vicki Weaver (Randy Weaver’s wife) at Ruby Ridge, Idaho, in 1992 and
in the deaths of eighty Branch Davidians in Waco, Texas, in 1993. When
Timothy J. McVeigh bombed the Alfred P. Murrah Federal Building in
Oklahoma City, he thought he was fighting a war against an illegal gov-
ernment that was abusing its power. We may dismiss the modern militia
movement as a collection of unstable wackos and paranoid misfits; but
they believe not just in the abstract potential but in the concrete reality of
government’s abuse of its power.

Moreover, other citizens also believe that the FBI abuses its power.
Joseph Salvanti spent thirty years in prison for murder because the agency
withheld evidence that could have exonerated him.14 The attorneys for
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Wen Ho Lee, the scientist at Los Alamos National Laboratory charged with
security violations, accused the government of racial profiling. When Lee
pleaded guilty to one count of mishandling nuclear secrets, federal judge
James A. Parker apologized to him, declaring that the actions of the gov-
ernment had “embarrassed our entire nation.”15 Members of various
minority groups have learned from experience not to trust their govern-
ment, and no absolution from another “ambitious” branch of government
will assuage these critics.

The Corruption of Public Officials 

Government can be corrupt. Public officials of all kinds at all levels of gov-
ernment—from kings and queens to frontline bureaucrats and unofficial
hangers-on—can use their position for personal gain. Citizens know this.
Some have experienced such corruption (or think they have); quite natu-
rally, they quickly come to distrust government. Even those who have never
personally been asked for a bribe will not fail to understand how easy it can
be for public officials to extract some personal benefit (often money or
votes) in exchange for a government job, a government contract, a govern-
ment permit, or some other governmental benefit. So, naturally, these cit-
izens worry that government officials will use their authority to line their
own pockets.

Corruption, of course, is just another way in which public officials abuse
their power. It was not, however, the dominant concern of Madison and
his colleagues. They worried less about public officials who used their pow-
ers for their own personal benefit than about public officials who used their
powers to threaten the freedom of the citizenry. Dividing the “different
powers” of government among different branches, writes Madison, “is
admitted on all hands to be essential to the preservation of liberty.”16

Toward the end of the nineteenth century, however, government cor-
ruption did become a public concern and a greater source of the citizenry’s
distrust of government. The Progressives—the visionaries and reformers
of their day—distrusted their government not so much because it abused
its constitutional powers as because it abused its authority to exercise the
judgment inherent whenever a government official was able to fill a posi-
tion, let a contract, issue a license or permit, make a regulatory ruling, or
reveal or withhold some valuable information. Every time a government
official can take such an action—every time a government official can
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exercise such judgment—he or she has the opportunity to extract a little
personal benefit.17

To prevent such corruption, to limit such judgment, to keep public offi-
cials from personally benefiting from the exercise of such judgment, the
Progressives and their heirs created a variety of laws and regulations—from
the civil service system to sunshine laws—designed to inhibit corruption.
In many ways, this accumulation of rules designed to formalize the process
by which public officials exercise judgment and dispense or withhold favors
has inhibited corruption. It is a tribute to the effectiveness of the Pro-
gressives and their descendants that today we are worried about the per-
formance of government. For if corruption dominated our concerns, we
would never get around to even noticing how well or poorly government
was performing.18

Nevertheless, government corruption has not disappeared. At the begin-
ning of the twenty-first century, corrupt public officials still make front-
page headlines. In May 2001, the indictment of U.S. Representative James
Traficant of Youngstown, Ohio, for bribery, tax evasion, and the obstruc-
tion of justice was reported across the country. Moreover, corruption is not
a monopoly of big-city machines; small-town machines are guilty of it,
too. In June 2001, in Cicero, Illinois, the mayor, the former public safety
director, the former treasurer, and seven other individuals were indicted for
looting the town’s treasury of $10 million.

The FBI was once known as the most uncorrupt law enforcement
agency in the country.19 In 2001, however, FBI agent Robert P. Hansen was
accused of selling public secrets to the Soviet Union, and agent James J.
Hill was charged with selling classified information to organized crime.
Such revelations remind us that the potential for corruption is a problem
not just for random citizens who manage to get elected to public office but
also for highly educated, carefully screened, thoroughly trained, and fre-
quently scrutinized civil servants.

The Inept Exercise of Policy Discretion 

Government can exercise policy discretion. Many public officials are sup-
posed to exercise policy discretion. Legislators and elected executives have
to exercise policy discretion; judges and justices make decisions and, thus,
have to exercise discretion.20 So do political appointees in the executive
branch and on legislative staffs. It is the job of these public officials to make
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policy decisions and thus to exercise discretion. Still, we worry. We worry
that government officials will exercise their policy discretion inappropri-
ately, poorly, stupidly, or unscrupulously.

We worry about the discretion that public officials inherently exercise
for two different reasons. We worry that they will engage in explicit quid
pro quo corruption, trading legislative votes for campaign contributions or
trading a regulatory decision for a relative’s job (or an implicit promise of
their own future employment). In addition to this worry about quid pro
quo corruption, we also worry that, when making policy decisions, public
officials will be swayed by ideology, friendships, interest-group lobbying,
simplistic arguments, faulty analysis, or astrological alignments. Even pub-
lic officials who reject any opportunity to personally benefit from their pol-
icy decisions may nevertheless exercise that discretion incompetently.

Government officials with the responsibility for macro, policy decisions
can make poor choices. Citizens know this. Any citizen who follows the
policy debates will, inevitably, disagree with at least some of the major
choices made by government officials. Frequently, and quite predictably,
such citizens will conclude that the responsible officials have exercised their
discretion badly. Children may not figure this out. Engaged citizens, how-
ever, will conclude that they cannot always trust their government to make
wise policy decisions.

When government officials decide to permit logging in a public forest,
environmental interests accuse them of being venal; when government offi-
cials decide not to permit logging in a public forest, economic interests
accuse them of being stupid. When public officials move budget alloca-
tions from defense to education, the advocates for a stronger military
believe that government is being short-sighted; when public officials move
budget allocations from education to the military, the advocates for chil-
dren believe that government is being short-sighted.

Even if no public official ever abused his or her power, even if no pub-
lic official ever engaged in quid pro quo corruption, citizens would still
have reason to distrust their government. No one who makes government’s
policy decisions possesses the wisdom of Plato’s philosopher king.

This reason for citizens to distrust government is more abstract and
more subjective than the other three. It is not about a specific official’s
abuse of power or a specific official’s corrupt behavior, and it is not about
a specific agency’s failure to produce a specific result. Rather, this is about
public officials making (given our own personal values, analyses, and judg-
ments) the right or wrong policy decisions. Yet the question often used to
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measure trust is, Do you trust government to do the right thing? And the
exercise of policy discretion is, at the macro level, about doing the right
thing.

Discretion, Corruption, and the Abuse of Power

Discretion provides the opportunity for the abuse of power, for corruption,
and for poor policy decisions. If public officials were denied discretion,
they could not misuse the power of their office, engage in corrupt behav-
ior, or make any kind of policy decisions (moronic or wise). Thus, to ana-
lyze why citizens fail to trust government, we need to distinguish among
these three consequences of discretion.

At the same time, however, we need to recognize that, in the minds of
many citizens, these are not three distinct reasons for distrusting govern-
ment. When pollsters ask people whether or not they trust government to
do the right thing, they do not define what “the right thing” is. Pollsters
don’t ask, “Do you trust government officials to do the right thing and not
abuse their power?” They don’t ask, “Do you trust government officials to
do the right thing and not line their pockets?” They don’t ask, “Do you
trust government officials to do the right thing and not make dumb policy
decisions?” The question doesn’t have any people in it; the question is just
about some vague “government,” not about government officials.21 Yet it is
the people who work in government, not some abstract, impersonal offi-
cialdom, who do the things that warrant our trust or foster our distrust.

The ambiguous way that the standard polling question about trust is
asked (along with our human facility for interpreting the same words in
multiple ways) permits people to respond with answers to very different
questions. When they hear “trust” and “right thing,” some may worry
about the abuse of power. Some may worry about corruption. Others may
worry about poor policy decisions. Still others may just blend everything
together in their own minds without thinking carefully about what non-
right things government officials might do. Some may at different times
have had different, and specific, concerns about whether government offi-
cials were doing the right thing; thus, when asked about their trust of gov-
ernment, they may simply recall some recent incident (perhaps an example
of corruption or a policy decision with which they disagreed) that suggests
that government is not worthy of their trust.22 The things that can be cate-
gorized as a misuse of discretion form less a crisp set than a fuzzy one. Thus
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so do the reasons why people might not trust government to do the right
thing. 

In attempting to design remedies (or amelioratives) for the public’s dis-
trust, however, we citizens ought to recognize that there are three distinctly
different ways in which public officials can misuse their discretion. They can
be personally corrupt, using their discretion for private gain. They can be
officially evil, using their discretion not for any personal benefit but simply
(and perhaps only implicitly) out of personal prejudice, operational conve-
nience, or brutal maliciousness. They can be analytically deficient, using
their discretion (again, not for any personal benefit) without having a com-
plete and unbiased examination of the available evidence and analyses. 

Government officials make thousands of decisions daily. They are con-
stantly exercising discretion—sometimes soundly or brilliantly, sometimes
imperfectly or defectively. Which is it? The judgment is, almost always,
personal and subjective. 

When should we conclude that a specific exercise of governmental dis-
cretion is so flawed that the agency or official does not warrant our trust?
This, too, is almost always a subjective judgment. Cases of personal cor-
ruption may generate the most agreement among citizens (though we keep
the judiciary in reserve precisely because we do not always have a perfect
consensus). Some cases of the abuse of power may appear indisputable to
you and me; to others, however, they may simply be the instinctual exer-
cise under stress of officially (and appropriately) delegated discretion. Cases
of policy discretion, however, are inevitably open to debate. Even when the
benefit-cost analysis suggests that one alternative is overwhelmingly supe-
rior, the decisionmakers must still deal with the distribution of the costs
and benefits and the questions about who should be compensated for what
losses by whom, when, and by how much. As long as government officials
have the discretion to make policy decisions, some citizens will disagree
with those decisions and conclude that these errant choices provide further
evidence that they should not trust their government.

The American system of governance is designed to generate multiple
illustrations of the official misuse of discretion, each of which suggests that
government does not warrant trust. If we as citizens, journalists, scholars,
and candidates begin with the premise that, at a minimum, government
needs to be carefully watched lest it somehow violate our trust, we will
undoubtedly discover examples of (to our eyes) the misuse of discretion.
Given the number of people in the United States who work in govern-
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ment, there will always be an adequate supply of public officials who, while
exercising their discretion, abuse their power, behave corruptly, or make
poor policy decisions.

The Absence of Performance 

Government can perform. But not always. In fact, in the lexicon of talk-
show hosts (and of many political candidates), government performance is
an oxymoron. Public agencies of all sorts fail to perform up to our personal
and collective expectations.23 Citizens have experienced this lack of perfor-
mance—either because the ambulance did not arrive quickly, or because
the state park was not clean, or because the veteran’s benefit check was not
mailed on time.

Governmental units of all kinds—from a local school, to a municipal
sanitation department, to a state or provincial environmental agency, to a
national army, to a nation itself—can fail to produce results. Citizens know
this. Some have personally experienced such a deficiency in performance (or
think they have); often they quickly extrapolate from this experience to con-
clude that all of government is incompetent. The failure of a Division of
Motor Vehicles to perform some of the basic, customer, service tasks mas-
tered by most private organizations can damage all of government’s reputa-
tion for competence. How can citizens trust an incompetent government?

The FBI’s announcement that it had failed to turn over three thousand
pages of documents to Timothy McVeigh’s lawyers suggested that it was not
even competent enough to manage a simple paper-tracking process. More-
over, though 54 percent of the public believed this failure was accidental,
32 percent thought it deliberate.24 “The public has been losing confidence
in the FBI,” observes Republican senator Charles E. Grassley. Democratic
representative David Obey calls the FBI “something close to a failed
agency.”25 No official statement, however, quite captures the decline in the
FBI’s reputation for performance like the cartoon in the New Yorker in
which a television newscaster announces, “China now says it will withdraw
its opposition to the missile-defense shield if the F.B.I. builds it.”26

Government’s inability to produce results—its “lack of performance”—
has certainly been one of Peter Drucker’s big themes: “In every country,
there are big areas of government administration where there is no perfor-
mance whatever—only costs.” Thirty years ago, Drucker was particularly
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struck by the ineptitude of America’s urban governments, which he derided
as “impressive” for their “administrative incompetence.” In other Western
democracies, however, Drucker found “the same lack of performance” and
“the same triumph of accounting rules over results.”27

Similarly, writing about the federal government, Derek Bok has
observed that “Americans have little regard for its performance.” Yet look-
ing at specific indicators of society’s (if not directly government’s) perfor-
mance, he found that “on the basis of some sixty to seventy specific objec-
tives of importance to most Americans, the United States has made definite
progress over the past few decades in the vast majority of cases.” At the
same time, he noted, such progress in the United States has, in general,
lagged behind that made by Great Britain, Canada, France, Germany,
Japan, and Sweden: “In roughly two-thirds of these cases, the United States
has performed less well than most of the other nations since 1960. In
roughly half of the cases, our record is actually at or near the bottom of the
list.” Thus, Bok concluded, “although the results do not justify the over-
whelming negative impressions that most Americans currently hold about
their government, they do paint a disappointing picture.”28

Others who share the concern for the performance of government
expressed by Drucker and Bok suggest that improving performance will
contribute to improving trust. For example, in the first report of his
National Performance Review, Vice President Al Gore wrote of “our twin
missions: to make government work better and cost less,” which would help
in “closing the trust deficit.”29 When Congress enacted the Government
Performance and Results Act, it did so, in part, to “improve the confidence
of the American people in the capability of the Federal Government, by
systematically holding Federal agencies accountable for achieving program
results.”30 President George W. Bush’s “management agenda”—“a bold
strategy for improving the management and performance of the federal
government”—emphasizes that government should be “market based” and
“results oriented.” “What matters most,” says the president, “is perfor-
mance and results.”31 Although he never uses the word “trust,” he stresses
that government should work hard to ensure that the taxpayers’ “money is
spent wisely”—that the federal government should be “responsive to the
people’s needs, and responsible with our people’s money.”32

Similarly, a panel of the National Academy of Public Administration
has concluded that “better government performance is a key to rebuilding
public trust.” Thus, the panel recommends, “governments at all levels
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should explicitly adopt and aggressively adhere to a concept of service and
a culture of performance and results.”33 In his book Trustworthy Govern-
ment, David Carnevale writes that “faith in public institutions will be
restored when they perform better.”34

The Complex Interconnections between Performance and Trust

Government performance affects the public’s trust in government. Con-
versely, the public’s trust in government can affect government’s perfor-
mance.35 After all, as Joseph Nye observes, such performance depends on
“the willingness of the public to provide such crucial resources as tax dol-
lars, the willingness of bright young people to go into government, and vol-
untary compliance with laws.” The consequence of these interconnected,
causal relationships can be, he argues, “a cumulative downward spiral” in
both trust and performance: “Without critical resources, government can-
not perform well, and if government cannot perform, people will become
more dissatisfied and distrustful of it.”36

This suggests that ratcheting up performance will not be easy, for it will
require a simultaneous ratcheting up of trust. Because each improvement
in one requires an improvement in the other, the steps will be incremental.
A small improvement in performance can create a small improvement in
trust, which can provide the resources and flexibility for another small
improvement in performance, which can. . . . Any upward spiral in trust
and performance will take time.

Donald Kettl has examined what he calls “the global public manage-
ment revolution,” which he defined to include the use of “market-style
incentives to root out the pathologies of government bureaucracy.” He sug-
gested that “public confidence is a lagging indicator of reform.” Improved
performance, he argued, will not produce quick changes in public trust.
Indeed, “it might take long and sustained government improvement to
register with citizens and to be reflected in higher confidence in govern-
ment.”37 Kettl noted that the public’s “confidence in government hinges on
many things”; yet “it will be hard to reduce the confidence deficit without
also tackling the performance deficit.”38 Still, if improved trust lags
improved performance, and if improved trust is required for improved per-
formance, we will need many time-consuming iterations to ratchet up both
performance and trust.
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The Paradox of Great Performance, Less Trust 

Meanwhile, some of the core components of market-based governance
have the potential to actually undermine public confidence in government.
After all, most of the market- and results-oriented suggestions for improv-
ing the performance of government require increasing the discretion exer-
cised by public officials—and by individuals in private sector organizations
with which government has contracted. It is precisely this discretion that
contributes to the other three causes of the public’s distrust of government.

For example, Lydia Segal warns that “unless the new public manage-
ment addresses the potential for corruption, it may unleash scandals that
will generate pressure for top-down controls.” She argues that “increasing
discretion while decreasing oversight will only give employees additional
opportunities for abuse with lower risks of detection.”39 George Frederick-
son also believes that the new public management “will multiply the pos-
sibilities of corruption” while reducing the capacity of government agencies
to manage themselves and their contracts. Moreover, Frederickson suggests
that “the logic and the effects of the new managerialism move democratic
government further away from the possibility of an influential and selfless
public service.”40

Even if the new public management were to improve the performance
of government, reasons Alasdair Roberts, it still might not improve the
public’s trust. Roberts calls this “the paradox of public sector reform,” for
“the result may be a government that works better, costs less—and is
nonetheless distrusted.” Specifically, he worries that “many of the new
methods of service delivery now being established by governments delib-
erately abandon institutional arrangements that have been used to reassure
the public that public authority would be exercised appropriately.” For
example, market-based governance and other reforms are explicitly
designed to reduce political control over actual service delivery; as a conse-
quence, however, they also give those with operational responsibility an
opportunity to abuse their power, to behave corruptly, or to exercise too
much policy discretion. As a consequence, writes Roberts, such “reforms
might simultaneously improve performance and corrode public trust.”41

Kenneth Ruscio would agree with Roberts. To Ruscio, trust depends on
“a confidence in institutions and procedures.” Indeed, he argues, “political
trust may actually depend on more rather than less structural and proce-
dural complexity.” Why? Ruscio explains that “by virtue of their particular
design, certain institutions make us more willing to trust others in a polit-
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ical setting by protecting us against the harm that can arise from a violated
trust.” How might public officials violate our trust? Again, there are four
possibilities: by exploiting their authority, by lining their pockets, by mak-
ing the wrong decision, or by not producing results. Ruscio, however,
appears to worry more about the first three—about the poor exercise of
government’s discretion—than about poor government performance. To
promote trust, he emphasizes not results but “institutional design”—
indeed, “institutional complexity.”42

Furthermore, if better results are achieved through market-based
reforms that employ formal, contractual exchange relations between pub-
lic agencies and nongovernmental service providers (rather than relations
that emphasize implicit trust), it may not be possible to use such reforms
as evidence of government’s competence. Even when performance is
enhanced, what possible lesson might citizens (and opinion leaders) draw
from a public service that was once provided, unsuccessfully, by a tradi-
tional government agency but is now provided—with much better
results—by a nonprofit or for-profit organization under contract with the
government? As usual, there can be multiple explanations. Some citizens
might conclude that government officials had gotten smarter, had invented
an innovative way to deliver services better, and thus deserved more trust.
Others, however, might assume that government officials had only stum-
bled onto (or were forced into) this contracting strategy and that the new
success of the nongovernmental organization only proved that public agen-
cies are (inevitably) incompetent. Still others might conclude that if they
want to deal with government they need a formal quid pro quo, not some-
thing as amorphous as trust.43 “Detailed contracts align expectations when
trust is weak,” observes Craig Thomas, “but such contracts also signal the
absence of trust by one or more parties to the contract.”44

Communicating Performance Data and Performance 

Nevertheless, improved performance might help to enhance the public’s
trust of government. This, however, will not happen automatically. Even if
the results produced by government were to increase dramatically, citizens
might not personally experience enough of these improvements to notice.
Consequently, whenever a public agency has been able to accomplish sig-
nificantly more, the agency’s leadership needs to explain to citizens when,
where, and how performance is actually improving.45
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After all, as Joseph Nye and Philip Zelikow note, “large parts of the
public are demonstrably ill-informed about many aspects of government
performance.”46 Bok reports that public opinion surveys “cast doubt on
whether the public is well enough informed to make reliable judgments
about the government’s performance.” Moreover, he continues, such sur-
veys also suggest that “people tend to evaluate the work of government
officials and agencies much more highly if they have direct contact with
them than if they know about them only secondhand.”47

“Many citizens become aware of local government services only after
they fail,” observes Evan Berman, who suggests several “public administra-
tion strategies to reduce public cynicism.” In particular, “to enhance the
reputation of local government for competence and efficiency,” Berman
advocates both “good performance and effective communication of that
performance.” Noting that “ensuring public trust is not a simple task,” he
argues that public trust requires citizens to “believe that government serves
their needs, that they can affect decision-making, and that government is
able to deliver.”48

Blaine Liner and his Urban Institute colleagues make a similar recom-
mendation for state government. “Providing regular information to a state’s
citizens about the progress being made in addressing problems important
to those citizens,” they write, “seems very likely to increase people’s inter-
est in, confidence in, and support of, their state government.” Yet the
Urban Institute team “found few attempts by state governments to com-
municate with their citizens about the outcomes of state government activ-
ities.” Consequently, they offer a variety of suggestions “to improve com-
munications about outcomes, potentially improving accountability and
trust in government.”49

Regina Herzlinger offers a similar communication strategy. Herzlinger
asks, “Can public trust in nonprofits and government be restored?” and
responds with a proposal to “increase the disclosure, analysis, and dissemi-
nation of information on the performance of nonprofit and governmental
organizations, and [to] apply sanctions against those that do not comply
with these requirements.” Such an approach, she argues, “would certainly
increase public trust in these organizations and probably improve their per-
formance as well.”50

Publishing raw performance data is hardly a communication strategy.
The data never speak for themselves. Data become information only when
interpreted through some analytical framework; and different frameworks
can produce different interpretations. Consequently, public agencies or
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governments that wish to enhance the public’s trust in their ability to pro-
duce results that citizens value need a sophisticated communication strat-
egy—one that permits an intelligent, realistic interpretation of both
enhanced performance and needed improvements.51

Operational Trust 

Citizens can express their trust in their government verbally or opera-
tionally. “Trust is a complex, multifaceted concept,” observes Thomas,
with “cognitive, emotional, and behavioral components.”52 Consequently,
citizens have at least two ways to express their trust for their governments:
verbally, with their words, and operationally, through their deeds. Citizens
can report, to friends and pollsters, that they trust (or do not trust) their
government to do the right thing. They can also demonstrate their trust in
government by cooperating with it: by paying their taxes, by obeying the
laws, by voting, and by neither abusing public officials nor trying to bribe
them. There is little reason to expect that the trust (or distrust) that citizens
explicitly report with either thoughtful reasoning or impulsive emotions
will perfectly match the trust (or distrust) that they implicitly reveal
through their behavior.53

Indeed, if we watch what citizens do rather than what they say, we may
be surprised to discover that Americans exhibit significant quantities of
behavioral trust. They voluntarily pay their taxes—and do so more volun-
tarily than citizens of many other nations.54 When the 2000 presidential
elections created ambiguous results, and one of the country’s dominant
political institutions, the Supreme Court, made its decision, the nation
accepted it. American citizens did not riot in the streets. American citizens
were not even surprised that people did not riot in the streets—though
Americans would also not have been surprised if citizens of other nations
did riot under similar political circumstances. 

In the aftermath of the terrorist attacks on the World Trade Center and
the Pentagon, what did Americans do about airport security? We unpri-
vatized it. The private sector, Americans decided, was not doing an ade-
quate job. It was time to turn this important function over to the federal
government.

Trust in government, argues Ruscio, is not and should not be personal
trust. Rather, political trust depends upon the design of institutions that
can balance discretion with accountability. Such political trust, he argues,
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rests “on a confidence in institutions and procedures rather than a host of
private virtues or commonly shared values.”55

We pay our taxes not because we trust the people who manage or work
for the Internal Revenue Service or our state Department of Taxation or
our municipal tax office. How many citizens even know the name of the
director of the Internal Revenue Service or of their municipal tax assessor?
No, we pay our taxes because we trust the institution that collects them.
We trust that this institution has been designed to ensure that the people
who work there will treat all citizens (including ourselves) fairly—that it
has been designed to prevent employees from exploiting their authority or
lining their pockets.

Similarly, we accepted the Supreme Court’s decision on the 2000 presi-
dential election not because we trusted these nine individuals. (Again, how
many citizens can name all nine justices? How many can name the chief
justice? How many can name even one justice?) We accepted this decision
even if we agreed more with the logic of the Florida court. We accepted this
decision even if we thought the nine justices exercised their inherent pol-
icy discretion ineptly. Certainly, we were told by numerous commentators
how poorly reasoned the Supreme Court’s decision was.56 No, we accepted
the decision because of our long-run faith in the design of our complex,
judicial system—and, more specifically, in the design of our institution for
the final resolution of all legal and political disputes: the Supreme Court.

Why did we think that the federal government would do a better job
screening airline passengers for weapons than the private sector had done?
Airport security is certainly not one of those few “inherently governmental
functions”—a job that we implicitly accept ought to be done by a public
organization rather than a private one. Certainly, it is not an inherent
monopoly. Before September 11, 2001, a variety of different private firms
were providing airport security, and no one complained that this was
wrong or even inappropriate. Yet after these terrorist attacks, we citizens
quickly decided that government would do a much better job ensuring the
safety of airline travel than business did, would, or even could. And
Congress responded amazingly rapidly—drafting, debating, redrafting,
again debating, and still passing the Aviation and Transportation Security
Act of 2001 within sixty-six days.

Why? Because we citizens trusted the federal government to create an
institution that we could trust. We didn’t really know what that institution
would look like or how it would function. In fact, Congress debated
whether to give the assignment to the Federal Aviation Administration, or
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to the Department of Justice, or to some new unit within the Department
of Transportation. Indeed, even when Congress acted to create a new
Transportation Security Administration within the Department of
Transportation, to be headed by a new under secretary of transportation for
security, we had no idea how this organization, or this person, would func-
tion. Nevertheless, when confronted with a significant problem of public
safety, Americans instinctively decided that they trusted the federal gov-
ernment more than the private sector. 

Realistic Expectations 

Trust in government is difficult to create. After all, as Thomas notes, “our
instrumental knowledge about building, maintaining, or recovering public
trust is quite limited.”57 It is not at all obvious that improving the perfor-
mance of government agencies will improve the public’s trust in govern-
ment. It might help, it might not. It might help some, but not very much.58

Does all of this mean that we ought not to worry about government’s
performance? Does the identification of multiple sources of the public’s
distrust of government—of which inadequate performance may be one of
the least important—suggest that we can discard the effort to improve the
performance of public agencies? Does the complex necessity of simultane-
ously (and slowly) ratcheting up both performance and trust suggest that
the task is too difficult to contemplate?

No. The magnitude of the challenge, however—combined with the
uncertain connection between performance and trust—suggests that we
should be a little more realistic about the changes in public attitudes that
market-based reforms, enhanced performance, and better communications
will produce. Even if our federal, market-based environmental policy were
significantly reducing pollution in our water and air, even if our state,
contracted-out Division of Motor Vehicles were to require of us only five
minutes to get a driver’s license or register a vehicle (all the while improv-
ing the safety of our highways), even if our municipal, voucher-financed
school system were turning out high school graduates, all of whom were
becoming productive employees and responsible citizens—even if we citi-
zens were personally familiar with all of these performance improvements,
we would not immediately become completely trusting. We would still
have ample reason not to trust our government. If, for example, the per-
formance of the local school system, the state Division of Motor Vehicles,
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and federal environmental policy were all to improve significantly, would
minority citizens who have experienced racial profiling tell pollsters that
they now trust their government?

To enhance the performance of government, we ought to experiment
with the full array of leadership strategies, managerial tactics, and market-
based reforms.59 At the same time, we ought to be a little less giddy about
what improved performance can do for public trust. As Thomas writes,
“producing trust in government at a macrolevel may indeed be extraordi-
narily difficult in a heterogeneous society such as the United States.”60

Thus we ought to expect few miracles. Whether we are hoping to enhance
our personal accumulation of financial assets with some high-performing
stocks or to enhance the public’s accumulation of trust with some high-
performing agencies, we ought to be wary of irrational exuberance.

Nevertheless, we ought also to devote significant energies to improving
the performance of public agencies. After all, we think that the public’s
trust in government depends upon government doing the right thing.61

And improving performance is certainly the right thing to do.
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