
I.PT-A' D-472 

PRIVATIZATION
TOWARD MORE EFFECTIVE GOVERNMENT
 

Report of the 
President's Cominission 

on Privatization 

David F. Linowes, Chairman 

Annelise Graebner Anderson Melvin R. Laird 
Michael D. Antonovich James T. McIntyre, r. 
Walter F. Bish George L. Priest 
Sandr- Mitchell Brock Ralph L. Stanley
Garrey E. Carruthers Walter B. Wriston 
Richaid H. Fink 

March 1988 



PRIVATIZATION
 
TOWARD MORE EFFECTIVE GOVERNMENT
 

Report of the 
President's Commission 

on Privatization 

Agency for International Developrp. 
Library 
Room 105 SA-18 
Washjnir;ton, D.C., 2052S y 

March 1988
 



PRESIDENT'S COMMISSION ON PRIVATIZATION 
1825 KStreet, N.W., Suite 310 

Washington, D.C. 20006 (202) 634.6501 

DavidF Linowes,Chairman 

Annelise GraeobnerAnderson 
Mictael D Antonovich
Walter F Bish March 18, 1988
 
Sandra Mitchell Brock 
Garrey E. Carruthers 
Richard H Fink 
Melvin R Laird 
Jarneu T McIntyre, Jr. 
George L Priest 
Ralph L Stanley
Walter B Wrlston 

President Ronald W. Reagan
 
The White House
 
Washington, D. C. 20500
 

Dear Mr. President:
 

I am pleased to transmit to you the report of the President's
 
Commission on Privatization, PRIVATIZATION: Toward More Effective
 
Government. Created by your Executive Order No. 12607on eptember 2,

1l87, theCommission has devoted the past several months to examining

the appropriate division of responsibilities between the federal
 
government and the private sector.
 

During the conduct of our examination, we reviewed extensive
 
literature on privatization, considered the testimony of 140
 
witnesses, and analyzed information and data provided by the pertinent
 
federal 
agencies in each of the subject areas addressed in this
 
report.
 

In our deliberations, we considered first and most critically the
 
needs of the American consumer and how those needs can best be
 
satisfied. In this report we recommend alternative approaches for
 
administering many government programs and services, 
 when we
 
determined that they could be better managed at less 
cost by involving

the private sector and/or providing for individual consumer's choice.
 

It is our belief and hope that this report of findings and
 
recommendations, if adopted, would serve as the linchpin in the
 
identification and transfer of federal activities that can be
 
performed more effectively by the private sector.
 

For all of us, participation in the work of the Comrission has been 
a
 
challenging and stimulating opportunity to serve our nation. We
 
appreciate having had this privilege.
 

Sincerely,
 

6," David F. Linowes
 
Chairman
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Preface
 
Our democratic government must be responsive to citizens' changing 

needs, rather than be captive to inflexible ideologies. In the deliberations 
of the President's Commission on Privatization, we sought better methods 
of meeting the needs of the American people so that both public and pri
vate institutions deserve and receive people's confidence. 

This report is about the programs, services, and activities of the federal 
government, and the most effective delivery systems. We address alterna
tive approaches that can best provide for the social good. In tbs we be
lieve the report makes a contribution to our enduring national iiscussion 
about the proper limits of government in our society. 

In all our deliberations, our primary considerations were the American 
consumer who is in need . . . of education; of loans for school, home, 
farm, or business; of transportation; of health care; of other social services. 
We weighed the potential risks of failure of new private efforts against 
costs alleged in failures of government performance. We were attentive to 
the concerns of federal employees. We considered the complexities inher
ent in performing uniquely governmental responsibilities through mecha
nisms other than those of federal agencies. We clearly acknowledged that 
the government's role as maker of policy, and creator and enforcer of 
standards, must never be compromised. 

Our recommendations are deliberate attempts to identify and encourage 
improvements in service where conviincing evidence demonstrated that 
they are needed. For the most part, we opt for incremental approaches. 
We recognize the need to build upon success, and we recognize that the 
American people are not likely to embrace initiatives that depart too 
widely from their traditional experiences. 

The American people have often complained of the intrusiveness of 
federal programs, of inadequate performance, and of excessive expendi
tures. In light of these public concerns, government should consider turn
ing to the creative talents and ingenuity in the private sector to provide, 
wherever possible and appropriate, better answers to present and future 
challenges. 

Our task was broad and our time was limited. Throughout the six 
months of the Commission's existence every effort was made to hear from 
leaders in the respective issue areas. We heard from those who would be 
affected by our recommendations, as well as from those who would be 
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responsible for implementing them. Obviously, both the breadth and 
depth of our examinations were limited in scope by time constraints. 

During our six public hearings, we heard testimony from 140 witnesses. 
We held ten business meetings, conducted extensive in-house research,
and made two site visits related to topics being examined (including a trip 
to 	England by several Commissioners at personal expense). We reviewed 
a lengthy list of government activities and selected our topics for study
based on several factors: 

" Is there evidence of inadequacies of services currently provided
by 	government? Are there extensive complaints of poor or in
sufficient service? Are there studies indicating waste of re
sources? 

" 	 Are there indications that private providers are interested in 
supplying the service, but are impeded or prohibited by current 
laws and regulations? Does the government sustain its advan
tage over private provide-s by relying on subsidies? 

* 	 Do current programs reflect basic principles-such as the idea 
that free people should be responsible for their own develop
ment and the principle that government programs must be ac
countable to public officials? 

• 	 Are there frequent complaints that federal policies work against
 
people's best interests, even when they work as intended?
 

* 	 Is the activity likely to be affected by major changes in needs, 
technology, or other near-term factors that might affect per
formance, whether retained by government or transferred to 
the private sc.tor? 

* 	 Is a similar good or service already being provided in the pri
vate sector? Is government competing wih business?
 

In carrying out our work, we drew upon experts in each of the areas 
we addressed. Many of these fields are technically complex, and many of 
them involve intense differences, even among experts, about the proper
roles of government and the private sector. We stressed practical con
cerns, such as the level of public intcrest, the degree of public need, the 
availability of private services, and the likelihood of popular and legisla
tive support for the recommendations. 

The final chapter, "Privatization and Economic Public Policy," shows 
how privatization is much more than a set of specific changes in who per
forms an activity and how. It is part of a fundamental political and eco
nomic rethinking that today is reassessing the roles of government and the 
private sector in the modern welfare state-a rethinking that is having an 
influence on all segments of American opinion. 
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We have only begun. Our study is not exhaustive. It is the hope of this 
Commission that the recommendations in this report will be adopted and 
thereby lay the framework for further examinations for involving the 
talents of all segments of our naion-including the private sector-in 
helping to solve problems and meet the needs of all the people. 

Work of this scope and magnitude is dependent on the cooperation and 
assistance of a great number of people and institutions. We owe much to 
many individuals from both the public and private sectors . . .officials of 
agencies of the federal government, members of Congress, governors of 
states, union officials, trade association representatives, and scholars at uni
versitics and research institutions, all of whom contributed generously to 
our efforts. I offer special thanks to all. 

Many government agencies provided us with a variety of assistance. In 
particular, I want to thank Comptroller General Charles A. Bowsher for 
the useful information the General Accounting Office staff was able to 
provide; and to Interior Secretary Donald P. t-odel, who responded 
promptly and graciously from the outset by furnishing us five capable staff 
members as well as financial assistance. My appreciation also goes to the 
Departments of Commerce, Defense, Energy, Justice, Transportation, and 
Treasury; and the Agency for International Development, Environmental 
Protection Agency, and Federal Trade Commission for providing their 
support; and to Director James C. Miller III of the Office of Management 
and Budget for responding cooperatively to all our icquests for informa
tion from his agency's experts. 

To the Commissioners, I extend my deep appreciation for their dedica
tion to the demanding schedule of hearings and meetings. Their concern 
for each of the issues was demonstrated by the countless hours devoted to 
studying the overwhelming literature and staff documents, culminating in 
intensive deliberations at our business meetings. 

The members of our staff performed tirelessly. Their diligence in un
covering all sides of the many issues, researching and analyzing extensive 
literature, and preparing in-depth papers for the Commissioners was in
valuable. They performed with unusual devotion, applying limitless hours 
(o the task. To each of them, I offer my sincere personal gratitude. 

DAVID F. LINOWES 

ChairmanI
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Executive Summary 
The President's Commission on Privatization was established on Sep

tember 2, 1987 "to review the appropriate division of responsibilities be
tween the federal government and the private sector," and to identify 
those government programs that are not properly the responsibility of the 
federal government or that can be performed more efficiently by the pri
vate sector. 

The Commission reviewed a broad spectrum of government activities: 
" Low-Income Housing
 
" Housing Finance
 

* Federal Loan Programs 
* Air Traffic Control and other FAA Functions 
* Educational Choice 
• Postal Service 
* Contracting Out: Military Commissaries; Prisons 
* Federal Asset Sales: Amtrak; Naval Petroleum Reserves 
" Other Programs: Medicare; International Development Pro

grams; Urban Mass Transit 
In all these representative areas, the Commission found potential for im
proved efficiency, quality of service, or both, to be derived from in
creased private sector participation in the provision of services. In some 
areas, such as the Naval Petroleum Reserves, the Commission found that 
the public would be best served by complete government divestiture. In 
other areas, such as Housing, Education, and Medicare, the Commission 
found that the continued need for public sector support could be served 
by means of vouchers, which act as vehicles for private sector participa
tion, and hence, competition. In yet other areas, such as Air Traffic Con
trol, Postal Service, and Urban Mass Transit, the Commission found that a 
combination of private sector initiatives, from contracting out to asset 
sales, may best serve the public interest. However, federal workers should 
be assured that normally any staff reductions resulting from the implemen
tation of Commission recommendations should be handled through attri
tion. In addition, any recommendation supporting increased contracting 
out should be implemented only after full consideration has been given to 
employee interests. 
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The following are summaries of the Commission's findings and recom
mendations in each area: 

Low-income I iousing 

Rather than financing new public housing construction, the government 
should provide housing subsidies tc eligible low-income households in the 
form of vouchers enabling them to rent acceptable housing in the private
marketplace. To the greatest extent possible existing public housing
should either be sold to or managed by the residents. By giving residents 
a larger stake in their own housing by selling it to them, contracting with 
them to manage it, or by allowing them discretion in choosing it through 
a voucher program, the long-term quality of their housing will be im
proved at a lower cost per household. 

Housing Finance 

The federal government should assume a more neutral position with re
spect to direct housing finance programs (Farmers Home Administration, 
Government National Mortgage Association, Federal Home Loan Mort
gage Corporation, Federal National Mortgage Association, Federal Hous
ing, Administration, and Veterans Administration). In addition, the federal 
government should refocus the mortgage insurance activity of the Federal 
Housing Administration so that it does not compete as directly with pri
vate mortgage insurers. Rather, it should direct its efforts, as originally
intended, toward home buyers who have been turned down by private
insurers. Similarly, the Federal National Mortgage Association and, by ex
tension, the Federal Home Loan Mortgage Corporation, should not be al
lowed to compete on an unfair basis, and thus should be fully privatized, 
including the elimination of all federal benefits and limitations. 

Federal Loan Programs 

The federal government should phase in a loan asset sale program in 
order to avoid large uncertain liabilities in the future. Moreover, federal 
loans should not be sold with any type of recourse that would create a 
future liability for the government. When federal loan assets are sold, the 
legal and contractual rights of the borrowers should be protected and the 
private sector owners shou' be required to abide by the stated collection 
policies that are used by the agency that makes the loan. 

The federal government also needs to implement better accounting 
methods and introduce better incentives to make the budget accurately re
flect the impact of the various types of loans it makes. In particular, a 
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market valuation method of identifying the subsidy cost of its credit pro
grams would enable policymakers to more accurately weigh the costs and 
benefits of direct loan and loan guarantee programs. In order to reveal 
hidden subsidies, the federal government should phase in a policy of pur
chasing reinsurance for all loans it guarantees, and the agencies should be 
required to obtain annual appropriations to pay for the reinsurance. 

Air Traffic Control and Other FAA Functions 

The FAA should continue to regulate the national airspace system for 
the foreseeable future for reasons of safety, public service, and efficiency. 
However, portions of that system can and should be considered for pri
vate operation or for contracting, when such options would improve air 
commerce. In this regard, the federal government should reduce its direct 
role in the development of airports, by encouraging each airport to 
develop its own sources of funding from the full range of beneficiaries of 
aviation services. In particular, the portion of national airport and airway 
expenditures borne by users should be increased. Airport operators 
should be allowed to charge peak-hour takeoff and landing fees to allevi
ate congestion, and to charge passenger facility fees as a means of generat
ing revenues. The FAA should retain authority over the en route centers, 
but some center activities should be subject to contracting out. In addi
tion, the FAA should move incrementally to a system of private airport 
traffic control towers, and should privatize its system of flight service sta
tions and system maintenance service. 

Educational Choice 

The federal government should foster choice options, including the use 
of vouchers, to achieve the nation's full range of educational goals. Con
gress should adopt policies to increase parental choice in education at the 
elementary and secondary levels, just as it now fosters choice in higher 
education through GI Bill payments and Pell Grants. Private schools 
should be able to participate in federal programs providing educational 
choice to parents, but the federal government should remain sensitive to 
retaining the values represented by the public schools and should ensure 
that the full range of civil rights guaranteed by the Constitution is 
protected. 

The federa government should encourage choice programs targeted to 
individuals in the lower percentiles of the current elementary and second
ary student population. The schools are failing these children now, and 
alternatives beyond current programs should be explored. Finally, the Sec
retary of Education should use discretionary resources to conduct addi
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tional research on educational choice initiatives that might expand the 
range of educational options for children. 

Postal Service 

Tile private express statutes, which mandate the postal monopoly,
should be repealed to allow competition in the provision of any and all
postal services. The benefits conferred by competition, in terms of quality
of service, cost efficiency, and the incentives for innovation, clearly out
weigh the costs of transition to a free market. However, there must be a 
gradual phase-in period and compensation of postal employees for 
possible loss of benefits or earnings. The U.S. Postal Service should seek 
private sector involvement, with consideration given to selling it as an 
Employee Stock Ownership plan. As part of the phase-in process, the mo
nopoly restrictions on the carriage of third-class mail and on rural delivery
should be lifted immediately. Similarly, the restrictions on private delivery
of urgent mail should he loosened and the prohibition on private use of
letter boxes should be repealed immediately. At the same time, the Postal 
Service should more actively pursue contracting out opportunities in all its 
functions and ensure highest and best use of all its assets. 

Contracting Out 

The federal government should not compete with the private sector in 
the provision of commercially available gou;ds and services. Contracting 
out through the competitive bidding process should be pursued more ag
gressively through the Executive Branch as a means to procure the same 
or better level of service at reduced cost. This process should include ap
propriate in-house competition and adequate safeguards against employee
displacement. Employee Stock Ownership Plans (ESOPs) can also be de
vices for furthering competition and contracting. Although Fed CO-OP is 
still a demonstration program, it, and other ESOP options, should be pur
sued by the federal government. Public policy goals and the operational
needs of government should not be threatened if proper attention is de
voted to developing work specifications and administering contracts. 

Military Commissaries. Private sector businesses should participate in
managing and operating military commissaries in the United States in order 
to achieve greater efficiency through competitive stimulus. 

Prisons. Contracting the administration of jails and prisons at the federal,
state, and local levels could lead to improved, more efficient operation.
Problems of liability and accountability should not be seen as posing
insurmountable obstacles to contracting for the operation of confinement 
facilities, although Constitutional and legal requirements apply. Contracted 
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facilities may also be required to meet American Correctional Association 
standards. 

The Bureau of Prisons and the Immigration and Naturalization Service 
(INS), in cooperation with the anpropriate government agencies, should 
prepare cost studies, following the guidelines 4f OMB Circular A-76, com
paring the cost of contrac:ing with total government costs for administer
ing existing facilities. In addition, the Bureau of Prisons and the INS 
should be encouraged and authorized to, pursue lease-purchase arrange
ments for the addition of new facilities and the Department of Justice 
should continue to give high priority to research on private sector in
volvement in corrections. 

Federal Asset Sales 

Divestiture of federal assets should be pursued either where federal 
ownership is unnecessary for achieving public policy goals or where pri
vate ownership. in combination with covenants, regulations, or other pro
tections, could better achieve these goals. Statutory prohibitions on study
ing divestiture of federal assets cannot be justified. Without adequate 
study, there is insufficient evidence to determine whether public or pri
vate ownership would best serve public policy goals. 

Amtrak. Private sector initiative in the provision of intercity passenger 
rai'. service should be encouraged. The federal government should adopt a 
multi-year plan to move Amtrak or major portions of its operations to the 
private sector, in conjunction with repealing Amtrak's exclusive rights to 
provide intercity rail service. As part of the multi-year plan, federal 
subsidies should be increm.,ritally reduced, and a deadline should be set for 
the Department of Transportation to decide whethei Amtrak or portions of its 
operations should be continued. Capital needs should be funded by the federal 
government only if the purchase can be justified as a means to reduce the 
federal subsidy and to facilitate the eventual transfer of Amtrak to the pri
vate sector with no additional commitment of federal funds, including 
government loan guarantees. At the same time, Amtrak should contract 
out operations wherever the level of service can be performed at an equal 
or improved level and cost savings would result-taking into consider
ation the interest of employees. It should charge states and other users the 
full costs associated with providing rail service and trackage rights. 

Naval Petroleum Reserves. The federal government should begin 
immediately to divest itself fully of the Elk Hills, California, and Teapot 
Dome, Wyoming, reserves. The military purposes for which they were 
acquired can now be better met through alternative means. In developing 
the sale, some level of access to light Elk Hills crude oil for smaller refiners 
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and producers, as well as structuring the sale to maximize the number of 
potential bidders, should be considered. 

Other Programs 

Medicare. Piivate sector competition, hy means of vouchers, in the
provision of health care financing (health insurance or HMOs) for the el
derly can impart critically needed cost-containment incentives in this
market and offer a broader choice of health plan options. The govern
ment should act to increase competition and private sector participation in 
health care financing under Medicare by, encouraging the use of vouchers 
or capitated paymnnts to purchase private health care financing. Since the
private sector is naturally reluctant to assume greater risk without compen
sating benefits, some risk-sharing plan, such as it use of risk-corridors,
should be considered in the implementation of any voucher systent.

International Development Programs. Developing countries, for a
variety of reasons, often have extensive state ownership of busin:;s enter
prises. In many cases, these enterprises could be made more efficient and 
innovative if turned over to the private sector. The Agency for lttrnational 
Development 'AID) should increase its support of privatization in develop
ing countries Lv channeling its funds and expertise as much .As possible
toward the privaic sector or by aiding host governments in converting state
owned enterprises to private entities. AID should support employee stock 
ownership plans and debt-eqteity swaps as means of facilitating privatization
efforts in developing countries, and should encourage multilateral financial 
institutions and regional banks to act more decisively in private sector 
lending and divestiture in less developed countries. 

Urban Mass Transit. Various means of increasing private sector partici
pation in the provision of urban mass transit, including contracting out,
employee stock ownership plans, and stimulating competition, can result in
improved service in many areas. The federai government should administer 
its grant programs so as to foster pubiic-private partnerships and healthy
competition among public and private providers of mass transit service. At 
the same time, the limitations and requirements of Section 13(c) of the 
Urban Mass Transportation Act should be interpreted and amended so as to 
grant transit authorities the ability to achieve economies through privatiza

xx 



tion. UMTA should allow grantees to sell UMTA-funded equipment to 
private operations where service is being permanently contracted out or 
reduced, and UMTA should be reimbursed only for the federal share per
centage of the proceeds. 

The Commission believes that increased private sector participation in 
activities currently performed by the public sector has great potential for 
increasing the efficiency, quality, and constructive innovation in providing 
goods and services for the benefit of all the people. 
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Chapter 1 

Introduction
 

The United States is experiencing a renewed interest in the systematic 
examination of the boundary between public and private delivery of 
goods and services. The interest has been stimulated in part by concern 
that the federal government has become too large, too expensive, and too 
intrusive in our lives. The interest also reflects a belief that new arrange
ments between the government and the private sector might improve effi
ciency while offering new opportunities and greater satisfaction for the 
people served. The President's Commission on Privatization was created 
to assess the range of activities that might properly be transferred to the 
private sector and to investigate methods by which such a shift could be 
accomplished. 

There are essentially three techniques for the privatization of service 
delivery. The first method is simply selling the government's assets. The 
sale of' Conrail in 1987 is an example of the sale of an enterprise as a func
tioning unit, in this case, through a public stock offering. Instead of sell
ing an enterprise, the government could also sell assets piecemeal; exam
ples are the sale of obsolete military bases, loan portfolios, or surplus
equipment. In 1982 the federal government privatized the National Con
sumer Cooperative Bank by relinquishing the asset value of government
purchased stock and the associated right to name directors to the bank's 
board. The bank was separated from the government and left to function 
as a private entity without further assistance. 

The second technique is contracting out, whereby the government 
enters into contracts with private firms to provide goods and services used 
by the government or demanded by the public. Contracting usually results 
in cost savings because the process is opened to competition among ven
dors. Contracting has been encouraged since 1955, when President Eisen
hower approved a policy that "the Federal government will not start or 
carry on any commercial activity to provide a service or product for its 
own use if such product or service can be procured from private enter
prise through ordinary business channels." 

Contracting out is widespread and increasing in popularity at the state 
and local levels. Included in contracting is franchising, under which the 
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government awards an exclusive right to deliver a public service to a pri
vate contractor, who then is paid by consumers rather than by the govern
ment. Franchising is commonly used for services such as water, electricity, 
gas, telephone, and cable television. 

The third main form of privatization is the use of vouchers, under 
which the government distributes purchasing power to eligible consumers, 
who then must spend the funds received on designated goods or services. 
For example, housing vouchers provide low-income families with the 
means to obtain better housing in the rental market. Food stamps provide 
purchasing power to lower income families, enabling them to buy more 
or better food than their income otherwise would allow. The GI Bill fol
lowing World War II provided education vouchers that could be used at a 
wide range of schools at the individual veteran's discretion. 

User fees have been classified as a method of privatization, although 
they do not involve the transfer of government functions, but resemble 
privatization in that they place the burden of paying for the public service 
on those who benefit from it, rather than on taxpayers in general. The 
fees charged to barge operators to use government locks and canals are 
one example. When user fees are insufficient to cover the true cost of the 
government service (as is often the case), taxpayers must subsidize the 
shortfall. 

Also considered privatization, deregulation of industry has been one of 
the most important forms of curbing government and relying more heav
ily on the private sector. Deregulation in some cases results in competi
tion between private suppliers and the government for the consumer's 
dollar. For example, since 1979, when the Postal Service began to allow 
private carriage of urgent mail, private express couriers have grown dra
matically, to the point where the Postal Service share of the express mail 
market is only 12 percent. Under the private express statutes, however, 
private services are still prohibited from delivering first-class mail. 

State and Local Privatization 

Contracting out in the United States has been employed most widely at 
the state and local levels. From coast to coast, government bodies, princi
pally in response to pressures from taxpayers for greater efficiency, have 
been relying increasingly on the private sector to get the job done. 

Since 1932 San Francisco has franchised garbage collection to private 
companies. Today, drivers own their trucks and are responsible for collec
tions. In 1975, a study showed that San Franciscans were paying $40 a year 
for the private service, whereas New Yorkers in two comparable neigh
borhoods were paying $297 a year for municipal collection. 

In 1977, Little Rock, Arkansas, contracted out its city hall janitorial serv
ices and achieved a 50-percent cost savings. Through similar programs, 
Cypress, California, saved 20 percent and Phoenix, Arizona, 57 percent. 
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Orange County, California, reduced costs about 33 percent by contracting 
out its electronic data processing requirements. 

Bringing in private management is another privatization measure being 
used by local governments. The American Water Works Company man
ages government-owned water and sewer facilities for more than 95 com
munities with more than 500,000 people in western Pennsylvania. Sonoma 
County, California, reduced its annual operating subsidy to its county hos
pital by 50 percent, after turning the operation over to a for-profit hospital 
management chain. York County, South Carolina, has turned virtually all 
its municipal hospitals over to for-profit management companies. 

Since 1899, Vermont law has allowed school hoards of towns with no 
public or union district high school to pay for the tuition of the town's 
high school students at any approved (nonparochial) secondary school
"within or the state," to amountwithout up an (for nonpublic schools) 
equal to the average tuition rate for a union district high school. In 1985, 
95 Vermont towns containing 24.2 percent of the state's high-school-age 
population used this education voucher system, and surveys have shown 
strong parental acceptance and satisfaction with it. 

Innovative privatization efforts such as these are under way in numer
ous state and local governments throughout the country. Privatization is 
growing because it delivers major savings or improved service quality, or 
both, to local taxpayers, 

Privatization at the Federal Level 

In the fiscal 1988 budget, the Office of Management and Budget pro
posed a number of privatization initiatives. These included the sale of the 
five power-marketing administrations, two oilfields owned by the Depart
ment of Energy, excess real property owned by the General Services Ad
ministration, the Federal Housing Administration's rural housing insur
ance fund, auction of the unassigned radio frequency spectrum, termina
tion of federal crop insurance, sale of federal helium equipment assets, 
sale of Export-Import Bank loans, and Amtrak. The budget also included 
proposals for additional contracting out by the federal government. 

One innovative proposal, advanced by the Office of Personnel Manage
ment, is called "Fed CO-OP.- It proposes to spin off government entities 
as independent, for-profit companies with the current government em
ployees as shareholders. By offering employees an ownership stake in the 
privatized activity, the plan seeks to build support within a group nor
mally opposed to proposals to reduce the federal role. To date, however, 
no entity has been spun off under the Fed CO-OP plans. 

The 1987 sale of Conrail marked the first major privatization initiative 
to come to fruition. This was followed later in the year by the sale of 
loans by the Department of Education and the Farmers Home Administra
tion. Even during the period when no highly visible privatization initiative 
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surfaced, use was being made of the contracting out procedures, most no
tably by the Department of Defense. 

Although much more might have been attempted in recent years at the 
federal level, there is growing interest in privatization, both in the divesti
ture of federal government assets to the private sector and in the more 
aggressive use of contracting. 

Privatization Worldwide 

A worldwide trend toward privatization has accelerated dramatically in 
the past few years. It has encompassed governments of all political persua
sions, including some in Communist countries, which are coming to ap
preciate the large gains in efficiency that involving the private sector can 
achieve. 

The unquestioned champion for sweeping privatization is Briton. Prime 
Minister Margaret Thatcher's government has made the sale of govern
ment commercial entities one of the principal themes of her administra
tion. Among the entities sold to workers, consumers, and the general
public are British Rail Hotels, English Channel Ferry Service, Jaguar
(automobiles), British Petroleum, British Aerospace, Brito2, National 
Freight Corporation, Gibraltar Dockyard, the British Telecom system,
British Gas, British Airways, British Airports Authority, and Rolls Royce. 

The Thatcher government's sale of more than a million government
owned housing units to residents affected the approximately 40 percent of 
British families who formerly lived in this "council housing." By selling
these units, the government divested itself of money-losing facilities, 
eliminated costly operating subsidies, received income in the form of sales 
payments, and made independent homeowners out of dependent govern
ment residents. The result not only was beneficial to the residents and to 
the Exchequer, but has now even won considerable political support from 
the opposition Labor Party. 

In Japan, former Prime Minister Yasuhiro Nakasone had initiated the 
partial privatization of some of Japan's worst money-losing government
enterprises, notably Japanese National Railways UNR). In 1983, JNR was 
losing $25 million a day and had accumulated $120 billion in debts. Steps 
to sell part of the giant Nippon Telegraph and Telephone are also 
proceeding.
 

Privatization in France has been a top priority since March 1986, when 
Jacques Chirac became Prime Minister. In fact, the principal economic 
minister has been retitled the Minister of State in Charge of Finance, the 
Economy, and Privatization. France has announced plans to transfer 65 
companies to private hands by '991, for a total price of at least $50 billion. 
A major goal has been to increase share ownership among the French 
people, and in the first year the number of French owning corporate
shares rose from 2 million to more than 5 million. The government views 
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the effort as reviving the prospects for French firms to compete interna
tionally and strengthening the French stock market. 

Turkey has sold the Bosporus Bridge and the Keban hydro plant and 
has 30 more state-owned enterprises on the list for eventual sale. The sale 
of the national airline began wih sales to airline employees, then to the 
general public, then to domestic and foreign in vestment firms. 

The Italian state holding company, IRI, has begun selling many of its 
commercial assets. In Spain, part of the state-owned auto manufacturer 
was sold off to Volkswagen, and a state-owned ball-bearing factory will 
follow. The government bus and truck company has been sold to General 
Motors. 

In the Peopie's Republic of China, workers are being allowed to buy
shares in their enterprises, which are slowly being freed from state and 
party control. Free markets are springing up in cities such as Guangzhou,
Shanghai, and Chengdu. A stock market has been allowed to open in 
Shenyang, and extensive agricultural privatization has drama:ically im
proved China's capacity to feed its people. 

Even the Scviet Union is moving cautiously in the same dircztion. In 
November 1986 the Supreme Soviet issued a decree allowing a range of 
private sector activities. In Estonia, worker-owned radio and television 
repair shops have achieved important efficiencies and new levels of cor,
sumer satisfaction. Independent production cooperatives also will be en
couraged under reforms advocated by General Secretary Mikhail 
Gorbachev. Among many further such examples in Communist nations,
Cuba has embarked on a public housing sale akin to that in Britain, and 
Hungary allows groups of workers to lease state-owned factories and keep 
the profits they earn. 

In Latin America, where inefficient state-owned corporations have been 
major recipients of foreign bank loans, numerous governments are 
moving to transfer their holdings to the private sector. Costa Rica has 
been one of the most enthusiastic. With help from the U.S. Agency for 
International Development, a trust fund has been established to buy com
panies now owned by the state holding company and to sell them to pri
vate investors. Costa Rica has converted a key agricultural complex into a 
200,000-member agricultural cooperative. 

Even in Africa, where socialized economies are almost taken for 
granted, the movement is gaining a foothold. All the government enter
prises in Togo are for sale. The government of Kenya is firmly committed 
to a similar course. In late 1985 Guinea closed all its state-owned banks 
and created new banks in which private shareholders have a stake. Ivory
Coast has liquidated its national trading company along with unprofitable
rice and hotel operations. The President of Tanzania, where "African so
cialism" proved unsuccessful, has declared that state enterprises will 
henceforth have to operate without government subsidy, often a step
toward private ownership. 
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Summary 

The Commission has approached each of the areas of government activ
ity addressed in this report with a firm commitment to improve services to 
t,.e American people. The Commission received extensive evidence of dif
ficulties in the current deliver' of services, heard testimony that more cf
fective alternatives are available through the private sector, and found 
convincing evidence that some government actions impede development 
of private alternatives (and obstruct improvements in public services). In 
many of these cases the Commission recommends a renewed reliance on 
the talents and ingenuity of private citizens to develop better ways to ac
complish what is now government's business. 



Chapter 2 

Low-Income Housing
 

The overall condition of American housing has improved dramatically 
since World War 1I, as the percentage of housing rated inadequate on the 
basis of U.S. Census statistics has declined from more than 40 percent to 
less than 5 percent. From 1950 to 1979, the average number of square feet 
of a new U.S. home doubled. ' The success story of U.S. housing has been 
a product largely of private market forces, supported by federal tax advan
tages and federal assistance in housing finance. 

There have always been some Americans, how wer, for whom the hous
ing market does not work well. Some of these citizens live in crowded 
and deteriorated housing much below nationai standards. Others live in 
acceptable housing, but pay so much for it that their ability to buy ade
quate food, ,ransportation, and other necessities is endangered. The De
partment of Housing and Urban Developrnent (MUD) estimates that in 
1983 about 47 percent of very low-income renters were paying over half 
their incomes for housing. 

The best known form of government housing assistance for low-income 
people has been the direct construction of new public housing. Following 
authorization of the public housing program in the Housing Act of 1937, 
the rate of completion of public housing varied widely by year, but aver
aged almost 20,000 units annually, resulting in the construction of 440,000 
units by 1960.2 The 1949 Housing Act promoted new construction of 
public housing by establishing a national goal of "a home and suitable 
living environment for every American family." During the Eisenhower 
administration public housing was deemphasized but new construction 
picked up again in the mid-1960s. Another sharp cutback in new construc
tion occurred under the Nixon administration, followed by encourage
ment during tle Carter years, and then cutbacks again under the Reagan 
administration. Today, public housing represents about 5 percent of all 
rental housing in the naticn and up to 15 percent in several major cities. 3 

Because of the substantial lags in construction, each administration 
tends to inherit a backlog from its predecessor. Hence, as shown in table 
I, the early 1980s were a period with a high rate of completion of public 
housing, even while authorization of future units was declining. For fiscal 
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year 1988, Congress authorized expenditures of $340 million, sufficient to 
build 5,000 units of public housing. 

TABLE I.-Constracion of Public I-lousilg Uniij, by Year 

Public

Year Housing Units

Completed 

1940 
 34,308
194, 2,080

1950 
 1,255

1955 
 20,899

1960 
 16,401

1965 
 30,765

1970 
 70,300

1971 
 92,000
 
1973 
 75,000
 
1974 
 36,000
 
1975 
 31,000
 
1976 
 39,000
 
1977 
 24,000
 
1978 
 15,000
 
1979 
 15,000
 
1980 
 25,000
 
1981 
 32,000
 
1982 
 38,000
 
1983 
 35,000
 
1984 
 29,000
 
1985 
 24,130
 
1986 
 18,800
 
1987 
 18,113
 

SOURCE: For 1940 to 1965, Tht Rewrt of thePresidreit'j Comntnniic iran lIo.iing. Aon Deent 
lome (Washington, D.C., 1968); for 1970 to 1987, figures supplied by the Depart

ment of Housing and Urban Development. 

Under the public housing program, as created in the 1930s, the capital
costs of public housing were paid by the federal government aid the costs 
of operation by resident rents. However, over time the residents of public
housing tended to come more and more from the poorest segments of 
American society. These low-income residents found it difficult to cover 
operating costs. pressure toUnder assist them, Congress in 1969 enacted 
the so-called Brooke Amendment, limiting rent payments to 25 percent of 
resident income and committing the federal government to pay any oper
ating subsidies that became necessary. In so doing, Congress formally
acknowledged that the public housing program had become an important 
part ef the national welfare system. 4 

Seeking to rely on private management skills, while still providing fi
nancial assistance to low- and moderate-income households, Congress in 
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the 1960s adopted new housing programs to subsidize mortgages for pri
vately built rental housing. In return for the mortgage subsidy, the 
builder was required to price the housing at a level affordable by low
and moderate-income groups. 

The first of the major housing subsidy programs was created in 1961 
under Section 221(d)(3) of the National Housing Act. Pressures soon 
arose, however, to devise an alternative because Section 221(d)(3) mort
gages were provided directly by the government and the full mortgage 
am, bunt showed up at the point of issuance as a federal budget outlay. 

Section 236 of the National Housing Act was enacted in 1968 partly to 
address this Congressional concern about the direct loans of earlier pro
grams. Under Section 236 government outlays would be limited to annual 
subsidy payments made to the developer, who would obtain the mortgage 
from a private source. The government was permitted to pay subsidies up 
to an amount sufficient to bring the developer's interest rate down to 
1 percent. A similar program, Section 235, was also created in 1968 to pro
vide interest subsidies for the purchase of new and existing homes. As 
shown in table 2, new construction of subsidized housing under Section 
235 and Section 236 peaked in the early 1970s. 

Widely publicized scandals and other problems led President Nixon to 
suspend new construction under all the housing programs in 1973. Follow
ing the recommendations of a task force assigned to conduct a national 
housing policy review, Congress enacted the Housing and Community 
Development Act of 1974, which significantly deemphasized the role of 
mortgage subsidies. Nevertheless, mortgage subsidy programs continued 
to operate on a lesser scale. 

As part of Section 8 of the Housing and Community Development Act 
of 1974, Congress made a basic change in government housing policy. 
Critics had long argued that direct financial payments to low-income 
households would allow available government funds to serve many more 
low-income families. Under Section 8, low-income households were per
mitted to rent existing housing in the private rental market. The gov
ernment would then provide certificates to pay the difference between 
25 percent of the household's income and the market rental. Private housing 
obtained in this way must meet government quality standards and have a 
market rental no higher than an amount determined by HUD to repre
sent a fair market rent for suitable housing in that locality. The use of 
Section 8 certificates has grown rapidly since the program was enacted, 
serving about 800,000 households by 1985.5 

With Section 8, Congress in effect declared that use of the existing 
housing stock could also be an important method of providing for the 
housing needs of low-income households. Residents of public housing and 
users of Section 8 certificates are treated in much the same way, each 
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TABLE 2.-Cojtl.utWioln ol'Netc Got'nnet.S!dbsk'zed tIusing, by'Selected
 
Houisrng Programand I"ear
 

Number of New Units Completed 
Year 

Section 236 Section 235 Section 8 

1970 16,000 21,300 N/A 
1971 73,500 153,400 N/A 
1972 123,100 156,900 N/A 
1973 100,000 98,600 N/A 
1974 89,700 27,300 N/A 
1975 "00,000 15,300 0 
1976 81,300 1,000 0 
1977 16,900 19,588 25,000 
1978 6,600 8,500 53,000 
1979 5,900 11,200 125,000 
1980 3,700 13,300 150,000 
1981 1,200 67,400 135,000 
1982 217 38,800 107,500 
1983 0 12,800 80,000 
1984 N/A 2,000 60,000 
1985 N/A 4,900 35,500 
19,6 N/A 5,205 11,500 
1987 N/A 1,900 21,000 

SOURCE: Department of Housing and Urban Development. 

paying up to 30 percent of their income, while the government pays the 
remainder of the housing costs. 

Section 8 also contained other provisions that sharply altered the oper
ation of the programs for privately built but government-subsidized hous
ing. Instead of mortgage subsidy payments, the government would now 
provide builder, with tax advantages and guarantees of future streams of 
rent payments from low-income residents. As shown in table 2, comple
tions of new and rehabilitated housing under Section 8 subsidies exceeded 
100,000 units per year from 1979 through 1982. By 1987, more than 800,000 
subsidized housing units had been constructed or rehabilitated under 
Section 8. 

By 1987, there were a total of i.3 million units of public housing, 
1.9 million units of nrivate housing built with federal subsidies, and 900,000 
units of housing for which the federal government made a direct payment 
to cover some share of the rental. The total number of people living in 
these forms of government-assisted housing approached 10.6 million, 
about 5 percent of the U.S. population. 6 
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Problems of Government Housing Programs 

Reinforcing the findings of previous study groups, the Commission 
heard testimony that the cost per unit of constructing new housing today 
continues to be much higher than the cost of providing vouchers to rent 
existing 	 housing units. Table 3 shows recent Office of Management and 
Budget estimates of the cost per unit of providing low-income housing 
under various programs. Construction of new public housing currently 
costs about two and one half times the cost of providing housing through 
existing 	rental markets; new subsidized housing costs about twice the ex
isting market cost. On a monthly basis, new construction of public hous
ing carrently involves a cost per unit of almost $700 per month, compared 
with typical costs of about $300 per month for units obtained with 
vouchers.
 

TABLE 3.-Cws q/ Pror'i/g Gor'e,'u t'W rousi'ng A.sita,e. bY Prograi, 

Program 	 Twenty-year Cost 

Voucher $27,892 
Section 8 Certificate 27,955 
Farmer's Home Section 515 (new construction loan subsidy) 35,210 
Renti I lousing Development Grant (new construction loan 

subsidy) 53,500 
Section 8/292 Elderly lousing (new construction loan subsidy 

and rental subsidy) 53,575 
Public I-lotusing (new construction loan subsidy and rental 

subsidy) 69,863 

SOURCE F:	Ft'h ral Ilotig 1n,i ,i ()?piortimit, o .or Priatialiop, report submited to the 
Commission by the Office of Management and Budget, OctKL..r 20, 1987, p. 32. 

NOTE: 	 Comparisons are based on discoumreed present value for new units constructed 
today or new rental stbkidies issued todlay. 

The high cost of government-assisted housing is partly a consequence of 
government rules and regulations. Under the Davis-Bacon Act, for exam
ple, builders of public housing must follow rigid union work rules and 
pay the prevailing union wage in the construction industry, often signifi
cantly higher than other builders are paying. The Commission heard testi
mony from Professor Richard Muth of Emory University that new hous
ing built by local government agencies is "incredibly expensive," partly 
because these agencies do "not feel the coi. petitive pressure for efficiency 
that private producers do." 7 
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Given the high costs, the continued use of government funds for new 
housing construction creates some major social inequities. John Weicher 
of the American Enterprise Institute testified to the Commission that 

Because new housing isso expensive, housing isunique among our ben
efit programs for the poor. It is not an entitlement; instead it's a lottery.
In every other program-AFDC (Aid to Families with Dependent Chil
dren), Food Stamps, Medicaid-anybody who is eligible is entitled to 
benefits. In housing, you have to take your chances. A few people
about a quarter of the poor--"win big" in the lottery; they get a very
large subsidy to live in very good housing. Most poor ij,.ople-. equally 
poor and as far as we know, equally deserving-get nothing., 

With many more eligible households than units of public housing avail
able, long waiting lists have developed at some of the more attractive 
projects. In a few cities, waiting periods have reached 11 years, causing 
managers to stop accepting applications. The average wait nationwide is 
13 months and at 9 percent of public housing authorities the wait exceeds 
3 years. 

Another major problem with construction of new government-assisted 
housing is the racial and social segregation of the residents that results. 
Where whole projects are occupied predominantly by households on wel
fare, the social problems of these households have frequently been exacer
bated. Some projects are not able to maintain even minimum require
ments for a satisfactory living environment such as the assurance of per
sonal safety and enforcement of law and order. It is reported that 
Newark, New Jersey, is planning to demolish almost a third of its existing 
public housing because of poor conditions. 

Public housing also limits low-income families in the locations and types 
of housing they can obtain. There may be no housing project, for exam
ple, located near a promising source of employment. Like other families, 
low-income households will have varying preferences in the layout and 
design of housing, preferences that may not be satisfied by uniform 
government housing specifications. If employment or family circumstances 
change, it may be difficult for a low-income household to obtain another 
housing unit that would be better suited to its new circumstances. The 
range of consumer choice in public housing is necessarily restricted. 

As economic conditions change, some public housing units may come 
to occupy urban sites with high commercial or other use values. Sale of 
appropriately selected housing projects could improve the overall 
efficiency of land and also generate substantial additional government 
funds that would be capable of assisting many more low-income house
holds. In general, because decisions concerning public housing are largely 
removed from the influence of market incentives, socially beneficial re
sponses to economic and other pressures for change occur slowly. 
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Reflecting all these concerns, the President's Committee on Urban 
Hot'sing in 1968 and the President's Commission on Housing in 1982 both 
recommended against construction of new housing as the basic long-run 
strategy for providing government housin- assistance.9 Arthur Solomon, a 
former Director of the Harvard-MIT Joint Center for Urban Studies, 
stated in 1974 that 

A history of federal policies for housing the urban poor would chronicle 
a succession of programs, each in its turn, oversold to the public only to 
become sadly mired down in its operation, leaving the central 
dilemma-millions of families trapped in squalid living conditions-as 
unresolved as ever. The causes of disappointment have varied with cir
cumstances: in most cases, a host of unanticipated costs, red tape and 
local politi.'al conflicts (over building codes, tenant selection, lending 
practices. and site location) have combined to frustrate congressional 
intent; in a few dramatic cases, exposes of windfall profits, shoddy con
struction practices, and other more or less familiar forms of human ve
nality have culminated in outright congressional hostility. It is sympto
matic of our political system's indulgence that these programs have long 
outlived their fall from favor and have been quietly pensioned off on a 
token annual appropriation rather than administered a surgical and final 
coup de grace. 'o 

The public housing program was initiated in the depression years as a 
public works project whose main purpose was to stimulate the ,onstruc
tion industry and to create jobs, a linkage that has persisted ever since. As 
Solomon wrote in 1973, "Far too often these programs have been de
signed to stimulate the construction industry, despite the rhetoric of legis
lative preambles couched in terms of eradicating blight, providing low
and moderate-income housing and revitalizing older neighborhoods." 11 
The managers of public housing projects have come to represent another 
important constituency with an interest in maintaining public housing 
programs. 

The most influential factor in housing availability for low-income house
holds is not the level of construction of public housing, but the zoning 
and other regulatory policies adopted by suburban municipalities. 12 The 
nation has been unable or unwilling to open up more suburban land for 
development, which has raised land and housing prices for all concerned, 
but adversely affected the poor most of all. In some central cities, rent 
ccntrols have had similar effects on the supply and price of housing avail
able to new entrants in the housing market. Anthony Downs of the 
Brookings Institution believes that a main underlying purpose of public 
housing programs has actually been to serve as a kind of salve for the na
tional conscience, relieving well-to-do suburbanites and other citizens of 
the burden to help the poor in more effective ways-but ways that also 
might infringe significantly on their own comforts and prerogatives.18 

http:prerogatives.18
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Housing Vouchers 

Although Congress has continued to provide funds for new construc
tion of low-income housing, it heeded many criticisms in enacting the Sec
tion 8 certificate program of' the Housing and Community Development 
Act of 1974. However, the Section 8 program itself had some significant 
design flaws. 14 By fixing an allowable rent ceiling in each locality, the 
legislation simply encouraged landlords the rentto raise to the maximum 
amount allowed by HUD. Moreover, low-income recipients may have 
little incentive to search for a better housing bargain, because their hous
ing payment is fixed at a maximum of 30 percent of their income in any 
case. Savings achieved by a lower rental would largely accrue to the gov
ernment, not the Section 8 recipient. Recipients of Section 8 certificates 
also are not allowed to purchase higher quality housing if rent exceeds 
the HUD ceiling, even when they are willing to make the financial 
sacrifice. 

The Housing Voucher Program avoids these problems. Similar in some 
ways to food stamps, the amount of the housing voucher vari,.es with the 
income of the recipient. Recipients of vouchers can spend as much as they 
want for housing, supplementing the voucher payment with their own 
funds, if they choose. They can also spend less, retaining a portion of the 
voucher payment for other uses. 

Vouchers have already proven a workable means of providing assistance 
to the poor. A large-scale HUD demonstration project was carried out 
with successful results in the 1970s. Since receiving Corgressional authori
zation in 1983, a voucher program has been established by HUD that is 
now serving more than 100,000 households.' 5 The val ie of the voucher is 
set at the difference between the HUD-deterinincd local fair rent and the 
recipient's expected contribution, normally 30 percent of net income or at 
least 10 percent of gross monthly income. The recipient has the freedom 
to choose rental housing of any quality or price, provided it meets HUD 
minimum standards. 

In 1987, HUD issued the first in a series of reports, as part of a 3-year 
study of its voucher demonstration program. The preliminary report 
found that, on average, 60 percent of voucher recipients succeeded in 
finding suitable housing within the 90 days allowed for their search.' 6 Ail 
available vouchers were eventually used by, some household. Some fami
lies, however, did not find suitable quarters after searching more or less 
diligently, while very large families and those with a history of eviction 
sometimes find private markets inhospitable. In urban areas where 
vacancy rates are low, there is a concern that vouchers might merely drive 
up rentals, rather than providing low-income housing, creating a wind
fall for landlords. The National Governors' Association testified to the 

http:vari,.es
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Commission that, partly for this reason, it did not regard vouchers as the 
entire answer to the need for low-income housing programs. 17 

According to the Arlington County, Virginia, Department of Manage
ment and Finance, voucher-type assistance administered under the coun
ty's Housing Grants Program works well even in a market with tradition
ally low vacancy ratt s, as long as the turnover rate remains high. Under 
this program, Arlington County subsidizes half of the difference between 
the actual rent .ind 80 percent of the household's gross annual income. 
The HUD-measured fair market rent serves as a cap to limit the county's 
subsidy. 18 

Congress provided permanent authorization for vouchers in the Hous
ing and Community Development Act of 1987. This legislation also con
tains a nondiscrimination clause to be used against anyone refusing to rent 
an available dwelling unit at the I-IUD fair market rent. An important ad
vantage of vouchers is the potential--supported by some evidence to 
date-to achieve greater integration, as compared with government
constructed projects. 

The Commission concludes that vouchers are a workable and preferable 
means of assisting low-income households to obtain housing. Because 
vou,.hers cost much less per household than construction of new public 
housing, their benefits can be extended to many more households for a 
given level of federal housing expenditure. Vouchers do not segregate 
low-income households, most of them receiving welfare payments, in iso
lated projects, but instead allow voucher recipients to enter into broader 
communities of the working poor. Vouchers generally offer much greater 
mobility, allowing low-income families to respond to changing circum
stances in their choice of housing. By subjecting th'e housing decisions of 
low-income families to market incentives, vouchers also enhance the effi
ciency of land and housing markets. 

These features make vouchers a superior mechanism for providing gov
ernmental assistance to low-income Americans in obtaining housing. Ac
cordingly, the Commission recommends: 

Recommendation (1) 

As an alternative to furnishing public housing accommoda
tions, the government should provide housing assistance to 
low-income households by giving subsidies (vouchers) to eli
gible househds to select and rent acceptable private hous
ing in the marketplace at a price that is within their 
voucher-augmented means. 
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Management of Existing Housing Units 

Even if construction of new government-assisted housing stopped today, 
there would still be a large stock of existing housing to be managed. 
Some of this housiig might best be sold to project residents, while the 
conditions of other public housing could be significantly improved by a 
greater private sector involvemen, in its management. 

The physical design, quality and other characteristics of public housing 
units vary greatly across the United States, ranging from rural single 
family homes to multi-story apartment housing clustered in large com
plexes in some central cities. Government policies for the management of 
existing public housing need to be closely tailored to suit the widely vary
ing circumstances of individual housing projects. 

Sale of Small Scale Units to Residents 

Ownership by residents of their public housing units would have many 
advantages. Residents would have the flexibility and incentives to reduce 
significantly the costs of operations and maintenance-perhaps doing 
much of the work themselves. 

In some cases residents have lived in the same public housing units for 
many years. Selling the unit to these resident, would in effect acknowl
edge the de facto permanency o: resident occupancy. However, tile gov
ernment would benefit from the ending of its operating subsidies and 
from a reduced administrative responsibility in the future while residents 
wouid benefit from the possession of a valuable capital asset that could be 
sold for retirement or for other needs. Where new economic circum
stances might warrant a whole new use of a project site, freedom of 
project residents to sell would facilitate needed transitions in land use. 

Sales of public housing to residents have proven successful it: Great 
Britain. As of 1987, more than one million housing units had been sold, 
representing more than 15 percent of all British public housing existing in 
1979. Sales are to residents who have lived in public housing for at least 
2 years, at prices discounted 30 to 60 percent below market value. There 
are no restrictions on resales, although the discount is recaptured accord
ing to a sliding scale that requires 100 percent repayment in the first year 
and declines 20 percent per year thereafter. 

The opportun'ty for successful sale of public housing, has been greater 
in Britain, because public housing has constituted a much larger share of 
the national housing stock, and many occupants of public housing have 
been from the middle classes. There have also been more single-family 
homes and public housing of newer vintage in Britain. Nevertheless, the 
gains achieved suggest that similar results might also be achieved in the 
United States in appropriat,- circumstances. 
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In June 1985, HUD announced the Public Housing Homeownership 
Demonstration (PHI-ID), attempting to extend homeownership to low
and moderate-income families.' The sale terms of these units require 
HUD's continued payment of the debt service, but all operating costs 
must be borne by the resident-purchasers. Several conditions must be met 
for a sale to be completed: 

" Properties transferred to residents must be in good condition prior to 
sale. 

" Public housing authorities (PHAs) cannot involuntarily displace a 
resident who does not want to, or is financially unable to, participate 
in the homeownership demonstration. 

" 	Resident-buyers usually may not profit from the resale of these units 
before 5 years of ownership. 

" 	Resales must be structured to serve lower income families through 
income ceilings. 

By February 1988, 184 units had been sold to -esidents under the 
PHHD program, including 43 sales at 6 of the 11 single-family demonstra
tion sites (at an average unit price of $30,158) and two multi-family sales 
at two sites (at an average price of $38,180). Resident annual incomes for 
those units when sales have been closed have ranged from $7,900 to more 
than $26,000 with an average of $17,026.20 Congress recently permitted 
HUD to continue the PHHD but limited any expansion. 

As some Commission witnesses noted, IHUD's efforts to promote home
ownership have been hindered by a lack, of residents with the financial 
resources to purchase their units. According to estimates made by the 
Congressional Research Service, 9 percent of all public housing house
holds might have sufficient income to purchase public housing without ex
cessive financial strain .2 

The Commission concludes that ownership of public housing units will 
encourage greater resident pride and a sense of responsibility for the 
maintenance of the unit. Ownership provides the resident with a valuable 
long-term asset, while saving the government the burden of current oper
ating subsidies. Resident ownership makes future housing decisions more 
responsive to the incentives of the market. Accordingly, the Commission 
recommends: 

Recommendation (2) 

For public housing in good condition and consisting of de
tached one-family houses, duplexes and row houses, Con
gress should pass legislation authorizing and directing HUD 
to sell these units aggressively to tenants at a discounted 

http:17,026.20
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price, with no further government expenditures for upkeep 
or debt service, while providing vouchers to tenants that 
freely elect to vacate. 

Sale of Larger Projects to Tenant Management Organizations 

The sale of public housing to residents may also be feasible for some 
large-scale projects. The most promising possibilities exist where residents 
have already shown the capacity to manage the project through successful 
tenant management organizations. As shown in table 4, a variety of forms 
of resident involvement already can be found in public housing projects. 

Although there are only a limited number of tenant management orga
nizations in large public housing projects, the successes of several of them 
have attracted national attention.2 

2 The Commission heard testimony con
cerning "several spectacular successes" at such protects: 

The best examples are programs initiated by HUD and the Ford 
Foundation in 1976: the Kenilworth-Parkside Project in Washing
ton, D.C., and the Cochran Project in St. Louis, managed by 
Bertha Gilkey. Three years ago, Kenilworth was plagued by 
arson and drugs and had no heat or hot water. Since tenant man
agement was initiated, utilities have been repaired, and crime, 
teenage pregnancy, and welfare dependency have decreased. 
Rent collections have risen 105 percent In 1976, the Cochran 
Project had 250 vacant units out of 800, graffiti and gangs. 
Today, there are no vacant units, all units have been renovated 
and townhouses, playgrounds and a community center have been 
built. Other examples are the B.W. Cooper Project, New 
Orleans, where 3,000 requests for maintenance have dropped to 
zero and the A. Harry Moore Project in Jersey City, where 
vacant units have been cut from 20 percent to 2 percent. 2 3 

Under successful resident management, vacancies have been reduced, 
rent receipts increased and residents hired to perform maintenance, 
custodial, and security work formerly done by nonresident PHA employ
ees. The extra revenues have gone to raise the level of service and to 
fund resident enterprises. PHAs continue to pay all debt service charges 
and ongoing utility costs as well. 

In 1987 Congress enacted legislation allowing resident management cor
porations to earn the opportunity to buy their projects, once they have 
demonstrated successful management for 3 years. Proposals that would 
guarantee a resident's "right to buy" have also been introduced in Con
gress, although there is some question concerning the power of the 
federal government to require a local housing agency to sell a project. 
Conversion of a housing project from resident management to actual 
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ownership could be accomplished as either a cooperative or a condominium. 
In a cooperative, tenants can screen prospective owners closely and super
vise present owners. A condominium emphasizes individual ownership 
and responsibility, advantages that may prove more important over the 
long term, 

The sale of large projects to resident organizations is not without risk. 
Some residents may find their financial means stretched to the limits and 
som,': defaults are likely. The government should also be prepared to pro
vide training and other assistance to resident groups, both in planning 
sales and in subsequent management. 

TABLE 4.-Re Piart'0p1tton , i986Isl Inilubl 

Percent Percent PHAs with PFtA-Resident 
PHAs With Agreements

PH-IA Size Tenant 
Councils Manage- Mainte- Cervices 

ment nance 

Small 15.0 1.31.3 1.3 
Medium 17.1 
Large 50.9 3.8 3.8 
Very Large 71.8 13.27.9 15.8 
Largest 14 100.0 25.0 33.3 25.0 

All Respondents 38.8 3.2 5.6 5.6 

SOURCE: National Association of Housing and Redevelopment Officials 1986 Housing 
Survey. 

KEY: Smtall 1-500 public housing units 
Medium 501-1,250 units 
Large = 1,251-2,500 units 
Very Large = 2,501 or more units-excluding the largest 14 

Sales of public housing to resident organizations would generally re
quire a discount below market value. The residents worild have to have 
sufficient income to cover the operating costs. Since some residents could 
not meet this requirement, they would not be able to remain in the 
project. Any such residents should be provided with vouchers or other as
sistance to ensure that they can afford to remain in the project or obtain 
satisfactory alternative housing. 

The Commission concludes that the residents of public housing have 
the greatest stake in the quality of maintenance and management. Where 
resident management groups have already shown an ability to manage a 
project successfully, the government and the residents would both benefit 
from the sale of the project to the residents. The residents would acquire 
a valuable asset and, as owners, would have a strong incentive to ensure 
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effective management. The government, by selling.at a discounted price,
would receive some sales revenue and would no longer bear maintenance 
and operations costs. Accordingly, the Commission recommends: 

Recommendation (3) 

Where a multi-family public housing project is in sucisfac
tory physical condition and is under successful tenant man
agement, sale to tenant cooperatives at a discount should be 
encouraged, but only with the clear understanding that no 
operating subsidy will be provided and no further capital in
vestment, not even for debt service on the original construc
tion, will be made by the government after the sale. 

In making its recommendations to sell certain public housing units, the 
Commission clearly intends that alternate housing be provided for those 
who need it through vouchers. This housing stock should not be replaced
by new government financed public housing construction. 

Contracting Out of Public Housing Management 

Many resident groups may not have the financial resources to pay even 
a discounted price to buy their housing project and cover the operating 
costs as well. A more limited step would be for the housing authority to 
sign a contract with the residents to manage the project. If this is not fea
sible, contracting out to a private management firm is another alternative. 

To promote resident management, HUD is currently requiring PI-lAs 
to give residents information about their PHA's operating policies and as
sistance in forming resident organizations. I-IUD has published regulations 
to allow PHAs to waive competitive bidding requirements in contracting
directly with resident management organizations. A further incentive for 
resident organizations provided for in the 1987 housing bill is to allow 
them to invest some or all of the savings they achieve in further building 
improvements. 

Recently, the accounting firm Coopers and Lybrand conducted an anal
ysis of resident management operations at Kenilworth-Parkside, a 464-unit 
public housing project in southeast Washington, D.C. 2 4 This analysis 
identified the following benefits: 
" A 	77 percent increase in rent receipts per unit-month from 1982 to 1985, 

adjusted for the actual number of occupied units at the site; 
* A 	 70 percent increase in project income resulting from a reduction in 

the vacancy rate; 
" A reduction in the cost to the District government for dependence on 

public assistance; 

http:selling.at
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" An increase in District income tax payments associated with converting 
persons from welfare to gainful employment; 

* A higher level of public service provided at the project. 

Even under conservative assumptions about the costs of establishing the 
Kenilworth-Parkside resident management corporation, the analysis est'
mated net benefits to the District of Columbia government of $4.5 million 
(actual and projected) for the 10-year period 1982-1991. 

Resident management organizations are not always successful. In the 
past decade, three of five such organizations failed in St. Louis. The resi
dentc may not have the substantial leadership and management skills re
quired and some local housing authorities have sought to impose a new 
set of bureaucratic rules on tenant organizations, defeating much of their 
purpose. 

Where residents may not have the skills and capabilities for successful 
mathagement of a project, private management firms may be able to 
supply them. The private sector contains many firms that specialize in the 
management of residential and commercial facilities. Putting the experi
ence of these firms to use would offer the prospect of more effective man
agement of public housing projects. 

Tte Commission concluces that in many cases large public housing 
projects could be managed more successfully by private property manage
ment firms and/or by the residents themselves. Because private firms 
would be held accountable for their performance, and could be replaced 
if necessary, private firms would be more responsive to the needs of gov
ernment and residents alike. Where feasible, the best management might 
be provided by the residents themselves, the group that has the greatest 
interest in achieving successful management. Accordingly, the Commis
sion recommends: 

Recommendation (4) 

To the maximum feasible extent, management of large 
public housing projects that are in satisfactory physical con
dition should be contracted out. This should be done by 
competitive bidding. Contractors would be either property 
management firms or tenant management organizations. It 
is recognized that the latter may be able to make a signifi
cant contribution to the effective management of public 
housing projects. 
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Closing of Public Housing Projects 

The stock of existing public housing is aging rapidly. More than 400,000 
units of public housing were built prior to 1900. Fully 34 percent of public
housing buildings are today more than 25 years old. Portions of this hous
ing have been subject to regular abuse and mismanagement that have left 
them well below government quality standards. Some unoccupied build
ings lack even basic requirements such as heating and plumbing. 

According to Commission witness Rene Henry, Jr., of the National In
stitute of Building Sciences, one study has shown that ". . S9.5 billion is 
required just to make necessary repairs." Henry said, "If other important
work, such as energy conervation, abatement of the hazards of -isbestos 
and lead-based paint . . . and redesign of units, is implemented, the price 
tag is $21.5 billion." 25 

Indeed, some public housing projects have passed beyond the point
where they can be salvaged by good management-resident or otherwise. 
Some of these projects have been allowed to deteriorate to the point that 
resident health and safety is endangered. Others may require very large 
expenditures to bring them up to an acctptable standard of quality. Bring
ing these projects up to standards would involve a cost per resident sig
nificantly greater thati the cost of providing vouchers to rent private 
market housing. 

There are also cases where deteriorated public housing occupies high
value urban sites. If the projects were sold, revenues could be used to 
assist many more low-income families to obtain adequate housing else
where. Existing residents should be guaranteed receipt of vouchers and 
relocation assistance to find other housing accommodations. 

The Commission concludes that it no longer makes sense to maintain 
public housing at some sites. Demolition of some projects will save the 
government unacceptably high future costs of rehabilitation. In some 
cases, sale of deteriorated projects in high-value urbail areas may yield sig
nificant government revenues. The use of new revenues to provide hous
ing vouchers would allow the government to assist a larger number of 
low-income households. Accordingly, the Commission recommends: 

Recommendation (5) 

For public housing that is in poor physical condition and re
quires extensive repairs and modernization, public housing
authorities should be granted the flexibility to give vouchers 
to current tenants to enable them to obtain equal or better 
housing. The properties can then be vacated and sold for 
private use, with or without demolition, to the highest 
bidder. 
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Government-Subsidized Private Housing 

Public housing was the first of the major federal housing assistance pro
grams and remains the one most familiar to the public at large. Howcver, 
a higher total number of units have been constructed under tile several 
programs that have subsidized the private construction of housing, provid
ing mortgages to builders at below-market interest rates or other forms of 
subsidy. At present, here are a total of 1.9 million housing units that were 
constructed under the various subsidy programs. 

Many of the past subsidized projccts contained provisions in their con
tracts for an initial term, after which renewal was optional with the devel
oper. During this initial term-typically 15 years or more-the developer 
was required to offer housing at below-market rentals. At the end of the 
term, however, the developer could pay off the project and convert i to 
,)rdinary private rentals at market rates. The General Accounting Office 
recently estimated that from 240,900 to 890,000 units might be withdrawn 
in this fashion from the subsidized housing stock by 1995.26 

Congress has expressed concern over this potential decline in the supply
of government-assisted housing for low- and moderate-income groups. Re
cently enacted legislation contains procedures designed to restrict and 
delay prepayment of mortgages or other changes in the status of the con
tractual agreement between HUD and the private owners. Under this leg
islation incentives to continue the contract might be offered by HUD to 
the owner. If the private owner still seeks to pay off the mortgage, HUD 
must find that implementation of the action plan would not create hard
ships for current tenants or displace them when comparable and afford
able housing is not generally available. 

The Commission concludes that the government should not abrogate 
contracts that had been entered into to subsidize private mortgages. How
ever, such contracts are an inefficient use of federal funds. The poor in 
need of housing can be more effectively assisted with housing vouchers. 
Accordingly, the Commission recommends: 

Recommendation (6) 

Contracts for private housing built with government subsi
dies should not be renewed, provided that no owner's right 
to renewal shall be abrogated. Vouchers shall be issued to 
eligible tenants who cannot afford the new market rents. 



24 PRIVATIZATION: Toward More Effective Government 

NOTES FOR CHAPTER 2 

1. The Report of tte Prejidetw Conmifiion on Itoujing (Washington, DC: U.S. Gov
ernment Printing Office, 1982), p. 4. 
2. The Report o/the tresithtrt'S .inontitte ot Urban llousing, a Decent Home (Washing
ton, DC: U.S. Government Printing Office, 1968), p.61. 
3. Raymond J. Struyk, '1Ne' Sy.s,,,m/r Ptubl hlousig: Salvaging a National Re
source (Washington, DC: The Urban Institute, 1980), p.14. 
4. John C. Weicher, llou.fngq: Fderal Polii s and Programs (Washington, DC: Amer
ican Enterprise Instituie, 1980), p. 35. 
5. Federal llou.iing Poliy , aod Opportuniti.s for Priatization, report submitted to the 
Commission by the Office of Management and Budget, October 20, 1987, p.30. 
6. Supplementary material to testimony of Carl D. Covitz, Department of Housing 
and Urban Development, submitted to the President's Commission on Privatiza
tion, Ilearings on Housing (hereinatter cited as Hearings on Housing), Oc
tober 20, 1987. 
7.Testimony of Richard F. Muth, E~aory University, F-leaings on Housing, Octo
ber 21, 1987. 
8. Testimony of John C. Weicher, American Enterprise Institute, "Private and 
Public Roles in [lousing Policy," Hearings on Housing, October 21, 1987. 
9. The Report o/the Presidents Committee on 	 ,.71; and -hec' Urban Ilousitg (1968), 
Report o/the President's Comonmrsioni on liou.(ing (1982), p. 18. 
10. Arthur P. Solomon, Housing the Urban Poe: /A Criticl Erasluation of Federal 
Housing Polity (Cambridge, MA: The MIT Pre3s, 1974), p. 1. 
11. Ibid., p.7. 
12. Testimony of Rene A. Henry, Jr., National Institute of Building Sciences, 
Hearings on Housing,October 21, 1987. 
13. Anthony Downs, Neighborhoods arnd Urban Detelopment (Washington, DC: The 
Brookings Ins'itution, 1981), pp. 116.17. 
14. Weicher, pp. 74-81. 

15. Covitz testimony. 
16. Abt Associates, Inc., report prepared for the Department of Housing and 
Urban 	 Development, Report of First-Year Findings for the Freestanding Housing 
,'oucherDemonstration, June 1987, p. 5. 

17. Testimony of Richard B. Geltman, National Governors' Association, Hearings 
on Housing, October 21, 1987. 
18. Letter to the Commission staff from Mark Jinks, Budget Director, Arlington
County, Virginia, Department of Management and Finance, January 22, 1988. 
19. William M. Rohe, Michael A. Stegman, Raymond J. Burby, and Roberto 
Quercia, Public tloos i',g itomeou-nership Demonstration Afsessment, Background Program 
Report, draft report prepared for the Department of Housing and Urban Devel p
ment, September 1987. 



Low-Income Housing 25 

20. Supplementary material of Carl D. Covitz. 
21. Moritn J. Schussheim, Senior Specialist, Congressional Research Service, 
"Update of Study on Selling Public Housing to Tenants," in memorandum to 
U.S. Congressman Jack F. Kemp, April 24, 1986, p. 2. 

22. Testimony of Stuart M. Butler, Heritage Foundation, Hearings on Housing, 
October 20, 1987, and Henry testimony. 

23. Henry testimony. 

24. National Center for Neighborhood Enterprise, "Cost-Benefit Analysis of the 
Kenilworrh-Parkside Public Housing Resident Management Corporation-Execu
tivx Summary," W Lshington, DC, May 1986. 

25. Henry testimony. 

26. U.S. General Accounting Office, Potential Rc hdction in, Intentory.for Federally As
sifted Remal Ilonring', June 16, 1986, p. 11. 



Chapter 3 

Housing Finance
 

Federal government policies to support financing of homeownership 
date back to 1932, when Congress established the Federal Home Loan 
Banking System and 1934 with the creation of the Federal Housing Ad
ministration. Since then, the federal presence in mortgage financing-the 
complex process through which housing loans are bought, sold, and in
sured on the open market-has grown enormously. This growth has dra
matically increased the availability of capital to support homeownership. 

Although the government has long encouraged homeownership, there 
is strong evidence that federal policies have created agencies that may 
now compete unfairly with the private sector. Critics also charge that the 
financial exposure and risk of federal agencies involved in mortgage fi
nancing have increased markedly in recent years, and that this situation 
could lead to substantial losses to taxpayers in the event of a collapse in 
housing prices. 

The federal government encourages homeownership by easing the flow 
of capital into housing. This policy is implemented through various pro
grams of federal and quasi-federal agencies, and through the deductibility 
of mortgage interest and property taxes from income that is subject to 
federal income taxes. 

To understand the role of government and quasi-government agencies, 
it is useful to begin with a brief description of the mortgage finance 
system in the United States, 1 as it applies to one- to four-family homes. 
(This is tIhe housilg diScussed in this chapter.) The process begins when a 
home buyer )btainls a loan, called a mortgage, to buy a house. The 
lender, who origitnates the loan, may be a savings and loan association or 
a savings bank (together these two types of lenders are usually referred to 
as the thrift industry, or "thrifts"), or the lender may be a mortgage 
banker, a commercial bank, or some other source of funds. 

The lender, seeking to reduce the risk that the borrower will default, 
may require the borrower to obtain insurance against that possibility; such 
insurance may be obtained from private mortgage insurers (PMIs) or, if 
the borrower qualifies, from the Federal Housing Administration or the 
Veterans Administration. 

Previous Pa Blank
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The lender generally sells the loan in the secondary mortgage market; 
the loan may appear in that market individually as a whole loan, or, alter
natively as part of a pool of mortgages that serve as backing for mortgage
backed securities (MBSs). MBSs are issued by private banking institutions,
by the Federal National Mortgage Association (Fannie Mae), and by the 
Federal Home Loan Mortgage Corporation (Freddie Mac). Some MBSs 
have a guarantee that increases their marketability. 

The original lender may continue :o service the loan or sell the servic
ing to another entity. Servicing consists of collecting monthly payments 
from the borrower; forwarding the proceeds to investors who have pur
chased the loan; maintaining escrow accounts for payment of taxes and in
surance; acting as the investors' representative in case problems arise with 
the loan; and counseling borrowers when necessary. 

The Federal Government's Role 

Mortgage finance activities are conducted by the following agencies and 
corporations with ties to the federal government: 

The Federal Housing Administration (FHA), which is part of the 
Department of Housing and Urban Development (HUD), insures 
mortgages for one- to four-family dwellings. 
The Veterans Administration (VA) provides a federal guarantee to 
mortgage loans for homes purchased by veterans and, in certain in
stances, their dependents. 

The Farmers Home Administration (FmHA), which is part of the 
Department of Agriculture, lends money to home buyers in rural 
areas and guarantees home mortgage loans. 
The Government National Mortgage Association (Ginnie Mae), 
which is part of HUD, guarantees securities backed by FHA-insured 
and VA-guaranteed mortgages. When lenders assemble pools of such 
mortgages and issue mortgage-backed securities, Ginnie Mae en
hances the appeal of these securities to investors by adding another 
tier of insurance, guaranteeing the timely payment of prircipal and 
interest. Ginnie Mae in effect connects mortgage markets with the 
broader capital markets, so that funds can flow more easily from the 
latter into the former. 
The Federal National Mortgage Association (Fannie Mae), which 
was created in 1938 as a federal agency to buy, sell, or hold FHA
insured loans, is now a privately held corporation, but it retains im
portant federal ties. Fannie Mae buys conventional mortgages, as well 
as those insured by FHA and guaranteed by VA to hold in portfolio 
or pool in support of MBSs. It issues mortgage-backed securities that 
it holds in portfolio or sells in secondary mortgage markets. 
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The Federal Home Loan Mortgage Corporation (Freddie Mac) 
performs activities similar to Fannie Mae but unlike Fannie Mae, it 
does not have a large portfolio operation. 

These agencies support three major activities: home loans (FmHA), 
mortgage insurance (FHA, VA, FmHA), and secondary mortgage markets 
(Fannie Mae, Ginnie Mae, Freddie Mac). 

With respect to home loans, FmHA lends money directly to would-be 
home buyers in rural areas, a function that is also performed by private 
mortgage lenders. 

With respect to mortgage insurance, FHA, VA, and FmHA all provide 
mortgage insurance or guarantees; that is, they protect private lenders 
against the risk that borrowers will not be able to meet their mortgage 
payments. About one-fifth of the dollar volume of housing loans is in
sured by these agencies, but PMIs handle a comparable volume. In fact, 
PMIs generally insure more mortgages than do the federal agencies. 

With respect to the secondary mortgage markets, Fannie Mae and Fred
die Mac purchase mortgages and issue MBSs, while Ginnie Mae guaran
tees MBSs that have FHA- and VA-insured mortgages as collateral. To
gether these agencies establish a secondary market for mortgages, making 
it easier for investc- m buy guaranteed mortgages. But private invest
ment banking firms also pool mortgages and issue MBSs. 

None of the federal or quasi-federal credit institutions performs a 
unique role in mortgage finance. Government-related agencies and pri
vate sector institutions perform similar functions and therefore compete 
for the home loan, mortgage insurance, and secondary mortgage market 
business. When government and private organizations compete, the 
former have certain inherent advantages-such as implied government 
guarantees on obligations-and some exemption from regulations by 
other government agencies. As a result, a bias is introduced in favor of an 
expanded government role and a reduced private role. The government 
should take steps to put government and quasigovernment agencies on an 
equal footing with their private competitors. Therefore, the President's 
Commission on Privatization recommends: 

Recommendation (1) 

The federal government should adopt a more neutral posi
tion with respect to direct housing finance programs, such 
as the F-rmers Home Administration, Government National 
Mortgage Association, Federal Home Loan Mortgage Corpo
ration, Federal National Mortgage Association, Federal 
Housing Administration, and Veterans Administration. 
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TABLE .- Mortgage Loans OriginatedAnnually for One- to Four-Family 
Houses, 1972-1986 

[In millions of dollars] 

Year FHA- Totalinsured PMI-Insured MortgageLoans 

1972 8,456 9,158 75,864
1973 5,185 12,627 79,126
1974 4,532 9,220 67,508
1975 6,265 10,024 77,913
1976 6,998 14,600 122,785
1977 10,469 21,595 161,9731978 14,581 27,327 185,036
1979 20,282 25,327 186,595
1980 14,958 19,035 133,765
1981 10,538 18,097 98,212
1982 11,482 18,753 96,951
1983 28,753 42,363 201,863
1984 16,600 63,405 203,205
1985 28,436 50,475 243,076
1986 62,038 46,138 454,055 

SOURCE: Data for 1972 ro 1984 from IIUD, Repor/ o/ ihe Ft/A 7ask For'e,January 1987, p. 6;
supplementary data for 1985 and 1986 were supplied by HUD. 

Mortgage Insurance 
FHA, the oldest federal credit agency dealing in mortgage insurance, 

was created during the Depression. Previously, private financial institu
tions typically made loans requiring a 50-percent down payment and
10-year, interest-only payments, leaving the buyer with a "balloon" pay
ment at the end. Relatively few persons qualified for these loans. FHA
offered longer term, low-down-payment, self-amortizing loans, and it in
sured such mortgages against default. 

The private mortgage insurance industry had collapsed during the
Great Depression, but later revived under strict state regulation. By 1972,PMIs were issuing more mortgage insurance than was FPA. A compari
son of FHA-insured versus PMI loan originations for the period 1972through 1986 is shown in table 1. The table indicates that although most 
mortgages are not insured, PMIs recently have provided almost twice asmuch insurance as FHA overall and had exceeded the FHA total in every
year prior to 1986. In that year, FHA insured 26 percent of all mortgage
originations for newly built homes, compared with 12 percent underwritten by PMIs.2 By the end of 1986, FHA had outstanding loan guarantees 
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on $224 billion worth of home mortgages, corresponding to 6 million 
properties.:' 

The markets served by PMIs and FHA overlap substantially. Table 2 
shows the characteristics of borrowers whose loans were within FHA 
limits. Inspec:ion of the table reveals that a significant fraction of F1HA 
mortgage 	 insurance is for loans above S60,000, goes to borrowers with in
comes above the median, goes to :nvestors as distinguished from owner
occupants, is used to refinance homes, and goes to higher income borrow
ers who make minral down payments despite their higher incomes. FHA 
even insured some borrowers who had annual incomes greater than 
$100,000. 4 

TABLE 2.-Seh'zta/Chara,tristhi.- of FHI,- and tMl-Insnired Loans, IVarious 
Years 

FHA-	 PMI-
Insured Insured
 

Loan-to-value ratio (1985) 89 91
Percentages of loans greater than $60,000 (1982-1986)1 43 31 
Percentage of borrowers with incomes above 120% of local 

median incomes (1986) 	 60 76
 
Percentage of borrowers with incomes greater than $40,000 

(1982-1986)- 35 38
Percentage of loans to first-time home buyers (1981 and 1983) 63 53 
Percentage of loans for refinancing ( 1986 )1 25 17 
Percentage of loans for investment properties (1985)" 11 3 
Percentage of loans for investment properties to borrowers 

with incomes greater than $60,000 (1986)" 52 57 
Percentage of low-down-payment loans (less than 10% down) 

to borrowers with incomes greater than $60,000 (1985)a 11 8 

SOURCES: 	 HUD, RApori o th,FIA Ta k Fr,, January 28, 1987; Temple, Barker, and 
Sloane, Inc., Coimp i i,,riof t/ Market.( Sored /4 Prtate Ii.furers and the l:hral 
tlauoing ,hlmini.jtr,tton, report prepared for the Mortgage Insurance Companies
of America, Boston, MA, November 19, 1987; Mortgage Bankers Association, 
material submitted to the Commission. 

a For loans within FHA limits. 

Several witnesses recommended to the Commission that FHA's efforts 
be rechanneled, restricted, or both. Gregory Barmore, President of Mort
gage Insurance Companies of America, said that FHA-insured loans to 
low-income borrowers should be risk-free to the lender, but those to higher
income borrowers should require that lenders be coinsurers with FHA. 
Furthermore, he said, at least 25 percent of Ginnie Mac pools should 
be reserved for low-income borrowers. Barmore added that the recent 
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dramatic expansion in FHA coverage has not extended the affordability of 
homeownership to a previously unserved market segment, but instead has 
taken a market share thac the p, ivare sector is well prepared to serve.5" On 
the other hand, Warren Lasko, Executive Vice President of the Mortgage 
Bankers Association, suggested that private markets should seek ways to 
be more effective instead of focusing on what they term FIA's "unfairly" 
competitive activities." 

FHA loans carry a greater risk of default than do loans insured by pri
vate institutions. For example, the current default rate nationwide among 
loans insured by a major PMI (General Electric Mortgage Corporation) is 
only 1.1 percent, versus 1.9 percent for FHA.7 Some analysts are pessimis
tic about FHA's ability to withstand a collapse in the residential housing 
markets. One observer regards FHA's recent growth in coverage as a 
"fiscal time bomb": 

In the past year [ 1985], the FHA has accommodated the surge in home
ownership by more than doubling its credit ceiling. from 557 billion to a 
record level of $132 billion. The frightening aspect of this growth in 
IHA credit is that the agency is failing to take prudent measures to pro
tect itself, and thus the American taxpayer, against the huge contingent 
liability the agency carries. Should the economy slide into a deep reces
sion the FHA could easily be facing multi-billion-dollar losses." 

Although FHA has undertaken activities virtually indistinguishable from 
PMI activities, a HUD task force concluded that it is impractical to try to 
sell FHA to the private sector,!' and no Commission witnesses advocated 
such a sale. Moreover, in the 1987 Housing and Community Development 
Act, Congress reaffirmed its fundamental support for FHA's underlying 
mission by authorizing permanent insuring authority for FHA. Neverthe
less, there is no need for FHA ro compete with PMIs and a recent HUD 
report concluded that FHA's efforts could be redirected to provide a 
greater distinction between the clients served by FHA and those served 
by PMIs. t 0 Accordingly, the Commission recommends: 

Recommendation (2) 

The Federal Housing Administration should reduce its 
mortgage insurance activity so that it does not compete as 
directly with private mortgage insurers. It should direct its 
efforts toward that market not served by private insurers, 
that is, toward bu3 trs who have been turned down by pri
vate mortgage insurers. 

FHA should refocus its efforts in order to subsidize primarily those who 
are unable to obtain mortgage insurance without such assistance. Better 
targeting of FHA and less overlap in markets served adequately by PMIs 
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could be achieved by restricting FHA from serving any or all of the fol
lowing categories of borrowers: upperincome persons, buyers of vacation 
homes, borrowers who want to insure large mortgages, borrowers who 
want to refinance mortgages on their present homes, nonoccupying inves
tors, and persons who are not first-time home buyers. Guidelines can 
readily be developed to define these categories in an operationally useful 
manner. Additional policy changes to achieve these objectives would be 
to impose partial co-insurance requirements on lenders who want borrow
ers to obtain FHA insurance, and to charge premiums that are comparable 
to those needed for a PMI to meet regulatory requirements and to obtain 
a higher rating from credit-rating agencies. 

The Commission is aware that its recommendation would mean a cut
back in FHA's business in the more profitable, higher income market, and 
that greater concentration on lower income borrowers involves greater risk 
of default. Such targeting, however, would also have the effect of reveal
ing the extent of the current subsidy. 

Secondary Mortgage Markets 

Fannie Mae was created in 1938 as a wholly owned government corpo
ration, intended to "provide supplementary assistance to the secondary
market for home mortgages by providing a degree of liquidity for mort
gage investments, thereby improving the distribution of investment capital
available for home mortgage financing." I' In 1954, it was partially priva
tized in response to concern about its competing with traditional mort
gage ienders. As a result, Fannie Mae was restriced to a supplementary 
role. 

Originally the only truly national purchaser of home mortgages, Fannie 
Mae was further privatized when it became a federally chartered, wholly
shareholder-owned, private corporation in 1968. Because it maintains im
portant ties to the federal government, however, Fannie Mae can obtain 
credit at rates significantly lower than private firms have to pay. More
over, its federal charter fosters a sense of government involvement and 
responsibility that capital markets recognize in ascribing "agency status" 
to Fannie Mae. 1 2 In effect, this means that the corporation's operations 
are subject to less market discipline, and Fannie Mae can operate at a 
lower capital-asset ratio than the private market would require. 

The factors that give Fannie Mae agency status include the following: 

Treasury link-Fannie Mae can borrow $2.25 billion from the Treas
ury, and its debt issues require Treasury Department approval. 
Security-Depository institutions can use Fannie Mae securities as 
collateral, and the Federal Reserve accepts them as equivalent to 
Treasury bonds. 
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Tax exemption-Fannie Mae is exempt from state and local taxes. 

SEC exemption-Fannie Mae securities are exempt from registration 
requirements of the Securities and Exchange Commission. 

Board of Directors-5 members of Fannie Mae's 18-member board 
are appointed by the President. 

HUD oversight-The Department of Housing and Urban Develop
ment has general oversight authority over Fannie Mae. 

Charter limitations-Fannie Mae's charter limits it from expanding 
into fields other than real estate. 

Fieddie Mac is a publicly chartered corporation whose stock is owned 
by thrifts and savings banks that belong to the Federal Home Loan Bank
ing System. The latter was established by Congress in 1932 to supervise 
federally chartered savings and loan associations and to provide a credit 
facility for thrift institutions. 

Before Freddie Mac was created, there were significant regional diffe:
ences in the availability (i.e., price) of capital for investment in conven
tional mortgages. "a Similar in purpose to Fannie Mae, Freddie Mac was 
created in 1970 to bring about the same "coast-to-coast leveling" for con
ventional loans that Fannie Mae accomplished for FHA- and VA-backed 
mortgages. 14 

Federally sponsored credit plays a dominant role in housing finance, as 
is shown in table 3. Loans guaranteed directly or indirectly by the federal 
government totaled S862 billion at the end of fiscal year 1987; they consti
tuted 42 percent of all housing credit and 66 percent of all federal credit. 

The situation shown in table 3 resulted from the rapidly growing popu
larity of mortgage-backed securities. The process of converting mortgage 
loans or other illiquid assets into instruments acceptable to capital mar
kets, known as securitization, has been popularized by Ginnie Mae and, 
later, Freddie Mac and Fannie Mae. In 1982, Freddie Mac initiated the 
guarantor swap program to exchange securities for large portfolios of ex
isting mortgages held by thrift institutions. In 1983, Freddie Mac created 
collateralized mortgage ob!igations or "mortgage by the slice." 15 

Table 4 compares the volume of federal and nonfederal mortgage
backed securities collateralized by loans on one- to four-family houses. As 
this table shows, federally sponsored issues--especi.lly Girnie Mae 
issues-have dominated the MBS market. Private sector financial institu
tions began issuing conventional MBSs in 1977. Between 1977 and 1981, 
their share grew to 26 percent of the total dollar value of MBSs issued. 
When Fannie Mae began issuing MBSs, however, the private sector share 
of th market dropped sharply, although its dollar volume grew. By 1985, 
market share was down to 7 percent of the total; 93 percent of all MBSs 
are backed directly or indirectly by the federal government. 
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TABLE 3.- Volume of Credit Outstanding in the United States, 
Fiscal Year 1987 

(estimated at year end) 

[In billions of dollars] 

Credit for Housing $2,033 

Federal 
Ginnie Mae 
Fannie Mae 
Freddie Mac 
Federal Home Loan Banks 
FmHA 
Other Housing 

292 
220 
217 
106 
27 

862 

1,171 

All Other Credit 6,347 

Federal 449 
Other 5,898 

Total Credit 8,380 

Federal 1,311 
Other 7,069 

Federal credit as a percentage of all credit 15.6 
Housing credit as a percentage of all credit 24.3 
Federal housing credit as a percentage of all federal credit 65.8 
Federal housing credit as a percentage of all housing credit 42.4 

SOURCE: Supplement to IUI) testimony, "Growth of Federal and Private Credit," No
vember 1987, front I'onm'rt 1 1 i th/ Pr,'odnit. 1987 and Speial .An,tsrt F, 
Budget of the U.S. Government, 1Q88. 

On the other hand, it is not entirely accurate to conclude that the gov
ernment tilts the playing field in the secondary mortgage market com
pletely in favor of federal agencies. Dale P. Riordan, Vice President of 
Fatinie Mae, pointed out to the Commission that "all financial institu
tions-including banks, thrifts, and credit unions-have significant ties to 
the government." 6 The thrifts receive federal support through Federal 
Savings and Loan Insurance Corporation (FSLIC) deposit insurance and 
the banks through Federal Home Loan Bank Board advances and Federal 
Deposit Insurance Corporation guarantees. 

Today, Fannie Mae has almost $100 billion in assets with $131 billion in 
additional off-book guarantees, making it the third-largest corporation in 
the United States. It is the largest quasi-governmental borrower in the 
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TABLE 4.-Issues of Aiortgage-Backed Securities Collateralizedby
 
Loans on One- to Four-Family lo.ses, 1971-1985
 

[In billions of dollars ] 

Year Ginnie Mae Fannie Mae Freddie Mac Private Totala 

1971 $2.7 (98%) $0.1 (2%) $2.8 
1972 2.5 (89%) 0.3 (11%) 2.8 
1973 2.7 (87%) 0.4 (13%) 3.1 
1974 4.3 (99%) 0.1 (1%) 4.4 
1975 7.2 (83%) 1.5 (17%) 8.7 
1976 13.1 (88%) 1.8 (12%) 14.9 
1977 16.7 (77%) 4.6 (22%) $0.2 (1%) 21.6 
1978 14.6 (67%) 6.2 (28%) 1.1 (5%) 21.9 
1979 24.0 (77%) 4.5 (15%) 2.8 (9%) 31.3 
1980 19.7 (72%) 2.5 (9%) 5.3 (19%) 27.5 
1981 13.3 (56%) $0.7 (3%) 3.5 (15%) 6.3 (26%) 23.9 
1982 14.8 (26%) 14.0 (24%) 24.2 (42%) 4.4 (8%) 57.3 
1983 48.4 (55%) 13.3 (15%) 19.7 (22%) 7.5 (8%) 88.9 
1984 26.4 (39%) 13.5 (20%) 18.7 (28%) 8.7 (13%) 67.4 
1985 44.6 (39%) 23.6 (20%) 38.8 (34%) 7.8 (7%) 114.8 

SOURCE: 1-IUD, Repori o/ th tIlI aisk Forte,January 28, 1987, p. 11. 
NOTE: Data for 1981-1986 include swap-type portfolio transactions. 

a Numbers do not add due to rounding. 

capital markets-.a federally chartered, private corporation owned by 
35,000 shareholders whose stock is traded on the New York Stock 
Exchange.
 

The Commission received contradictory testimony expressing concern 
about the rapid growth and sheer size of Fannie Mae, HUD's failure to 
conduct adequate oversight of the corporation, Fannie Mae's apparent re
luctance to assume risk by increasing its loan activity as housing starts de
cline, its "crowding out" of other capital investment, and the increased 
risk of losses should interest rates rise substantially for a sustained period 
of time. 

The General Accounting Office (GAO) analyzed Fannie Mae's role in 
recent years and the inherent risk to the federal government if Fannie 
Mae continues to grow. GAO concluded that, in 1985, many of the loans 
in Fannie Mae's portfolio carried interest rates below levels required to 
refurbish its capital, a major ingredient that contributed to Fannie Mae 
losses in 1981, 1982, and 1 9 8 4 .17 To alleviate this problem, Fannie Mae has 
tried to achieve a better match, of both interest rates and maturity dates, 
between its assets and its liabilities, that is, its mortgages and its securities. 
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The Commission also heard testimony strongly urging limitations on 
Freddie Mac's competitive advantages over savings institutions, by estab
lishing higher capital requirements and more substantial user fees. 1 Rep
resentatives of savings institutions are vocal in their opposition to the 
growth of Fannie Mae, Ginnie Mae, and Freddie Mac. The Commission 
heard testimony that the market share of residential loans going through 
the three corporations now exceeds 68 percent, a spectacular increase 
since 1980-when their share was 20 percent.' What happened, essen
tially, is that the thrift institutions, which hold mortgage loans in their 
portfolios, lost market share to the federal agencies, which issued MBSs. 
From the point of view of federal credit and interest subsidies, the differ
ence between tle thrifts and the agencies is modest, as the thrifts are also 
beneficiaries of federal programs, through Federal Savings and Loan In
surance Corporation (FSLIC) insurance and through Federal Home Loan 
Bank Board advances. 

A persuasive argument, frequently heard, is that because of their quasi
government status, the agencies can borrow preferentially at lower rates 
than they would otherwise have to pay. As a result, they "crowd out" 
other borrowers. The net effect to society is an inefficient allocation of 
capital, as these agencies are subsidized at the expense of other borrowers. 

On the other hand, a witness from Fanni Mae maintained that "crowd
ing out" due to borrowing by, or credit enhancement of, Fannie Mae and 
Freddie Mac has never been proved and, in any case, has no effect on the 
funds available or on borrowing rates. In the statement the witness 
stressed that since the creation of the two corporations, homeownership 
has increased from 50 percent to 65 percent of the population. This in
crease is, he contended, a direct result of Fannie Mae's obligation to 
funnel revenues into the secondary market for home loans. Because 
Fannie Mae's implicit subsidy permits it io borrow money less expensively 
than it could othe.'wise do, removing its agency status would mean higher 
interest rates. 21) 

The growth of Ginnie Mae, Freddie Mac, and Fannie Mae has been ac
companied by a steady increase in the individual loan ceiling; the limit on 
the size of loans that these agencies can purchase is set by statute at 
$168,700. A witness representing savings and loan associations contended 
that each agency should be limited to loan levels at the low end of the 
market to reduce unfair competition with private savings institutions. Lim
itations should be designed to curb the growth of Fannie Mae and Fred
die Mac, such as an annual ceiling on total assets and guarantees, substan
tial user fees, and minintlm capital equity requirements. 2 1 

In support of the need to rea3sess Fannie Mae, HUD reported, with 
respect to Fannie Mae's portfolio operation, that the importance of Fannie 
Mae's agency status to the mortgage market has decreased to the point 
where it is no longer justifiable in terms of public policy objectives. 22 
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With respect to Fannie Mae's MBS operation, the HUD report states 
that 

a Federal presence in the NIBS market is no longer ju:;tified by the 
need to support the development of pass-through securities. Termination 
of agency status for FNMA's (Fannie Mae's) and FI-ILMC's (Freddie 
Mac's) MBS programs could lead both organizations to continue as pri
vate MBS issuers with greater flexibility than they have now. Other pri
vate issuers of MBSs, now unable to compete in the portion of the 
market dominated by FNMA and FI ILMC, would likely grow. How
ever, another possible oLIcome is that investor confidence in MBSs 
would decrease, causing a decline in the market and reduced availability 
of mortgage funds. The likelihood of such an adverse effect depcnds on 
investor confidence, the nature of which is not fully known. There is 
also some concern about the ability of private firms to kespond quickly 
enough to avoid credit availability problems during the transition to a 
system without agency status. If these transition problems could be sur
mounted, a market without agency status should become more competi
tive, and by implication, more efficient.28 

The Commission advocates continuing the process of privatization that 
Congress has steadily purSued for Fannie Mae and Freddie Mac. It finds 
no compelling reason to justify the special advantages the two corpora
tions continue to enjoy over private sector institutions engaged in similar 
activities. These advantages result in implicit interest subsidies for 
government-sponsored borrowing and higher interest rates for private 
borrowing. 

Several plans have been proposed to carry out the privatization of these 
agencies, but the Commission considers it outside its scope to prescribe
either specific steps or a specific schedule Accordingly, the Commission 
recommends: 

Recommendation (3) 

The Federal National Mortgage Association and, by exten
sion, the Federal Home Loan Mortgage Corporation, should 
be fully privatized on an appropriate schedule and with an 
announced transition period. This full privatization would 
entail the elimination of all federal benefits and limitations. 
During the scheduled transition to full privatization, they
should pay fees for their federal attributes, increase tLeir 
equity-to-assets ratios, and satisfy Securities and Exchange
Commission registration requirements, among other steps. 

Government agencies historically have played an important role in en
couraging homeownership among Americans by popularizing mortgage
insurance, various mortgage instruments, and mortgage-backed securities. 

http:efficient.28
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The private sector, however, can play a larger role in the mortgage fi
nance marketplace. Unfortunately, private firms have been hampered by
competition from federal agencies that can borrow at interest rates that 
are artificially low, subsidized by private borrowers. 

The Commission's re .ommendations call for changes that would create 
more equitable conditions so that private sector institutions could compete
for a greater share of business in secondary mortgage markets. Adopting
these recommendations would time to alead in more efficient allocation
 
of capital for mortgage finance.
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Chapter 4 

Federal Loan Programs
 

The single largest commercial activity of the United States governmentis lending money. The federal government lends more funds each year
than any other financial institution in the world. In fact, its $250 billion
loan portfolio exceeds in value the combined loan assets held by the nation's two largest commercial banks.' In addition, the federal government
currently guarantees $450 billion worth of outstanding loans issued by private lenders. Approximately 15 percent of all credit originated in the
United States between 1981 and 1986 was either issued, or insured, by the
 
federal government. 2
 

The objective of federal lending is to 
 provide subsidized credit toclasses of borrowers or economic activities that Congress considers underserved by private credit markets. Over the past three decades, Congress
has created more than 100 separate federal 
 loan programs to accommodate 
assortmenta diverse of credit seekers: farmers, college students, homebuyers, military veterans, local governments, foreign governments, utility

companies, small businesses, and even some Fortune 500 companies.,
The government's lending activities were initiated to achieve certain

tionally established 
na

social policy objectives. For example, the federal government established the loan programs of the Rural Electrification Administration to bring electricity to rural America in 1935, when fewer than15 percent of all farms had access to electricity. 4 Similarly, homeownership
has been directly encouraged by the availability of federal mortgage guar
antees and low-interest housing loans. 

There is broad agreement, however, that the federal lending agencieshave been ineffective as loan managers. The federal government's performance has lagged behind private sector standards in three areas: loan
:ollection procedures, loan management practices, and accounting treat
rnent of loan programs.

Loan Collection Procedures. The delinquency rate on federal loans is 
percent, almost three times the rate on private sector loans (3 percent).5 

3ome individual loan programs within the Small Business Administration
SBA) have recorded delinquency rates of well over 20 percent, while an.stimated 50 of the Homepercent Farmers Administration's (FmHA) 
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current farm loan portfolio is in danger of default. In total, the federal 
government is now owed S24 billion in nontax delinquent debt. The 
Guaranteed Student Loan Program alone is projected to be holding 
$12 billion worth of defaulted loans by 1990.6 

Loan Management Practices. Over the past 10 years, the U.S. General 
Accounting Office (GAO) has released more than 40 reports urging re
forms in federal credit management practices. 7 A 1986 report charged: 
"GAO's financial statement audits, as well as inspector general reviews, 
have consistently disclosed serious weaknesses in agencies' systems that ac
count for and control receivables. Thce problems include understating 
the amount of delinquent debt, not establishing allowances for loan losses, 
and the inability to promptly record amounts due and to reconcile account 

' balances." A subsequent GAO review of the loan management perform
ance of the Department of Housing and Urban Development (HUD) 
Multifamily Housing Loan Program revealed that 20 percent of the agen
cy's sampled loan files were either "completely missing [or] missing key 
documents such is the mortgage contracts." 9 

Nor do federal agencies acknowledge the reduced value of their loan 
portfolios by systematically writing off bad loans. The Office of Manage
ment and Budget (OMB) reports, "The FmHA holds in its portfolio, at 
their full nominal value, several billions of dollars of loans that are delin
quent by more than a year." 10 The Export-Import Bank still carries on its 
books, at full face value, $89 million worth of loans made to Cuba in the 
1950s. 

Accounting Treatment of Loan Programs. The budgetary treatment 
of federal loan programs misstates the actual cost of lending activities to 
the government. These accounting procedures have encouraged policy
makers to divert federal resources into the credit portion of the budget so 
as to minimize the perceived effect of their actions on the budget deficit. 
As Representative Willis D. Gradison, Jr. (R-OH), a principal architect of 
a credit reform package currently before the House of Representatives, as 
reported in the ll'elsbiutgton Post, concedes, loan programs have become "a 
technique used during a period of budget stringency to do good things 
where the cost does not show up until later." I 

The root of the problem is the government's cash-flow budgeting 
system, which is ill-equipped to capture the full fiscal effect of federal loan 
programs. Federal direct loans are treated as assets at full face value on 
the federal agency balance sheet, regardless of the degree of taxpayer sub
sidy made to the borrower. In the private sector it is considered good 
banking practice to account immediately for the expected future losses 
from new loans. As a net result of its unconventional accounting treat
ment, the government has no accurate measure of the true value of its 
$250 billion in loan assets. 

Accounting for federally guaranteed loans has become an even more re
fined form of budgetary distortion. Loan guarantees, because they do not 
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involve an immediate cash payment, are treated as if they were free to the 
taxpayer, even though they place a sizable contingent liability on the tax
payer's shoulders. Carol Cox, Executive Director of the Committee for a 
Responsible Federal Budget, concluded that federal credit programs are 
"the real last wilderness of federal budgets and accounting systems." 12 

With an eye toward remedying these three costly aspects of federal loan 
programs, the President's Commission on Privatization has investigated
such privatization options as selling federal loans, purchasing reinsurance 
for federal loan guarantees, and adopting private sector loan collection 
techniques. 

A 20-Year Expansion of Federal Credit Activities 

In 1986 more than S1 trillion worth of outstanding loans carried some 
form of direct or indirect federal assistance.* The federal government
makes credit available through two principal channels. First, federal agen
cies make direct loans. In this case, the federal agency assumes the role of 
a bank; it disburses the cash to the borrower and engages in all the activi
ties associated with loan management. Table I breaks down the amount of 
outstanding federal direct loans by tile type of economic activity assisted. 
Roughly half of all direct loan funds issued in fiscal year 1986 went to sup
port farmers. 13 

The second form of federal credit assistance is provided through the 
guarantee of loans issued by private lenders. The purpose of government
loan guarantees is to encourage banks to lend to categories of borrowers, 
such as certain foreign governments or college students, who, because of
the lack of an established credit history or other factors that increase the 
risk of a loan, would have to pay interest rates Congress considers exces
sive. Frequently, the government agency provides a 100-percent guarantee 
on such loans. This guarantee means that, if the borrower defaults, the 
government will pay the private lender the full amotint owed and will 
assume ownership of the loan. One of the best-known government loan 
guarantee programs is the Guaranteed Student Loan Program, which in
sures about $9 billion annually in private loans to college students. Table 1 
shows the activities assisted by federal loan guarantees. 

*This figure includes the $450 billion in lending activities of the so-called 
government-sponsored enterprises (GSEs). five institu-These quasi-government
tions-the Federal National Mortgage Association, the Federal Home Loan Banks,
the Federal Home Loan Mortgage Corporation, the Student Loan Marketing Ad
ministration, and the Farm Credit System-direct credit into areas such as housing,
education, and agriculture. The securities of the GSEs are not government-in
sured, yet the agencies enjoy special government benefits, such as a direct line of
credit with the federal Treasury, that are not available to private financial institu
tions. 
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TABLE .- Direct and GuaranteedFederalLoans Outstanding, by 7'e ol
 
Actrity Assisted, through hiscal 1986
 

[In millions of dollars] 

Activity Direct loans Guaranteedloans 

Housing 15,855 373,864 
Business 80,759 25,641 
Agriculture 135,555 10,043 
Education 17,047 37,482 
All Other _2,378 2,778 

Total Loans Outstanding 251,594 449,808 

SOURCE: Joseph R. Wright, Office of Management and Budget, testimony before the 
President's Commission on Privatization, November 9, 1987. 

Over the past 20 years, both these forms of federal lending have risen 
sharply. The $41 billion lent directly by federal agencies ip 1986 con
stituted a threefold increase in federal lending since 1970 but was slightly 
down from the peak year (1985), when the federal government lent $50 
billion. But the real growth area of federal credit has been in loan guaran
tees. The dollar amount of loans receiving federal guarantees on an 
annual basis climbed from $25 billion in 1970 to S80 billion in 1980 and to 
$159 billion in 1986. It is estimated that total outstanding loans with feder
al guarantees will exceed $700 billion by 1991.'4 

This steady increase in federal lending activities is cause for concern be
cause taxpayer losses on loan programs have risen correspondingly. On 
the basis of estimated default rates, OMB projects that the federal govern
ment's direct loans and loan guarantees originated in 1987 alone will even
tually cost the U.S. Treasury almost $18 billion. 15 

Accounting for Federal Loans 

The Congressional Budget Office (CBO) states that the purpose of the 
U.S. budget is to "provide a framework for debate and decision about the 
appropriate size, financing, and allocation of the federal government's 
fiscal resources. . . . If the budget is incomplete in coverage or if the 
costs of an activity are otherwise misstated, decisions may be biased 
toward activities with excluded and understated costs and away from those 
with overstated costs." In 1984, CBO estimated that the budget miscalcu
lates the cost of federal loan programs by approximately $7. billion each 
year. 161 
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Budgetary Treatment of Direct Loans 

In the case of direct loans, which involve an immediate ca.h disburse
ment, current-year federal outlays are increased by the amount of the 
loan. However, federal lending ap,encies employ two bookkeeping con
ventions that disguise the :ost of their direct loans. First, many of the 
lending agencies have established revolving loan funds, whereby the 
agency finances a large portion of its new lending activities with the reve
nues collected from the repayment of previous Ioans. 17 This practice is 
mislcading because the repayment of loans outstat.ding is entirely irrele
vant to the cost of new loans. This procedure also empowers the agency 
to make loans without having to seek congressional appropriations each 
year. Revolving loan funds are thus partially exempt from annual budget 
decisionmaking. 

A second anomaly in direct loan program accounting procedures is that 
the agencies carry loans on their balance sheets as assets at full face value. 
This practice disguises the assortment of implicit subsidies the government 
extends to the federal borrower, including (1) lower interest rates than a 
private bank would charge, (2) longer maturities than commercial loans 
offer, (3) waiver of loan origination fees, (4) generous forbearance provi
sions, and (5) less stringent credit risk threshold requirements than are 
customarily imposed by private lenders. The FniHA's Rural Housing 
Loan Program, for example, extends what is known as "interest c;edit" to 
its borrowers. If a borrower's income level falls by more than 20 percent 
in a year, the borrower has the right to reduce the interest rate payments 
on the loan to 1 percent; if income falls by more than 30 percent, the bor
rower qualifies for a 2-ycar moratorium on loan repayments.I" As a result 
of such generous loan terms, OMB estimates the present value of federal 
subsidies on $41 billion of 1986 direct loans to be $7.7 billion. ' 9 

Consider the case of the Rural Electrification and Telephone Revolving 
Loan Fund. Congress created the fund in 1973 to make 35-year, low
interest loans to rural electric cooperatives. Marvin Phaup, CBO Financial 
Analyst, investigated the agency's bookkeeping records and fotnd that 
"during the 1979 to 1983 period, while the fund was providing more than 
$20 billion in subsidized credit to cooperatives, its government equity, or 
net worth, increased by $882 million." 20 The agency arrived at this favor
able bottom line budget surplus by offsetting its sizable loan commitments 
against previous loan repayments and other sources of revenue. Unfortu
nately, the agency's stated financial well-being differed radically from its 
actual financial condition. In fact, in 1984-the year after the agency's 
5 years of purported fiscal health-emergency legislation was introduced in 
Congress to pump billions of additional dollars into the fund.2 1 



46 PRIVATIZATION: Toward More Effective Government 

Budgetary Treatment of Loan Guarantees 

Federal accounting of loan guarantee programs also creates budgetary
distortions. Because loan guarantees involve immediate withdrawal ofno 
cash from the Treasury, they have an invisible dffect on the current year's
budget deficit, even though the government assumes a contingent liabil
ity. When a federally guaranteed loan goes into default, the agency that 
guaranteed the loan reimburses the lender and records the loan as an asset 
at full face value, even though the probability of full payback on a 
defaulted loan is extremely low. 

Consider, as an example, the budgetary treatment of Federal Housing
Administration (FHA) mortgage insLrance, the government's largest loan 
guarantee program. When the FHA insures a new home mortgage, the 
transaction appears to reduce the budget deficit because the FHA collects 
an up-front fee from the homeowner. This fee is then offset against 
federal spending. 

This accounting practice can transform a taxpayer subsidy into a federal 
asset, as occurred during the final budget negotiations for fiscal 1987. To 
comply with the Gramm-Rudman-Hollings Deficit Reduction Act, Con 
gress authorized the FHA to raise its overall credit ceiling by $57 billion, 
and then counted the $700 million to be collected in additional fees as def
icit reduction. Yet, many of these insured home loans will eventually go
into default, at which time the mortgage holders wiil demand payment 
from the government. The current budget treatment of loan guarantees 
fails to reflect in any way these future losses. 

There is mounting evidence that Congress increasingly relies on this 
form of subsidy as an alternative to grant programs, whose costs appear 
on the budget immediately. Between 1976 and 1986, federal loan guaran
tees grew at an annual rate of about 20 percent, well over twice the 8.6 
percent growth rate of federal domestic spending as a whole. 2 2 The 
record $159 billion worth of new loan guarantees issued in 1986, a year of 
supposed budget austerity, prompted the lt"ashiigton Poru to observe, 
"What the right hand taketh away in budget cuts, the left hand giveth in 
loans." 23 

Federal Credit Reform 

One of zhe main goals of credit reform is to provide Congress with ac
curate information about how much individual federal credit programs ul
timately cost the taxpayer. Credit reform proposals provide foi immediate 
scoring of the budget cost of loan subsidies, thus reducing the incentive to 
provide credit assistance because the costs are either hidden or pushed off 
into the future. Carol Cox stresses that credit reform would prod Con
gress to "make decisions as to how we finance federal activities based on 
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efficiency and . . .on what's going to work the best, not based on what's 
going to show up cheapest on the budget." 24 

Many of the techniques underlying credit reform-including loan sales 
and purchasing private reinsurance of federally guaranteed loans-require 
the participation of the private sector. These are called "market valu
ation" plans because they establish a fair market value of federal direct 
loans and a market cost for federal loan guarantees. The President's Com
mission on Privatization favors this approach and recommends: 

Recommendation (1) 

The federal government shot),d develop a market valuation 
method of identifying the subsidy cost of its credit pro
grams. This would enable policymakers to more accurately 
weigh the costs and benefits of direct loan and loan guaran
tee programs. 

This policy was first endorsed 20 years ago by President Lyndon John
son's Commission on Budget Concepts, which recommended that, for 
budgetary purposes, all loan subsidies should be "capitalized at the time 
the loan is made." 

The Sale of Federal Loans 

Selling federal loans is a key component of the market valuation ap
proach to credit reform. Selling loans would also yield other advantages 
to the government, such as improvements in loan management and 
collection. 

A Brief History of Loan Asset Sales 

Selling loans is a common practice in the banking industry today. Com
mercial lenders normally group tht'r loans into packages that can be con
veniently sold to investors. This practice of pooling similar loans and 
selling them as a tradeable security is known as "securitization." By sell
ing loans, the lender takes an up-front profit equal to the spread between 
the amount of cash received for the securit*z.'-d loans and the amount of 
cash paid out to make the loans. The lender then can use the cash to issue 
new loans. In 1986, for instance, it is reported that General Motors Ac
ceptance Corporation (GMAC) sold more than $3 billion in automobile 
receivables t. private investors to improve the company's liquidity and to 
avoid having to borrow funds. 

The federal government, too, has been selling loans for many years. 
The Government National Mortgage Association (GNMA) has purchased 
and then resold more than $30 billion worth of private mortgages since 
the program began in 1968.25 Similarly, the Veterans Administration has 
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been selling portions of its vendee loan portfolio for over 10 years. In 
both cases, however, the federally owned loans were sold with federal 
guarantees, that is, "with recourse." 

Another type of loan asset divestiture is the sale of loans without 
federal guarantees, that is, -without recourse." In fiscal 1987, Congress
first sanctioned nonrecourse sales on an experimental basis.* Sales of 
seasoned loans having a face value of $9 billion generated $6.4 billion in

' government receipts.* * In its fiscal 1988 budget proposal, the Adminis
tration suggested further sales of the existing loan portfolio and recom
mended adoption of a comprehensive credit reform package for new loans. 

Except for minor problems primarily attributable to the newness of the 
endeavor, the loan divestitures launched to date have proved the technical 
feasibility of nonrecourse loan sales. In late 1987, the FmI-IA conducted 
sales from two of its loan portfolios: community program loans, which are 
used primarily by rural towns to build water and sewer plants, and rural 
housing loans, which provide housing assistance to low-income rural resi
dents. These isales generated approximately S2.8 billion in receipts. Ac
cording to the testimony from former Salomon Brothers Vice President 
Miner Warner, the rural housing loan sale was "the largest credit insured 
issue ever done in the United States capital markets."-2 7 A few weeks 
later, the U.S. Department of Education sold college housing lo?ns with a 
face value of $237 million for $121 million. 

A model loan divestiture was the sale of approximately $1.8 billion 
worth of community program loans to bond investors in September 1987. 
First. Fml-IA hired Manufacturers Hanover Trust to serve as a financial 
adviser to the sale and to assemble extensive information on the credit 
worthiness of tile program's borrowers. As with private sector loan sales,
the next hurdle involved securitizing the debt instruments by fixing a 
common interest rate and maturity on more than 7,700 loans. Manufactur
ers Hanover then arranged a form of self-insurance, commonly known as 
"overcollateralization." This process involved setting aside poola of 
junior securities that can only receive payments after the holders of senior 
loan-backed securities are paid in full. Packaged in this manner, the senior 
loan securities received an AAA rating from Standard and Poor's and 
were purchased by investors almost immediately, despite a relatively weak 

*In 1982 the FHIA sold for $131 million, without recourse, defaulted mortgages 
having a face value of $235 million. In the same year, tile Economic Development
Administration sold for $2 million, without recourse, defaulted loans with a face 
value of S14 million. However, both of these loan sale initiatives were 
subsequently discontinued. 

*About half of this revenue came from actual nonrecourse loan sales. The 
source of the remaining revenues was loan prepayments in which borrowers were 
permitted to pay off their loans to the government in advance. In most cases the 
borrowers did not incur a prepayment penalty. 
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bond market. The sale of these community program loans generated just 
over $1 billion in federal receipts. 

Officials from OMB and members of the financial community told tile 
Commission they are confident that future sales will be even more suc
cessful.'" Their optimiS,.m is based on two factors. First, the pilot sales 
have blazed a trail for other agencies, which can avoid the learning mis
takes made in these initial transactions. Second, investor participation in 
these loan sales is expected to rise as the financial community grows more 
familiar with the quality of federal loans and as Congress demonstrates a 
long-term commitment to the loan sale concept. 

The Goals of Federal Loan Sales 

Loan sales need not diminish the federal role in making loans to 
achieve public policy objectives. Frederick Wolf, Director of GAO's Ac
counting and Financial Management Division, told the Commission: 
"Loan programs are a means to achieving policy or program goals, as op
posed to being ends in themselves. If the federal government sells to the 
public all or a parz of a loan portfolio, this does not mean that its role in 
providing loans, for example, to students is at an end .... Even if we 
sell all loans, we will cont'nue to make new loans in the future."-2 9 Con
gress has repeatedly made clear its intention to continue federal lending 
activities. Loan sales would directly affect federal loan making only to the 
extent that they provide accurate information to taxpayers and federal pol
icymakers about what contemplated future loan commitments will ulti
mately cost the government. 

Nor will loan sales significantly reduce the federal budget deficit. Loan 
divestiture might provide minor relief to the long-term budget deficit, be
cause the efficiency gains of private ownership normally generate higher 
receipts than the present value of the receipts collected from the loan 
under continued government ownership. This budget impact, however, is 
a benign by-product of selling loans rather than an overriding goal of the 
initiative. Frederick Wolf of GAO put the point this way: "If somebody 
were to say we ought to sell loan assets because it will reduce the deficit, 
I'd say you're barking up the wrong tree." 30 

Counting all the cash proceeds from a loan sale as deficit reduction 
overstates the economic benefit of the transaction, because when an 
agency sells a loan it forfeits a future stream of income that could be used 
to retire government debt in later years.* However, receipts colt11 the 
lected from federal loan sales cannot be ignored. When the federal gov
ernment sells loans without recourse, its immediate borrowing needs are 

*In September 1987 an amendment was attached to the Debt Extension Act for
bidding Congress from counting the revenues from loan sales as deficit reduction 
for the purpose of reaching Gramm-Rudman-Hollings deficit reduction targets. 
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reduced by th. amount of cash generated by the sales. For this reason, it 
may be appropriate to count these sales receipts as a form of deficit reduc
tion, so that the annual deficit figure matches the federal government's 
total amount of borrowing during the year. 

The situation is entirely different, however, when loan sales are made 
with federal recourse. Both OMB and CBO agree that selling federal 
loans with recourse has the same fiscal impact as simply issuing additional 
Treasury securities to finance the deficit, because the loans would be 
backed by the full faith and credit of the U.S. government. Hence, re
course sales do not reduce the government's total borrowing. 
insum, the Commission disapproves of the use of loan sales as a device 

to reach deficit reduction goals but recognizes that, in keeping with the 
principles of a cash-flow budget, sales receipts from nonrecourse sales 
must be counted. The Commission therefore recommends: 

Recom-nendation (2) 

The receipts from loan asset sales should only be counted as 
deficit reduction if they are sold without recourse-that is,
if the federal government faces no future liability after the 
sale. Furthermore, none of the receipts from loan asset 
sales-whether with or without recourse-should be 
counted in attempts to reach mandated annual deficit reduc
tion goals or targets. 

The Commission views loan sales as containing public policy goals com
pietely separate from their effect on the deficit. Loan divestiture would, at 
least in part, remedy each of the three deficiencies in federal loan pro
grams identified earlier. 

Loan sales would enhance federal loan collection. Turning owne,
ship of federal loans over to private investors responsible for collection 
could lead to sharp reductions in delinquency and default rates on these 
loans. When private sector investors purchase federal loans, they attempt 
to maximize the return on their investment, and they systematically seek 
full payback on the loan. Federal agencies Ao not share this incentive, 
which explains in part why the delinquency rate on federal loans is three 
times higher than the rate on private loans. The private sector also has 
greater resources, experience, and management expertise for effective 
credit collection.3 2 

Loan sales would improve the management of federal loans. When 
the federal government sells loans without recourse, it transfers the loan 
management functioi to the private sector. The purchaser of government 
loans not only obtains the revenue-producing financial assets; it also as
sumes all the related responsibilities of administering the loans. 
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The three loan sales completed in 1987 have already spurred improve
ments in federal loan management. As preparation for future sales, OMB 
reports that lending agencies are improving their loan documentation to 
bring their standards closer to private sector requirements. : 

Loan sales also are encouraging agencies to reevaluate their loin con
tract policies and adjust them to conform with private sector standards. 
When the Export-Import Bank loan portfolio was examined for sales pur
poses in 1986, private investors discovered that for years the bank had per
mitted borrowers to prepay their loans at any time with no penalty. As a 
result, businesses that had received loans in the early 1980s at subsidized 
interest rates of 10 percent were able to prepay their loans with no penalty 
and refinance them in the private sector at 7 percent. The government, in 
contrast, which had to borrow in the early 1980c to make the funds avail
able to Export-Import Bank borrowers, must continue to pay its debts at 
double-digit interest rates. Miner Warner told the Commission that pre
payment without penalty "doesn't happen in the private sector, but there 
had been no incentive to focus on that provision before the loan asset 
sales .... Now, for the first time in years, the Ex-in Bank direct loan 
documentation calls for a I loan I prepayment penalty." :4 

Loan sales would identify the subsidy cost of fcderal credit pro
grams. If the federal government were to sell federal loans immediately 
after issuing them, the federal subsidy to the borrower would be revealed 
as the difference between the face value of the loan and the sales price. 
CBO determined, from the receipts collected in the 1987 sale of the 
FmlA community program portfolio, th;.t the subsidy value of these 
loans was, on average, 44 percent of their face value. 3 5 Congress and fed
eral agencies can now incorporate this information into budget decision
uaking. 

Sale of Newly Originated Federal Loans 

Efficiency gains are likely to be higher for the sale of new loans-be
cause management improvements can be exploited fully from the first day 
the loan is made-than for existing loans. William Inglehart, President of 
GC Services Corporation, the nation's argest private debt collection 
agency, describes new loans as "a very saleable product," in contrast to 
seasoned loans, which "grow more and more worthless over time" '16 be
cause of poor federal management. 

But some federal loan portfolios may not be appropriate candidates for 
loan sales. For instance, the State Department oversees programs that lend 
money to foreign countries; in such cases, foreign policy considerations 
could preclude a sale. Other federal loan portfolios, such as the govern
ment's holdings of defaulted student loans, may be of such poor quality 
that private sector interest in purchasing them is minimal. An oversight 
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agency such as OMB could prepare a list of agency exemptions from loan 
sales. 

A second critical issue is the timing of loan sales. Under ideal circum
stances, all loans would be sold in the same fiscal year that they were 
issued so that, for budgetary purposes, the cash disbursement could be 
offset against the revenue from the sale. Requiring loans to be sold imme
diately, however, might be an unnecessarily rigid policy, forcing loan sales 
in an unreceptive market. Certainly, financial prudence would argue 
against selling federal loans in a very weak bond market or during an eco
nomic slump. Private sector lending institutions that sell commercial in
struments are responsive to such market conditions, and the government 
should be, too. 

Although adverse market conditions might be reason for delaying a 
loan sale, these conditions should not relieve agencies of their obligation 
to obtain appropriations for their loan programs. Each year, lending agen
cies should be required to seek appropriations based on the expected sub
sidy component of new loan originations. Once the loans are sold, if the 
original subsidy estimates are discovered to be off-target, the agency 
should be required to obtain additional appropriations to compensate for 
any shortfall. This polic would protect against agencies' systematically un
derestimating the cost of their loan programs. The Commission therefore 
recommends: 

Recommendation (3) 

The federal government should phase in a loan asset sale 
program, reqLiring lending agencies to sell all newly origi
nated loans. These sales should take place as soon after loans 
are issued as is practicable, given market conditions. The 
Office of Managemenc and Budget should develop loan asset 
guidelines that would exempt certain agencies from this re
quirement for particular policy reasons. Agencies should be 
required to obtain appropriations for the loans they make, 
and these appropriations should be adjusted upward or 
downward once the revenues from agency loan sales have 
been received and the government's cost of these loans is 
fully determined. 

Should Loans Be Sold with Federal Guarantees? 

When a loan is sold with recourse, the holder may return it to the seller 
for payment if the borrower defaults. Hence, selling federal loans with 
recourse creates a contingent liability for the government. When the loan 
is sold without recourse, the federal lending agency transfers all the risk 
of carrying the loan to the private sector investor. 
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Proponents of selling federal loans with recourse maintain that by offer
ing a federal guarantee, the government will be assured of receiving top 
dollar for the loans. GAO has consistently held this position. In a report 
titled "OMB Policies Will Result in Program Objectives Not Being Fully 
Achieved," GAO warned: "We believe that, because the OMB guidelines 
require that loan asset sales be made vithout future recourse to the gov
errnent, the net proceeds from the sales will not be maximized." GAO's 
study concluded that even over the long run, -let sales receipts would be 
generally higher with recourse sales than with nonrecourse sales.a 7 

Recourse sales, however, conflict with several goals of the asset divesti
ture program. If loans are sold with federal guarantees, calculating the im
plicit subsidy from the sale becomes impossible, because the price inves
tors would be willing to pay for the loans would be based in part on their 
evaluation of the guarantee. But the guarantee has nothing to do with the 
loan's market value. 

One of the primary advantages of selling federal loans is that private 
investors employ innovative collection techniques to maximize their 
return on the loans. If these loans were federally guaranteed and investors 
were confident they would receive full payment regardless of default, the 
incentive for aggressive collection would be reduced. Furthermore, if 
loans carried guarantees, administrative savings would be lessened, be
cause all the problem loans would be returned to the government, and 
most of the loan portfolio management costs are associated with delin
quent loans. OMB Deputy Director Joseph Wright insists that, if loans are 
sold with any form of recourse, "the private sector would skim the cream 
and send the junk right back to us. We would then have real budget 
problems 5 years down the road." 

Some types of insurance place no contingent liability on the federal 
government and are thus fundamentally different from recourse sales. An 
example is the overcollateralization FinHA used in selling its community 
program loans. As long as the government divests itself of all claims on 
the assets in the pool-including both the junior and senior securities-it 
incurs no contingent liability. For budget scorekeepiag purposes, the aver
age price received for the junior and senior securities would be the loan 
sale price. 

The Commission recommends: 

Recommendation (4) 

Federal loans should not be sold with any type of recourse 
that would create a future liability for the government. 
Overcollateralization and other types of insurance that place 
the risk on the private sector underwriter are acceptable. 
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Loan Sales as a Vehicle for Achieving Federal Credit Reform 

One of the central objectives of loan sales is to measure accurately the 
subsidy component of credit programs. The c2ifference between the face 
value of a loan and its sales price would approximate the taxpayer's subsidy 
to the borrower. For instance, if the federal government made a 
10-year, $10 million college housing loan at 5 percent interest and then im
mediately sold the loan for S8 million, the implicit subsidy to the 
University borrower would be $2 million. This process is called the
1market value" approach; the actual value of a loan is determined by the 
amount the private sector is willing to pay for it. 

An alternative credit reform proposal that has won the approval ci the 
Senate Budget Committee is called the "cost-to-government" approach. 
Undei this plan, the federal lending agency would estimate its loan subsi
dies on the basis of three factors: the interest rate subsidy (i.e., the differ
ence between the government's cost of borrowing and the interest rate on 
the loan), loan administrative costs, and historical default rates.3 9 The 
lending agencies would then be required to obtain appropriations for new 
loans equal to this cost estimate. Loan sales would be peruitte, t for pur
poses of more precisely estimating subsidy costs, but would not be re
quired. Advocates of this approach contend that it obviates the need for 
selling loans or purchasing reinsurance for loan guarantees, thus eliminat
ing the transaction costs associated with the market value methods. 

The cost-to-government approach may be an improvement theover 
status quo, but it is less . sirable than the market value approach. The 
Senate Budget Committee plan may understate the cost of loan programs
because it calculates the interest rate subsidy on a federal loan by examin
ing the spread between the interest rate on the loan and the rate on 
Treasury bills-ir. contrast to the market interest rate for such loans. The 
logical extension of this costing method is that because the government 
can borrow at a lower interest rate than the private sector, economic gains
could be realized if the government were to issue all credit. But the gov
ernment can borrow for less than the private sector only because it 
spreads the risk of its borrowing over all taxpayers. According to OMB 
Deputy Director Joseph Wright, the Senate Budget Committee plan ig
nores these social costs of government borrowing. 4 0 

The cost-to-government approach can also lead to perverse policy rec
ommendations. Consider a case in which the federal government can 
borrow at 7 percent, the market interest rate is 9 percent, and the federal 
government lends money to a business at 8 percent. According to the 
Senate Budget Committee credit rcfur,, proposal, this loan is not only
free to the government, it is actually a moneymaker, because the govern
ment borrows at a lower interest rate zhan it lends. If this conclusion were 
valid, the federal government could eliminate the budget deficit by rush
ing out into the credit market and offering borrowers loans at 8 percent 
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interest. The business community would enthusiastically accept these 
terms, because this interest rate is less than the market rate. In contrast,
under the market value method, investors will gauge the value of federal 
loans according to the rate of interest on alternative investments of similar 
risk. 

Another shortcoming of the cost-to-government approach is that it de
pends on the federal agencies having accurate information on the histori
cal default and loss rates of their loan programs. However, reviews of the
agencies' loan portfolios indicate that they lack this information. Without
precise historical loan data, the cost-to-government calculation is little 
more than an unscientific guess as to the loan subsidy.

A final drawback of the Senate Budget Committee proposal is that it
precludes one of the primary advantages of selling loans: improving loan 
collection and management by employing the specialized skills of the
private sector. For these reasons, the Commission rejects the cost-to
government approach to credit reform and recommends: 

Recommendation (5) 

Selling newly originated loans should be employed as a tool 
to identify the subsidy cost of federal direct loan programs.
The subsidy is equal to the difference between the loan 
amount and the sales price. 

The Sale of Seasoned Loans 

Unlike the sale of new loans, the sale of a seasoned loan portfolio
cannot, in most cases, be used as a device to identify loan program subsi
dies. The discount on the portfolio is at least partially attributable to 
changes in economic and financial conditions between the time the loans 
were made and when they were so!d.4 Also, some loans will have been 
prepaid and some will have defaulted. 

The purpose of selling existing loans is to move the government out of 
the loan management business. The Commission believes there is no com
pelling reason why the government should engage in the commercial ac
tivities of a private bank. Selling seasoned loans would foster efficiency in 
administering and collecting the government's $250 billion loan 
portfolio. * 

Opponents of selling the federal loan portfolio charge that the govern
ment is unlikely to receive a fair price for its assets. Many fear that gov
ernment loans will be purchased at "fire sale" prices. 42 The CBO found 

*The Congressional Budget Office has estimated that the market value of the 
entire $250 billion federal loan portfolio is about 50 cents on the dollar, or $125 
billion. 
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that the three large loan portfolios sold in 1987 were bought by the pri
vate sector at discounts ranging from 49 percent to 40 percent off their 
face value.4a 

A discounted price does not necessarily imply that the lender is losing 
money by selling its loans. For example, to improve its financial standing, 
GM. ,C sold its $3.2 billion worth of automobile receivables to private in
vestors at a discount. Government loans must be sold with especially 
heavy discounts because they carry borrower subsidies and because they 
have high risks of default. Those subsidies and default risks are sunk costs 
to the government; they can neither be avoided by selling the loans nor 

1recaptured by holding onto them until maturity. 4 " 

In any determination of whether the government is receiving top 
dollar, the relevant comparison is not the face amount of the loan versus 
its selling price, but rather the value of the loan to the government versus 
the loan's value to the private sector as reflected in its selling price. Given 
the problems federal agencies have experienced in servicing loans, it is 
highly doubtful that the government is a more efficient loan manager than 
the private sector. William Niskanen, a former member of President 
Reagan's Council of Economic Advisers, in fact, endorses selling loans 
with the heaviest discounts first. Fie advised the Commission: "Don't be 
scared by high discounts in the sense that these high discounts are the 
loans that are most likely to reflect differences in the efficiency of loan 
management by the federal government and the private sector." 45 

The Commission therefore recommends: 

Recommendation (6) 

The federal lending agencies should divest themselves of 
their seasoned loan portfolios over a 5- to 10-year period, 
subject to favorable market conditions and the ability of the 
financial markets to absorb the sales. This requirement 
should apply to all agencies except those that hold loans 
that wa'rant an exemption due to foreign policy concerns or 
where divestiture might conflict with program objectives. 

Loan Sales and Revolving Loan Funds 

One of the common criticisms of loan sales is that the divestitures will 
deplete revolving loan funds of their future streams of income. Dennis 
Cullinan, spokesman for the Veterans of Foreign Wars of the United 
States (VFW), testified before the Commission: 

The VFW clearly recognizes that the sale of loans would have disastrous 
consequences for the VA home loan program and we adamantly oppose 
its implementation. In our view, forcing the VA to sell off all or a large 
portion of its vendee loan portfolio would be nothing other than a 
short-term fiscal fix which would completely deprive the VA home loan 
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program of the assets necessary to generate revenues on its own in46
future years. 

This fear is misplaced. As long as the revenues from the loan sales are 
captured hy the revolving fund or are identified in an account with the 
Treasury Department, these lending agencies will be no better off finan
cially if they hold their loans and collect the streams of income over time 
thau if they sell them today and invest the sales receipts in new loans or in 
an inte'rest-bearing account, regardless of whether the sales price lies 
above or below the loans' par value. Loan sales may even enhance the 
financiai condition of revolving loan funds, because if debt collection and 
management improve under private ownership, a portion of these 
efficiency gains should be passed on to the lending agency in sales prices. 
The Commission recommends: 

Recommendation (7) 

Loans should be sold from revolving loan funds, but all of 
the revenues from the sales should be filtered back into the 
revolving funds to keep them financially solvent, or should 
be transferred to a central Treasury fund which would ac
count for the inflows and outflows of cash for each revolv
ing fund. 

Protecting the Rights of Federal Borrowers 

The federal government traditionally has adopted a policy of leniency 
toward delinquent borrowers. A GAO investigation found that agencies 
often "modified loan terms or extended repayment periods for some types 
of loans whose borrowers experienced difficulties in meeting their 
payments." 4 These policies contribute in part to the high delinquency 
rate on federal loans. 

The rights of borrowers should be protected if federal loans are sold. 
The results of the loan sales completed to date are reassuring. Harold 
Wilson, Executive Director of the Housing Assistance Council, a 
nonprofit organization that deals with the housing problems of low
income, rural residents, told the Commission: "The plan adopted by the 
Farmers Home Administration and the underwriters does protect the bor
rowers' rights. We were very pleased to see that they responded so forth
rightly to the co-icerns of the borrowers." 48 These sales conformed to 
the official OMB loan sales policy that states, "Nothing in the loan sales 
prograti, in any way reduces the legal and contractual rights of the 
borrower." 411 

These guidelines, although appropriate, may not go far enough in pre
serving the rights of federal borrowers. Borrowers enter into federal loan 
contracts with the understanding that the lending agency's servicing and 
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collection policies also apply to their loans. Therefore, the Commission 
believes that explicit agency loan policies should transfer with ownership 
of the loan in the same way that explicit contractual rights of the 
borrower transfer. If indulgent agency collection policies are contrary to 
the interests of the taxpayer, policies should be changed. In selling their 
loans, agencies should not be released from unduly restrictive collection 
policies. The Commission believes that selling loans is one method of ex
posing costly and unnecessarily indulgent loan payback policies and that in 
the future, all borrower rights should be made explicit in federal loan 
contracts to avoid this problem. Therefore, the Commission recommends: 

Recommendation (8) 

The legal and contractual rights of the borrowers should be 
protected when federal loan assets are sold; in addition, the 
private sector owners should be required to abide by the 
stated collection policies that are used by the agency that 
makes the loan. 

Privatizing Federal Loan Guarantees 

Fede-al loan guarantees have become an increasingly popular form of 
subsidy in an era of budgetary stringency. Evidence of this trend is the 
20-percent annual growth rate in loan guarantees since 1975. Because the 
budgetary cost of insuring privately issued loans is pushed off into future 
years, loan guarantees can be used as a device to evade deficit reduction 
ceilings and thwart efforts to balance thethereby federal long-term 
budget deficit. 

These incentives could be corrected if the federal agencies were re
quired to purchase private reinsurance for the credit they guarantee. The 
cost of the loan guarantee subsidy would be the price of the reinsurance. 
Under this plan, the federal government would incur the cost of provid
ing the loan guarantee in the same year that it made the guarantee. 

Although the Commission endorses the general concept of reinsurance, 
it is particularly concerned about the question of whether an adequate pri
vate sector market exists to provide this reinsurance. Joseph Wright of 
OMB warned the Commission that currently "the insurance industry does 
not have the capability of handling [government] guarantees. ' " ' But 
economist William Niskanen counseled the Commission: "We should be 
careful not to be swayed by the argument that private institutions do not 
exist to manage some of these portfolios. It's a chicken and egg problem. 
...So don't accept the argument that there are no private organizations 
out there yet that could manage these loan portfolios or loan guarantees,
because I have every reason to believe the institutions will arise." 51 The 
Commission recommends: 
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Recommendation (9) 

The federal government should phase in, over a 5-year
period or for as long as it takes for a mature loan insurance 
industry to develop, a policy of purchasing reinsurance for 
all loans it guarantees. This insurance should be purchased
immediately after the loan guarantee is issued, and the agen
cies should be required to obtain annual appropriations to 
pay for the reinsurance. 

Methods of Improving Federal Debt Collection 

Although loan sales could contribute substantially to reducing the delin
quency rate on federal loans, this $24 billion problem warrants further 
corrective measures. 

As a general principle, the federal government should adhere to the 
practices of the private sector in its efforts to improve debt collection. For 
federal loans that are never sold, lending agencies should employ debt 
collection tools such as hiring private debt collectors and turning over de
linquent account information to private credii bureaus. 

Hiring Private Debt Collection Agencies 

The use of private debt collection agencies to collect delinquent and de
faulted debt is standard procedure for private lenders. Private lenders 
typically turn debt over to collection agencies 90 to 180 days after it be
comes delinquent. Federal lending agencies received statutory authority to 
employ private collection agencies with passage cf the 1982 Debt Collec
tion Act. The General Accounting Office concluded in a 1986 report that 
few agencies have chosen to adopt this measure. 5 2 To counteract this fed
eral agency resistance, the Commission recommends: 

Recommendation (10) 

It should be made mandatory for federal lending agencies to 
hire private debt collection agencies to pursue delinquent
debtors-except when the Congress or the Office of Man
agement and Budget determines that there are unique char
acteristics of the loan program which mitigate this 
approach. 

The General Accounting Office has previously endorsed this policy pro
posal.5 3 The recommendation would give statutory authority to OMB 
Circular A-129, which requires agencies to turn their debt over to debt 
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collectors once it has become 6 months delinquent.* In making this rec
ommendation, the Commission is roassured that federal borrowers would 
be extended the full legal safeguards provided under the federal Fair 
Debt Collection Practices Act, as well as additional regulations on private 
sector collection procedures that have been enacted in 32 states. 

Reporting Delinquent Borrowers to Private Credit Bureaus 

Referring delinquent loan accounts to credit bureaus is also a common 
practice in the private sector. Privately originated loans normally are re
ported to credit bureaus immediately after they are made; then the status 
of the account is updated every 30 days. Under the Debt Collection Act, 
the federal agencies were granted the authority to report delinquent debt 
to credit bureaus, but agency personnel have not made use of this 
authority.5

4 

The GAO has found that the only agency that has informed private 
credit bureaus of delinquent debtors is the Department of Education. 
GAO's investigation into federal debt collection policies concluded that 
the initiative has been highly successful: "(U.S. Department of) Education 
officials consider credit bureau reporting one of the most useful collection 
tools available to government agencies. Although they cannot specifically 
measure the effects in terms of higher collections, officials stated that 
Education's three regional collection offices receive an estimated 75 to 100 
calls a week from borrowers who have had their credit records affected by 
adverse credit referrals." -5 

The GAO has consistently favored a statutory requiremn.t mandating 
that federal agencies report delinquent debtors to credit bureaus. The 
Commission agrees with this policy and recommer. .s: 

Recommendation (11) 

Federal lending agencies should report delinquent borrow
ers to credit bureaus after attempts have been made to col
lect through the normal debt collection procedures of the 
agencies. 

Summary 

The federal government has been lending money for over 50 years to 
achieve national policy goals. Most federal loan programs are likely to 

*OMBcirculars are presidential policy directives that apply to executive branch 
federal agencies. However, OMB circulars lack the force of law and thus are not 
always enforceable. A GAO report on federal debt collection procedures has con
cluded: "We believe that Circular A-129, by itself, will not provide a sufficient 
basis for agencies to take action to improve debt collection procedures." 
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continue well into the future. But in attempting to service and manage a 
$250 billion loan portfolio, the federal government has taken on all the 
commercial activities normally reserved for private banks and investment 
firms. The Commission maintains that these activities are appropriate can
didates for privatization. 

Early in this ctapter three weaknesses were identified in the oversight 
of federal loan programs: (1) loan collection efforts are inadequate, 
(2) loan programs are poorly managed, o.nd (3) improper accounting and 
budgetary treatment of loan programs encourage a misallocation of re
sources. The recommendations formulated by the Commission are de
signed to redress each of these problems. 

Selling federal loans immediately after they are issued would, in effect, 
transfer loan management to professionals in the private sec-tor. Private 
owners, attempting to maximize the return from these loans, would have 
a strong incentive to manage loans carefully; such incentives are absent in 
the federal bureaucracy. 

Selling federal loans might also reduce the extremely high delinquency 
rate on federal loans to rates typical of private loans. Once federal loans 
are placed in private hands, the talents and resources are available in the 
private sector to assure prompt and full payback on these loans. Even in 
cases where the federal government continues to hold loans, employing 
private debt collectors and reporting delinquent debtors to private credit 
bureaus are techniques the government can no longer afford to ignore. 

Finally, the budgetary treatment of federal credit activities needs to be 
overhauled. The government cannot continue to provide more than 
$40 billioi, in loans each year and more than $150 billion in loan guarantees 
without knowing how much these actions cost the taxpayer. The best and 
most honest method of identifying the cost of credit activities is a market 
value approach: selling new loans and purchasing private reinsurance for 
loan gua,-antees. This approach would place credit programs on a level 
budgetary playing field with other forms of federal spending. By exposing 
the subsidy cost of loan programs, policymakers will, for the first time, 
have the information to weigh the costs and benefits of federal lending 
activities accurately. The Commission is convinced that performing this 
cost-benefit analysis is essential to sound economic policy. 
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Chapter 5 

Air Traffic Control 
And Other FAA Functions 

As airline deregulation moves into its second decade in the United 
States, the national air transportation system faces tremendous challenges. 
Dissatisfaction ov,-r consumer service is apparent in the record number of 
complaints received by the U.S. Department of Transportation (DOT),
the flurry of news media attention recently directed toward American 
aviation, and the voluminous aviation legislation introduced in Congress
during 1987. Three major commercial aviation accidents in the last 5 months 
of 1987-although apparently no, traceable to systemic causes-have con
tributed to the public perception of turmoil in the nation's airspace. 

In 1986 Congress created the Aviation Safety Commission (ASC). With 
a chairman appointed by the President, the ASC is charged with investi
gating aviation safety and recommending necessary reforms. Testimony
before the President's Commission on Privatization by 23 witnesses, as 
weli as analysis of literature compiled for the record, indicates that the 
controversies surrounding U.S. aviation extend beyond the scope of safety
into the efficient management of resources. During the Commission's 
hearings, witnesses with awide range of expcrtise confirmed that a variety
of difficulties and deficiencies seriously impair efficient operation of the 
system. The continued high growth in air travel projected by the Federal 
Aviation Administration (FAA) increases the urgency of improving system
efficiency. The Commission therefore studied opportunities to make air 
transportation more responsive to the dynamic demands of its markets. 

Effects of Deregulation 

With the deregulation of air carriers, new firms entered the commercial 
air transportation market, increasing the number of companies in the in
dustry from 40 to more than 200 in 1986. The entry of new carriers, which 
has since been followed by a period of consolidation, was accompanied by 
a shift in air traffic patterns within the national airspace. Instead of "point
to-point" routes, some innovative carriers established "hub-and-spoke" 
systems, whereby an airline would pick up passengers at several different 
points along the "rim" of its route structure, fly them to a "hub," and 
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then transport them to their destinations along the rim. Whereas point-to
point systems prospered by encouraging large aircraft operations at ex
tefnded intervals between different points, hub-and-spoke systems require 
the ability to land mnane, esually smaller, airplanes ina limited time, shift 
passengers between aircraft, and then fly them on to their destinations. 

Deregulation hr+d profound effects on rate and route structures, the 
uses of equipment, and tile nulmbers of passengers served. From 1981 to 
1986, air carrier fleets have grown from 4,074 to 4,909 aircraft. Since 1978, 
passenger enplanements rose from 278 million to 445 million during 1987. 
Since the economic recovery of 1983, when there were 83 million oper
ations (take)ffs at airports or mo vemeitt through an en r()ute sector) at 
FAA air traffic ciontrol centers and towers, total operations grew to more 
than 92 million in1986 and 95 million in 1987.-

Overview of the FAA 

This phenomenal growth in air travel has had enormous consequences 
for the management of' the national airspace system. Althou, h safety statis
tics show improvement and cmsumer benefits have risen into the billions 
of dollars," the Commission's hearings demonst rated that the challenges 
of growth are seriously straining the resources of the system's manager, 
the FAA. With 16,0( emphyees, the agency regulates air transportation 
and operates varIous support services. Aircraft certification, airport secu
rity, maintenance inspection, pilot licensing, and related safety functions 
are tie responsibility of the FAA Office (fAviation Standards, which ap
proves standards used throughout aviation and monitors and enforces 
system safety performance. 
The FAA Office of Development and Logistics is responsible for (level 

oping and maintaining system eqtuipet"nt, including radars, communi-a
tions devices, weather system!;, and computers. Nearly 9,000 maintenance 
technicians provide services used primarily for the air traffic control 
system equipment. The FAA Airports Office allocates airport construction 
and development grants and assists widl some airport planning initiatives. 

Air traffic control-by far the largest FAA function-etmploys more 
than 26,000 people, of whom more than 15,000 are air traffic controllers. 
Other workers include flight service station personnel, supervisory person
nel, and support staff. The air traffic control organization develops proce
(dures to move aircraft through the nation's airspace, coordinates approval 
of thes, procedures with other offices and system lisers, an(l operates the 
system on a daily basis. 

The air traffic control system is composed of three segments: flight serv
ice stations, airport traffic control towers, an(l en route air traffic control 
centers. Flight service stations provide weather briefings and other infor
mation about the airport and airways system ain] assist with filing flight 
plans. Airport towers provide different levels of service to aircraft, rang
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ing from Level I (fewer than 200,000 operations per year) through Level 5 
(nearly 800,000 operations pe year). 

The FAA's 20 en route centers in the continental United States manage
the flow of air traffic oetween the airports in tlih. system. Once a flight
leaves the airport departure area, tower controllers "hand it off" to the 
centers. Flights are monitored through the more than 600 sectors of the 
national airspace system, with controllers required to keep a minimum dis
tance of 5 miles between aircraft flying on the same airway and at least 
1,000 feet of vertical separation between aircraft. Controllers must make 
adjustments for intersecting flight paths of different aircraft and for air
craft moving in the system at different speeds. 

Management of the National Airspace System 

Two former FAA Administrators testified before the President's Com
mission ',)n Privatization that micromanagement of FAA operations by
DOT, the Office of Management and Budget (OMB), the Congress, and 
other government entities constitutes a significant impediment to system
efficiency. One former FAA Administrator, 1. Lynn Helms, noted that in 
the appropriations process (luring 1987, congressional committees 
mandated the installation of more than 30 pieces of equipment that had 
neither been authorized by Congress nor requested by the FAA. 4 Repre
sentative Guy V. Molinari (R-NY) adtnit:.zd, 'Unfortunately, sometimes 
when we act, we wait so long we have a endency to overreact and we go 
too far." " Helms also maintained that he was hampered during his tenure 
at t-e FAA by "little or no experience by junior OST (Office of the Sec
retary of Transportation) staff personnel to render decisions or even seri
ous judgment" and "an insufficient depth of experience at the senior 
levels to recognize the impact of this projected management style." 

Other witnesses agreed that scrutiny of FAA operations imposes an in
ordinate burden on senior FAA personnel. J. Donald Reilly of the Airport
Operators Council International (ACCI) observed, "It is not uncommon 
to have 20 simultaneous investigations of FAA activities" by the Geieral 
Accounting Office (GAO), the DOT Inspector General, OMB, and the 
Office of Technology Assessment, or to "have more people investigating 
a project than there are working on it productively.'" 7 

Witnesses also testified extensively about the personnel problems that 
impIde effective FAA management of the national airspace system, in par
ticular, the inflexibility of federal personnel regulations. William Bolger,
President of the Air Transport Association (ATA), and John Thornton,
National Coordinator of the National Air Traffic Controllers Association 
(NATCA), agreed that the civil service system provides no incentives for 
controllers to move to busier, understaffed facilities. Said Bolger, "They
need to be able to recruit people, move them through training fast, 
compensate them properly, . . . [and] move them to centers that they 

http:adtnit:.zd


68 PRIVATIZATION: Toward More Effective Government 

can't move them to today." 1 Thornton also suggested that the personnel 
system be made flexible enough to move controllers between different 
levels of air traffic density, and thereby avoid putting tindue pressure on 
controllers assigned to busier facilities. ' 

The appropriate number of air traffic controllers needed to operate the 
system has been a suLiect of debate for some time, but a GAO representa
tive, Kenneth Mead, told the Commission, -FAA's current staffing stand
ards fall short of accurately reflecting controller staffing needs, especially 
in providing sufficient staff to cover peak traffic periods and maintain an 
adequate training pipeline." to Mead concluded, "Until valid staffing 
standards are in place, FAA will not know how many controllers it 
needs.' , I 

Controller staffing is not the only personnel problem. Mead also noted, 
"Attrition of FAA's maintenance staff has resulted in critical technician va
cancies across tile country, and this shortage could become much more 
acute. 1. Representative Molinari agreed, adding that he had found the 
number of aviation safety inspectors to be seriously inadequate. ': Across 
the board, the Commission heard testimony alleging personnel deficien
cies in nearly every aspect of the 1 AA's system operations. 

Procurement 

Many witnesses also observed that tile government's regulations are too 
cumbersome to procure the technology needed to improve the systetn as 
it becomes available. Although one witness viewed the installation of the 
new I-lost air traffic control computer system as a sign of progress in this 
area, 14 another pointed out, "It often takes 9 to 12 months to process and 
award even small and simple procurements.''," Again, critics of the 
system were supported by GAO testimony on the National Airspace 
System (NAS) Plan,* which has been plagued by project delays: "FAA 
underestimated tile complexity of these systems, the time reeded to develop 
software, and the interdependency among the different systems." More
over, as Mead testified for GAO, "Factors like these, not funding 
shortages, were what caused the NAS plan delays. ''16 The testimony 
before tile Commission indicates that procurement procedures are of 

*1he NAS Plan was zuihorized by the Airport and Airway nprwement Act of 
1982. The FAA propos'd the NAS Plan as a package of inodernization pro)j'cts for 
air traffic control equipmenti, including airport radars, navigational aids, aircraft 
electronics, and co(mputer services at en route centers. The first computer en
hancemnent was named til' I ist co mputer because it would " lost" existing en 
route center computer system software in new hardware, then provide capacity for 
further refinements of he pr grains. Tl'he NAS Plan was initially protmoted is a 
10-year, $I .- biilion program that would lead to automated air traffic control, but 
is now anticipated to require longer developmnent time and involve additional ex
penditures. 
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significant concern to most system users. Observations at three FAA 
facilities reinforced this testimony. At the Leesburg, Virginia, en route 
center, for example, air traffic controllers rely on vacuum tube technology 
that is inadequate for current operations. 

Trust Fund and Airport Development 

Many complaints regarding the management of the national airspace 
system centered on two interrelated issues--the Airport and Airways 
Trust Fund and airport development. The Trust Fund has accumulated an 
unobligated balance of approximately $5.6 billion, and several witnesses 
advocated using this surplus for system development, as intended by Con
gress. In the words of former FAA Administrator Helms, "The Adminis
tration and the Congress have abdicated their firm commitment of 1982" 
to use the Trust Fund "as needed to modernize the air traffic control 
system and the natioal integrated airport system." 17 

The Airport and Airway Improvement Act provides that Trust Fund 
support slial! emphasize airport construction and development grants, 
FAA research and development, and the purchase of facilities for the 
FAA. FAA operational revenues ti.e., funding for the bulk of air traffic 
control services, including the systems maintenance and flight service sta
tion functions) are derived primarily from general revenues. 

Pointing to the Trust Fund surplus, those who support elements of cur
rent privatization proposals, as well as former Administrator Donald 
Fngen, expressed confidence that needed operations could be supported
by revenues generated by the Trust Fund tax sources, without relying on 
general revenues to tile current extent. A 1986 GAO study projected that, 
under then-current policies, the balance would rise to $12.4 billion by 
1990.18, 

Congress and the Administration continually blame the existence of this 
unobligated balance on each other. Precise allocation of the balance is 
complicated by a "penalty provision" inluded in the 1982 airport and 
airway reauthorization legislation. Congress adopted the penalty provision 
to discourage the Administration from using the Trust Fund for oper
ations rather than for system dev,'h)pment. Under the terms of the penalty 
provision, Trust Fund allocations to the FAA are reduced proportionately
whenever facilities and equipment appropriations fall below authorized 
levels. The FAA still receives its full appropriation; however, the funds 
are drawn from general revenues rather than from the Trust Fund. 

Although the Administration has argued that as mtuch as 85 percent of 
total FAA expenditures should be paid from the Trust Fund, Congress has 
consistently rejected this level of Trust Fund support for FAA operations. 
Trust Fund revenues are derived from two sources, user fees and interest 
on securities held by the Trust Fund (paid from the General Fund into 
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the Trust Fund). As indicated in table 1, that interest payment has become 
an increasing component of Trust Fund revenues in recent years. 

TABLE 	 l.-Sotu'nes oq"Trusi Fund Rereutees 

IIn billions of dollars I 

Source 	 1982 1983 1984 1985 1986 1987 

Taxes/User Fees 0.133 2.165 2.499 2.851 2.736 3.060 

Interest 0.541 0.533 0.546 0.747 0.829 0.880 

Total 	 0.674 2.698 3.045 3.598 3.565 3.940 

Total Trust Fund income for 6-year period: $17.520 
Total tax/user fee contribution: $13.444 
Total interest accumulated from General Fund: $4.076 

SOURCE: 	 Office of Management and Budget, January 21, 1988. 

Table 2 	 shows the portion of total FAA expenditures borne by the 
Trust Fund and the General Fund during the 6 years 

TABLE 2.--lA Revenues 

[ In billions of dollars ] 

from 1982 to 1987. 

Source 1982 1983 1984 1985 1986 1987 

Trust Fund 	 1.593 2.805 2.007 3.720 2.532 2.585 
General Fund 1.541 1.464 2.644 1.635 2.340 2.361 

Total 	 3.134 4.269 4.65i 5.355 4.872 4.946 

Total FAA spending, 1982-87: $27.227 
Total Trust Fund revenues to FAA, 1982-1987: $15.242 
Total General Fund revenues to FAA, 1982-1987: $11.985 
Portion of Trust Fund derived from General Fund: 30.3% 

SOURCE: 	 Office of Manlagement and BUdget, january 21, l'.8 

NOTE: 	 These figures include funds for the Metropolitan Area Airports (removed from 
the FAA by Congress in 1987) and for support of the loan-guarantee program,
which were not included in the calculation of the S26.7 billion spending figure in 
ONI13 Associate )irector Carol T. Crawford's testiniony of December 1,1987. 

These tables demonstrate that, to the extent that the Trust Fund is de
rived from interest paid from the General Fund, the figures understate 
the portion of FAA expenditures borne by the General Fund by 30.3 per
cent of the contribution attributed to the Trust Fund. 



Air Traffic Control 71 

Testimony submitted to the Commission indicated that some portion of
aviation funding should continue to come from general revenues. Thisportion would probably include the 15 percent commonly attributed to
public agency (including the military) use of the airspace, as well as the
13 percent of FAA expenditures that can be attribGu.ed to regulatory
costs for functions that would likely remain with the government under
the current proposals for change. This analysis indicates that if current
levels of aviation spending and current levels of service beare to
tained in the face of an elimination 

sus
of subsidies from the General Fund, 

user fees would have to increase by about $1.4 billion per year. 

Potential Management Solutions 

Proposals to reform the management of the national airspace system fall
into three :ategories. The first, which curren. ly enjoys the most congres
sional stipp')rt, would remove FAA from DOT and restore it as an independent aj-- y.Several witnesses endorsed this idea as an effective way
to free the FAA from the potential for DOT micromanagement. Others
argued that t is would do little to address the perceived problems of
oversight y other government organizatie -) r any other difficulties. 

A second cdtegory of proposals, advance i by the ATA, would create agovernment corporation to manage the national airspace system. Such an
entity wtuuld be exempt from federal personnel and procurement require
ments and would manage the Trust Fund more efficiently by applying
user fees directly for system improvements. Despite these theoretical ben
efits, the government ceoporatiori idea has been criticized both by those
who think it goes too far and by those who think it does too little. 

The third category includes a proposal for more extensive privatization
of the system. Developed by Robert W. Poole, this plan would transfer
responsibility for the system to nonprofit, user-owneda corporation. Air
port towers and landing slots would be turned 
over to the airport owners,who would be free to charge market prices to sustain the system. These 
revenues would obviate the need for the Trust Fund, the funds from
which could be reinvested in the system. Supporters believe that this
method of privatization is the only way to reduce the political interference
that is a disruptive factor in contemporary American aviation. This pro
posal enjoyed tie support of several witnesses, some of whom pointed out
the need for further study of the consequences of privatization.

A number of witnesses argued that the current system provides substan
tial benefits to a fu.ll range of system users and that the various reform
proposals do not address crucial operational concerns. Former Administra
tor Helms likened any attempt to separate the system's different functions 
to trying to unscramble an egg. The Department of Defense (DOD) op
posed privatization on the grounds that a high degree of coordination 
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now exists between it and the FAA, which might not be the case under a 
private system. Other witnesses, including those representing NATCA 
and the American Federation of Labor-Congress of Industrial Organiza
tions (AFL-CIO), expressed reservations that a private system would 
become dominated by the biggest users of the system-the large air 
carriers. 

Former Administrator Engen observed that the current air traffic con
trol system was a result of more than 50 years of experience, with each 
part grafted on to respond to a specific need. The systein's coordination 
needs extend beyond the FAA to the manufacturers of equipment, owners 
and operators of airports and airplanes, and those who Yevelop and imple
ment operating procedures linking people and equipment. The testimony 
delivered to the Commission demonstrated a need for further studies of 
operational procedures before implementing proposals to reorganize or 
privatize the FAA's functions. There was general agreement that the air
space is one of the few resources that must be treated as a "natural mo
nopoly," because price competition within the same airspace would be im
practicable. William Kutzke, President of Air Transport Holdings, pointed 
out myriad technical difficulties to be resolved before privatization could 
be achieved, but he concluded that these constitutcd a reason to begin 
planning rather than an argument to reject private sector initiatives. 

Management 

The Commission's recommendations indicate broad policy directions. 
They do not endorse any specific reform plan or operational guidelines. 
Instead, the Commission surveyed many discrete functions now performed 
by the FAA and considered methods by which they might be improved 
through increased private sector involvement. With regard to general 
policy, the Commission recommends: 

Recommendation (1) 

For reasons of safety, public service, and efficiency, there is 
a strong public need for the foreseeable future for the FAA 
to regulate the national airspace system. Howeve,, portions 
of that system can and should be considered for private op
eration or for contracting, when such options would im
prove air commerce. 

This recommendation reflects the Commission's opinion that for the 
foreseeable future the FAA should maintain ultimate responsibility for 
system regulation and safety oversight, even as specific portions of the 
system should be scrutinized for incremental privatization opportunities. 



73 Air Traffic Control 

Witnesses who changes the current systemopposed in structure were 
skeptical about the feasibility of having an integrated national resource 
broken up and different entities.operated by These witnesses advocated 
continued FAA management of the entire system, although some favored 
removing the agency from the DOT. Among reform proponents, even 
the strongest advocates of system privatization testified that, in the near 
future, a residual FAA should continue to serve as safety watchdog. The 
Commission supports that premise. 

Trust Fund Allocations 

Admiral Engen, the most recent former FAA Administrator, testified 
that the system could operate on revenues from the Trust Fund, "and 
without cost to the general taxpayer."'" Other witnesses, such as Repre
sentative James L. Oberstar (D-MN), showed reluctance to fund FAA op
erations from the Trust Fund, expressing a "philosophical problem about 
a user paying to be regulated in the way that such a system might envi
sion. -2() Although most users agreed that frommone the Trust Fund
should be spent for its original purpose, witnesses differed over how to 
correct rhe Trust Fund's deficiencies. Some suggested abolishing it,
whereas others suggested taking it out of the general budget. OMB Asso
ciare Director Carol T. Crawford exp.essed the Administration's opposi
tion to the latter proposal, pointing out that Trust Fund expenditures
would still be subject to annual appropriations by Congress. She also 
maintained that the unobligated balance can be reduced only by eliminat

controvecsial provision. 2 1ing the penalty Rather than eliminate the
penalty provision, however, Congress amended it in 1987 to restrict even
further the FAA's ability to use Trust Fund revenues for its operations.

Most witnesses also spoke of the need to increase airport capacity to 
meet the growth in air travel. The Trust Fund is directed toward the de
velopment of airports as well as airways. Over the years, funding for air
ports has increased and become more broadly distributed around the 
natic-r. Under the 1982 authorizing legislation, more than 3,200 airports
participate in the National Plan of Integrated Airport Systems. The sys
tems concept encourages consideration of airports in relation to the varie
ties of airspace system requirements-general aviation, commuter aviation,
air cargo transport, business nviation, and training facilities-in addition to
the needs of commercial air carriers. By developing airports to serve a
variety of needs, system planners may be able to design methods of di
verting smaller, less sophisticated aircraft from airports and airways used 
by larger, high-performance aircraft. 

Revenues for the Airport Improvement Program (AIP) are derived 
from the Trust Fund and allocated by formula. Within categories, the
FAA Administrator and the Secretary of Transportation retain some dis
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cretion among grant applicants. Obligations on airport grants were limited 
to approximately $800 million annually from 1982 to 1987. In 1987 Co;r
grass authorized the program at S1.7 billion per year for fiscal years 1988 
through 1990, and at $1.8 billion for fiscal 1991 and 1992. 

Despite the demand for increased airport capacity and the economic 
benefits that communities derive from airports, airports cannot be easily 
expanded because of property taxes on the extensive land holdings re
quired for airport operitions and community groups opposed to airport 
operations for noise and envin .-,mental reasons. Many witnesses 
advocated increasing airport operator,' authority to seek their own reve
nues for capacity improvements. Thcy encouraged alternative means of 
airport development financing andi fLvored allowing airport pricing ar
rangements that would have users pay more directly for system ii.,prove
ments. 

A more privatized system could provide a variety of fee-for-service ar
rangements-including charges for weather briefings, peak-hour pricing at 
airports, passenger facility charges, and others-to secure reimbursement 
from users. Supporters f market pricing contend that charging fees is the 
surest method of definihig the value that users put on the system. Thcy 
also argue that it is the most efficient method of directing resources to 
points of greatest demand. Former Administrator Helms noted, however, 
that the passenger ticker tax and aviation fuel charges are administratively 
easy to collect and obviate the need for new collection and accounting 
procedures that would have to be developed under private systems or a 
system comparable to that used in Europe, where the air traffic control 
system identifies aircraft as they use the system. and periodically bills 
owners (usually air carriers). 

Recognizing that, -s a general rule, user fees are an excellent means of 
allocating resources, the Commission recommends: 

Recommendation (2) 

The portion of national airport and airway expenditures 
borne by users through direct charges should be increased. 

Although debate on this issue centered on the specific types of direct 
charges, such as peak-hour pricing at congested airports, and their poten
tial for enforcement, the Commission makes this recommendation as a 
general p( licy guideline, to inject a measure of flexibility into the airport 
and airway funding system. The Commission views flexibility as an inte. 
gral part of market systems and recognizes the need for periodic changes 
in pricing systems in response to changing use of the system. 
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Airport Development 

Airport development has many benefits for communities. Former Ad
ministrator Helms discussed the revenues generated near airports and the 
businesses and jobs created by aviation activities. Spencer Dickerson of 
the American Association of Airport Executives tcstified that tile existence 
of an airport traffic control tower enhances safety, attracting corporations 
to communities that have one. However, many airports are closing, espe
cially those near major metropolitan areas, because of tax, noise, and envi
ronnental issues. 

Some believe that an airport should be able to generate the revenues to 
pay for operation at the level that consumers and the local community
demand. Through a variety of pricing me.!anisms-such as peak-hour
pricing, passenger facility charges, rents from airport tenants, and baggage
and freight handling charges for shippers using airport facilities-re
sources could be directed to active airports. Those airports that did not 
ger ate the activity to support development would see it go elsewhere. 

For example, revenues from a passenger facility charge (which would 
generate most revenue at airports used by bigger, occasionally noisier, 
jets) could support noise abatement programs. Similarly, peak-hour pric
ing arrangements could provide airport services to passengers willing to 
pay higher fees at busy times and encourage other passengers to take ad
vantage of off-hour discounts. Witnesses testified that some combination 
of these pricing elements would allocate airport resources more rationally
than the current political mechanisms, and without holding the threat of 
federal preemption of the noise issue over local airports, was advocatedas 
by several other witnesses. On the basis of these and other arguments, the 
Commission recommends: 

Recommendation (3) 

The federal government should reduce its direct role in the 
development of airports by encouraging each airport to de
velop its own sources of funding from the full range of 
beneficiaries of aviation services. 

Recommendation (4) 

Airport operators should be allowed to charge peak-hour
takeoff and landing fees to alleviate congestion. These tees 
would allocate scarce resources in the most equitable 
manner possible. Users who value peak takeoff and landing
slots would pay a market-based premium for their use,
while users whose demand for peak travel is less would 
choose to fly at cheaper, less congested times. 
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Recommendation (5) 

Airport operators should be allowed to charge passenger fa
cility fees as a means of generating revenues to support the 
airport locally. These charges provide one of many pricing 
mechanisms for directing resources to airport needs without 
subjecting aviation issues to political interference. 

In making these recommendations, the Commission endorses the con
cept of greater flexibility and local airport discretion about appropriate 
funding systems. In the Commission's view, airports currently remain tied 
to the federal grant system largely because of restrictions imposed by the 
government when it grants federal funds to airports. 

Again, as with ,commendation (2), discussion among the Commission
ers centered on whether pcak-pricing policies could be enforced, especially 
when applied to general aviation. The Commission concluded, however, 
that enforcement methods should be based on experience; they are adminis
trative, rather than policy, questions. 

Air Traffic Control Functions 

Air traffic controller staffing has been one of the most contentious 
issues facing national aviation policymakers during the 1980s. Since the 
1981 strike by the Professional Air Traffic Controllers Organization 
(PATCO)-which resulted in the firing of more than 11,400 controllers, 
many of them qualified at full performance level (FPL)-the FAA has 
attempted to recruit, hire, train, .nd certify a new controller work force. 
Congress has conducted hearings asse-.sing the numbers of controllers, es
tablished legal requirements for the portion of them who should be FPLs, 
investigated hiring and training programs, and reviewed performance at 
specific facilities. The FAA has conducted extensive training in human re
sources management programs for controllers and supervisory personnel. 
Despite this effort, the controllers voted for a new union, the National 
Air Traffic Controllers Association, in 1987. 

The FAA has extensive training and certification programs for its con
troller work force, and the agency operates an Air Traffic Control 
Academy in Oklahoma City to train controllers. For every 100 controllers 
who enter the training program, 40 fail to complete the course. Control
lers who qualify for the en rouite center option (usually the best perform
ers in training) get added radar training at the Academy before being as
signed to a center. For controllers in th tower, professional advancement 
consists of a series of moves from lower ac.ivity airports to busier airports, 
with training at each step. A controller rated FPL at a Level 2 tower, for 
example, would be eligible to bid on job vacancies at Level 3 towers. If 
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selected for a Level 3 tower position, the controller would revert to devel
opmental status until fully certified at the new facility. 

Controllers' skills and pay levels vary according to the level of activity 
and equipment at their facility. Staffing levels for all facilities are defined 
according to FAA's air traffic controller staffing standard and are based on 
activity at the center or the airport during the previous 2 years. These 
procedures make it difficult to adjust the rating of particular facilities as 
air traffic patterns change. For example, Dulles International Airport out
side Washington, D.C., has experienced tremendous growth illactivity 
during the past 2 years, but only recently was changed from a Level 3 to a 
Level 4 airport. 

En Route Centers 

One witness proposed the creation of a private, not-for-profit corpora
tion to operate the en route air traffic control centers, which now guide 
aircraft along airways in the continental United States and in adjacent oce
anic airspace. Recognizing that this service appears to be naturaliy monup
olistic (no one envisages competition among firms to offer different air 
traffic control services in the ame airspace), supporters of this plan be
lieve, however, that a private entity could better manage the en route 
system by directing resources to busier airspace sectors according to the 
demands of the market. Others expressed scepticism as, internationally, 
only Switzerland offers comparable private air traffic control services. 
Former AdIministrator Helms testified that, in his view, thL Swiss service 
was inadequate to meet the requiremenis of the U.S. national airspace. 

Other witnesses opposed changes in the struc'.ure of the national en 
route system for reasons of national security. Lloyd Mosemann, a Deputy 
Assistant Secretary of the Air Force representing the Department of De
fense, stressed the military's close relaiP:nship with the FAA in the use of 
the system. Mosemann suggested tha' !is coordination might be jeopard
ized by attempts to privatize the s',,'. m, and argued that the military 
could not and should not be treated a,"ust another system user." 2 2 Fred 
Smith of the Competitive Enterprise Institute, however, termed this a 
"red herring," saying that a transition to private system operation "... 
need not change any of those coopeia,.ive I)ocedurcs. " 2 ' Although OMB 
maintained that "the function of conrolling en route air traffic is not in
herently governmental," 24 other witnesses testified that die en route ac
tivities of the FAA are clearly within the domain of inerstatc commerce 
and that they have developed through historical experience in response to 
a variety of system requirements. 

The Commission agrces with this basic assessment and recommends: 
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Recommendation (6) 

The FAA should retain authority over the en route centers, 
but some of the activities should be subiect to contracting 
out. 

The recommendation is closely related to Recommendation (1), in that 
it would maintain the FAA as the ultimate overseer of system operations 
and safety but allow room for improvements within the system. It reflects 
the basic view of most wii,,esses that the en route system is a tightly inte
grated national structure that should be kept intact for now. 

The Commission considered making no recommendation on the en 
route centers, but deided that such a vote might be interpreted as an en
dorsement of the present system. The foregoing recommendaion reflects 
the Commission's recognition of the need for en route center improve
ments coupled with the Commission's belief that no current proposal ade
quately addresses all the technical, legal, and financial concerns that would 
be involved in transition to a private system. The Commission recognizes, 
however, that some functions within the en route centers-such as com
puter maintenance and weather briefings for air traffic controllers-might 
be contracted out rather than proviced by FAA itself. 

Airport Traffic Control Towers 

The FAA operates 416 airport traffic control towers throughout the 
United States. Critics of the system believe that rigidities such as restric
tive personnel regulations obstruct airport and aviation development. 
Undcr the present system, an airport operator does not have the flexibility 
to hire additional controllers if he wishes to extend the airport's operating 
hours, contract with an air carrier to establish a hub, or expand activity in 
other ways. Moreover, if a carrier moves its hub operations from one air
port to another, controllers will remain at the first airport long after flight 
activity decreases. Such rigidities in federa! personnel procedures are al
leged to restrict system developmen:. 

Even those critical of the current system agree that the FAA should es
tablish standards for controller performance and airport and airways oper
ations, but they maintain that-much as it licenses pilots who fly for com
mercial air carriers-the FAA can regulate the system without operating 
it. Proposals have been advanced to turn airport traffic control tower op
erations over to airport operators, who could charge fees for their serv
ices. Fees would vary according to demand, size of aircraft, and other per
formance criteria. These fees would direct resources to busier airports, fa
cilitating the rapid response to market conditions. 
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These analysts also believe that the private sector can be more flexible 
in personnel requirements than tile public sector. The FAA, for instance, 
does not hire former military controllers as controllers if they are over 
31 years of age, thus limiting the pool of controller applicants. A private firm 
following similar practices not only would be liable for age discrimination 
litigation, but usually would be eager to hire (.ontrollers who, by virtue of 
their military experience, would need less training than an inexperienced 
applicant. FAA also prohibits fired PATCO controllers from reinstate
ment, although some believe that PATCO controllers could bring needed 
skills back to air traffic control facilities and sh)rten the training time re
quired for the FAA to certify new :)ntrollers. The Admi nistratiom has 
strongly opposed any reinstatement of controllers who went on strike in 
1981, citing the principle that strikes against the government are illegal 
and emphasizing that reinstatement might impair morale among the con
trollers who remained on the job. 

Proposals to privatize airport traffic control towers received little un
qualified support from aviation professionals during the Commission's 
hearings. William Kutzke of Air Transport I loldings, who supported such 
an initiative, emphasized that many operational details would have to be 
addressed before such a program could be implementCdi.* Tlhe two 
former Administrators of the FAA vho testified strongly supported the in
tegrated nature of the airport and airways system, and expressed grave 
reservations about the potential for diverse standards and )perating proce
(lures creeping into a fragmented system. 

Other witnesses supported expansion of the FAA's contract tower pro
grain, under which it currently authorizes local governments to estabish 
their own towers or to hire private firms to operate them. These wit
nesses, however, advocated private airport traffic control tow...rs as a 
means of expanding the rrent system to include additional airports, 
assuming that once the a . level rose, airport traffic control operations 
would be taken over by FAA personnel. 

The Commission believes that there is significant potential for in
creased private operation of airport traffic control towers and therefore 
recommends: 

Recommendation (7) 

FAA should move to a system of private airport traffic con
trol towers, but this move should be made incrementally. 
First, FAA should develop controller skills at smaller air
ports, gradually privatizing larger, more sophisticated facili
t-k{: al; the work force of private sector controllers increases. 
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The Commission agrced with witnesses who proposed the expansion of 
private air traffic control operations. It was the view of the Commission 
that the goal need riot be solely to eXpand tile system but also could serve 
to increase gradually the portion of the system operated by the private 
sector. 

Flight Service Stations 

Since tile adoption of the National Airspace System Plan in 1982, the 
FAA has been automating flight service station facilities throughott the 
United States and closing selected facilitie., that still rely on older equip
ment. Flight service stations provide a range of services, primarily to gen
eral aviation. They issue weather briefings, file and record flight plans, 
issue Notices to Airmen (Informatiom on runway chsings, new airport
openings, and changes in apprNT ed traffic patterns surrounding airports), 
and provide in-flight services, primarily by radio contact. The FAA esti
mates that more than 95 percent of flight services are prialed by phone, 
a practice that weighed heavily in plans t0 automate and colnsolidate these 
facilities. Table 3 indicates tile decline in flight services provided by the 
FAA's flight service stations during. tile years since consolidation begain. 

TABLE 3.-1 h107 St'rht Stal'im A-hz,'hil 

Year 1983 1984 1985 1986 

Flight Services (thousands) 56,186 54,684 51,7t05 48,702 
General Aviation Flight IlTours (millions) 31,048 31,510 30,590 30,361 
Number of Flight Service Stations 315 312 294 274 

SOURCE: FAA, Ofit of Manigt.hc t Systems. 

The flight service station automation/consolidation program has experi
enced many difficulties. Written testimony submitted by the National As
sociation of Air Traffic Specialists (the union representing flight service 
specialists) recognizes that Congress has been heavily involved in selecting
sites for facilities, reversing FAA decisions to close facilities, mandating 
equipment requirements, and determining staffing levels within the 
system specialist work force. 

A GAO study pointed out some early difficulties involving the quality 
of service provided with some of the automated equipment, although 
these have since been resolved, and the contractor developing new equip
ment for the automated flight service stations has had difficulties deliver
ing on schedule. 2 6,The FAA's plan for future research and development 
within the national airspace systen anticipates the development of private 
contractors who would provide many of the same services as flight service 
stations on a fee-for-service basis."7 The FAA is developing computer 
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capabiliy for Ditrect User Access Terminals (DUAT) that w(ould enable 
pilots to file flight plans through their home conmputers. Somle providers
have begun O)ffering weather briefings and other infinrmation to pilots.
The State Of Wiscionsin, fo r example, has developed a prigratn to provide
weather briefings at airports throngh computers. I lwever, there are a 
limited number of such facilities within the state, and they do not yet help 
pilots file flight plans. 

Supporters of the FAA's flight service station prograin recognized the 
difficulties in the current automation and consolidation program but main
tain that FAA is taking the first steps to ward an integrated system. Former 
Atdministrator Engen testified that instituting charges for wixither informa
tion would encourage some pilots t fly without getting the iformation
expo)sing themselves and perhaps Others to unnecessary risk in order to 
save tei expense. 

The (CQtitiissi(m found that flight service stations pro)vide an essential 
service and shOiluh be operated as efficiently as p)ssible The Conmmission 
recnlIIm ends: 

Recommendation (8) 

The FAA should contract out the operation of its flight
service stations with the understanding that individual pilots
should not be charged a fee for the information supplied to 
them. 

The Comnlission concluded that the private sector could provide flight
service station activities ni)re efficiently than dhe government. Debate 
.mning the C immissiiners fiCcused Ot wvet hC pih)Iits vOuld be Willing to 
pay for fli.;iit services previtously pr(vided at no charge. The Commission 
believes that, to minimize tie chance that pilots will use flight service 
station services less, the governinlent shtuld cointitue to pay for such serv
ices. The Coi miissin also strn gly recoimniends that during the flight
service station privatizatii process, tile interests of all flight service spe
"-ialists should be taken into c(nsideratit n. 

Air Traffic Control Systems Maintenance 

Under rte current system, tile FAA has a work force oif slightly fewer 
than 9,0(x) airway facilities technicians stationed at airports and en route 
centers around the country. Each technician is expected to be capable of 
maintaining a rangp of equipment at a given site when fully trained, a 
process that requires its long as 6 years. 

There are serious problems involving the systems maintenance work 
force. The airway facilities work force is aging (the median age of fully, 
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certified technicians is now near 50), and much of the equipment that 
these technicians maintain is being replaced as tile NAS Plan is imple
mented. IAA is short of maintenance technicians, especial!y if it continues 
to require technicians to be trained (i at variety of equipment at each 
facility. 

Some claimed that it is inp,)ssible tt) separate operations and mainte
nance front the highly integrated equipment if the national airspace 
system. They cite the dedication of the airway facilities work force, ob
serve the pi tential for laboir disputes invtilving cintract rs, and question 
whether it contractor could deliver the maintenance services its required 
by the system. 

Others, hwever, noted that the efficiencies of greater specialization are 
readily available and that. by relying ont contracto rs to develop i new equip
ment, the FAA coiUld save substantial funds. In response to questions after 
the Commission's hearings, GAO stated that contracting could speed tile 
training of systems mlaintenance technicians. 

I laving weighed these views, the Cimmnission recommends: 

Recommendation (9) 

The FAA's systen maintenance service should be privatized. 
Current conditions-the simultaneous aging of the facilities 
maintenance work force and the replacement of a great por
tion of system equi pment-present a uni(lLe opportunity to 
FAA. The agency should seize this opportunity incremen
tally to contract out the maintenance of new facilities and 
equipment as they are introduced into the system. 

In making this reciminendatinm, the Commuission found that the intro
ductii n hew equ ipnernt w dl alliow the FAA to reduce its requireif 
ment foir individual technit ips and increase its reliance on contractors
probably trained by the manuf:cturers of tile new equipmnt. The Com
mission believes this iffers a more efficient tneth(id of replacing the tech
nician work force than tile curreti; system does. 

Summary 

The ( -ommission recognizes the major implications for change in na
titontl airspace system oiperattions that woiuld result from these recotunten
dations. The system was deveh ipehcr a 50-year period and() has changed 
incrementally in resp mise to the changing needs of the American people. 
The recommendations discussed here support that trend of incremental 
development, even though they p()in it the direction of greater private 
sector responsibility for the system's pifirmnance. 
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A more extensive involvement of the private sector in the management 

of the delivery and maintenance of air traffic serviwecs would improve their 

effectiveness, safety, and cost. The role for the private sector needs to be 

increased to bring more creativity and ingenuity to the maintenance of 

these facilities. Regulations and policies governing consistent, standardized 

procedures and communications woulh remain the responsibility of tile 

fed.ral government. The FAA would remain an integral part of the 

system in establishing policies and standards, but there is great oppor

tunity for the private sector to carry out many of tile agency's current 

operations and systems nailtenance functions. 

Effective implementation depends on experimentation within the cur

rent system to develop methods to make it work better than it does. The 

Commission is confident that tile private sector will afford a better route 

to future aviation progress. 
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Chapter 6 

Educational Choice
 

The recent record of educational achievement has fallen far short of the 
basic goals that Americans set for their schools. In 1983, the National 
Commission on Excellence in Education issued a report, A Nation at Risk, 
describing a "rising tide of mediocrity" in education. Despite substantial 
public spending on education-at all levels of government-the nation's 
schools were not producing commensurate results. Average scores earned 
on Scholastic Aptitude Tests (SATs) by high school seniors seeking admis
sion to college began a steady decline in 1963, but those scores indicated 
only the surface of the problems. 

Similar results on other educational report cards have turned the 1980s 
into a decade of dissatisfaction with schools. In view of the disappointing 
standardized test results reported through the National Assessmetit of 
Educational Progress (NAEP), other tests of basic skills widely adminis
tered to children in primary grades, and the poor results registered in the 
first NAEP evaluation of histoiical and literary knowledge, 1 a consensus 
has developed that the nation needs better results from its educational in
stitutions. Although SAT scores improved during the early part of this 
decade, average SAT scores remain 74 points below the 1963 peak. For 
many reasons, the demand for education reform persists.2 

Academic Achievement in the Public Schools 

Dissatisfaction with the performance of United States educational sys
tems has regularly been registered in public opinion polls. Each year for 
the past 18 years, the Gallup Poll has surveyed American attitudes toward 
education. When people were asked to rate their loc2! community schools 
on the four-point scale commonly used for academic purposes, their 
schools' grades declined from 2.63 (B-) in 1974 to 2.12 (C) in 1983. The 
average grade for the nation's schools has increased slightly, from 1.94 
(D+) in 1981 (when :he question was first introduced) to 2.13 in 1986. 3 

For the 6 years in which respondents were asked to rate schdols both lo
cally and nationally, local schools have scored consistently-albeit only 
slightly-higher than schools in the nation as a whole. 
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Educational improvements are of vital concern to many Americans, es
pecially when they confront the long-term consequences of failure in the 
nation's schools. President Ronald Reagan declared in his January 27, 
1987, State of the Union Address: 

The quest for excellence into the twenty-first century begins in the 
schoolroom, but we must go next to the workplace. More than 20 mil
lion new jobs will be created before the new century unfolds and by 
then our economy should be able to provide a job for everyone who 
wants to work. We must enable our workers to adapt to the rapidly 
changing nature of the workplace. 

Conversion of skills acquired in school to those needed in the work
place ha3 been one of the most pronounced deficiencies of the nation's 
educ.ational system. Xerox Corporation Chairman David T. Kearns 
claimed in the fail of 1987, "If current demographic and economic trends 
continue, American business will have to hire a million new workers a 
year who can't read, write, or count. Teaching them how, and absorbing 
the lost productivity while they're learning, will cost industry $25 billion a 
year for as long as it takes." He added, "Teaching new workers basic 
skills is doing the schools' product recall work for them-and frankly, I 
resent it." 4 A report commissioned by the U.S. Department of Labor 
analyzed future employment trends and concluded: 

As the society becomes more complex, the amount of education and 
knowledge needed to make a productive contribution to the economy 
becomes greater. A century ago, a high school education was thought to 
be superfluous for factory workers and a college degree was the mark of 
an academic or a lawyer. Between now and the year 2000... a majority 
of all new jobs will require postsecondary education. Many professions 
will require nearly a decade of study following high school, and even 
the least skilled jobs will require a command of reading, computing, and 
thinking that was once necessary only for the professions. 5 

Funding and Enrollment 

Nearly all major educational policy decisions, and the bulk of financial 
allocations, are made at either the state or the local level. During this cen
tury, however, trends in educational financing have shifted away from 
local governments, and state governments have assumed greater responsi
bility for educational funding (see table 1). Although federal spending on 
education has increased throughout much of the century, the portion of 
educational expenditures derived from federal funds decreased during the 
1980s, even though the sums provided continued to increase in real terms. 
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TABLE I.-Sources of Elementary and Secondary School Revenues, 1919-86 

[In thousands of dollars] 

Source (%)
RevenuesSchool Year 

Local State Federal 

1919-20 $970,121 83.2 16.5 0 .3 
1929-30 2,088,557 82.7 16.9 0.4 
1939-40 2,260,527 68.0 30.3 1 .8 
1949-50 5,437,044 57.3 39.8 2 .9 
1959-60 14,746,618 56.5 39.1 4 .4 
1969-70 40,266,923 52.1 39.9 8 .0 
1979-80 96,881,165 43.4 46.8 9.8 
1980-81 105,949,087 43.4 47.4 9 .2 
1981-82 110,191,257 45.0 47.6 7 .4 
1982-83 117,497,502 45.0 47.9 7 .1 
1983-84 126,05j,419 45.4 47.8 6 .8 
1984-85 "37,350,722 44.7 48.8 6 .5 
1985-86 149,687,997 43.5 50.1 6 .4 

SOURCE: U.S. Department of Education, The Condition of Education (Washington, DC: 
Center for Educaaon Statistics, 1987), p. 36. 

NOTE: Revenues represented in current dollars. 

During the 1985-86 school year, Americans spent $160.8 billion on ele
mentary and secondary education, with nearly $150 billion of that money 
derived from governments. Spending for the 39.8 million children attend
ing public schools averaged $3,735 per pupil, while expenditures for the 
4.9 million children enrolled in private schools averaged $2,316 per pupil. 

Some observers of contemporary education question whether the in
creased funds were spent well, especially in light of the decline in test 
scores that coincided with the increase in federal funding. Research evi
dence supports this concern, as National Center for Education Informa
tion Director Emily Feistritzer notes, "TLhcre is no hard evidence that 
there is a correlation between education spending and student achieve
ment in any school. ' 

Since 1970, consistent with demographic trends, the population attend
ing public schools decreased from 46.2 million tr. 39.7 million in 1983, 
before rebounding slightly to 39.8 million for 1984 and 1985. Private 
school enrollment also decreased from 5.7 million students in 1970 to 4.3 
million in 1984 before rebounding to 4.9 million in 1985. Private schools 
have retained slightly more than 10 percent of the elementary and secon
dary school enrollment, with only minor variations throughout the period.
Within the private schools, however, there have been enrollment shifts. 
Decreases in Catholic school enrollments in the 1970s and 1980s have been 
offset by gains in other forms of private schooling-both religious and 
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secular. Although the President's Commission on Privatization heard testi
mony claiming an increase in home schooling, there are few reliable esti
mates of the numbers of students involved. 7 

Educational Reforms 

Since the publication of A Nation at Risk, state officials have assumed 
increasing leadership of educational reform efforts. Different states have 
proposed experiments with professional career ladders for teachers, merit 
pay evaluations, changes in teacher certification requirements, open en
rollment programs, magnet school initiatives, vouchers both to expand the 
range of options available at the elementary and secondary levels and to 
enable advanced students to enroll in colleges, and other options for in
creasing parental involvement and choice within the public schools., Al
though most states have confined their experiments with parental involve
ment and choice to the public schools, the states are clearly inclining 
toward change in current educational systems. As clear as the call for 
change is, however, professional and public opinion is widely divided 
about the form of change that would be most effective for educational im
provement. 

Despite the wide range of opinions about educational reforms, there is 
a fairly substantial professional consensus about the characteristics of effec
tive schools. Brookings Institution education analyst John Chubb, on the 
basis of a study of 10,000 high school students at nearly 500 schools, testi
fied that effective schools are complex organizations characterized by a 
high degree of autonomy, with "academically focused objectives, peda
gogically strong principals, relatively autonomous teachers, and collegial 
staff relations." 9 For schools to succeed, authority must be placed as close 
to the building level as possible; the principal must be given considerable 
discretion to define strong educational objectives, including the authority 
to hire, train, and replace teachers to develop a faculty that shares those 
aims. Effective principals also foster a collegial environment emphasizing 
professional participation in a team. 

As presented by John Chubb, however, the paradox of current school 
reform is that the reforms most likely to provide educational success are 
politically unpalatable, while the reforms that are most politically adopt
able are likely to increase the schools' difficulties. 10 That is, given the 
complexity of educational challenges and the many indices of school fail
ure, educational policymakers are unlikely to grant the discretion deemed 
most likely to promote educational effectiveness. Indeed, that distrust of 
educational discretion extends from local school boards to the Congress of 
the United States, which restricts 9. percent of nominally "discretionary" 
funds available to the Secretary of Education under Chapter 2 of the Edu
cation Consolidation and Improvement Act.1 1 Before legislators are likely 
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to give educational authorities more discretion, something must be done 
to increase public confidence in the discretion that education policymakers 
already have. 

Choice Programs for the Disadvantaged 

The Commission was particularly concerned that educational opportuni
ties for the educationally disadvantaged be increased. Testimony received 
by the Commission revealed a substantial consensus that choice programs 
might provide alternative methods of addressing the particular needs of 
students who are not thriving under current educational practices. Albert 
Shanker, President of the American Federation of Teachers, proposed, 
"Let's take the five per cent of the students in this country who are failing 
on every indicator ...who can't read, who can't write, who don't come 
to school a good part of the time, and when they do come are violent a 
good part of the time . . . and give them free schclarsbips to private 

1 2schools, and let's see how the private schools do with them.' Douglas 
Alexander, of Citizens for Educational Freedom, suggested that the Com
mission take Mr. Shanker up on his proposal; he indicated that some edu
cational research supports the idea that private schools would do better 
with disadvantaged students than public schools are currently doing. 13 

Since 1965, Chapter 1 of the Education Consolidation and Improvement 
Act has authorized federal programs targeted toward children with low 
educational achievement, many of them from low-income families. For eli
gible students attending private schools (even parochial ones), public 
school teachers are authorized to provide remedial education services. In 
1985, hiwever, the Supreme Court severely limited the use of such funds 
in parochial schools.' 4 Secretary William J. Bennett entered office com
mitted to programs of "Character, Content, and Choice," and the admin
istration proposed The Equity and Choice Act of 1985 (TEACH) as a 
voucher experiment. Under this proposal, Chapter 1 programs would 
have been converted to vouchers, with funds going to the parents of eligi
ble students, who could then select the educational institutions they be
lieved most likely to meet their children's needs. The amount of the 
voucher would have been calculated by dividing the available funds by 
the number of eligible recipients, a calculation that resulted in estimates 
of about $600 per eligible child per year. 

For a variety of reasons, many voucher proponents reacted lukewarmly 
to TEACH. Teachers' organizations viewed the proposal as merely a dis
guise for efforts to reduce education expenditures.1 Both TEACH and a 
subsequent voucher proposal for compensatory education programs 'rere 
rejected by the Congress. 
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Despite the inability to agree on the specifics of tl- TEACH legislation, 
a wide public consensus supports increased efforts targeted toward educa
tionally disadvantaged students. Therefore, the Commission recommends: 

Recommendation (1) 

The federal government should encourage choice programs
targeted to individuals deemed in the lower percentiles of 
the current elementary and secondary student population.
The schools are failing these children now, and alternatives 
beyond current programs should be explored. 

The Commission views this recommendation with a particular sense of 
urgency about implementing alternative educational programs for students 
who are failing by all standards in current institutions. As a matter of law, 
nothing bars the Secretary of Education from promoting choice programs
in cooperation with state and local education agencies. The Commission 
envisages small pilot programs, with incremental development of success
ful efforts and abandonment of initiatives that do not demonstrate im
provement. 

Introducing elements of choice into federal programs will require ap
proval that Congress thus far has been unwilling to give. For students 
who cannot learn in current educational institutions, however, the alterna
tives appear to be innovative efforts now or remedial programs and di
minished earning capacity in the future. Choice today appears to be a 
better decision. 

Vouchers 

Chubb concluded from his research that a comprehensive voucher 
system would be the best way to implement the changes he views as es
sential to educational success. Such proposals have been part of national 
policy discussions since 1962, with advocates on the political left as well as 
on the right. Indeed, one witness submitted testimony claiming that 
Thomas Jefferson, as Governor of Virginia, advanced an education 
voucher proposal in 1779.16 

For many observers of contemporary education, the flexibility essential 
to improvement is most likely to come through a system of transfer pay
ments-whether labeled vouchers, giants, student assistance, or other
wise-that would finance educational choice. At postsecondary and adult 
educational levels, the nation has extensive experience with such pro
grams. In 1944, Congress adopted the GI Bill of Rights, which authorized 
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payments to ",eterans who attended accredited colleges, universities, or 
vocational schools. Congress adopted similar legislation for needy individ
uals seeking postsecondary or vocational education. In the late 1950s, Con
gress authorized National Defense Education Act fellowships to support 
graduate students and to assist undergraduate students interested in teach
ing careers. With Basic Educational Opportunity Grants, also known as 
Pell Grants, people whose family income falls below defined levels can 
use federal funds to purchase education or training at the institution of 
their choice. These grant programs are supplemented by a variety of stu
dent loan programs enabling students to select the educational program, 
then pay with federal funds. At the postsecondary or adult education 
levels, these options are often cited as among the most effective govern
ment eoucational programs. 

A great deal of controversy is generated by any proposal to extend such 
a system of federal financing to elementary and secondary education. Wit
nesses supporting greater choice in education contended that a full system 
of transfer poyments would be the most effective way to maximize choice, 
and that the results would be beneficial for education. Under such a pro
gram, parents would receive vouchers with which to purchase the educa
tional programs that they decided were most suitable for their children. 
Supporters believe that such a program would enable students to leave in
effective schools and move to better schools. The resulting competition 
among schools should introduce incen:ives to provide innovative pro
grams at minimal cost. Such options are currently available only to parents 
who can afford to live in exclusive districts or pay private school tuitions. 

Voucher supporters believe that a competitive educational choice 
system would both enable and induce school officials to identify the kinds 
of education that parents want and to adjust their offerings accordingly. 
Schools that were unable to attract students would revise their curricula, 
improve their teaching, develop more effective management, or be taken 
over by more effective schools. 

In current school systems, few of these options are available. Under 
open enrollment or magnet school programs, for example, parents want
ing particular programs can wait in line to get their children into them 
under the first-come, first-served selection methods commonly used in 
public schools. Public school officials can adjust curricula in response to 
high demand but their incentive to do so is limited when parents face few 
alternatives. 

The only school district that has adopted an extensive voucher policy 
involving elementary and secondary schools (Alum Rock, California) did 
so as an experiment in the early 1970s, with considerable financial support 
from the Office of Economic Opportunity, and the National Institute of 
Education. That experiment was bcought to a close after inconclusive 
results. 
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Vermont first established a choice system in 1782, which currently oper
ates in rural districts with about 25 percent of the state's population.1 7 

Technically, however, i, is not considered a true voucher program be
cause no paper transfer of funds from school authorities in one district 
through parents to authorities in another district takes place. Minnesota 
has enacted a limited voucher experiment emphasizing choice in college 
classes for advanced high school students, and several other states have 
used choice programs to encourage dropouts to complete high school.' 8 

The Commission was impressed by the consensus about the characteris
tics of effective schools. At the same time, the Commission recognized the 
diverse needs of individual students in the nation's schools, as well as the 
responsibility of government to enhance opportunities for all students. In
creasing the range of options available to parents, and thus the incentives 
for schools to provide high-quality education in a cost-effective manner, 
appears to be the most effective way to achieve these goals. Accordingly, 
the Commission recommends: 

Recommendation (2) 

The federal government has a limited role in education. The 
federal government should foster diversity to achieve the 
nation's full range of educational goals. Congress should 
adopt policies to increase consumer (that is, parental) choice 
in education at elementary and secondary levels, just as it 
now fosters choice for adults through GI Bill payments and 
Pell Grants. The federal government should foster choict 
options (including vouchers) within national programs, en
courage experimentation in educational choice through the 
Secretary of Education's leadership, and increase research ef
forts to collect and disseminate information about choice 
programs conducted by state and local education agencies. 

The Commission's deliberations centered on the extent of federal in 
volvement in public school systems, the variety of alternatives that might 
be encouraged under this recommendation, and the extent to which the 
recommendation might appear to prompt greater federal involvement in 
state and local educational policy decisions. The Crmmission concluded 
that the federal government properly has a limited ;ole in education, and 
it does not intend to foster additional programs at the national level. 

The Commissioners emphasized that the recommendation should not be 
construed merely as endorsing vouchers but should be interpreted to in
clude the encouragement of options such as open enrollment, magnet 
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schools, or other choices that might be developed and adopted at different 
levels of government. 

Vouchers for Public and Private Schools 

In recent years, the political debate surrounding educational choice has 
centered on whether public assistance to private schools should be avail
able -'nd in what form at different levels of government. In particular, the 
Commission considered whether private schools should be able to partici
pate in federai programs providing educational choice to parents. Resolu
tion of those issues is complicated by intense divisions about some basic 
political principles. 

Many parents apparently desire options outside the public school 
system. In 1982 and 1986, the Gallup Poll asked parents who currently 
send their children to public schools: "If you had the means, would you 
send any of your children to a private or church-related school?" In 1982, 
45 percent of these respondents indicated that they would choose private 
schools if they had the means. In 1986, 49 percent of public school parents 
answered "yes" to the same question.' 9 

There also appears to be fairly strong support for some type of voucher 
system, although the level of support has eroded somewhat in recent 
years. In a 1983 Gallup poll, 49 percent of respondents indicated support 
for vouchers, declining slightly to 44 percent in 1987. Support for vouchers 
appears to be more pronounced among nonwhite respondcnts--64 percent 
favored them in 1983-although support has also declined more rapidly
down to 54 percent in 1987.21) 

There are a number of reasons behind the reluctance to experiment 
with voucher systems that would allow choice among both public and pri
vate schools. The nation has extensive capital invested in its school build
ings, books, and other physical resources used for education. It has an 
even greater investment in the education, training, and experience of its 
current teachers and school administrators. Teachers' organizations not 
only oppose most educational choice proposals bu, also have tenure sys
tems providing job security in current schools. In large school systems, 
teachers often are assigned to particular buildings and cannot easily be re
moved, even if they disagree with the educational objectives defined by 
the principal. 

More important, there is concern that "adverse selection" would cause 
the sorting of bright, advantaged students into the best schools, leaving 
the slower or otherwise disadvantaged students in the poorest schools, ar
guably worse off than before. There is the additional philosophical objec
tion of many citizens to supporting private schools, especially private paro
chial schools, with tax dollars. 
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Even critics of current public school performance are sometimes reluc
tant to embrace privatization as an appropriate solution to the deficiencies 
that they see in public schools. Competition does not always promote edu
cational excellence. When differences in the academic caliber of various 
programs are not readily apparent, students have been known to select 
schools on the basis of athletic programs, appearance of facilities, or other 
criteria that are marginally, if at all, related to the caliber of education. 

In short, there are a number of reasons for uncertainty about the results 
of experiments with educational choice. Many people want to be rela
tively certain of results before embracing substantial policy changes. Wil
liam Gainer of the General Accounting Office informed the Commission: 

It would be naive to believe that a private school system without regula
tion or oversight, other than market forces (which we could expect to 
be imperfect), would provide superior educational services for at-risk 
youth. To be successful, a carefully crafted accrediting system would be 
necessary with some form of public involvement. The government enti
ties that provide funding would also need to provide guidelines or 
standards for educational practice. Finally, some oversight and penalty
system for ineffective programs would be needed to assure that consum
ers were not misled and their children poorly educated by a new, but 
no more effective, educational delivery system. 2 1 

In many people's view, any public support for private education threat
ens the viability of public schools. 22 There are historical reasons, how
ever, to view public schools as seeking monopoly powers that would 
eliminate private education. University of California law professor John 
Coons testified that the system of education in the United States should be 
described as a state-run monopoly, rather than as public schools. He con
tended, "Tax-supported public schools from the beginning were orga
nized not as open but as exclusive institutions. Access to a government
school was based upon residence in a particular area .. " As a result of 
this structure, this witness contended that the state-run schools replicare
the class and racial patterns of our society to the disadvantage of the poor
and racial minorities. This territorial division of educational markets 
would be a per se violation of the Sherman Antitrust Act. He further 
argued, "The history of this curious system is essentially one of aristo
cratic leaders consciously stripping the family of its authority. . . . The 
system was adopted with full awareness of the opposite trend in Europe, 
one emphasizing respect for parental autonomy embodied in a democracy 
of educational choice." 23 

Public school monopolies were tested early in this century. Oregon, 
among other states, enacted legislation requiring attendance of students at 
the state-run schools, measures that would have effectively eliminated pri
vate options in education. In striking down the Oregon statute in 1925, 
the U.S. Supreme Court ruled: 
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The fundamental theory of liberty upon which all governments in this
Union repose excludes any general power of the state to standardize its
children by forcing them to accept instruction from public teachers only.
The child is not the mer, creature of the state; those who nurture him
and direct his destiny iiave the right, coupled with the high duty, to rec
ognize and prepare him for additional obligations.24 

The deficiencies attributed to public schools often inspire proposals for 
change, but the National Governors' Association has recognized that sup
port for choice is fully compatible with support for the public schools.
The challenge is to develop reforms that address the needs for improve
ment, while ensuring the availability of high-quality education to all 
Americans. Therefore, the Commission recommends: 

Recommendation (3) 

Education benefits all who receive it, therefore private
schools should be able to participate in federal programs
providing educational choice to parents. In supporting edu
cational choice, the federal government should remain sensi
tive to retaining the values represented by public schools. 
Although its educational choice programs should be open to
participation by private schools, the full range of civil rights
guaranteed by the Con.titution should be protected. 

The nation has a variety of constitutional guarantees that affect its edu
cational systems. Private schools are guaranteed the right to exist and to
 
operate. Schools accepting government funds are expected to comply with

the full range of civil rights guaranteed by the Constitution. The Commis
sion was particularly concerned that this recommendation carry explicit

recognition of thoe civil rights guarantees. During its deliberations, the
 
Commission also expressed its concern to ensure that any system of assist
ance to private institutions not violate the constitutional clause prohibiting 
any establishmet of religion. If public policies followed this recommenda
tion, the nation might well experience four different types of education: 
private schools refusing government assistance and regulations (including
home schooling), private schools accepting government assistance and re
lated regulations, public schools participating in educational choice pro
grams, and public schools not participating in such programs as a result of 
local decisions. 

http:obligations.24


96 PRIVATIZATION: Toward More Effective Government 

Flexibility in Vocational Education 

The Commission is also concerned about the role of vocational and 
adult education programs in preparing students for productive employ
ment. Federal spending on vocational education now exceeds $1 billion 
per year, but the vast majority of vocational education spending is done 
by local education agencies. In recent years, the business community has 
indicated severe dissatisfaction with many vocational education programs. 

In a review of research for the Committee for Economic Development, 
Nathaniel Semple discovered that few workers derived their job skills 
from vocational education institutions. Many students come to vocational 
education programs lacking basic skills, and the programs they encounter 
are often not related to today's workplace. Exploratory programs in indus
trial arts are often little more than glorified shop-with a smattering of 
hours devoted to metal working, the printing trades, or technical areas. 
Unfortunately, despite the prominence of these subjects in vocational cur
ricula, related jobs are disappearing from the marketplace. Semple con
cluded, "Change is needed. The most important need is to require a mini
mum level of academic achievement for all students at all levels of ele
mentary and secondary school. A second is to relate vocational education 
to market needs and a third is to invest in programs that pay off and end 
those that do not." 25 

More extensive choice programs would introduce elements of market 
flexibility to improve the process of identifying vocational programs de
serving expansion because they lead to productive jobs, and ending those 
that lead to educational-and emp!oyment-dead ends. Vocational and 
adult education programs might be strengthened by choice experiments 
that build upon the involvement of the business and education 
communities. 

The Need for Further Initiative 

Assistant Secretary Chester E. Finn, Jr., conducted a review of research 
on choice programs and testified that choice works well for a variety of 
social and educational goals. He observed: 

Choice- favorably affects student achievement. A well-designed 
choice program is useful in achieving racial desegregation goals; 
and . . . choice programs appear to improve the vitality of public educa
tion. At the same time, the research uniformly fails to support critics' 
contentions that choice would reduce student achievement, torpedo deseg
regation goals, or undermine public education. 2 6 

Given this research base, more effective leadership in support of educa
tional choice is essential. Therefore the Commission recommends: 
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Recommendation (4) 

The Secretary of Education should use discretionary re
sources o conduct 'additional research on educational 
choice. This should include pilot programs, requests for pro
posals for programs targeted to particular educational needs 
such as disadvantaged and handicapped students, and other 
initiatives that might expand the range of educational op
tions for children. 

Research should not be limited to gathering information. It should in
clude pilot programs and requests for research proposals of limited scope 
to reduce the uncertainties that can feed public misgivings. The Depart
ment of Education should place high priority on providing full informa
tion about effective programs at state levels, including precise discussions 
about the features that contribute to success in different places. The Secre
tary has gained considerable notice for publications describing "What 
Works" in effective schools and substance abuse programs; choice options 
should be given the same priority. 

Summary 

The current stalemate in education choice policy is not healthy for the 
nation's schools and is detrimental to the national interest. The nation is 
ill-served by a public school system whose teachers and policymakers have 
so little confidence that policy decisions of many prominent education or
ganizations are dominated by a fear that students would flee if their par
ents had the resources. Parents are unlikely to remove their children from 
established institutions until clearly better alternatives available.are 
Rather than viewing each proposal for greater parental involvement and 
choice as a threat to public schools, education policymakers would better 
serve the American public by increasing the options available for the com
plex task of improving public education. The Commission believes that in
creased educational choice would enable Americans to chart an incremen
tal path around the current stalemate by building on our highest princi
p!es and our best experiences. 
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Chapter 7 

The Postal Service
 

The government monopoly on the carriage of letter mail has existed in 
its current form since the private express statutes were adopted in 1845. 
As our nation grew and pioneers reached out to ever-rmore-distant fron
tiers, the postal system helped to bind the nation together. The laws for
bidding competition by private express carriers ensured that the govern
ment's postal system could sustain itself on revenues )-rom the profitable 
eastern routes and continue to serve the frontiers.* 

The Postal Service continues to provide universal service across the 
nation, still protected from competition by the private express statutes. 
But the world today is very different from the 19th century. The tele
phone has all but replaced the Postal Service as the means of communica
tion between households; only about 8 percent of today's mail is nonbusi
ness mail.' Roughly 40 percent of all mail carried by the Postal Service 
consists of what is commonly referred to as "junk mail"-direct mail ad
vertising and charitable solicitations. Since 1979, when the Postal Service 
exempted "urgent mail" from the private express statutes, private express 
couriers such as Federal Express, Purolator Courier, and DFIL have 
grown dramatically. In the past 4 years, Federal Express alone has grown 
from handling 42 million pieces per year to 178 million pieces per year. 
Similarly, United Parcel Service (UPS) now controls more than 90 percent 
of the parcel market-handling over 2.4 billion packages in 1987. What is 
more important, the growth of electronic mail, while slower than some 
had anticipated, threatens to divert a major portion of the mail stream 
over the next 10 to 15 years.2 

Many people believe that the quality of service provided by the Postal 
Service has been declining while costs continued to rise, and that this is 
the natural result of a government monopoly's lack of incentives to pro
vide competitive quality service at a competitive price. 

*It should be noted, however, that unlike today, postage rates did vary by dis
tance in the 18th and 19th centuries. Of course, in those times transportation was 
the mn;,> component of cost, whereas today transportation is only 7 percent of 
postal ,..,.,cs. 
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In this context, private entrepreneurs, academics, some major mailers, 
and even members of the Postal Rate Commission, the body that oversees 
the setting of postal rates, have called for increased private sector partici
pation in the provision of postal services. Depending on the particular 
point of view, increased private sector participation, or "privatization," 
can mean anything from contracting out specific functions to lifting the 
private express statutes altogether. 

THE POSTAL SERVICE TODAY 

Prior to 1970, mail service in the United States was provided by the De
partment of the Post Office. In 1970, the Postal Reorganization Act cre
ated the United States Postal Service (USPS) that we have today. The 
U.S. Postal Service is composed of the Postal Service, which collects, 
sorts, and delivers the mail, and the Postal Rate Commission (PRC), an 
independent regulatory agency, which is chiefly responsible for setting 
postal rates. In essence, the U.S. Postal Service functions much like a reg
ulated public utility and the Postal Rate Commission like a public utility 
commission. 

The postal monopoly is protected by the private express statutes-laws 
that prohibit the carriage of letter mail for hire by anyone but the USPS, 
with very few exceptions. These laws are found in the United States Crimi
nal Code, Title 18, Sections 1693-99. The Postal Service has interpreted 
"letter mail" fairly broadly to include much direct mail advertising (that 
which is addressed or targeted to specific households in any way) and 
even such items as computer tapes. The private express statutes primarily 
affect first- and third-class mail. Second-class mail, consisting chiefly of 
periodicals, can be, and often is, delivered by other means, because, as 
with fourth-class mail, the Postal Service does not consider it to fall under 
the definition of a letter. In addition to restricting letter carriage, the pri
vate express statutes (18 U.S.C., Section 1725) also prohibit the use of 
mailboxes by anyone other than the Postal Service. 

The principal exception to the prohibition on letter carriage appears in 
the Code of Federal Regulations (Postal Code), Title 39, Part 320, and is for 
"extremely urgent" letters that must be delivered within 12 hours, or let
ters whose cost is either in excess of $3.00 or twice the going USPS rate 
for first-class or priority mail, whichever is greater. There is a legal issue 
as to whether the Postal Service has the authority to issue regulations (as 
in 39 CFR, Part 320 above) suspending the criminal code. If it does not, 
then all the private express couriers are in violation of criminal law 
under Title 18. 3 

The Postal Service processes four major classes of mail. First class is 
chiefly made up of cards and letters, although larger items also can be 
sent first class. Second class consists of newspapers, magazines, and other 
periodicals, and, together with first-class mail, makes up "preferred mail," 
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which is given a higher priority than the other two classes. Third class ismade up of catalogs and various forms of direct mail advertising ("junkmail"). Fourth class consists of printed matter, merchandise, and "par
cels"; parcel post is a subclass of fourth-class mail. Together, third- and
fourth-class mail make up "nonpreferred" or "bulk" mail.

The Postal Reorganization Act of 1970 specifically prohibits crosssubsidization across classes of mail.* Practically speaking, cross-subsidization
is likely to occur whenever uniform rates are charged for products that have
differing costs of production. However, uniform rates are not a necessary
feature for cross-subsidization to occur.
 

The PRC has typically used, 
 either explicitly or implicitly, a methodology similar to what economists call "Ramsey pricing" as a guide in setting postal rates. Ramsey pricing is a "second-best" solution that is employed when the first-best solution, marginal cost pricing, is not feasible.** Correctly done, Ramsey pricing precludes cross-subsidization, aswoitld competition, because each product bears those costs specific to itsproduction, called incremental costs, and then some share of joint costs.
However, the task of separating out the incremental costs specific to eachmail class from those costs that are joint is complex and makes it difficult 
to construct a subsidy-free rate structure 

4 
in the absence of competitive
 

pressures.
 
All classes and subclasses of mail are currently required to cover at least


100 percent of their attributed (similar to incremental) costs. However,
there is a great deal of variation in the amount of institutional cost covered by each class of mail. A number of mail classes-second-class mailwithin county, nonprofit, and classroom; third-class nonprofit rate bulk;and fourth-class special rate and library rate-have rates set such that postage revenues cover very little, if any, of institutional cost, as their share ofinstitutional cost is covered by direct, revenue-forgone subsidies from gen
eral revenues.*** 

*Cross-subsidization is said to occur in a multiproduct firm when one product is
priced below the marginal cost of producing it, while another is priced enough
abo'e marginal cost to make up for the other prduct's losses.*When a monopoly exhibits economies of scale (or scope), that is, when aver
age costs per unit of production fall as the scale (or scope) of production increases, the firm will be unable to cover average cost at prices marset to equalginal cost. Ramsey pricing is a formula for calculating the percent markup overnarginal cost for each product line in a multiproduct firm in a way that minimizes:he losses to society from failure to set prices equal to marginal cost.***The Postal Service received $969.6 million in 1985 in revenue-forgone subsi
lies (USPS Comprehensie Statement on Postal Operations, 1981). Of this, $140.5 million vas a payment for subsidized attributable costs which has been phased out. Budgetuts reduced the revenue-forgone subsidies in 1986 to around $700 million. 
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The Postal Service contracts out many functions; total contracting out 

for fiscal 1987 was roughly $3 billion or about one-tenth of the Postal 

Service budget. " Perhaps primary among those functions is virtually all 

transportation of mail traveling in excess of 600 miles. Roughly 4,500 rural 

routes out of a total of 42,997 are contracted out to private "star route 

carriers," who provide delivery and portable retail services (weighing, 
selling stamps, accepting packages, etc.). 6 These star-route carrier con

tracts account for about $1.1 billion, one-third the total of contracted serv

ices. In addition, the Postal Service contracts out its retail function to 

roughly 4,000 rural small businesses and has about 8,700 cleaning service 

contracts. * 

In addition to contracting out, a substantial portion of mail sorting is 

already done by private sector presort firms or mailers themselves. Over 
mail ishalf of third-class mail and close to 40 percent of first-class 

the five-digit zip code (destinationpresorted. Presorting of mail down to 
post office) or carrier route saves the Postal Service money, which is re

flected in "the presort discount" on postage. 
In fiscal 1987, out of 54 billion pieces of first-class mail, roughly 20 bil

lion were presorted, and of those roughly 8 billion, or 37 percent, were 

presorted by the presort industry. The tremendous rate of growth of this 

industry, which takes mail from major business mailers, sorts it, and deliv

ers it to the Postal Service, is reflected by the 8.9 percent growth in first

class, presorted mail over fiscal 1986, compared with the 1.8 percent 

growth in overall first-class mail volume over the same period.** 

The USPS is the largest civilian employer in the country, with a labor 

force of approximately 800,000.*** It is also one of the most labor inten
are made up of salariessive employers-roughly 83 percent of USPS costs 

and benefits-and the most highly unionized of all government agencies. 
There are seven postal unions with exclusive bargaining rights at the na

tional level. Over 85 percent of postal workers belong to one or more of 

these unions. In addition, the National Association of Letter Carriers 
makes up one of the largest Political Action Committees in the country in 
terms of contributions. 

It is now almost conventional wisdom that postal workers receive a 

wage "premium" relative to the private sector, although the evidence is 

*This figure dates back to a 1981 source. 

**The incentive for presorting arises from the presort discounts given on postal 

rates. For example, first-class mail receives a four-cent discount if sorted to the 
five-digit zip code, and a five-cent discount for sorting to the carrier route. Al
though the nine-digit or Zip+4 code is a finer breakdown than the carrier route, 
the presort discount for a nine-digit sort is only four-and-one-half cents because 
the Postal Service does not have enough Zip+4 coded mail to make it worth sort
ing on that basis. 

***As of October 1, 1987, the USPS labor force was 799,626. 
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somewhat controversial, in part because of disagreement as to what the 
standard of comparison should be. In 1984, Jeffrey Perloff and Michael 
Wachter estimated Postal Service wage rates be roughlyto 21 percent
higher than the rates in "comparable" private sector jobs.7 This finding of 
a wage premium is supported by studies of a more institutional nature that 
show, for example, long waiting lists for postal jobs and lower-than
average quit rates for the Postal Service." 

In a similar study, Martin Asher and Joel Popkin found no statistically
significant difference between the wages received whiteby men in the 
Postal Service and those received by white unionized men in the private 
sector. ' A similar result was obtained in a 1976 study by Sharon Smith,
who found a 36 percent wage premium for female postal workers over 
female unionized workers in the private sector, but no significant differ
ence between the average wage rates of male postal workers as compared
with male private unionized workers.10 Smith did find, however, wage
premiums for male postal workers relative to male nonunion private 
workers of about 25 percent. 

Asher and Popkin do not dispute Perloff and Wachter's finding of a 
large average wage differential between postal and private sector workers, 
but in their view, the differential is due to wage discrimination against 
women andl minorities in the private sector coupled with nondiscrimina
tion and extensive employment of minorities and women on the part of 
the Postal Service. However, statistically estimated wage differentials be
tween men and women (or between blacks and whites, etc.) reflect actual 
discrimination in the marketplace only to the extent that there are no 
other explanatory factors that have been omitted. Rigorous econometric 
models such as the ones discussed here naturally try to "control" for all 
possible factors but are inherently limited by the data. Thus, the extent to 
which discrimination may explain the postal wage differential is 
necessarily somewhat speculative. 

In sum, there is considerable evidence, based both on econometric stud
ies and the behavior of postal workers anti those seeking postal work, of a 
significant wage premium paid to postal employees. While there are some 
questions as to ub.y the average wage paid to postal employees is higher
than for comparable private sector jobs, there is little doubt that the aver
age wage if higher. 

REPEALING THE PRIVATE EXPRESS STATUTES 

The major recurrent postal privatization proposal is to repeal the pri
vate express statutes altogether to allow a free market for postal services. 
The basic impetus for this proposal is the general presumption that com
petition and private incentives lead to more efficient and better provision
of goods and services. In the case of the Postal Service, however, the 

http:workers.10
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issue is complex because of the sheer size and complexity of the functions 
it provides, and the number of people who would be affected. 

Benefits of Maintaining the Monopoly 

Economies of Scale and Scope 

The principal argument raised against lifting the private express statutes 
is that the Postal Service is a natural monopoly, and therefore the most 
efficient market structure. If a monopoly were the most efficient market 
structure, allowing any other market structure, such as competition, would 
reduce the overall welfare of society, everything else being equal. If the 
Postal Service were a natural monopoly in the classic sense, it would have 
nothing to fear from competition, as, being the most efficient producer, it 
would be able to undercut any entering firms. But proponents of the mo
nopoly argue that the multiproduct nature of the Postal Service leaves it 
open to "cream-skimming" entry by other firms, and, bence, that it would 
be unsustainable as a monopoly. Vincent Sombrotto, President of the Na
tional Association of Letter Carriers (NALC), expressed this view 
succinctly before the President's Commission on Privatization: 

Private attempts at mail delivery are not new. In the i8oos, when private 
express companies were allowed to move mail, they quickly grabbed 
only the profitable routes within or between urban areas. The resulting 
imbalance left primarily rural, expensive routes to the Post Office while 
the private groups skimmed the "cream'" off the top. The monetary ef
fects on the public mail system were disastrous, and chaos ensued when 
many of the private companies failed. 7hat is the reality of the Pony 
Express. I 

It is unusua!, however, for a monopoly to be the efficient market struc
ture am to be unsustainable. There is no hard evidence that these condi
tions hold for the Postal Service. 12 In fact, there is no hard evidence that 
the Postal Service exhibits significant economies of scale. 3 In response to 
a question about the Postal Service's concern that cream-skimming would 
divert the volume needed to maintain its economies of scale, Thomas 
Gale Moore of the President's Council of Economic Advisers stated: 

I also think the same kind of argument was made by AT&T, when the 
FCC was considering letting other people into the business. They prob
ably did have a better argument that they had higher fixed costs, but 
they made the same argument, we need all of this revenue to cover this 
large fixed cost. And. of course, they seem to have done all right under 
a competitive system, or more competitive system. 14 

In response to a similar question, Gene De) Polito, Executive Director 
of the Third Class Mail Association (TCMA), questioned whether the 
recent increases in volume were helping or hindering the Postal Service: 
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...in terms of skimming the cream, if you take a look at what kind of 
service is being provided today, for third-class mail, where the Postal 
Service meets itsservice delivery standards 30 percent of the time, not 
70, but 30 nercent of the time, and where the incidence of nondelivery,
nondelivc.y of properly addressed, properly prepared third-class mail 
can vary anywhere from 3.5 to 15 percent ... 

Now there are signs that we think the Postal Service is saying-they are 
telling as, that perhaps they are in a position now where they can't handle the 
volume they are currently getting. '5 

Cream-skimming is an expected response to the existence of cross
subsidization if entry is allowed. Cream-skimming is said to occur when a 
new firm enters the market to supply only that product that is providing
the subsidy. That is, if the rate for urban mail is designed to generate rev
enues i ex(.u of those necessary to cover the costs of providing urban 
mail in order to make up for a shortfall in revenues from rural mail, then 
there would be room for another firm to enter the market and offer only
urban mail-at a lower price. Once this starts to occur, the original firm 
will have no choice but to eliminate the cross-subsidization in order to 
match the competition.* 

Economic theory predicts that social welfare is enhanced by the elimina
tion of cross-subsidies, because cross-subsidies lead to the misallocation of 
resources. Similarly, iiall but a few unusual cases, 1 6 monopolies that are 
unsustainable in the face of competition are inefficient, and the competi
tion will lead to increased social welfare. Nonetheless, there is no hard 
evidence that the Postal Service is aol a natural, but unsustainable, monop
oly. In this case, there would be social losses incurred from allowing com
petition to enter-uneier ihe a.r.rnmpton that the ntural monopoly was being 
run /Iic0ientlyin the ./'rt place. If the postal monopoly is run inefficiently, 
any efficiency loss from allowing competition to enter would have to be 
weighed against the efficiency gain from introducing cost-minimizing in
centives via competition. Proponents of privatization argue that, although 
we cannot say for sure that the Postal Service is not a natural monopoly,
the evidence from similar industries, such as communications, suggests 
that there is much to be gained from competition. In his testimony before 
the Commission, Douglas Adie of Ohio University noted: 

Fhe Postal Service, like AT&T, has argued that it is a natural monopoly,
and that competition would yield a less efficient system. Historic evi
dence, however, suggests that local telephone exchanges that are still 
protected may never have been natural monopolies at all, and that 

*Economic theory suggests that removing legal barriers to entry would *,nean 
the end of cross-subsidization whether or not the monopoly is sustainable. This is 
because, if the monopoly is to sustain itself in the face of .ompetition it will be 
forced to eliminate the cross-subsidies, and if it is unsustainable, the cross-subsidies 
will be eliminated by the competitive process. (Se Owen and Willig, "Economics 
and Postal Pricing Policy.") 
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competition improves service, reduces prices, and encourages technologi
cal improvements. 

The same evidence has been presented with cable companies in vari
ous areas and even with electric power companies. 17 

Of course, statements such as the foregoing do not reassure those who 
have relied upon being cross-subsidized. The critical point is that 
economic theory also predicts that it is generally inore efficient to subsi
dize directly. In other words, cross-subsidies going from, for example, 
urban dwellers to rural dwellers will consist of (1) transfers from urban 
dwellers to rural dwellers, which reflect no change in the welfare of society 
as a whole, and (2) costs to society in the form of misallocated re
sources resulting from distorted prices. Direct subsidies, in contrast, are 
merely transfer payments and do not add other costs to society by distort
ing prices. Thus, it should b cheaper for society to subsidize rural dwell
ers directly with funds from general revenues than it would be to support 
the postal monopoly in order to ensure continued cross-subsidization. 

The most likely effect of allowing fiev entry into the market for postal 
services would be to render any cross-subsidization infeasible, and, at the 
same time, to eliminate any monopolv profits. This would have two im
mediate implications. First, those services formerly receiving subsidies 
would no longer receive them, and their prices would rise to reflect actua! 
cost. At the same time, of course, those services formerly providing the 
subsidies would experience a fall in price. Second, revenues to USPS 
would fall, making it likely that it would be forced to substantially revise 
its labor contracts. 

Postal Workers: The Cost of Transition 

The second major issue in a discussion of lifting the private express stat
utes is what would happen to the people whose livelihood depends on 
USPS? Because of the explicit and implicit contracts between postal labor 
and USPS, it is clear that action of this magnitude would have to be 
phased in with careful consideration for the Postal Service employees. As 
noted earlier, there is some evidence that postal employees receive 
roughly a 21 percent wage premium over comparable private sector work
ers-and they receive very generous retirement and health benefits. A 
competitive postal service would be unlikely to be able to remunerate its 
workers at the current level. Even if a free market for postal services 
would be efficient and even though private firms would doubtless be will
ing to hire postal workers at the competitive wage, the issue of how to 
compensate the 800,000 postal workers for the loss of the wage premium 
that ,hey now :eceive would remain.* 

*This problem is further complicated because the skills acquired by postal work
ers (other than clerical) are not readily transferred. It reportedly takes up to a 
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Cross-Subsidized Groups 

Assuming cross-subsidization is taking place now, the third major issue 
is who would be the potential "losers," possibly requiring direct subsidy, 
if prices were allowed to find their competitive levels, and how much 
would direct subsidies cost? In theory, the gain from eliminating cross
subsidization should be more than enough to replace the cross-subsidies 
with direct subsidies. Three principal groups probably receive cross
subsidies now: 

Classes of Mail. Opporen-: of the postal monopoly often allege that 
first-class mail is subsidizing the other mail classes. 1 The PRC's adminis
trative law judge noted in rate case Docket R74-1, "the postal service has 
become a tax-collecting agency, collecting money from first-class mailers 
to distribute to other favored classes." 19i Repeated attempts by other 
firms to enter the first-class mail market lend some credence to this, but it 
is difficult to know whether institutional costs have been allocated prop
erly. It may be that the allegations arise simply from first-class mail's 
Feemingly disproportionate share of institutional costs. It is important to 
be clear, however, that to the extent that the other mail classes cover their 
total attributed costs, if attributed costs are really equal to incremental 
costs, there is technically no cross-subsidization occurring. 

If first-class mail is subsidizing second-class mail, then lifting the private 
express statutes would be likely to increase the rates charged to newspa
pers, magazines, and periodicals. Some proponents of the mail monopoly 
have argued that these mailers should be subsidized to encourage the free 
exchange of ideas. A similar point is made with regard to possible cross
subsidization of third-class nonprofit mail, on which churches and charities 
depend for fund raising. However, there is no reason why these mailers 
could not be subsidized directly, or to the extent that they are, that the 
direct subsidies could not be increased. 

Rural Areas. One of the concerns most often voiced about the effects 
of lifting the private express statutes is that it would lead to greatly re
duced mail service to rural areas. Vincent Sombrotto of the NALC noted: 

Privatization would result in either higher taxes from the general public 
in order to pay the burden of keeping the more costly routes or force 
cut-backs in delivery, particularly to small towns. Rural areas already 

year for mail sorters and handlers to memorize complicated sorting schemes, and 
there are similar specific skills to be learned by mail carriers. The implication of 
this type of "specific human capital" is that it would take some time for postal
workers to be as valuable (and thus command the same wages) in ;mother occupa
tion (or Lven another postal firm with different routes and sorting schemes) as 
they are in their current one. 
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suffer from a similar proposal-airline deregulation. Rural people who 
lost airline service also are losing prompt mail delivery because the 
Pos:al Service can not find flights into their area. 2(0* 

This concern is based on two assumptions: (I) that it is less costly to 
deliver mail to more densely populated areas where many more house
holds or businesses can be served in both space and time and (2) that 
rural post offices are generally not economical due to the small number of 
people they serve. In other words, the general view is that urban dwellers 
are subsidizing both delivery and retail service to rural areas. 

The evidence suggests that there is more cross-subsidization of rural 
post offices than there is of rural delivery. Average urban and rural deliv
ery costs appear not to differ significantly.** Based on similar experience 
with airline deregulation, James C. Miller, III, Director of the Office of 
Management and Budget, estimates that direct subsidization of rural deliv
ery might cost in the vicinity of $26 million annually-much less than the 
estimated costs to society of the inefficiency due to monopoly. -'"t In any 
event, proponents of postal privatization argue that evidence from the ex
isting private sector suggests that a competitive postal market might con
tinue to serve rural areas at reasonable cost. In this vein, Douglas Adie 
testified: 

Both UPS and Federal Express now advertise universal service. Al
though Federal Express is a high-priced service, UPS serves a diverse 
clientele, inciuding individuals and very small businesses. There is no 
reason to expect that firms sIch as UPS would refuse to serve rural 
areas, though some companies might specialize in high volume areas. 

It is importan t to note that critics of telepione de regulation raised the 
same objections, yet phone service has actually penetrated more house
holds since deregulation. 2"2 

Nevertheless, there are thousands of small, nainly rural, post offices,
which primarily provide retail services, that do not cover their costs. Con
version of these small post offices to "community post offices," which are 
contracted out to small retail businesses such as grocery stores, would 
probably largely alleviate the cost problem. 

Long-Distance, Low-Volume Mail. As noted earlier, whenever uni
form prices exist for products with varying costs, there is the potential for 
cross-subsidization. It is commonly assumed that distance is a major factor 

*According io a recent report by economists at the Federal Trade Commission, 
there is no evidence that airline deregulation has led to reduced service to rural 
areas. Although there is some evidence that fares to rural ai,.'as have increased to 
reflect actual costs, many small towns have experienced an increased frequency of 
service since deregulation. See.1,D. Ogur, C.L. Wagner, and M.G. Vita, "The De
regulated Airline Industry: A Review of the Evidence" (Bureau of Economics, 
Federal Trade Commission january 1988), pp. 12-16. 

**A study conducted by the Postal Rate Commission of 1980 data found rural 
delivery to be about 15 percent more costly than urban delivery, on average: 
about $80 per household per year versus $71 per household per year. 
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leading to cost differentials i- producing postal services. It is clear that it 
is relati,,ely more costly to send a letter to places where mail volume is 
low, bat distance per se is not a major cost factor, largely because it is the 
labor-intensive aspects of mail services that have most effect on cost. As 
indicated earlier, transportation costs compose only 7 percent of total 
Postal Service costs; most mail cartage is done by private contractors who 
do not make the high salaries of postal workers. But mail sorting and dis
tribution make intensive use of highly paid postal workers, and it seems 
that the major cost differentials have to do with the number of sorts in
volved. To oversimplify the matter, one could say that mailers sending let
ters within a Sectional Center Facility (SCF) area, or even within the local 
post office area, are probably subsidizing those who send letters across 
SCF areas. In fact, many years ago there used to be a discount for local 
mail, and there is currently a one-cent discount for bulk mail that stays 
within a Bulk Mail Center area. 

Thus, one possible result of lifting the private express statutes might be 
differential postage rates for local versus nonlocal mail. This outcome 
seems less certain than in other cases of cross-subsidization because of the 
lower transaction costs involved in having a uniform rate. 

General Transactions Cost Efficiencies 

In light of the experience with the breakup of AT&T, allowing free 
entry into the provision of postal services seems likely to increase transac
tions costs for both consumers and providers of postal services. Such 
things as notifying mail service companies of one's change of address-the 
Postal Service typically handles 40 million such requests annually-could 
become more onerous, as would determining the amount of postage nec
essary if rates were to vary by company, by distance, or both. Similarly, 
there is potential for difficulty regarding liabilhi, for lost mail if' it is sent 
through more than one company. and dealings with foreign postal admin
istrations may become complex. Speaking for the NALC, Vincent 
Sombrotto noted: 

We also protect the mails-no similar safeguards protect privately car
ried mail. Statutes provide government enforced legal sanctity for mail, 
helping to protect tle American public from mail fraud, false represen
tation or tragic incidents .... Congress provides valuable oversight for 
the Postal Service and plays an important role in correcting problems.
Similarly, the statutes protect international mail and ensure smooth serv
ice with over 100 foreign countries. 2 3 

Clearly, some of these functions could be performed smoothly by the 
private sector as well. Unfortunately, it is difficult to say, a priori, how 
much any increase in transactions cost is likely to be. 
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Reliance on Postmarks and Similar Issues 

Supporters of the postal monopoly often raise the issue of reliance on 
postmarks by the Internal Revenue Service and for legal binding of 
contract bids. However, private posts of the early 19th century used post
marks and there does not appear to be any reason that these matters Could 
not be handled in a competitive market by means of contracts and the 
courts. 

Summary of Benefits of Maintaining the Monopoly 

The major costs to society of repealing the private express statutes in 
their entirety have to do with possible inefficiencies from "cream
skimming," the cost of compensating, relocating, or retraining of postal 
workers, costs of directly subsidizing those who are currently cross
subsidized (which should be zero or negative on net), and increased 
transaction.s costs. 

Benefits of Repealing the Private Express Statutes 

Quality of Service 

As with any monopolist, the U.S. Postal Service faces few incentives to 
provide high-quality, innovative service. Even in the area of parcel post, 
where the Postal Service faces competition in the form of UPS, it has 
failed to compete-instead it has virtually ceded the market to its comipeti
tor. The Postal Service admits that first-class delivery today is 10 percent 
slower than it was in the 1960s. Although the Postal Service is doing fairly 
well at meeting its internal delivery standards-William Burrus of the 
American Postal Workers Union testified, "In 1986, 95.5 percent met the 
overnight delivery standards; 87.6 percent met the --day (600 mile) stand
ard, and 88.8 percent met :he 3-day (cross-country) standard, 4 -these 
standards are misleading be..ause they refer to the time taken for a letter 
to go from the originating post office to the destination post office. Thus, 
a letter could easily meet the "overnight" standard even when it takes 
2 to 3 days to go from sender to receiver, simply by sitting in the mailbox, 
sitting some more in the originating post office, and sitting again in the 
destination post office. 

Although volume has nearly doubled in the past 12 years and unit costs 
should decline with volume in a natural monopoly-presumably making it 
possible to offer better service at the same price or the same service at 
lower prices-postal service has (' :clined and postal costs have increased. 
Not only is twice-daily mail service to residences-the norm until the 
1950s-a thing of the past, but in 1978, the Postal Service terminated 
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home delivery in favor of cluster boxes for all newly constructed housing
developments, apartment buildings, and townhouses. 

Efficient Pro,,ision of Services 

Any discussion of privatization of postal services must address the wide
spread public perception that, while the current provision of services may
not be optimal, USPS performs well enough that any proposed changes
are likely to be for tile worse. Although major first- and third-class busi
ness mailers have increasingly VOiccd dissatisfaction with the price and 
quality of current postal services, opinion polls show the public at large is
fairly satisfied. 2 5 

The reason for the discrepancy between "public" perception and the
perceptions of the mailersmajor is crucial: while the consuming public
may he relatively satisfied with postal services, it is important keep into 
mind that more than 92 percent of all mail either originates from or is
destined for business and only 17.5 percent of mail originates from house
holds.'2 The consuming public is a minor customer of the USPS, and
Postage is usually minor a givena component of household's budget.
IHowever, for business mailers, postage can be itfairly high proportion of
the budget, and high-quality service can be critical. 

Why should the general public be concerned about costs to business
mailers? First, because these costs are passed on to the public in the form
of higher prices for goods and services, and second, because costs that are
unnecessarily high as a result of the inefficient use resources areof real 
costs to the whole society because the wasted resources could have been 
put to better use. Estimates of the potential cost savings from lifting the 
postal monopoly range from $4 billion to $12 billion annually.

These figures are based on two approaches. The first derives from the
21 percent wage premium estimated to be paid to USPS employees ap
plied to the 83 percent of postal costs deriving from labor. 2 7 The second
approach compares USPS price increases with the price decreases of theprivate mail industry, holding constant profit rates over time and assuming
the operations of the USPS to be similar to those of private mail service 
firms.2 8 

Thus, society may be paying a high price for maintaining the Postal
Service as a regulated monopoly. Whether that price is worth paying de
pends on the benefits imparted from maintaining the status quo, and the 
costs and benefits of alternative market structures. 

Comparisons of the rate of increase in postal costs relative to inflation 
are often used to demonstrate Postal Service inefficiency. In fact, these 
comparsons are extremely sensitive to the years chosen for comparison
(see table 1). For example, between 1970 and 1987, the Consumer Price
Index (CPI) increased by 284 percent, whereas first-class postage increased
by 367 percent. In other words, postage rates increased about 30 percent 
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faster than inflation. A comparison of 1971 and 1987, however, shows the 
CPI increasing by 274 percent and first-class postage by 275 percent: virtu
ally identical rates of increase. 

TABLE l.-CosunterPrice Index and First-ClassPostageRates, 1970-1987 

CPI First-ClassYear Postage 

1970 119.1 $0.06
 
1971 123,1 0 .08
 
1972 127.3 0 .08
 
1973 1385 0 .08
 

1986 331.1 0 .22
 
1987 337.7 0 .22
 

SOURCES: USPS and Ct1 R.part. 

How Postal Services Might Be Provided in a Free Market 

The major stumbling blocks to lifting the private express statutes may 
well be problems with implementing the transition to a free marker, 
rather than pronlems with such a market, once achieved. That is, there 
could well be very high one-time costs to compensating postal employees 
for forgone benefits or retraining them for other jobs. There may also be 
significant costs to shifting to a system of direct rather than indirect subsi
dies for rural customers and certain classes of cross-subsidized mailers. 

Transition costs aside, what might such a free market look like? First, 
one might expect a mix of firms offering universal or near-universal serv
ice, with many local companies similar to modern-day courier services. 
Firms like UPS and Federal Express already deliver to virtually every ad
dress and would be well situated to gradually expand mail services. Small 
firms migilt deliver mail only within city limits, and nedium-size firms 
might deliver within regions such as the northeast corridor. One would 
expect subcontracting agreements to be common: that is, because the 
Postal Service already has a national network in place, Purolator Courier 
might accept mail bound for anywhere in the country and then contract 
with the Postal Service to deliver it from the closest major hub to those 
small towns that Purolator does not serve directly. Similarly, rather than 
continue its already poor parcel post service, USPS might continue to 
accept packages, but contract out all handling and delivery to UPS. 

Liability for the mail in cases of subcontracting would be handled, as it 
is in other types of subcontracting of delivery services, by contract and by 
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manifest and logging systems.* Thus, it would always be clear which party 
was responsible for any lost or damaged mail. 

One could easily imagine frequency of delivery being a basis for com
petition. Or- .ould also imagine firms establishing a "basic" delivery
schedule, ani then, a pricing scheme wherein one could pay extra for 
more frequent delivery. 29 Thus the market would provide not only price 
competition but also a larger variety of services and service quality. 

The postal service market would probably develop principally as coni
petition for mailers, rather than receivers of mail; the individual sending
the letter would choose which company to use. The chosen company 
might subcontract with another company for final delivery, but the flow 
of contractual arrangements would start with the mailer and flow through 
the initially chosen company. The recipient would possibly have some op
tions, as mentioned earlier, to purchase extra service from some company 
or other- But presumably any company that agreed to accept a letter des
tined for that recipient would still be responsible for getting it there-just 
as it is possible now to have 6-day delivery service from USPS and occa
sionally receive something from Federal Express. The recipient, hcwever, 
would have an incentive to notify the correspondents that the quickest 
means of communication would be via the company with whch special 
arrangements were nia(e. 

In the same vein, it is the mailer, not the receiver who pays the cost of 
postage. Thus, if the cost of mailing to rural areas goes up, it will only be 
borne by rural dwellers to the extent that they are sending mail to other 
rural dwellers. Thus, whereas rural need directdelivery might subsidiza
tion in the beginning, it seems quite possible that those firms that want to 
be nation"] competitors will be induced to serve most rural areas-eithcr 
directly, or subcontracting with USPS or someone else-as a matter cf 
reputation. If ccotinued subsidies are needed, as already noted, it should 
still cost society less to provide direct subsidies than it does to maintain 
the cross-subsidies. 

The integrity of mail could still be ensured by law, and enforcement 
could be provided by a division of the Justice Department, as cculd the 
laws against mail fraud. International mail could be negotiated by a trade 
association of the mail services firms, and changes of address could con
ceivably be handled by a service similar to that offered by many firms for 
notifying all one's credit cards in the event of theft or loss. 

MNlail Boxes Etc., a firm that subcontracts with UPS, USPS, Federal Express,
and the like, to collect mil and to receive it, has had no problems in handling this 
:)pect of the transaction. 
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Summary of Benefits of Lifting the Private Express Statutes 

There are many reasons to believe that a competitive market would 
produce more efficiently that the current monopoly. And, although a 
competitive market for mail se:vices, left entirely unregulated, might lead 
to higher prices for some services, such as rural delivery, advocates of lift
ing the private express statutes believe that the overall cost savings to soci
ety from competitive mcil service would outweigh the cost of directly sub
sidizing any "losers," so that everyone would ultimately gain. 

Having weighed the costs and benefits of repealing the private express 
statutes, the Commission believes that society would ultimately be best 
served by a competitive market for postal services. However, the Commis
sion recognizes that this ultimate goal could not be implemented ever
night because of the potential for dislocation of postal workers and the 
need to put into place safeguards to ensure postal service to those areas 
that might not be attractive to private entrepreneurs. Thus, in the follow
ing sections, the Commission has made a series of recommendations for 
action as part of a gradual transition to a competitive market. Regarding 
the private express statutes, the Commission recommends: 

Recommendation (1) 

The private express statutes should be repealed. The bene
fits in terms of quality of service, cost-efficiency, and the in
centives for innovation clearly outweigh the costs of the 
transition to a free market. However, there must be a 
gradual phase-in period with compensation of postal work
ers and postal management for loss of benefits or earnings. 

IMPLEMENTING POSTAL PRIVATIZATION 

One general approach to implementing postal privatization, which has 
varied in its specifics, has been to suggest converting the Postal Service to 
an employee stock ownership plan (ESOP), both to compensate employ
ees with Postal Service equity ownership, and to increase their incentives 
to raise productivity. Thomas Gale Moore of the Council of Economic 
Advisers and Douglas Adie of Ohio University both testified that an 
ESOP should provide positive incentives for innovation and should be an 
attractive option for postal workers and management.1 0 Representatives 
of Postal Management were not so sanguine about the ESOP proposals, 
however. Earl Ogle, President of the National Association of Postmasters 
of the United States, had this to say: 
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It does not take long to see through this ploy. After the grace period 
has expired in this scenario, large private industries will move in to 
compete. Though the employee-owned post office will own its facilities, 
most likely it will not have adequate capital reserves because of financial 
limitations of employee owners. A large corporation could easily elitni
nate the employee owners by charging below-market rates and absorb
ing tileloss over several years, until the employce-owned companies go 
bankrupt. Then the employees are left with nothing.:" 

Economists who have studied the Postal Service, however, do not 
doubt that it would be able to compete once freed from regulatory en
cumbrances. Indeed, Professor Douglas Adie expressed the opposite con
cern in his testimony--that the Postal Service might have so much market 
power as to make competition difficult for others.A2 

The ESOP proposal has been put forth in three major guises: 

1. Sell the Postal Service in its entirety as a public stock offering and 
give postal workers a special option on the stock-then give them 5 years 
to improve efficiency before lifting the private express statutes. This ap
proach has the advantage of leaving the Postal Service largely intact and 
allowing it to realize whatever transactions and other economies result 
from vertical integration. However, as noted above, some people have ex
pressed concern about the ability of private express companies to compete 
with an intact, efficient Postal Service. 

2. Divest the Postal Service into five companies corresponding to the 
current regional divisions, in order to make the stock offering more man
ageable and to encourage competition. Then sell it to the employees and 
repeal the private express statutes. The disadvantage to this alternative is 
that, given evidence of how Federal Express and UPS operate, there are 
economies to be gained from vertical and horizontal integration that 
would be lost in this type of divestiture. 

3. Simply allow the postal employees at any given postal facility to buy 
the facility and contract with the Postal Service to provide the same serv
ices as before. Repeal the private express statutes after some adjustment 
period. This might be more manageable for the employees, since they 
would only be buying into that aspect of the Postal Service with which 
they were most familiar. Again, the disadvantage here would be lost 
economies from disturbing the current vertical integration. 

Having reviewed the various proposals for converting the Postal Serv
ice to an ESOP, the Commission believes that, although employee owner
ship should be encouraged, the specifics of how the Postal Service should 
be turned over to the private sector should be developed as part of the 
gradual phase-in of privatization, with substantial employee participation. 
Thus, the Commission recommends: 

http:others.A2
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Recommendation (2) 

In exploring the possibilities for private ownership of the 
Postal Service, priority should be given to employee
ownership, either in whole or in part. E'wployees should be 
active participants in the decision-making process. 

Removing the Private Express Restrictions in a Limited 
Fashion 

Since the transition to a complete repeal of the private express statutes 
must take place gradually, one means of introducing competition into the 
Postal Service immediately is to remove the monopoly restrictions in a 
limited fashion. 

Third-Class Mail 

Allowing competition in the delivery of aO',ressed third-class mail is an 
approach being advocated by the Third Class Mail Association. Ad
dressed, third-class mail is currently held by USPS to b..' covered by pri
vate express statutes along with first-class mail; second-class mail (periodi
cals, magazines, etc.), unaddressed third-class mail, and fourth-class mail 
are not covered because they are not considered to be "letters." Gene 
Del Polito of the Third Class Mail Association testified that lifting the pri
vate express statutes for third-class mail might be a useful experiment with 
private mail delivery: 

If private third-class mail delivery proves to be a success, then our na
tion's policymakers will better know the benefits that can be derived 
from private sector alternatives. If private delivery proves to be a bust, 
nothing will be lost. Retention of the letter mail nopoly firstr. over 
class mail during the period of experimentation will ensure the preser
vation of our current universal mail delivery system .... a 

Supporters of the postal monopoly are opposed to any diversion of the 
mail, out of concern that its economies of scale would be threatened by
significant decreases in volume (third-class mail constitutes about 40 per
cent of the mail stream today). Nevertheless, the Commission found the 
evidence in favor of removing the private express restrictions on the car
riage of third-class mail to be compelling, and recommends: 
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Recommendation (3) 

The private express restrictions on third-class mail should 
be removed immediately. There is no justification for the 
monopoly on third-class mail, and allowing private delivery
would serve as a useful test of the viability of a competitive 
postal system. 

Rural Areas 

Another proposal has been to allow competition in the delivery of mail 
only for certain well-defined rural routes. The underlying reasoning for 
this proposal is that there could be no cream-skimming of the more profit
able urban routes if only the rural routes were made available to competi
tion. If the Postal Service is providing efficient service and heavily cross
subsidizing rural routes, then competing with USPS on these routes 
shoald be difficult. If, however, the private sector succeeds in serving the 
rural routes at prices no greater than under USPS, this strategy could go a 
hong way toward calming the fears of rural America that postal privatiza
tion would leave them underserved. If the private sector cannot compete 
with the Postal Service's ability to crass-subsidize rural delivery, that 
would be an indicator that some direct subsidization would be needed to 
maintain universal service. One drawback of this approach is that it is dif
ficult to define what constitutes a rural area. 

The Commission believes that private delivery of mail to rural areas 
could not jeopardize any economies of scale or scope enjoyed by the 
Postal Service, because, if anything, rural delivery is being cross
subsidized by revenue from other postal operations. The Commission thus 
recommends: 

Recommendation (4) 
The private express statutes should be repealed for rural de
livery immediately. 

The Letter Box Prohibition 

A common proposal is to repeal the prohibition on the use of letter 
boxes for any item that does not bear postage. Opponents argue that al
lowing access to letter boxes by other than Postal Service personnel 
would endanger the integrity of the mail. Supporters argue that the letter 
box rule is an arbitrary prohibition that serves no useful purpose, but only 
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inhibits private delivery of items that are not covered under the other pri
vate express statutes. The Commission recommends: 

Recommendation (5) 

The prohibition on private use of letter boxes should be re
pealed immediately. The letter box prohibition is an unnec
essary barrier to competition and an imposition on the 
rights of citizens. 

Urgent Letters 

Anothe, possible stimulus to competition would be to loosen the re
strictions on what constitutes an "urgent" letter. In written testimony, 
James Campbell, legal counsel to the Air Courier Conference of Amer
ica," argued in favor of reducing the amount by which the private rate for 

urgent" mail is required to exceed that of first-class mail:
 
Unfortunately, USPS regulations which delimit the scope of permissible


competition effectively require private express companies to charge at
 
least ,doule the first class mail rate (in which term, for simplicity, we in
clude the priority mail rate) or more than $3, whichever is higher.

39CFR 320.6(:) (198"). The purpose of this minimum price requirement is,
 
of course, to protect first-class mail against "cream skimming" private

competitors .... Without settling this debate, however, it is possible to
 
observe that the "double postage" rule is a case of regulatory overkill.
 

The current double postage rule gives first-class mail so much protec
tion that it interferes with the pricing of express services. 3 4
 

Here again, the issues have to do with how much it is necessary to pro
tect the Postal Service from losing volume to competition. The greater 
the price advantage of first-class mail, the less incentive mailers will have 
to use private express carriers, and the less risk that substantial mail 
volume might be diverted from the Postal Service. However, proponents 
of competition argue that any price differential should be adequate to 
ensure that competition occurs only on the basis of quality of service, and 
that if the private companies can offer that much better service, consumers 
should be allowed to benefit from that better service. The Commission 
believes that the current criteria for qualification as urgent mail are too 
restrictive, and recommends: 

*The Air Courier Conf'erence of America is a trade organization of private ex
press couriers, including Federal Express, UPS, and Purolator Courier. 
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Recommendation (6) 
The restrictions on urgent mail should be loosened immedi

ately. 

Contracting Out 

As observed earlier, the Postal Service already engages in extensive 
contracting out of certain functions; in fiscal 1987 roughly one-tenth of the 
Postal Service budget went to contracted services-principally transporta
tion and rural delivery. Because of the high price of unionized postal 
workers, and, in particular, the union-imposed restrictions on the use of 
part-time help, replacement of postal workers with contracted workers 
often leads to cost savings. However, there are several major areas where 
contracting out may have additional benefits. 

Increased contiacting out of retail functions is likely to lead not only to 
cost savings but also to tangible improvements in service. While consumer 
surveys do show high overall rates of satisfaction with USPS, especially in 
urban areas there are frequent reports of consumer frustration with both 
the limited hours of retail services and the frequent long waits necessary

' to transact business. t Franchised postal outlets at retail stores such as 
Sears andl Safeway would provide better hours, more convenient locations, 
and possibly better service. 

Tei Postal Service currently comprises about 29,000 post offices and 500 
SCFs. According to the PRC, roughly 25,000 of the post offices now oper
ating are so small that they effectively serve as mailboxes that also sell 
stamps and weigh packages. A GAO study, conducted in the early 1980s, 
estimated that roughly 7,000 post offices could be closed or contracted out 
as community post offices with no significant deterioration of service." ' 

Data from the PRC suggest that these community post offices, wherein 
postal services are provided by a local merchant, usually in a section of an 
existing store, are roughly half as costly to run as those run by USPS. 

Because of peak loading, the restrictions regarding part-time workers 
are most inefficient for the mail processing or sorting function (note that 
UPS makes extensive use of cheap part-time labor for sorting). In a writ
ten submission to the Commission, John Crutcher noted studies showing 
that "access to more part-time labor could have saved $200 million in costs 
in mail processing in 1989." :1 For this reason, increased contracting out 
of the mail-processing function could lead to large efficiency gains. 

Delivery service is another function that could be contracted out to a 
greater extent. Currently, about 4,500 rural routes, or about one-tenth of 
the total, are served by private "star route" carriers. In 1987 delivery 
made up 29.9 percent of Postal Service costs, or $9.8 billion. if tie 21 per
cent wage premium is correct and could be saved by contracting out, that 
would yield potential savings of roughly $2 billion annually. 
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A 1982 GAO study showed significant cost savings to be had from con
tracting out cleaning functions.1 8 This study, comparing the cost of using 
private contractors for cleaning buildings of less than 10,000 square feet 
versus using postal employees, found that the cost for cleaning by a pri
v'ate contractor averaged $0.77 per square foot, as opposed to S1.88 for 
cleaning by postal employees. The estimated savings froi i only those 
three (out of five) regions examined were S15 million pt.r year from using 
private contractors. GAO also estimated that savings (d' 20 to 30 percent 
could be realized for buildings in excess of 10,000 square feet, yielding a 
savings of $45 million to $77 million annually. 

In view of the extensive evidence as to the benefits of increased con
tracting out, the Commission recommends: 

Recommendation (7) 

The Postai Service should more actively pursue contracting 
out opportunities in all its functions, and should focus spe
cial attention on retail, delivery, and sorting functions. In 
pursuing contracting out, full consideration should be given 
to employee interests. 

SALE OF POSTAL ASSETS 

The Extent of USPS Facilities 

The United States Postal Service (USPS) oversees what is probably the 
largest number of square feet operated by a single civilian entity in the 
country. The USPS has some 210 million square feet as of 1988. Of that, 
about half is leased, and the other half owned. The IJSPS uses this space
primarily to provide retail postal services and to sort (or "process") mail. 

As of 1988, USPS operated out of roughly 35,000 buildings, about 
29,500 of which were leased, and about 5,500 of which were owned.* As a 
rule of thumb, USPS prefers to own rather than lease any building pro
viding in excess of 5,000 square feet. Thus, although USPS owns only 
about one-seventh of the buildings it uses, that one-seventh comprises 
over half the space, or about 120 million square feet. Not surprisingly, 
these 5,500 owned buildings include virtually all of the Sectional Center 
Facilities where the major processing of mail occurs. 

**hese numbers do noi include "community post offices," which are contracted 
out to small husimiesses, such is grocery stores. 
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Net Book Value of USPS Assets 

The most recent figures available on the value of Postal Service assets 
are shown in table 2. The S5.6 billion figure shown in table 2 for the Net 
Book Value (NBV) f USPS's "accounting" depreciation. Because of ac
counting rules and incentives built into the tax code, "accounting" depre
ciation may be quite different from "economic" depreciation, which can 
be thought of as the actual decline in productivity of a capital asset. NBV7 
also does not take into account changes in marke, value over time, 
whether changes specific to !he market for the particular type of asset, or 
general price inflation. For example, real esta, prices have generally in
creased rapidly in the pas- 20 years. Part of that increase is due to general 
economy-wide inflation, and part of it is due to increases in the relative 
price of real estate as undeveloped land has become scarce. Thus, NBV 
fails to accurately portray the current value of the property if sold in 
teday's market. 

G/ital Asset.. Seliimber 30, 1984TABLE 2.-I SIS C 

Property and Equipment Thousands 

Land $548,352 
Buildings 3,969,337 
Equipment 2,795,619 

Subtotal 7,313,308 
Less allowances for depreciation 2,500,644 

Subtotal, net hook value 4,812,664 
Construction in progress 686,965 

Leasehod improvements, net of amortization 109,512 

Total, net book value 5,609,141 

SOURCE: U.S, Postal Service. 

Fir Marke Value 

The fair market value (FMV) is the value of assets in current dollars 
under prevailing market conditions, and thus best represents the price for 
which those assets could be sold. The only accurate way to determine 
FMV is to conduct individual appraisals of each facility. This obviously ex
tremely costly exercise has never been done for Postal Service assets. 

In the absence of individual appraisals, the best source for evaluating 
Postal Service assets is a 1985 study by L.B. Christensen and Associates, 
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lISPS Real Output. Inpu and 7*tal 'Idaor P'roduatiriit, 1963-84. This study 
uses USPS data to develop an estimate of the fair market value for USPS 
facilities based on a methodology that attempts to account for economic 
depreciation or the rate of replacement. The study derives the estimated 
real capital stock for each asset in 1972 dollars and ,ies Bureau of Labor 
Statistics asset-specific price indices to derive estimate of the 1984 fairan 
market values from the real capital stock. These figures are shown in 
table 3. 

TABLE 3.-I SlPS Capital,,'let
 
Christentsen's E.LijatedF ar t'il 'a/ne, 1984
 

IIn millions of dollars I 

Real 
Stock Price FMV 1984
1972 Index dollars 

dollars 

Land $761.3 4.742 $3,610.085
Buildings 2,303.3 2.379 5,479.551
 
Equipment:
 

Vehicles 
 186.3 2.026 377.444 
Customer Service Equipment 31.7 1.892 59.976 
Postal Support Equipment 226.5 1.401 317.327 
Mail Processing Equipment 481.3 1.973 949.605 
Optical Character Readers 139.5 0.946 131.967 

Total Equipment 1,836.319
Total Estimated Fair Market Value 10,925.955 

SOURCE: 	 L.B. Christensen and Associates, IAS' Real Otptt. Inpnt and Tol Iailor Prodi,
ttt. I% -H4, Octobe-r 1985, p V-31. 

"Iable 3 shows that Christensen's estimated fair market value of LISPS's 
real capital assets (not including new construction) in 1984 dollars is ap
proximately $10.9 billion-more than twice the net book value. However,
the FMV is still likely to be understated because it is based only on aver
age asset-specific price indices, while the Postal Service has quite a few 
extremely large urban buildings, such as the Grand Central Station Office 
in Manhattan, whose value has appreciated considerably more than the av
erage for real estate. 
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Highest and Best Use Prcgram 

LUSPS has an ongoing project to convert obsolete buildings in central 
business districts to their "highest and best" use. In the past 3 to 5 years 
USPS has taken about 12 of these downtown facilities and either sold 
them or entered into joint ventures to develop them. In the latter in
stances, the developer puts up the money and USPS either sells the land 
and rents back whatever space is needed for a continued postal "pres
ence," or it continues to own the land and leases it to the developer. The 
latter is the case in the recent plans for the Grand Central Stadon Office, 
where the developer will develop about I tnillon square feet and the 
Postal Service will continue to occupy about 150,000 square feet. Accord
ing to USPS staff, the present discounted value (PDV) of the stream of 
earnings -,o USPS f:om this arrangement is expected to be in the vicinity 
of $'00 million, and the total PDV of those projects already contracted is 
about V,80 to $200 million, including the Grand Central project. It should 
be noted, however, that these figures appear low in light of the estimate 
in the ( "SPS Comprebiwisr-c Slateon,:: on P.ital O/;er,aians. /985 that the ag
gregate income from the long-term lease agreement for the San Francisco 
Rincon Annex property was 'anticipated to exceed $3 billion over its 
65-year term." Such a flow of earnings would yield a PDV in the vicinity of 
a half-billion dollars. 

In addition to the dozen or so projects already contracted, LISPS is 
looking at another 10 to 12 projects similar to that carried out with the 
Grand Central Station Office, but not so large. The present discounted 
value of the total anticipated earnings from thcse ventures was estimated 
by USPS staff to be in the area of $250 million. 

The Commission believes there is great potential for converting Postal 
Service assets to their highest and best use. This is particularly important 
if the Postal Service is to be in a position to compete in the private sector. 
Conversion to highest and best use should be consistent with preserving 
the asset value of the Postal Service for conversion to an ESOP, and, to 
that end, postal employees should be involved in the decisionmaking. The 
Commission recommends: 

Recommendation (8) 

The Commission supports the efforts of the Postal Service 
to ensure, to the maximum extent possible, the highest and 
best use of its assets. 



126 PI.VATIZATION: Toward More Effective Government 

SUMMARY 

The introduction of competition into the market for postal services has 
already been quite successful in those niches of the market where it has 
been allowed. Complete repeal of the postal monopoly promises to pro
vide better, more innovative service at competitive prices. At the sane 
time, the Commission recognizes the potential dislocations this action may 
cause to postal employees and the potential disruption in service to 
isolated areas. For these reasons, competition must be phased in with con
siderat;on and adequate compensation of affected postal employees; direct 
subsi,'ies should be provided for rural areas as needed. 

The Commission has recommended less dramatic steps that can be 
taken to improve the quality and efficiency of postal services by introduc
ing and encouraging competition in limited aireas. Competition in tle car
riage of third-class mail and in rural delivery as well as increased
 
competition in express mail should stimulate the Postal Service 
to improve
 
its own efficiency. At th. same time, the 
 results of injecting competition
 
in these limited areas should serve as useful guides to policymakers as
 
they move toward a fully competitive )o,.a' system.
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Chapter 8 

Contracting Out: 
Military Commissaries; Prisons 

Contracting has been one of the government's principal ways of doing
business throughout our nation's history. In fiscal 1987, federal depart
ments and agencics used contracts to purchase $197.3 billion worth of
goods and services from private firms. Private firms working under con
tract produce rocket launch veh.cles; manage the development of future
national airspace system technology; provide automated data processing
services; conduct medical and educational research; build the airplanes,
tanks, and ships essential to national defense; and provide pencils, paper,
and other basiL bu- essential goods and services. The federal government
also produces commercially available goods and services on its own. By
contracting out these commercial goods and services to the private sector,
the government might save $7 billion while improving services. This chap
ter discusses contracting in general and specifically contracting out mili
tary commissaries and prisons.

Although a bipartisan consensus has supported reliance on the private
sector for commercially available goods and services since 1955, many gov
ernment agencies have resisted contracting out. They have also initiated 
new commercial activities using government employees rather than rely
ing on commercial sources to meet new requirements. The federal gov
ernment began to formalize procedures for contracting out when the
Eisenhower administration issued Bureau of the Budget Bulletin 55-4 in
1955. As mentioned earlier, that bulletin affirmed that the "Federal gov
ernment will not start or carry on any commercial activity to provide a
service or product for its own use if such product or service can be pro
cured from private enterprise through ordinary business channels."' 

Once the policy favoring private provision was adopted, government
managers could contract as they saw necessary, with few systematic guide
lines about cost comparison procedures. On March 3, 1966, the Bureau of
the Budget issued C-cular A-76 to establish formal rules governing cost
competitions and defining protections to mitigate any adverse effects on 
government employees. 2 Although that policy has been reaffirmed by
every administration of both political parties since 1955, the principle hasnot been applied effectively. Instead, each administration renews its 
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commitment to the principle, tinkers with procedures, and ends up accom
plishing little to contract commercial functions to the private sector. 

In March 1979, the Office of Management and Budget (OMB) revised 
Circular A-76 through administrative procedures providing for public 
comment. This revision introduced the concept of encouraging the gov
ernment to compete with the private sector for work currently being done 
by government employees. This competition would be based on a 
performance-oriented statement of the government's work requirements, 
thus shifting the emphasis from "how the government does business" to 
"what the government needs done." The shift from "how" to "what" did 
more than provide an opening for private firms to compete with govern
ment operations; it also gave government managers incentives to review 
their organizations to develop more efficient procedures. 

In 1981 OMB again proposed reforms of Circular A-76 procedures and 
published a comprehensive revision of the document in August 1983. 
Today, OMB estimates that nearly $20 billion of cormercial goods and 
services are produced by the government.3 If those activities were com
peted with the private sector, the government could procure the same 
level of goods and services at $7 billion lower cost. OMB also estimates 
that about 750,000 positions-450,000 of them within the Depar-ment of 
Defense-could be competed with the private sector. Nearly ha0 of these 
positions are accounted for by 28 job categories ranging from pipe fitters 
and motor vehicle mechanics to librarians and automated data processing 
specialists. 4 0MB directed federal agencies to give these job categories 
priority as they conduct Circular A-76 cost competitions. 

The Congressional Budget Office has estimated that federal govern
ment contracting for commercial services could affect as many as 1.4 mil
lion employees, but this estimate includes positions now protected by leg
islation. 5 If all of these services that could be contracted out are consid
ered, the value of government-operated commercial services could ap
proach $40 billion annually. 

The policy of encouraging private firms to compete with government
operated commercial activities to produce goods and services to meet gov
ernment's responsibilities was supported by mest witnesses testifying 
before the President's Commission on Privaii'z:ttion. The :ontinuing hroad 
support for these goals reflects the many potential benefits from a greater 
role for the private sector. Therefore, the Commission recommends: 

Recommendation (1) 

The federal government should rely on the private sector 
for provision of commercially available goods and services. 
Becatse contracting provides a means to procure the same 
level of service at reduced cost, it is not in the public 
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interest for government to perform functions in competition 
with the private sector. 

Contracting-Out Procedures 

Procedures for Federal Commercial Activities 

Circular A-76 is predicated in part on the idea that competition will 
both reduce costs and increase service quality. Rather than seeking to con
tract out all commercial activities, Circular A-76 permits government 
agencies currently providing goods and services to compete with private 
firms for government's work requirements. 

Current A-76 procedures require detailed management planning before 
activities are transferred to the private sector. The circular requires a 
review of all commercial activities within the federal government to deter
mine whether they an. appropriate for contracting out. Functions essential 
to national defense, related to patient care in government medical facili
des, or otherwise excluded by legislation are protected from competition. 

The circular and its supporting documents require agencies to identify 
all commercial activities and schedule them for competition with the pri
vate sector. 6 It provides both the policy framework and detailed instruc
tions for agency managers to compare costs of government commercial ac
tivities to private sector bids to perform the same function. 

If a function is performed by an organization of fewer than 10 employ
ees within a civilian agency and "if fair and reasonable prices can be ob
tained from qualified commercial sources," the function may be con
tracted out without competition. Within the Department of Defense, man
agers have some discretion to contract out using a simplified cost compari
sop procedure for work performed by units of fewer than 45 employees. 
For larger activities, a cost competition must be conducted. 

Once a function is identified for competition, the agency must develop 
a performance work statement (PWS) describing the government's needs 
in terms of measurable performance standards. This PWS becomes the 
baseline against which competitors will bid. Once the PWS is developed, 
agency managers whose activity is under review must analyze their oper
ations to develop a most efficient organization (MEO), which then be
comes the government's bid. The government manager is encouraged to 
adopt innovative, flexible management techniques, rather than follow pre
viously established operating procedures. To win an A-76 competition, 
private competitors must beat the government's bid by 10 percent, a factor 
added to reflect costs anticipated in any transition. For new commercial 
functions, the government is not given the chance to bid. The private pro
vider is preferred as long as the government contracting office determines 
that costs are reasonable. 7 
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How A-76 Competitions Produce Savings 

A-76 proccdures bcr.c,- the government when agencies win comeven 

petitions 
 with the private sector (as they do about 40 percent of the 
time)., In normal operations, government agencies do not face the same 
pressures for cost-efficiency as does the private sector. Although few orga
nizations ever achieve the levels of efficiency depicted in economics texts,
the analysis required for cost comparisons helps identify inefficiencies in 
government operations and promotes reforms to address them. 

Government managers face obstacles to efficiency rarely encountered in 
the private sector. Government managers lack a baseline for comparisons,
have no imperative to make a profit, and are not challenged by competi
tors who might capture their business if they fail to deliver in the most 
efficient manner. Although government managers can be encumbered by
legislative and fiscal restrictions that force them to operate inefficiently,
competition can identify the managerial changes necessary to effect sav
ings within a government organization, or providu for transfer to more 
efficient providers in the private sector. Even when functions remain in
house, the Department of Defense (DOD) has reported to Congress,
"With competition as a motivator, in-house organizations streamlined 
their operations 18 percent, on average, and won. . . Total anticipated
annual dollar savings was $21.8 million" for these competitions.' To help
in-house organizations win cost competitions, DOD commissioned a study
"How Winners Win" highlighting organizational changes, methods of 
eliminating unnecessary work and developing multiskilled workers, and 
other strategies that strengthen organizations facing competition.10 

Promise and Performance 

A December 1986 report by the General Accounting Office (GAO) re
viewed studies of the A-76 process done after 1982 by the Congressional
Budget Office, the National Academy of Public Administration, the 
Office of Management and Budget, the President's Private Sector Survey 
on Cost Control, and the Heritage Foundation. The GAO found that con
tracting out could result in the transfer of between 95,000 and 500,000 cur
rent government positions to the private sector, at savings of between $0.9 
billion and $4.6 billion, depending on the number of positions 
converted. II 

Some observers, especially labor organizations represening potentially
affected employees, conter, that contracting is not so cost-effective as its 
proponents claim. As Robert E. Edgell, government procurement special
ist for the American Federation of Government Employees (AFGE) testi
fied to the Commission, "We have found that . . . forecasts are based on 
estimate-to-estimate accounting. The hard reality that you must search for 
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in your deliberations is the [comparison of the] estimated cost to the 
actual payment." 12 

Precise comparisons between the amounts awarded in contracts and the 
cost of services when they are delivered present several accounting chal
lenges. In a 1986 review of contracting under Circular A-76, OMB re
ported to the House Committee on Appropriations that costs increased 
for 95 of the 609 contracts awarded by 10 civilian agencies between 1982 
and 1986. All but three of the agencies had at least one contract for which 
costs increased. Overall, however, actual costs for all 4 years were 0.2 per
cent less than the amounts awarded in the contracts. OMB maintains that 
wage determinations by the Department of Labor, required under the 
Service Contract Act, often force employers to pay higher wages than they
had anticipated in their bids. Over time wage increases also would usually
increase the government's costs. Moreover, in many contracts, the govern
ment requests additional services or modifies work requirements after the 
contract is awarded, making cost comparisons with the previous work 
invalid. :i 

The Department of Defense reported to Congress in 1984 and 1986,
covering 235 contracts and 181 contracts, respectively. The contracts were
written in fiscal years 1982 through 1984, so that DOD analysts had at least 
a full year's performance on each one as a basis for the report. The ana
lysts discovered that contract costs rose over the 1 to 3 years following the 
awards by 11.2 percent in the first report and 9.7 percent in the second 
report. However, government wage increases would have raised the gov
ernment's cost, so that contract savings were reduced from 24 percent to
22 percent in the first report, and from 36 percent to 33 percent in the 
second report. The savings are understated in these comparisons because,
in calculating costs for postcontract workloads, the government includes 
only wage increases and does not attempt to estimate the full costs to the 
government of work requirements added to the original contract. 14 

From 1981 through 1987, agencies studied approximately 72,000 posi
tions for contracting to the private sector using Circular A-76 procedures.
Robert F. Bedell, Administrator of the Office of Federal Procurement 
Policy in OMB, testified that these studies resulted in savings (or shift to 
higher-priority needs) of 45,737 positions. The cumulative cost reduction 
for the period totaled $2.8 billion.' During 1986 alone, these savings in
cluded $86.5 million and 5,506 positions from DOD, S9.2 million and 409 
positions from the General Services Administration, and $5.2 million and
869 positions from the Department of Transportation. 16 The evidence 
clearly indicates that contracting out has resulted in substantial savings.
The Commission recommends: 
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Recommendation (2) 

The federal government should pursue aggressively compe
tition through contracting because it has proved generally 
to be cost-effective. 

Contracting Experience 

Private firms of all sizes, state and local governments, and the federal 
government itself have had considerable experience in contracting for 
commercial activities. Private firms contract for functions such as food 
services, automated data processing, legal services, architectural and 
design services, and secretarial and word processing services. They do so 

because they need help to handle intermittent excessive workloads or bc
cause contracting costs less than providing the service in-house. State and 

local governments' interest in contracting has been heightened by a grow
ing demand for services, overloaded public delivery capability, and in
creasingly constrained budgets. 

The Commission is impressed by the range of opportunities identified 
for transferring commercial activities to the private sector. It believes that 
more aggressive leadership could achieve more substantial savings. The 
Commission recommends: 

Recommendation (3) 

Current OMB Circular A-76 management within the federal 
government has not proved effective. Aggressive promotion 
is needed throughout the Executive Branch. Management 
incentives and penalties, including decentralization, should 
be strengthened to improve program performance through
out the federal government. 

Implementation of guidelines requiring agencies to designate some por

tion of their activities for cost competition with the private sector has 

been a prob!em for every administration. OMB establishes categories for 

positions that might be considered commercial, then penalizes agencies by 

withdrawing the estimated savings from their budgets. If :he agency does 

not meet its study quota, the quota will be carried over to the next year, 

along with additional requirements for competitions. In discussion with 
claimed that unless the cost comparisonCommission staff, OMB officials 

goals are directed centrally, through budget pressure, they will not be 
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achieved. Agency managers allegedly prefer to have implementation in
structions imposed rather than to deal directly with employees who might
be adversely affected. 

At the same time, agency managers believe that directions from OMB 
do not coincide with their priorities, their perception of the Adminis
tration's position, commitments required by authorizing and appropria
tions committees of the Congress, or effective management strategies. 

Recent Changes in Federal Efforts 

The level of resistance to centralized management of contracting studies 
indicates the need for a better system of penalties and incentives related 
to contracting if performance is to improve. OMB procedures used to re.. 
quire all government-operated commercial activities that remained in
house to be reviewed and cost-competed on a 5-year cycle. The goal was 
not met at the schieduled end of the first cycle in September 1987. Execu
tive Order No. 12615, signed by the President on November 19, 1987, ar
ticulated a new policy requiring federal agencies to meet specific annual 
study goals. These were established by Managenent of the United States Got'
erint. Fiscal Year 19W'8. Beginning in fiscal 1989, agencies are to conduct 
annual A-76 cost comparisokis at a rate of not less than 3 percent of each 
agency's total civilian personnel. 17 

No one testifying before the Commission believes that the fiscal 1988 
quotas will be met, even though OMB indicated an intention to propose
several administrative modifications to Circular A-76 in its fiscal 1988 man
agernent guidelines. These included requiring (rather than permitting)
commercial activities with 10 full-time-equivalent (FTE) positions to be 
contracted out without competition, extending the 45 FTE discretionary 
range now used by DOD throughout the government, and allowing
OMB to direct agencies to contract services performed by organizations
with more than 500 F1E positions when similar organizations had been 
studied over time and agencies had lost more than 75 percent of competi
tions.' More a later, OMB had not thesethan year implemented 
proposals. 
OMB projects that 47,000 positions, including 25,000 DOD positions,

should be competed under A-76 in fiscal 1988. In 1986, fewer than 11,000
positions were competed, approximately 80 percent by DOD. In 1987,
12,068 positions were competed, 78 percent of them from DOD. 19 Be
tween 1981 and 1987, federal departments and agencies studied only 72,068
of the 757,000 positions that OMB estimated possible for cost competition 
with the private sector.2 0 

A great deal remains to be done, even within DOD, if the President's 
management improvement goals are to be achieved. Executive Order No. 
12615 and the guidance already published by OMB make contracting for 
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current commercial services established policy and provide ample instruc
tions to government agencies for implementing that policy. The issue is 
one of executing, rather than establishing, policy. 

The Commission supports the principle that competition is one of the 
most effective means of identifying more effective methods and of 
allocating resources. At the same time, current employees have experience 
in their positions and familiarity with their responsibilities. Current em
ployees, after all, win nearly 40 percent of all cost competitions, so their 
skills are a resource on which program officials should be able to rely. 
Direct contracting without allowing current federal employees to compete 
for their positions would be unfair to them and would deny the govern
ment the benefits that can be achieved by defining an MEO and reorga
nizing internally. Therefore, the Commission recommends: 

Recorimendation (4) 

Commercial activities should not be contracted without ap
propriate in-house competition. 

Resistance to Contracting 

Witnesses at the Commission's hearings on contracting identified three 
sources of resistance to effective competition for providing commercial 
goods and services to the federal government: goveniment managers, 
government employees and their unions, and members of Congress who 
have large constituencies of federal workers. 

The resistance of government managers stems from three concerns. 
First, they fear that coatracting out will to some degree erode their mana
gerial control, causing performance to suffer and diminishing their effec
tiveness. Second, managers are concerned that jobs lost through contract
ing could lead to reductions of their grade levels, because the number of 
employees supervised is often a factor in job classification. Finally, manag
ers want to protect their employees from adverse actions. 

Managers opposed to contracting can obstruct implementation. Even 
when a government agency's MEO wins a competition, the agency some
times retains its original organization rather than completing managerial 
reforms identified in the MEO. According to Gene L. Dodaro, Associate 
Director, General Accounting Office (GAO), an Army Audit Agency 
analysis of 25 commercial activities that had remained in-house found that 
the MEO was not implemented properly or promptly in 8 cases.2 1 When 
government managers believe their functions might be contracted out, 
they tend to use their discretion to drag out the competition with the pri
vate sector. GAO's review of DOD contracting between October 1978 
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and December 1986 revealed that approximately 40 percent of A-76 stud
ies required more than 2 years to complete and some took as long as
8 years. Dodaro observed that these lengthy studies can result in lowered 
morale and reduced productivity. 2 2 

Failure to conduct Circular A-76 studies is clearly one of the biggest
obstacles to transferring additional commercial functions to the private
sector. During fiscal years 1984 through 1987, 22 federal departments and 
agencies competed only 5.1 percent of the positions eligible for contract
ing under Circular A-76. 2 3 The Veterans Administration, for example,
has delayed for more than 2 years A-76 studies for services such as food
preparation, laundry services, and grounds -naintenance at VA hospitals,
using the exemption for services "incident to direct patient care." 2 

Eight of the 22 largest agencies and departments within the government
have not studied contracting any of the commercial activities within their
organizations. Some of these agencies have few positions identified for
competition (for example, the United States Information Agency hAd 
goats of competing only 184 positions, and the Federal Emergency Man
agement Agency was assigned to compete only 107 positions during fiscal 
years 1984 through 1987). The Department of Justice failed to compete 
any of the 1,547 identified positions in this period. Only five agencies (the
Departments of Commerce, Defense, Energy, Transportation, and the
General Services Administration) achieved more than 10 percent of their 
; al, and no agency surpassed half of it, goals. 2 5 

Government managers have legitimate concerns about A-76 proce
dures. Staff devoted to planning, conducting, and deciding cost evalua
tions related to competitions are diverted from other activities. Robert A.
Stone, Deputy Assistant Secretary of Defense for Installations, testified 
that DOD has 1,700 people devoted full-time to its A-76 program-at a 
cost of between $150 million and $300 million a year.2 6 These cost figures,
however, include staff support for DOD management that are part of gen
eral DOD administrative expenditures.

Management resistance can be minimized when managers perceive
limits to their mission performance as a result of resource shortages and
when savings generated by A-76 competition are retained by the agency.
For example, DOD's top management supported contracting when it con
cluded that competition would enable shifting personnel and funds to
higher priority requirements. As a resulk, DOD leads all agencies in 
implementing A-76 programs. 

Management resistance to A-76 competition might be reduced if agen
cies had better incentives to promote contracting. Until 1981, all savings
resulting from A-76 competitions were required to be returned to the 
Treasury. Managers contended that they lost both the positions and the
funds involved in competition. In 1981, the Department of Defense was 
allowed to retain all A-76 cost reductions and to reallocate them among 
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other budget categories. Under this procedure, savings gained by con
tracting can be used to achieve other agency priorities. The Commission 
recommends: 

Recommendation (5) 

Competition and contracting may reduce budget demands, 
but they are primarily means to improve the efficiency and 
effectiveness of government services. Savings generated by 
this program should be eligible to be used as incentives to 
pursue competition and contracting. 

Unless managers are induced to support contracting, it is unlikely that 
needed improvements in efficiency will be achieved. OMB has recognized 
the need for stronger incentives in administration of the A-76 program, 
and Executive Order No. 12615 contains a provision allowing agencies to 
plan on the basis of funds that reflect "retention of expected first year sav
ings . . . for use as incentive compensation to reward employees coveied 
by the studies for their productivity efforts, or for use in other productivi
ty enhancement projeCts." 2 " That program change was issued too 

recently for the Commission to assess its effects, but it is consistent with 
the Commission's recommendations. 

It is also consistent with the policy favoring private sector provision of 
commercially available goods and services. Indeed, opponents of contract
ing have proposed legislation requiring that funds saved through contract
ing be returned to the Treasury.2 8 Although the Commission recognizes 
the complex challenges involved in developing incentives within the 
budgetary process, such incentives arc a precondition to making contract
ing out work in the public interest. 

Effects on Employees 

Successful implementation of this report's recommendations depends on 
the support of the people involved, especially employees of affected 
federal agencies. Congress and the executive branch both recognize the 
importance of safeguarding the employment protections of those who 
serve the public through government. Contracting out by government 
agencies is already regulated by procedures safeguarding the rights of fed
eral employees within the executive branch, and wage protections enacted 
under the Service Contract Act of 1965. 

The Commission does not intend to abrogate any of the rights and 
privileges of any federal employees who might be affected by transferring 
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some functions to the private sector. This consideration applies not onlyto the concept of contra,.ting out but also to the Commission's recommen
dations related to the air traffic control system, Amtrak, the Postal Service, the management of loan portfolios, and other specific policies dis
cussed in other portionr of the report.


The Commission recognizes that 
employees will resist, rightfully, anysuggestion of transferring their work without proper consideration oftheir rights and needs. Wherever possible, the Commission supports proposais that encourage federal employees to become partners in improvingservice to the public through the private sector. The Commission 
recommends: 

Recommendation (6) 

The federal work force should be assured that normally any
staff reduction should be achieved through attrition. 

The Commission's overriding goal is improved serce to the American
people. As citizeis, fe'deral employees will share in the improved servicesand reduced costs that will result from implementation of these recom
mendations. 

Government employees and unions oftentheir consider cost competition a direct threat, either from a dinrinution of benefits and seniority, or,in the worst case, from loss of jobs. People who choose government careers for security, stability, and patriotic reasons teeJ to see their commitment as devalued by a forced move 
ees' 

to the private sector. Federal employ
unions have lobbied vigorously against contracting out and have opposed competition for existing functions and for new government requirements. Books and pamphlets, such as Pasnig the Bucks by the AmericanFederation of State, County, and Municipal Employees (AFSCME), contend that contracting out threaten; the American way, fails to providegood-quality service, and saves less money than proponents claim. 2 9 

Lobbying by employees and unions has resulted in some restrictions oncontracting for commercial services at the federal, state, and] local levels.At the federal level, many of the congressionally imposed restrictions oncontracting for commercial activities are, in part, responses to concerns expressed by federal employees. OMB submitted a list of 28 legislative restrictions-nine of them affecting DOD-that not only prohibit contracting out for designated services, but at times retain small-scale personnel
limitations that inhibit managerial improvements within agencies.

The Army, for example, is required to maimain civilian personnelstrength at Army dcpots performing communications-electronic depotmaintenance above the strength on September 30, 1985. The Army Corps 
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of Engineers is prohibited from conducting A-76 studies at any reservoir 
in Mississippi. The Department of Housing and Urban Development's 
public and Indian housing programs Must maintain a minimum average 
staffing level of 1,270, regardless of need. Although automated cargo ex
amining and processing are reducing the need for staff, the Customs Serv
ice was required to maintain an average of 14,891 employees in 1987. The 
VA is required by law to maintain medical care employment at an average 
of 194,14u FT, regardless of improvements in services n'nd savings that 
might be ac[.ieved at lower levels. The Federal Aviation Administration 
(FAA) is prohibited even from pilot testing the contracting of mainte
nance for national airspace systetns facilities, even though the systems 
maintenance work force is short of trained personnel. : '" 

In 1987, Congress placed a new provision in !he I)OD authorization bill 
permitting base commanders to establish their own policies regarding 
OMB Circular A-76 and presidential contracting policy. Although service 
headquarters opposed such a measure, fearing that it would bring A-76 
competitions to a halt, some base commnuders indicated that, given such 
discretion, they would use it for activities different from those promoted 
by headquarters." DOD managers expect the amendment to decrease the 
Pentagon's A-76 output substantialik,. With this legislativc mandate, 
achieving the executive order's requi,-ement of competing 25,00 DOD 
positions in fiscal 1988 will require aggressive management by DO1 ). 

This array of administrative and legislative restrictions demonstrates that 
even policies with clear general statements can be resisted in many par
ticular applications. The Commission considered recommending a broader 
legislative mandate to the A-76 program: proposing simplified administra
tive procedures, or suggesting elimination of the 10 percent cost differen
tial that now gives ag-'ncies an advantage over private competitors. These 
changes, however, are administrative, not policy, changes. They could be 
made easily, once Congress and the executive branch concur on applica
tions of a long-established, bipartisan policy. 

Employee Protections 

Current Provisions 

People are any organization's greatest resource, and the government's 
programs for contracting out through competition pay considerable atten
tion to the people who might be adversely affected by contracting deci
sions. They are entitled to "right of first refusal" privileges to go to work 
for the contractor if the agency's bid ioses. (N 48 C.F.R. 7.3051c]. See also 
48 C.F.R. 52.207-3.) If they go to work for the contractor, employees must 
be paid at a comparable wage, as provided under the Service Contract 
Act. Employees who chose to remain with the federal agency after a con
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tract award receive priority for transfer to positions within the agency and 
cannot lose their grade for a 2-year period. Their salary will never be re
duced, but they could lose cost-of-living increases until the wages of the 
lower grade exceed their pay at the higher grade.

If placement within the government is not immediately possible, ad
versely affected employees receive priority consideration for new posi
tions within their agencies and are eligible for out-placement assistance,
including reasonable costs for training and relocation. In large cities with
substantial federal employment, OMB and the Office of Personnel 
Management (OPM) are considering experimental programs to improve
thL. flacement of adversely affected employees within the government.

The Commission is concerned about appropriate assurances for people
who might be adversely affected by changes resulting from contracting.
Therefore, the Commission recommends: 

Recommendation (7) 

Competition through contracting of services should be ac
celerated to generate increased savings. Adequate safeguards
against employee displacement should be maintained. 

This recommendation should be understood in light of Recommenda
tion (6), above. The Commission intends for no layoffs to occur but rec
ognizes that an acceleration of competition for government-operated com
mercial services could result in changed requirements in affected agencies.
OMB, OPM, and other agencies should intensify efforts to improve op
portunities to identify appropriate vacancies and to place people toso as 

make effective use of their talents.
 

Additional Opportunities 

Opportunities available to federal employees to retain their jobs could
be strengthened. OPM Director Constance Horner testified in support of 
a modified employee stock ownership plan (ESOP) that would provide
opportunities for federal employees to join corporations that bid for
government-operated commercial activities, or to become owners of any 
company that won a contract. Known as the Federal Employee Direct 
Corporate Ownership Plan (Fed CO-OP), the plan contains procedures
for current federal employees to buy firms that win contracts to perform 
their work. 

Under current laws governing ESOPs, Fed CO-OP would apply to
ganizations with a 

or
minimum of 50 full-time employees that provide com
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mercial services. 3 2 Once a function is designated for contracting by the 
agency, current employees could form a corporation and bid on the func
tion; or an outside firm could bid, with a requirement to hire all the gov
ernment employees who did not obtain other government jobs and to 
provide them with equity in the firm. The government would take half of 
the money saved by contracting out and award it to the former govern
ment employes in the form of stock. The stock would accumulate in each 
employee's account until the employee leaves the Fed CO-OP, when it 
would be collected as an additional employee benefit. 

Fed CO-OP contains an extensive range of safeguards for current em
ployees. No employee could be discharged from a Fed CO-OP during the 
first 180 days of the contract. If the Fed CO-OP had to separate employees
involuntarily after the 180-day interval, employees would retain all the 
benefits to employees under federal reduction-in-force procedures, includ
ing full payment for placement assistance. 

As OPM Director -lorner testified, this proposal is intended to change
employees' perspective on contracting. She observed, "The same federal 
employees who, in the past, feared losing their jobs because of contracting 
out will now tetain their jobs and have a strong interest in the success of 
the contract and the company." :1 This changed perspective results from 
developing a stake in the success of one's work, and it offers genuine op
portunities to improve the lot of workers involved in transferring com
mercial activities to the private sector. Fed CO-OP is only one application 
of the ESOP approach, a method that has successfully assisted privatization 
efforts in other nations. The Commission recommends: 

Recommendation (8) 
Employee stock ownership plans (ESOPs) can be excellent 
devices for furthering competition and contracting. Al
though Fed CO-OP is still a demonstration program, it, and 
other ESOP options, should be pursued by the federal 
government. 

Effective organizations are as attentive as possible to the human needs 
of their people. The recommendations addressing the effects of contract
ing out on government employees are a major step to enhance these em
ployees' personal security while improving government operations. 
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Applications 

The principle of contracting for government's commercial needs so that 
agencies do not compete directly with the private sector is long
established, bipartisan, and efficient. The Commission shares these commit
ments and the concern of those who believe that many needs could be 
met more efficiently if the principle were more frequently applied in prac
tice. The Commission has not compiled a comprehensive list of funct;ons
that might benefit from contracting. The Commission considered contract
ing issues related to national airspace system operations, the management
of the government's loan portfolios, Postal Service operations, and several 
other areas of government operations. Those recommendations are ad
dressed in other sections of the report. It received public comment related 
to opportunities to use contracts for the commercial development of 
space, to conduct research presently done through the National Institutes
of Health, to manage some of the government's solid and hazardous 
waste facilities, and for several other areas. The Commissifi decided to 
make no recommendations on those issues, because of their technical 
complexity and the limited time for completion of this report. The Ad
ministration should consider the full range of government organizations
with commercial counterparts for contracting at appropriate times. In this 
chapter we offer two areas-military commissaries and prisons-as exam
ples where contracting appears likely to enable the private sector to im
prove government's performance. 
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MILITARY COMMISSARIES 

Created in 1825 to serve military personnel at remote posts where pro
visions were unavailable or very expensive, the military commissary 
system today operates 428 grocery stores-240 in the continental United 
States and 188 overseas. Both Congress and the Department of Defense 
regard commissary privileges as an indirect benefit within the military 
compensation package. The benefit-which totals approximately $1.8 bil
lion annually-comes from price advantages and savings resulting from 
the nonprofit, tax-exempt status of the commissaries. It is made possible in 
part by funds appropriated for DOD-S735 million in fiscal year 1987 and 
$760 million in fiscal year 1988. According to the last independent survey 
conducted for DOD, members of the military, retirees, and their depend
ents save an average of 25 percent on their grocery bills by shopping at 
commissaries. .14 

In many continental U.S. markets, commissaries compete with local 
merchants. Retailers contend that, if they managed the commissaries, they 
could provide the same 25 percent discount to military customers at less 
cost to DOD.: 5 Although the cost-effectiveness of the commissary benefit 
has been questioned, the Commission examined only competition 1-etween 
commissaries and commercial groceries, seeking more effective means of 
securing that benefit. The Commission has no intention of recommending 
its elimination. 

The Privatization Task Force of the President's Private Sector Survey 
on Cost Control (the Grace Commission) explored the possibilities of pri
vatizing the commissary system to improve the stores and reduce the need 
for appropriated funds. It estimated that total privatization through the 
sale of commissaries could save approximately $2.4 billion over 3 years. In 
a review of these findings, the GAO concluded that the analysis had been 
insufficient to support selling the cotmissaries. It estimated that the pro
jected savings were overstated and that $1 billion was a more realistic pro
jection. GAO recognized that military personnel have come to regard 
commissary privileges as an important component of compensation. 
Hence, GAO recommended that Congress should redefine the criteria 
justifying support of commissaries to recognize their role in military com
pensation; their effects on recruitment, retention, and motivation; and the 
cost-effectiveness of alternative methods of achieving these recruitment, re
tention, and morale benefits.3 6 

Among armed forces personnel, commissary privileges consistently rank 
among the top three benefits of military service, particularly among mar
ried personnel (51 percent of those surveyed). 3 7 DOD believes in-house 
management of commissaries is very important, and doubts that private 
industry could improve the efficiency of commissary operations. Lieuten
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ant General Anthony Lukeman, of the Marine Corps, serving as Deputy 
Assistant Secretary of Defense for Military Manpower and Personnel 
Policy, testified that commissaries' costs, which include shipping provi
sions to overseas commissaries, are at least as efficient as commercial re
tailers' costs on a percentage-of-sa',es basis.:" 

DOD concerns about privi'te sector operation of commissaries include 
fears (1) that a loss of direct control might make it difficult to retain the 
compensation benefit at the 25 percent level over the long term; (2) that, 
over time, cmtractors would cut corners or raise prices to increase profits; 
and (3) that, if the private contractors proved unsatisfactory, DOD would 
be unable to generate tho political support needed to regain control of 
the commissary system. " 

The food marketing industry maintains that the military commissary 
system within the continental United States is especially suited for privat
ization because the private sector has ample capacity to perforn the task. 
The industry contends that employees managed by a private company 
could operate commissaries more efficiently. The systemwide contracting 
of shelf-stocking has already yielded a 40 percent savings for that function. 
Although one contracting test in Yuma, Arizona, yielded no savings, the 
President has called for further testing of contracting in commissaries. 

The President's fiscal 1988 budget called for a test to assess the private 
sector's ability to manage commissaries. The private sector manager must 
continue to offer a 25 percent savings to military shoppers, maintain or 
improve service, and accomplish both goals with fewer appropriated funds 
than curently required by military managers. OMB wants the test to start 
in July 1988. The food marketing industry has asked to participate actively 
in designing the test. 40 

The Commission concluded that, given the abundance of commercial 
retail grocery stores in the United States, contracting could be an appro
priate method to involve the private sector in strengthening the military 
commissary system. The Commission recommends: 

Recommendation (9) 

Private sector operations offer greater efficienciescan as a 
result of competitive stimulus. Therefore, private sector 
businesses should participate in managing and operating 
military commissaries in the United States. 

Commissaries provide an example of opportunities to use contracts to 
achieve greater private sector participation in an area where there is sub
stantial private sector experience. Although many people would argue that 
incarceration, as an integral part of law enforcement, is an inherently gov
ernmental function, officials at he local, state, and federal levels are ex
ploring methods of using contractors to improve current conditions. 
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PRISONS
 

The nation's prisons and jails are under increasing strain. From 1979 to 
1986, state and federal prison populations increased by approximately 
74 percent, to a total of about 550,000 persons.4 1 Local jails in mid-1986 
held another 274,444 inmates. 4 " Total capacity has not kept pace with the 
increase in prisoners, however, and confinement facilities are seriously 
overcrowded. Traking into account different methods of reportirg, the 
Bureau of Justice Statistics, an arm of the Department of Justice, reports 
figures under both "highest" and "lowest" measures of capocity. State 
prisons, as a group, operated in 1986 at 106 percent of their highest capac
ity and at 124 percent of their lowest caracity. Federal prisons operated at 
127 percent and 159 percent of their highest and lowest capacities, respec
tively. 4 :3 Crowding in federal institutions has intensified in the wake of 
relocations required by facility destruction by Cuban inmates at two feder
al prisons in Georgia and Louisiana. 

Many prisons are out-of-date as wel! as overcrowded. The average 
prison cell is 40 years old, and 10 percent of convicts are placed in prisons 
built before 1875. 4 4 As a result of these corditions, 41 states and the Dis
trict of Columbia were either under court order to improve conditions or 

' subject to litigation challenging their operations as of 1983." 
Some states have invoked emergency provisions, allowing the prema

ture release of prisoners to relieve pressure. !n 1983, 15 states reported the 
early release of 21,420 prisoilers. 46 These actions may diminish deter
rence. Itowever, crowding is not diminishing either, and judicial pressure 
to do something about it is increasing. Judicial solutions-closing institu
tions, limiting their population, and fining jurisdictions that do not re
spond to court orders-tend to increase population pressures at other in
stitutions and financial pressures on governments. Although crime rates 
have declined slightly in recent years, many citi:,ens still support incarcer
ation as a necessary part of law enforcement. They do not believe that 
early release is an appropriate response to crowding. At the same time, 
however, the public often rejects prison construction bond issues at elec
tion time. 

Recently, federal, state, and local governments have begun to contract 
with private firms to design, construct, and operate confinement facilities. 
These firms involve private ownership, at least of the management 
company, and sometimes of the buildings and grounds. Colntracdng gives 
public officials a method to meet their responsibilities to provide facilities 
to accommodate prisoners while avoiding some of the constraints imposed 
by spending limitations and local resistance to prison siting decisions. 

http:persons.41
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Authority to enter contracts for the construction and operation of 
federal prisons has been derived from statutes. Federal law (18 U.S.C. 
Section 4082) commits convicted federal offenders "to the custody of the 
Attorney General of tile United States," who "shall designate the place of 
confinement where the sentence shall be served." (18 U.S.C. 4082[a].) 
The Attorney General may "designate as a place of confinement any avail
able, suitable and appropriate institution or facility whether maintained by 
the federal government or otherwise.... .. (18 U.S.C. 40821b]). The 
General Counsel to the Federal Bureau of Prisons, drawing on the legisla
tive history of Public Law 89-176, which amends Section 4082, has con
cluded that "there is authority to contract with private facilities, both half
way houses and traditional prisons and( detention facilities ... .-4 

Contract prison operations can add another layer of accountability when 
current prison authorities are found deficient by the courts. A private con
tractor who operates the prison in violation of the law or fails to comply 
with contractual provisions can be brought into court to enforce the con
tract or be subjected to fines or civil penalties. If private contractors fail, 
government agencies can take over responsibility for the facility. Severely 
mismanaged government prisons can also be placed under the control of a 
court, but that sanction has not proved very effective, precisely because 
the court will probably have to rely upon the very agencies being found 
in violation for continued operations of the facilities. 

Overview of Current Contracts 

Contracting for services and nonsecure facilities is a common practice in 
the field of corrections. Virtually all the individual components of correc
tions (such as food services, medical services and counseling, educational 
and vocational training, recreation, maintenance, transportation, security, 
and industrial programs) have been provided by private contractors. Pri
vate, low-security facilities have served the juvenile justice system in 
America throughout this century. I" 1983, nearly two-thirds of the 3,000 
juvenile detention and correctional institutions in the United States were 
private facilities. 48

1 A recent survey found nonsecure, community-based 
adult facilities (such as group homes, halfway houses, and community 
treatment centers) under contract in 32 states. 4 ' The federal Bureau of 
Prisons (BOP) contracts out its 330 Community Treatment Centers, 234 of 
them to private agencies.5 0 Most current contracts involve relatively low 
security facilities. Contracted jails, however, do include maximum security 
wings or cells, because they must accommodate pretrial suspects, including 
some violent offenders. 
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Private operation of at least minimally secure confinement institutions, 
however, is more recent, less familiar, and more controversial. These 
newer contracts are for places of true incarceration, such as prisons, re
formatories, jails, and detention centers. As of early 1988, private compa
nies were running confinement institutions (totaling more than 3,000 
beds) in at least nine states. rhese include secure juvenile facilities, 
minimum security state facilities for preparole cases and for return-to-cus
tody parole violators, jails, county prisons, and federal detention centers 

" lfor the Immigration and Na.uralization Service (INS). 
These facilities are managed under contract to government agencies. Fa

cilities are owned by tie government and leased to the management com
pany, or vice versa, through a variety of leasing arrangements. In either 
case, government bears all current costs of ownership, including amortiza
tion payments on construction and financing. Savings occur because facili
ties can be more quickly constructed, better designed, and more 
efficiently operated Under contractual arrangements. 

Prison contracts include contingency plans to deal with emergencies or 
disruptions, such as strikes, riots, or bankruptcy. It is unclear whether con
tracted prison guards have the right to strike, but the absence of such a 
right has not prevented public guards from engaging in strikes, sickouts, 
and other job actions. Provisions could be written for state police and Na
tional Guard units to be the ultimate recourse in the event of a strike by
private guards, as they are now for public prison employees. Because a 
strike or other disruption would allow the government to terminate a con
tract, however, unemployment as the result of a strike may be a more 
credible threat to private than to public guards. Moreover, private con
tractors can be required to post a performance bond to defray the govern
ment's cost if it has to take control of a contricted facility. 

Current contract periods range in length from 1 year to 32 years. All 
contracts have provisions for termination, and the longer contracts can in
clude provisir.,ns for periodic renewal and renegotiation of terms. Some 
contracts allow the operator to fill unused space with prisoners from other 
jurisdictions, thus reducing requirements for additional facilities. 5 2 Inter
jurisdictional 'prisons and jails have been long and widely advocated. 
Where cooperation between governments has been difficult to achieve, 
private contracting might help to overcome somet political, fiscal, and ad
ministrative obstacles to establishing such facilities..": 

Opposition to Correctional Contracting 

Opposition to contracted prisons comes from several sources. Some crit
ics believe that only government employees may legitimately carry out a 
coercive sanction such as imprisonment, because they consider law en
forcement inherently a government function. Private wardens might di
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rectly or indirectly influence the allocation of "good time" credits, thus 
affecting the application of the punitive powers of the law. 4 Current 
prison officials sometimes view contracting as a challenge to their control, 
and they usually oppose transferring these functions to private contractors. 

Political dimensions of the operation and management of prisons inevi
tably enter into discussions of imprisonment. Even among segments of the 
population that strongly support the idea of imprisonment as appropriate 
punishment, nearly every specific proposal for establishing or constructing 
a facility encounters opposition from the community surrounding the po
tential site. 

There may be some indirect legal obstacles to prison contracting, al
though no state has enacted legislation specifically prohibiting privately 
operated correctional facilities., 5 Most state statutes are silent on the 
matter, but a few states have passed specific legislation authorizing con
tractual prison operations. 

Recommendations for Correctional Contracting 

Contracting appears to be an effective method for the management and 
operation of prisons and jails at any level of government. Contracting 
cannot properly extend to the policymaking, legislative, or judicial func
tions. By contracting, the government delegates some of its executive or 
administrative responsibilities. It does not relinquish its authority or abdi
cate its ultimate responsibility. Prisons remain subject to the supervision 
and regulation of the government-and, most important, subject to the 
rule of law-whether they are run by government employees or by a pri
vate agency. 

The Commission recommends: 

Recommendation (10) 

Contracting should be regarded as an effective and appropri
ate form for the administration of prisons and jails at the 
federal, state, and local levels. 

The Commission believes that contracting for the operation of entire fa
cilities-and not just particular programs within them-is an appropriate 
option for government. It therefore recommends: 
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Recommendation ( 11) 

Proposals to contract for the administration of entire facili
ties at the federal, state, or local level ought to be seriously 
considered. 

The Commission noted there are legitimate concerns about accountabil
ity and liability in the private operation of prisons. Although these ques
tions cannot be conclusively resolved at this time, they have not proved to 
be insurmountable obstacles in jurisdictions where contractual operations 
have been established. 

Accountability 

Critics charge that contractors will be insulated from the public and not 
subject to the same political controls as government officials. Proponents 
respond that properly written contraLts require private facilities to adhere 
to government standards, thus ensuring control by public officials. In ad
dition, some operators are contractually bound to the standards of the 
American Correctional Association (ACA), the field's primary professional 
association.'' Several facili:ies have been accredited by the Commission 
on Accreditation for Corrections, a private organization that applies ACA 
standards in a voluntary program of accreditation. (Most government cor
rectional facilities, outside the federal Bureau of Prisons, however, are not 
accredited.) Accreditation offers several advantages to prison operators, 
including lower liability insurance premiums as a result of sound oper
ations. Moreover, all contracts include provisions for goveri.ment moni
toring. Competition thus supplements, rather than supplants, political and 
legal mechanisms of control. 

Liability 

All witnesses testifying before the Commission agreed that government 
should retain ultimate legal liability for the operations of its prisons, in
cluding those under contract. This premise is supported, at least at the 
federal level, by the statutory authority that allows "places of confine
ment" to be maintained by groups other than th, government but specifi
cally commits "the custody" of the prisoners to the Attorney General. 
(18 U.S.C. Sec. 4082.) 

Government liability for the private operation of prisons might arise di
rectly agqinst a government for violating the constitutionally protected
rights of prisoners 57 or under traditional theories of tort law."" In certain 
instances, governmental liability might arise through the acts of its con
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tractors.59 The degree of government liability and its apportionment be
tween a government and its prison contractor could be influenced by a 
number of factors, including state tort laws, specific contract prossions, 
the degree of government control and supervision of day-to-day contract 
activities, and other factors. These issues and others 60 will be subjects of 
future litigation. The Commission notes that the American Bar Associa
tion, with the support of the National Institute of Justice, is currently 
working to develop model prison contract provisions to guide resolution 
of issues related to future prison contracts." 

Despite the many unresolved liability issues surrounding prison con
tracting, these issues have not prevented the establishment of current 
lower security contract facilities and should not be seen as insurmountable 
obstacles to further prison contracting initiativeF 

The Commission recommends: 

Recommendation (12) 

Problems of liability and accountability should not be seen 
as posing insurmountable obstacles to contracting for the 
operation of confinement facilities. Constitutional and legal 
requirements apply, and contracted facilities may also be re
quired to meet American Correctional Association 
standards. 

Quality and Cost Control 

Because experience has been limited, there is little foundation for com
paring the quality and costs of government-managed facilities with con
tractually managed ones. In a national survey of 52 correctional agencies 
having contracting experience with the private sector, 62 responding ad
ministrators cited more benefits than liabilities. Although 31 listed "better 
quality of service" as a benefit, 21 listed "poor quality of service" as a 
liability. Three-quarters of the agencies reported some savings. Although 
some agencies also reported losses, sorne contracts were initiated in re
sponse to court orders to improve conditions and thus not intended pri
marily to save money. Moreover, even agencies not reporting savings
"concluded that the operational benefits more than outweighed the cost 
factor." ('" 

A review of recent total-management contracts, conducted by the Coun
cil of State Governments and the Urban Institute, concluded that these fa
cilities "are perceived by government agency oversight officials as being 
quite satisfactory. We have seen no indication to date that a government 

http:tractors.59
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agency has been dissatisfied to any significant extent with the quality of 
the service provided." 14 

Most available figures on costs of government prison operations are in
complete. If taken from budgets that include only direct operating costs, 
they may not include items such as design, construction, depreciation, 
debt servicing, rent or its equivalent, taxes paid or forgone, pensions, ben
efits, staff training costs, other general personnel costs, legal services and 
insurance and other liability costs, some maintenance and transportation 
costs, administrative overhead, external oversight, and other interagency 
or indirect costs. In contrast, a contractor's fee tends to capture more of 
the costs of running a prison and zo clarify which costs remain with the 
government. In general, it would seem reasonable that contracting for 
many of the functions involved in operating a prison would be subject to 
the same cost advantages as the other government operations discussed 
earlier in this chapter. 

Federal agencies could rectify the lack of information about total gov
ernment costs in corrections by developi.ig and publishing accurate and 
thorough cost information. Therefore, the Commission recommends: 

Recommendation (13) 

The Bureau of Prisons should be asked to prepare an analy
sis of total government costs for an existing federal correc
tional institution, following guidelines similar to those of 
OMB Circular A-76, Part IV (Cost Comparison Handbook), 

Chapter 2 (Developing the Cost of Government Perform
ance). The General Accounting Office, the Office of Man
agement and Budget, and/or the National Institute of Jus
tice should be asked to cooperate with the Immigration and 
Naturalization Service (INS) in preparing cost studies that 
compare currently contracted detention facilities with those 
run directly by the INS. 

Further Experiments 

The foregoing recommendations emphasize evaluating current activities 
of the Bureau of Prisons and the INS. The Commission believes, 
however, that the case for contracting is strong enough to justify further 
experimentation to learn more about the feasibility of contracting. 

The INS has reported considerable satisfaction with its current contracts 
i';r operations of prisons at about a half-dozen of its detention facilities. 6 5 

The Commission recommends: 

http:developi.ig
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Recommendation (14) 

The INS should be encouraged to continue to experiment 
and to evaluate the cost and effectiveness of contracting its 
detention facilities. 

The Bureau of Prisons has not contracted any of its higher security fa
cilities but has contracted all its community based facilities and sone facili
ties for youth offenders. File Bureau of Prisons appreciates the potential 
contribution of contracting t) the speed and flexibility of needed expan
sion.'" It has proposed contracting a new, 500-bed, minimum-securit.v fa
cility for convicted immigration offenders, and it has explored contracting 
for low-population or special-needs prisoners, such as juveniles, women, 
protective custody cases, or Medical patients. 'Ihe Bureau of Prisons has 
been cautious, however, about contracting any facilities for its "main
stream" population-those confined in U.S. prisons. 

The Bureau of Prisons has a reputation for excellent management of its 
facilities. Although the Bureau of Prisons is not under court order and 
most of its facilities are accredited, iVis already interested in private con
struction, financing, and at least some private management. 

If the Bureau of Prisons were to contract even one representative new 
facility, it would be valuable as a test for prison contracting. The Bureau 
of Prisons should participate in the design and execution of the 
evaluation. 

Therefore, the Commission v-.commends: 

Recommendation (15) 

The Bureau of Prisons, in cooperation with the National !n
stitute of Justice and the National Institute of Corrections, 
should commission a study of the feasibility of contracting 
for the private operation of a Federal Correctional Institu
tion or U.S. Penitentiary. As part of this study, the Bureau, 
as an experiment, should contract for the private operation 
of one new facility comparable to at least one government
run facility, and cooperate with outside researchers in an 
evaluation of the results. 

New Construction and Lease-Purchasing 

Private contractors can effect savings in financing and constructing, as 
well as in operating, new prisons. Private companies are more likely to 
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design for efficient operation; they can build faster, at better prices, and 
can usually pay off debt more quickly than governments can. The flexibil
ity offered by the private sector can help the government adjust the size 
of its prison system more rapidly and at less cost. Under lease-purchase 
arrangements, private companies design, finance, and construct new pris
ons, which they own and the government leases or lease-purchases. The 
Bureau of Prisons has expressed interest in lease-purchasing for new facili
ties, but its authority to do so is still under discussion in the executive 

' branch. 6 

Many people, however, do not want the prison system to expand.
Other opponents of lease-purchase arrangements are concerned that be
sides avoiding debt limitations and capital budget restrictions-which are 
advertised as advantages of lease-purchasing--this approach may bypass
the will of voters, who frequently defeat referenda on the issuance of new 
bonds to finance prison construction."' These objections, of course, 
would apply to state, rather than federal, institutions, because federal 
prison siting decisions are not subject to control by local governments.
Nor are federal prisons financed through bonds that are subject to 
referenda. 

The Commission recommends: 

Recommendation (16) 

The Bureau of Prisons and the Immigration and Naturaliza
tion Service should be encouraged and authorized to pursue
lease-purchase arrangements for the addition of new 
facilities. 

Research 

I he greatest potential in contracting for prison management is at the 
state and local levels, where the role of the federal government is mainly
that of an adviser, facilitator, and clearinghouse of information. The De
partment of justice has played this role effectively since the emergence of 
modern private prisons in the early !980s. Through the National Institute 
of Justice (NIJ) and the National Institute of Corrections (NIC), the De
partment of Justice has sponsored research on privarization of police,
court, and correctional services; of prison industries; and of financing and 
construction, as well as operations of prisons. Nil also sponsors a project
by the American Bar Association to develop model statutes and contracts 
for private prisons. NIJ's National Criminal Justice Reference Service and 
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NIC's Information Center provide reports, publications, national confer
ences, taining and demonstration projects, briefing books, and videos. 

Continued research will be needed to help governments at all levels
identify what administrative reforms and conditions are best for the ad
ministration of prisons. Therefore, the Commission recommends: 

Recommendation (17) 

The Department of Justice should continue to give high pri
ority to research on private sector involvement in 
corrections. 

SUMMARY 

Contracting is a technique for transferring some activities from govern
ment agencies to the private sector. Where similar functions are readily
available in the private sector, and where services show genuine likeli
hood of being improved by private providers, long-standing, bipartisan
national policy supports transferring the functions to the private sector.
The Commission has reaffirmed that policy and has considered contracting 
as a means of achieving privatization goals under the topics reviewed. The
decisions that will transform long-standing policy into effective practice
rest with the managers who are responsible for the administration of gov
ernment programs. They, too, will benefit citizens from every improveas 

ment in performance 
 that results from drawing on the experience of the 
private sector in providing services to the public. 
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Chapter 9 

Federal Asset Sales: 
Amtrak; Naval Petroleum Reserves 

To many people, the term "privatization" is synonymous with the sale 
of government assets. Sale of government assets is not only the most visi
ble form of privatization but also the most controversial. 

In the United States, pressure to reduce the federal deficit has led many
policymakers to view asset sales as a convenient means of raising reve
nues. As a result, the benefits of asset sales other than the short-term infu
sion of cash into the federal Treasury have often been overlooked, and
privatization has been transformed from a resource management issue into 
a budget issue. 

The President's Commission on Privatization firmly believes that asset 
sales merit serious attention regardless of the state of the public finances. 
The question that must ultimately be addressed is whether various capital
assets now owned by the federal government could better serve the
American people if owned and managed privately. Answering that ques.
tion requires careful consideration of the nature of public and private
ownership, the benefits claimed by privatization's proponents, and the 
drawbacks asserted by its critics. 

Pros and Cons of Asset Sales 

Preservation of Service 

Although a major goal of asset sales is to improve the quality of service 
to the public, fears about selling government assets are often rooted in the 
suspicion that these sale. could erode or eliminate the services that gov
ernment currently provides. In many instances, this fear is unfounded, for 
a principal goal of asset sales is to encourage the private sector to perform
the same or improved services more effectively.

Private ownership of assets can lead to more responsive management,
because private owners have financial incentives to employ those assets so 
as to best serve their customers. A businessman who fails to produce an 
attractive product at an appropriate price may lose business to the compe
tition, lose his job, or even go bankrupt. Consumers can thus have a 

Previous Page B ank 
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direct influence over business decisions through their buying decisions. 
Lawrence Hunter, Deputy Chief Economist of the U.S. Chamber of Com
merce, argues as follows: 

Markets are perceived as a necessary evil-as ruthless-the price we 
must pay for efficiency. This conjures up the specter of markets achiev
ir~g efficiency through extermination. In fact, it is the trr.ait f termina
tion and the ,iLtaptatimn it prodoices that permit markets to meet needs 
and satisfy preferences better than any other institution known to man. 
Markets are not destructive. They are creative. I 

Citiz'ms can influence public decisions, however, only through voting 
and expensive lobbying campaigns. Because of this lack of public input, 
managers of public resources do not always know whether they are in fact 
carrying out the will of the public. Even if public officials could uner
ringly determine the will of the public, their monopoly status means that 
they have few direct incentives to do so. 

Even the most conscientious public servants, devoted to managing fed
eral resources wisely for the benefit of all Americans, must face the reality 
that organized interest groups often exercise more influence over govern
ment decisions than the average citizen. Consequently, the managers of 
federal resources often find that they are ultimately accountable not to the 
public as a whole, but to some segment of the public. Privatization gives 
those consumers who benefit most from wise management of public assets 
a much greater opportunity to make their preferences known. 

In cases where government ownership and management of an asset is 
actually a vehicle for subsidization of some users of the service, the sale of 
some assets could threaten continuation of a service. Even in these cases, 
society need not forgo the benefits of private ownership and management. 
Covenants, for example, let the government ensure that the owners of a 
newly privatized asset continue to provide specific services. Several wit
nesses testified about the example of the Conrail sale, in which the private 
sector buyers agreed to maintain certain types of service. 

The Commission realizes that such covenants should be imposed only 
after careful evaluation, for they often reduce the value of the asset to the 
private buyer. Regulation of the newly privatized enterprise is another 
possibility, but regulation also attenuates the benefits of privatization. In 
the context of Amtrak, the Commission 31so discussed the possibility of 
transferring ownership to the private sector in order to enhance efficiency 
while temporarily continuing subsidies to preserve service. 2 In short, 
peop!e who depend on federal scrvices need not view asset sales as a 
threat to the continuation of those services. 

In addition to providing services more effectively, privatization through 
asset sales can offer benefits that continued government ownership never 
could. Many asset sale plans have been structured to achieve the social 
goal of widespread ownership by small investors and employees. In the 
United States, the federal government's 85 percent of Conrail was sold in 
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March 1987 for more than $1.6 billion; it was the largest initial public of
fering in U.S. history.' A portion of the shares for domestic offering was 
allocated to brokerage firms for sale to small investors. Another block of 
shares was given to a "special bracket of minority-owned firms" for sale 
to small investors, and the balance was allocated for institutional sales. 4 

Well-planned asset sales can also help achieve other public goals. Privat
ization of public housing can improve the quality of living environments 
for families by turning tenants into homeowners. The sale of public hous
ing units under a pilot program administered by the Department of Hous
ing and Urban Development (IUD) is designed to explore ways of 
making property owners out of tenants. In announcing the program, 
II UD Secretary Samuel Pierce said, "HUD's demtmnstration program will 
allow public housing residents to share in the dream of homeownership." 
Under the British housing privatization program, new homeowners im
proved their homes and gardens, cleaned up common areas, and tackled 
such social prhlems as vandalism. 

The British !;gvernment has tried to encourage widespread ownership 
of privatized enterprises. Since 1979, Britain has seen a massive shift of 
resources from the state to the people; one in five British adults now 
owns stock, up from only 6 percent before 1979. Such are the additional 
public benefits that asset sales can bring. 

Budget Objections 

Another set of objections to asset sales focuses on their budgetary ef
fects. Asset sales have been labeled "smoke and mirrors" because they are 
alleged to reduce the federal deficit only through bookkeeping tricks. 
This objection is an unfortunate result of the fact that asset sale proposals 
have become entwined in the budget debate. 

It is true that the federal government operates on a cash rather than an 
accrual system of accounting. Asset sales, therefore, can reduce the deficit 
in the current year but increase it in future years, because the government 
does not collect the revenues dhat the assets would otherwise generate in 
future years. 

The claim that asset sales are simply a "bookkeeping gimmick" is not 
really an argument against asset sales; it is an argument against counting 
the proceeds from asset sales as deficit reduction for the purpose of meet
ing legislated deficit reduction goals. The Gramm-Rudman-Hollings Defi
cit Reduction Act already restricts the government's ability to count asset 
sales as deficit reduction, and the Commission recognizes the importance 
of preventing the government from using the proceeds from asset sales as 
a substitute for other actions to reduce the deficit. 

Regardless of how asset sale proceeds are treated for deficit reduction 
purposes, the relevant question is whether the government sacrifices more 
revenue in the future than it receives from sale of the asset. Witnesses 
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testified before the Commission that tile private sector generally is more 
efficient at delivering services than tile government. Accordingly, they
argued that although the government might forgo a future stream of 
income by selling, a private buyer would anticipate ithigir future income 
stream because it expects to employ the asset more efficiently. The price
this private buyer would be willing to pay for the asset would reflect the 
present value of the higher anticipated income. Therefore, tile price tile 
government could get for the asset could be higher than the government

value of the income the government could anticipate if it kept the asset.
 

A final budgetary objection to asset sales is that private buyers might
acquire assets for less than they are "worth." This objection arises when 
the original cost of tile asset to the government, or "book value," is used 
as the measure of its worth. lowever, an asset's true value should be 
measured by tile income it is capable of producing in the future, not by
tile original cost of producing or constructing the asset. Book value,
which is the "face value" in the case of loan assets, says nothing about an 
asset's true value today. Nlany federa, han portfolios, for example, are 
worth only atfraction of their face value because many debtors will default 
on their payments. Neither tile government nor the private sector is likely
to or expects to collect tile full face value of the portfolio. In soie in
stances, selling the loan portfolios could give the government more reve
nue because of tile greater efficiency of private collection agencies. 

Asset Sales Policy 

In comparison with Britain and many other countries that have a wide 
array of nationalized industries and commercial operations, the United 
States has a more linited number of candidates for asset sales. Tie 
Federa! Communications Commission has proposed atuctioning off 
tions of the radio frequency spectrum. Proposals have also been made 

por-
to 

privatize all or parts of the National Institutes of Health. 
Proposals to privatize the Power Marketing Administrations (PMAs),

uranium enrichment facilities, and others have encountered strong con
gressional opposition, leading to laws that prohibit government officials 
and agencies from studying various plans. The Commission received a list 
of 27 statutory impediments to privatization in 12 agencies. Included 
among them were: 

* The administration is prohibited from studying or proposing any initi
ative to privatize the uranium enrichment programs unless the 
General Services Administration is used to dispose of the enterprise 
as surplus property (P.L. 100-202). 

• The executive branch is prohibited from using any federal funds to 
study or propose PMA divestiture, with tile exception of the Alaska 
PMA (P.L. 99-349). 
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* 	The Department of Energy is prohibited from using federal funds to 
privatize the Naval Petroleum Reserves (P.L. 99-500 and P.L. 
99-591). 

* 	The Department of Transportation is prohibited from using federal 
funds for a commission to study the privatization of Amtrak (P.L. 
100-71). 

These impediments generally were enacted not because Congress
decided that enough informatin had been gathered on the issues, but be
cause influential interest groups who feel threatened by privatization pro
posals had successfully lobbied key legislators. The Commission is con
cerned about the effects of congressional bans on study of privatization 
proposals, and therefore concludes: 

Recommendation (1) 

Statutory prohibitions on studying divestiture of federal 
assets cannot be justified. Current statutory prohibitions
should be repealed and future attempts at legislating such 
prohibitions should be strongly resisted. Without adequate
study, there is insufficient evidence to determine whether or 
not federal assets would be more effectively used by private 
owners. There is also insufficient evidence that federal own
ership is necessary to achieve stated public policy goals. 

Recommendation (2) 

The federal government should forcefully pursue the dives
titure of capital assets. Although assets are generally more 
efficiently managed by private owners, constituencies, par
ticularly affected employees, should first be developed for 
divestiture before it can be successful. U.S. sales should pro
ceed, and successful sales should be widely publicized in 
ordcr to build support for divestiture in other areas. 

Those involved in offering public assets for sale should be and have 
been sensitive to the interests of the affected employees. Employee own
ership is one means of sharing the benefits of privatization. The Urban 
Mass Transportation Administration reports that investment banks have 
expressed interest in privatizing local commuter rail systems. Employee 
ownership programs have been introduced by the Office of Personnel 
Management to form new companies to take over some government oper
ations. Although similar proposals have been discussed for federal asset 
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sales, no formal proposals have been presented. The Commission believes 
that exploration of such options should be pursued. 

Sonic observers fear that sale of ederal assets means that the public 
purposes for which those ;t..svts were acquired would no longer be served. 
Amtrak was created ia 1970 to preserve intercity rail passenger service. 
The Naval Petrolk-L't1 Reserves we're established It)ensure that the U.S. 
Navy's fleet would have adequate supplies Of fuel in wartitne. Public 
housing was constructed to provide needy families and individuals with 
shelter. Obviously, it is important to assess both the validity of the policy 
goals that public ownership is intended to achieve and the extent to which 
government ownership is the most effective method of achieving them. 

In some instances there are disagreements about tile nature and validity 
of the policy goals claimed as reasons for government ownership. Sonic 
groups arg:ue that Amtrak's subsidy should be eliminated even if it means 
the disappearance of rail passenger service. Other forms of transportation, 
they say, could easily absorb Atntrak's ridership. Rail passenger groups 
strongly disagree. Byron Nordberg, Vice President of the United Rail 
Passenger Alliance, testified that "a strong rail passenger service is vital to 
this nation. It is inconceivable that the United States would have no such 
service, especially after tile lessons of reduced energy supplies are consid
ered.' ') Ross Capon, E-xecutive Director of the National Association of 
Railroad Passengers, stated that railroads are more energy-efficient and 
less damaging to the environment than other modes of transportation." 
Such differences over public policy objectives themselves emphasize the 
need for careful definition of those objCctive1s. 

Even when government originally acquired an asset to accomplish a 
public purpose, government ownership of that asset may no longer be the 
best way of accomplishing the policy objective. One example is the Naval 
Petroleum Reserves. Jeffrey Jones, Director of Energy Policy for the Di, 
partment of Defense, pointed out that the major U.S. military need for oil 
is for jet fuel, not fuel for ships, and implied that the naval reserves would 
not be very useful in supplying oil to airbases thousands of miles away. 
"From a strictly defense viewpoint," Jones testified, "the need for oil 
once presented in the Naval Petroleum Reserves can be met far better by 
the establishment of a smaller, but more flexible, Defense Petroleum In
ventory in conjunction with the Strategic Petroleum Reserve 7 

Some federal assets clearly represent parts of the national heritage that 
should not be sold. These would include national historic sites, national 
parks, and national monuments set aside for preservation. Nonetheless, 
environmentalists have pointed out that federal iranagement of some 
public lands may fail to piotect the environment adequately in some cases. 
The U.S. Forest Service has been attacked for damaging ecologically frag
ile areas by building roads and cutting down trees, which no private firm 
would find it profitable to do. The Bureau of Land Management has been 
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criticized for permitting rnvironmentally destructive overgrazing on 
public lands for the past 10( years. In contrast, private groups like the Au
dubon Society and t. ,,aturc Conservancy own and operate wildlife 
sanctuaries that protect the environment while permitting carefully moni
tored activities like tourism, grazing, and even oil drilling.8 

Divestiture of a government asset does not mean that a government
policy objective would not be fulfilled. 

The Commission recommends: 

Recommendation (3) 

The transfer of assets from government ownership to pri
vate ownership need not adversely affect the implementa
tion of public policy goals. In considering asset transfers, 
government managers should reanalyze the current applica
bility of public policy goals. Further, the), should assess 
whether private ownership, in combination with covenants,
regulations, or other protections, could better achieve those 
goals. 

The Commission has explored two go'ernment assets that have been 
proposed for sale-Amtrak and Naval P'etroleum Reserves. The analysis
and recommendations follow. 
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AMTRAK
 

In 1970, Congress created the National Rail Passenger Corporation, or 
Amtrak, as a for-profit company. The railroad was conceived as a 2-year, 
federally assisted experiment that would become profitable on its own 
thereafter.!' After 17 years, however, Amtrak remains dependent on 
federal subsidies. 

Amtrak officials' original goals were to increase ridership, to offer 
good-quality service and well-nuaintained equipment, and to issue accurate 
information to passengers. 0 

In its first year of operation, Amtrak's budget aid staff were much 
smaller than today, and it had to contract with other companies for most 
of its services. The railroad had only 1,500 employees and operated 26.3 
million train miles over a 23,376-mile system. Amtrak owned no railroad 
tracks, stations, terminals, or repair facilities, and it leased or was given 
the locomotives it operated. I1 

In 1976, Amtrak acquired the 62, route-miles of tle Northeast Corridor 
(NEC) from the Consolidated Rail Corporation (Conrail) for $86 million. 
In addition, Amtrak owns 83 miles of track in the Midwest and several 
stations and repair facilities. The company continues to lease most of its 
track and stations from freight railroads.1-2 

The Federal Role 

Although its enacting legislation specified that Amtrak is not a federal 
agency, the U.S. government does in fact own the railroad. The Depart
ment of Transportation owns almost all voting shares of Amtrak stock, 
and Amtrak's directors are all federal appointees. Moreover, since 1978, 
Amtrak has been required by law to follow the same budget procedures 
as federal agencies. Amtrak's budget is evaluated annually within the con
text of all federal spending for transportation. 

Amtrak is funded by earned revenues and federal grants. In fiscal 1971, 
it began with S40 million in federal funds. Since then, Amtrak has re
ceived over $13 billion from the U.S. government, including approx.
imately $9.6 billion for operating subsidies and $2.3 billion for the 
Northeast Corridor Improvement Plan. Te government relieved Amtrak 
of responsibility for another $1.1 billion in federal loan guarantees in 1983. 
Federal sutsidies are projected to total $3.I billion over the next 5 years 
and $7 billion over the next decade. 1 Total Amtrak staff numbered 
almost 19,000 in 1987. 

The Carter administration attempted to slow the growth of Amtrak 
subsidies, proposing to cut the railroad's route mileage by 43 percent in 
1979. Then-Secretary of Transportation Brock Adams summed up the 



169 Federal Asset Sales 

Administration's delemma: "We can no longer afford to provide 
disproportionately large and continually increasing amounts of federal 
funds for a passenger transportation system that is used by less than one
half of 1 percent of the intercity traveling public." 14 

In 1981, cost and subsidy reductions were enunciated as corporate ob
jectives, and Amtrak's financial performance has improved substantially: 
whereas Amtrak covered only 48.5 percent of its expenses from revenue 
in 	1981, the revenue-to-expense ratio improved to 62 percent in 1986, with 

' further improvements forecast. -
Meanwhile, federal subsidies to Amtrak fell from a high of $881 million 

in 1981 to $581 million in 1988, a real decline of 66 percent."' Amtrak 
operates approximately the same number of route miles today as in 1981, 
and service in several areas has increased. 

Amtrak's improved financial perfortnance is primarily the result not of 
revenue increases but of cost reductions. An.ual maintenance costs on 
equipment and roadbed have been reduced by effective capital invest
ments, some yielding an average return exceeding 20 percent.7 The 
modernization of maintenance facilities and the replacement of antiquated 
cars in the long-distance fleet have been the most significant factors in re
ducing costs. The Federal Railroad Administration (FRA) estimates that 
the Superliner fleet purchased in 1981 has reduced unit maintenance costs 
by 50 percent and that Amtrak's new maintenance facilities have cut costs 
more than $151 million annually. 1" 

Other areas of Amtrak cost reduction include the following: 

" 	The Department of Transportation's (DOT) forgiveness of Amtrak's 
$1.1 billion debt to the government in 1983, which saved the railroad 
$74 million annually in interest payments.19 

" New labor agreements, which resulted in savings of $20 million in 
1983. Savings are expected to increase to $50 million when the agree
ments are fully implemented in 1988.20 

• 	The transformation of manned stations in some western states to un
manned stations and the negotiation of new agreements to share fa
cilities. 

Amtrak ridership, including ridership along the popular NEC, has 
remained almost constant since 1981. Passenger revenues have gone up 
6 percent, largely attributable t. the Metroliner service.2 1 

Nonoperating revenues have grown considerably in the 1980s. Sources 
of such revenues include fiber optics right-of-way leases along the NEC, 
contract work at maintenance facilities, commuter rail service operations, 
real estate development, and mail delivery contracts. In particular, joint 
ventures with developers for commercial activities at stations (as at 
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Washington, D.C.'s Union Station and Philadelphia's 30th Street Station, 
currently) offer potential for future revenue enhancement. 

Amtrak Privatization 

Some analysts have proposed the sale of Amtrak as a way to free the 
railroad from political controversy, preserve passenger rail service, and re
lieve taxpayers of the burden of federal subsidies. In hearings before tile 
President's Commission on Privatization, several witnesses favoring such 
privatization suggested that the government should first strive to make 
Amtrak more profitable. 

Three related privatization initiatives suggest some potential compo
nents of a credible Amtrak privatization plan: 

Conrail. In 1976, after the failure of seven northeastern railroads, Con
rail was formed as a federal corporation to provide freight rail service in 
the Northeast. A with Amtrak, Congress provided Conrail with substan. 
tial funding for operations, capizal improvements, and labor protection, 
and it was hoped that the railroad could be profitable soon after its cre
ation. By 1980, however, Conrail had total operating losses of $1.6

22
billion. 

hi 1981, Congress enacted the Northeast Rail Service Act, aimed at pro
viding "an orderly return of Conrail freight service to the private 
sector." 2" This legislation helped Conrail become profitable by granting 
relief from state taxes and labor protection requirements, and allowing 
Conrail to expedite the abandonment of unprofitable lines. Under the 
plan, if Conrail was found to be profitable by 1983, DOT was to solicit 
competitive bids to buy the government's 85 percent ownership interest. 
The remaining 15 percent was to be held by the employees in a stock 
ownership plan. 

Conrail's operating performance soon began a dramatic turngroiind. 
The railroad received its last federal operating subsidy in June 1981 and 
posted its first operating profit of $39 million in 1981. Profits continued: 
$174 million in 1982; $313 million in 1983; $500 million in 1984; $442 mil
lion in 1985; and $431 million in 1986. While DOT attributes the profits 
for 1981 and 1982 to the sale of tax benefits and special statutory provi
sions, Conrail improved its own service by eliminating{ excess track, halt
ing its commuter passenger service, and reducing its number of employ
ees from approximately 89,000 to 38,000.24 

In October 1986, Congress approved a plan to sell Conrail through a 
public stock offering. The transfer of the railroad to the private sector was 
achieved early in 1987, when Conrail was sold for over $1.6 billion, the 
largest public stock offering in U.S. history. 

In testimony before the Commission, Amtrak President Graham Ciaytor 
expressed doubt that a Conrail-type plan would work for Amtrak. Unlike 
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Conrail, he said, Amtrak has no "profitable core" and was unlikely to de
velop one in the foreseeable future. In contrast, FRA Administrator John 
Riley testified that it should be possible to structure a similar plan. Riley
also claimed that "Amtrak's chance of survivintg beyond the near-term de
pends on our ability to move it into the private sector." 25 

Britain's National Freight Corporation. In 1982, Bri'ain's largest
trucking company, a perennial money-loser, was sold for 53 million 
pounds (approximately $80 million). Current and retired employees re
ceived more than 80 percent of the stock. Foilowing the sale, labor pro
ductivity rose by 30 percent and the value of the workers' s-ock rose 
20-fold. The corporation is now profitable. 

Although union leaders opposed privatization in this case, the compa
ny's 40,000 workers supported it as a more promising road to job security
than government own,.rship of the company. Management similarly sup
ported the sale because it felt the company would be more stable and 
profitable undr! private ownersnip. 

One proposai -'o orivatize Amtrak, based on this model, would first sep
arate Amtrak i.t, two companies-one in charge of Amtrak's long
distance routes, the other to operate in the NEC. l'his would separate the 
issue of preserving long-distance service from rtl.m issue of maintaining the 
rail infrastrT ct.,re in the NEC. Eighty percei.. <' the NEC company's
stock could be sold at a discount to workers and management. The rest 
could be distributed to NEC riders through a bonus system similar to air
lines' "frequent flyer" programs. Essential to this plan would be a federal 
govern,,menit pledge to protect employees who could not find jobs i'q
either company. To ease fears that privatization would cause service to de
cline, the newly privatized c-mpany would be required to retain at least 
80 percent of the passenger-miles Amtrak currently travels in the NEC for 
20 years. It has been estimated that such a proposal could relieve U.S. tax
payers of about $250 million of te Amtrak subsidy. 

Japanese National Railways. In 1987, the Japanese government began 
to implement a plan designed to turn the entity that owned and operated
the nation's intercity rail lines over to the private sector. Of the railroad's 
265 passenger lines, the railroad had previously made profits on only 9. In 
1982 and 1985, government-appointed reform commissions had recom
mended that the railroad be broken up into several companies and 
privatized. 

Of the 12 companies created in 1987, 3 regional companies and the 
high-speed "bullet" train lines on the main island of Honshu are expected 
to be profitable immediately, and they are expected to retire about $94 
billion of the railroad's debt. According to one study, Japanese taxpayers 
'picked up about $105 billion of the outstanding debt.'' 26 

Passenger groups such as the National Association of Railroad Passen
gers (NARP) and the United Rail Passenger Alliance (URPA) told the 
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Commission that they will not accept any reforms that would substantially
reduce service. This point was emphasized during the Commission's hear
ings by both Ross Capon of NARP, who opposes privatization, and Byron 
Nordberg of UR-'A, who favors a multi-year plan that would privatize 
Amtrak after it achieves profitability.2 7 

Taxpayer and business organizations seek primarily to eliminate Am
trak's subsidy. A plan acceptable to them cannot involve massive new sub
sidies as a prelude to privatization. Lawrence Hunter, an economist at the 
U.S. Chamber of Commerce, testified that "the federal government 
should cease to subsidize Amtrak regardless of whether or not private en
terprise moves in to provide rail passenger service." 28 

Given the complex issues involved, structuring an econo .-ically and po
litically successful Amtrak sale will require careful planning. Both eco
nomic theory and practical experience, however, suggest that it is possible 
to transform unprofitable government-owned assets into profitable private 
enterprises. Therefore, the Commissioi recommends: 

Recommendation (4) 

The federal government should adopt a multi-year plan to 
move Amtrak or major portions of its operations to the pri
vate sector. Such a plan should include incrementally re
duced subsidies, a full review of legislative restrictions, and 
a deadline at which the Department of Transportation must 
ascertain whether Amtrak or portions of its activities should 
be continued. The plan should also take into consideration 
the interest.5 of labor, management, taxpayers and riders. 

All the witnesses before the Commission agreed that, despite impressive 
progress in the 1980s, there is still room for improvement in the railroad's 
financial performance. Suggestions for improvement included revenue en
hancement proposals, greater private sector involvement, and relief from 
federal laws and regulations. The Commission believes that a multi-year
reform program exploring all these options offers the best opportunity for 
ultimately turning Amtrak over to the private sector. 

The Commission heard several proposals for enhancing passenger reve
nues, including a reconfiguration of existing routes. In addition, a number 
of specific opportunities for further cost savings were proposed. Amtrak's 
food and beverage service, for example, generates losses of $42 million 
annually. Although Graham Claytor testified that in-house provision of 
fcod services by Amtrak was actually less expensive than contracting it 
out, FRA estimates that contracting out food service might save at least 

' $15 million annually.2 This disagreement points up the need for further 
study of the possibilities for contracting out of Amtrak services. The 
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Commission believes that the possibilities for contracting out of many
Amtrak services should be explored and therefore recommends: 

Recommendation (5) 

Amtrak and FRA should undertake a comprehensive study
of all contracting out opportunities, including food service 
and station operation. Amtrak should contract out oper
ations where service can be performed at an equal or im
proved level and cost savings will result. Such contracting 
out should take into consideration the interests of 
employees. 

Amtrak could also reduce its costs on local train operations. The rail
road loses money on local trains ("403b trains") that run at the request of 
state governments. Amtrak is required by law to run these trains if the 
state wishes, but states cover only 65 percent of the costs. Charging states 
the full cost of the local trains they request could generate millions of dol
lars. a' In addition, commuter agencies in the Northeast do not pay the 
full costs for the use of Amtrak track and facilities. Allowing Amtrak to 
charge a market price for use of its track and facilities could bring in an 
addiiional $25 million.al FRA Administrator John Riley testified before 
the Commission that Amtrak essentia!ly subsidizes state and local trains 
through these lower ra!es. 3 

2 For this reason, and as another step to im
prove Amtrak's profitability, the Commission recommends: 

Recommendation (6) 

Amtrak should charge states and other users the full costs 
associated with providing rail service and trackage rights. 

Many Commission witnesses testified that Amtrak forgoes substantial 
revenues because it needs more sleeper cars to meet peak-period demand 
on western routes. An FRA study notes that Amtrak currently forgoes
" millions, and perhaps tens of millions of dollars revenuein for want of 
equipment to service peak season demand." 33 Purchase of new cars to 
replace the nearly 40-year-old fleet east of the Mississippi could also 
reduce maintenance expenditures, as was the case when Amtrak replaced
its western fleet of cars in the earl, !980s. According to FRA, it is possible 
to finance new cars in a manner that requires no commitment of tax dol
lars. Such a plan could use Amtrak's revenue enhancement and real estate 
investments as collateral. 34 Another possibility is financing by the car 
manufacturers much as aircraft manufacturers finance aircraft purchases. 

http:million.al
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Byron Nordberg testified that passenger car manufacturers are prepared 
to enter into discussions regarding such agreements. :' 

Private investment in Amtrak could help improve the performance of 
the system while reducing federal subsidies. Therefore, the Commission 
recommends: 

Recommendation (7) 

To cut maintenance costs and further reduce dependence on 
federal subsidies, Amtrak may need new capital acquisitions, 
including new equipment. Amtrak, FRA and the Treasury 
should find ways to fund capital needs if the purchases can 
be justified as a reduction of the federal subsidy and the 
transfer of Amtrak to the private sector. Such purchases 
should not entail any new commitment of federal funds, in
cluding government loan guarantees. 

The Commission believes that operating cost reduction should not be 
used to justify the commitment of federal funds for capital acquisition. 
Such an arrangement would probably reduce Amtrak's operating subsidy, 
but ii is not likely to advance the goal of reducing Amtrak's dependence 
on the federal government for financial support. Maximizing the private 
sector's involvement in meeting Amtrak's capital needs helps accomplish 
both goals. 

Amtrak's legal monopoly on passenger rail service prohibits private rail 
carriers from competing with it in the passenger market without Amtrak's 
consent. In the Rail Passenger Service Act of 1972, Congress gave Amtrak 
monopoly privileges in order to keep private firms from taking the Iticra
tive routes and leaving Amtrak only with the unprofitable ones. However, 
as John Riley testified, all Amtrak routes currently lose money, so if the 
private sector is willing to assume responsibility for any route, it can 
reduce Amtrak's losses. 3 6 According to Riley, "Repeal of this provision 
will strongly signal DOT's intention to push private initiatives, rather than 
the expansion of government initiatives, in the intercity rail business." 37 
In an effort to encourage private carriers to reduce Amtrak's losses while 
preserving passenger service, the Commission recommends: 

Recommendation (8) 

Congress should repeal the statutory provision granting 
Amtrak eclusive rights to provide intei city passenger rail 
service. Private sector initiatives should be encouraged. Any 
legislatively established monopoly prohibitions of potential 
private sector investment impair competition. 
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Although Amtrak can grant other railroads permission to compete with 
it, the Commission is uncertain about whether Amtrak would in fact ever 
do so. Such initiative on Amtrak's part would certainly be a positive step, 
but the best way to unsure that private operators can enter the market is 
to repeal the monopoly privilege outright. 

The Commission believes that the feuleral government should enact 
such reforms to help make Amtrak profitable. This approach could ulti
mately allow the railroad to operate without subsidies and make it more 
attractive to potential private owners. Eliminating the need for subsidies 
through better business management would also help defuse the opposi
tion to privatization that is rooted in the conviction that Amtrak will fail if 
turned over to the private sector. 
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NAVAL PETROLEUM RESERVES 

At the turn of the century when the Navy was shifting from coal to oil 
as fuel for its fleet, President Theodore Roosevelt became concerned 
about assuring a secure source of oil. lie directed the U.S. Geological 
Survey (USGS) to identify public lands that contained oil. This study was 
completed early in thfe Taft administration, and President Taft signed an 
executive order on September 27, 1909, withdrawing large areas of Cali
fornia and Wyoming from settlement under tie public land laws then in 
effect. Because the legal authority of the President to do this was ques
tioned, the Congress authorized this action with the Pickett Act in 1910, 
and President Taft confirmed the withdrawal by executive order on 
July 2, 1910. 

Naval Petroleum Reserve No. 1 lik Hills) 

In 1912, the Secretary of the Navy asked for sufficient oil-bearing lands 
in California to assure a supply of 500 million barrels of oil. The USGS 
recommended 38,073 acres in Kern County, California, of which about 
12,100 acres were privately owned, and President Taft, by executive 
order, set aside the area, known as Elk Hills, as Naval Petroleum Reserve 
No. I (NPR-1). : Subsequent additions over the years have brought the 
size of the reserve to a total of 47,985 acres. 

Although the reserves had been established, the Navy had no authority 
to operate them until 1920, when legislation placed them under the au
thority of the Secretary of the Navy and directed him to develop or con
serve them at his discretion.a A year !ater, this authority was transferred 
by executive order to the Secretary o' the Interior. 40 Portions were 
leased noncompetitively between 1921 and 1927, but most of these leases 
were canceled in 1927 following a congressional investigation. The re
serves were transferred back to Navy control in that year. 4 

1 

In November 1942, a unit plan contract was 'xecuted with the only re
maining private owner of NPR-1 lands, S,'n-dard Oil Company of Califor
nia (SOCAL, now Chevron), which had bought out the other private 
owners. This contract allowed for the cooperative exploration, develop
ment, and operation of all lands within NPR-I. 

In June 1944, when wartime shortages of petroleum were becoming crit
ical, the NPR legislation was amended to allow the Secretary of the Navy 
to produce petroleum for national defense when needed. A new unit plan 
contract was signed by the Navy and SOCAL on June 19, 1944, which is 
still in effect. 42 

From the end of World War II until the 1970s, little activity took 
place at NPR-1. Production beyond what was needed for "protection, 
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conservation, maintenance, and testing" of the reserves was earmarked for
defense needs and had to be approved by the President and authorized by a 
I.oint resolution of Congress. 

Naval Petroleum Reserve No. 3 (Teapot Dome)* 

President Woodrow Wilson established Naval Petroleum Reserve No.
3 (NPR-3) by executive order in April 1915. The original reserve, which
covered 9,321 acres, was enlarged to the present 9,481 acres by executive 
order in 1932. The Navy took control of die reserve in June 1920, and
President Warren I larding transferred responsibility to the Department of 
Interior in May 1921. 

NPR-3 was leased to the Mammoth Oil Company, which began oper
ations in 1922. Drilling began on the first well in July, and production
began in November. The leases were questioned when the Secretary of
the Interior was found to have profited from the deal, and Mammoth op
erations were placed in receivership in March 1924. Production continued
until December 1927, when he Supreme Court ruled that the leases were
void and the field was placed in a shut-in status (i.e., production reduced 
to the minimum feasible levcl). At that time, 84 wells had been drilled 
and about 3.6 million barrels of oil produced. Although the Navy re
sumed control in 1928, the field remained inactive until 1951. 4 :1 

From 1951 to 1976, some exploration was conducted, along with protec
tive dril!ing to prevent reservoir damage. Production became necessary in
1965 to avoid drainage of the field and flood damage due to private oper
ations outside the NPR boundaries, and another 4.2 million barrels of oil 
were produced by 1976. 4 4 

Post-embargo Exploration and Production at the NPRs 

As a result of the 1973 Arab oil emb ,go, Congress directed a 5-year
Development and Exploration Progran- ,si the NPRs to begin in 1974. In
April 1976, President Ford signed the I .. val Petroleum Reserves Produc
tion Act, 45 which required oil producti, -it the reserves !it the maximum 
efficient rate (MER)** for a period of 6 years. The act also provided that
production could be extended in 3-year increments if the President made 
a finding that such production was in the national interest. This has been 

*NPR-2 is a simall reserve (less than 3.000 barrels per day) hczated near Elk 
Ilills at Buena Vista, California. Divestiture proposals iave generally no' included 
NPR-2 because all productive lands are lez.ced to private producers.

**MER is defined as "the ma.-irnmui sustainable daily rate from a reservoir 
which will permit economic development and depletion of that reservoir without 
detriment to the ultimate recove'y." 
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done three times, in 1981, 1984, and 1987, and both reserves are now au

thorized to continue production through April 5, 19)1. 

For NPR-1, production prior to the 1976 act had totaled about 148 mil

lion barrels of oil. Following tle NPR Production Act, the rate of pro

duction increased to a peak of 181,000 barrels per day (bpd) in July 1981 

before beginning a steady decline. The current rate of production is about 

110,000 bpd; the government's share is about 90,0(X) bpd. This fld is pro

jected to dccline at an annual rate of about 5 percent until the field ends 

its productive life or until tertiary recov.ery operations are employed. 46 

Total production from the field through 1987 approached 877 million bar

rels of oil.' 7 

NPR-3 is much smalier than NPR-1, both in production and size of 

reserves. Following the NPR Production Act in 1976, NPR-3 production 

started slow and peaked at about 4,400 bpd in fiscal 1980. Production at 

NPR-3 through fiscal 1987 totaled about 17 million barrels; the current 

rate of production is about 3,000 bpd. 4" 

Administration of the Reserves 

'he Secretary of the Navy continued to manage the reserves until Oc

tober 1, 1977. At that time, the Office of Naval Petroleum and Oil Shale 
Reserves was transferred to the newly created Department of Energy 

(DOE). 4 9 Although the reserves are managed by onsite government per

sonnel, the day-to-day operations are conducted by contractors, currently 

Bechtel Petroleum Operations, Inc., at NPR-1 and Lawrence-Allison & 

Associates West Inc. at NPR-3. 
Several approaches have been tried to dispose of NPR oil, such as com

petitive exchange for Strategic Petroleum Reserve oil, swaps for products 

needed by the military, and pipeline transport to the strategic reserve. 

Currently, all NPR oil is sold through competitive bidding to commercial 

firms. All contracts do, however, have a 10-day cancellation clause. 

The Strategic Role of the NPRs 

The world has charged dramaticaLly since the Great White Fleet took 

to the seas, and the military's fuel needs have changed along with it. 
When President Theodore Roosevelt set aside the NPRs, the need was 

for an assured supply of oil for Navy ships. Today, the military needs 

lighter petroleum products such as jet fuel. In a wartime environment, 
that demand could be in almost any part of the world. 

The volume required by the military also needs to be placed in perspec

tive. In peacetime, the military uses less than 500,000 bpd, which is not 
10 

quite 3 percent of total annual U.S. domestic consumption. " This 

demand may double or triple in wartime, but the amount is still a small 
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portion of normal U.S. consumption, which averages more than 16 million 
bpd. 

Military needs share priority in all energy emergency with agriculture, 
vital industrial uses, and essential civilian services (police, fire, medical 
care). Normally, military fuels are bought competitively; atnd Ittile extent 
possible, competitive contracts are sought in emergency cmditiOns. 
To ensure that tile national securty need for oill can be iet in all eler

gency, the U.S. maintains the world's largest invenmry of crude oil, the 
Strategic Petroleum Reserve. The strategic reserve is located itt tile heart 
of tile !arge U.S. refinery center along the Gulf Coast, and it currently 
contains more than 540 million barrels of assorted crudes." I In its current 
configuration, the strategic reserve can be punped at a rate exceeding 
3 million bpd, about 35 times the government's share of NPR production. 
As more caverns are leached and filled, tile pumping capacity will grow to 
more than 4 million bpd. 

Government Operation of the NPRs 

Management of the engineering and production operations of a major 
oil field is a complex and timhe-sensitive undertaking. Any activity of the 
federal governmnlt operates under a wide variety of constraints not found 
in the private sector, andt many of these constraints can cause operations 
in acompetitive market to be inefficient at best. 

Testimony presented to tile Commission suggested that private owner
ship could lead to reductions in operating costs by several million dollars 
per year. Specifically, testimony suggested that government policies and 
procedures lead to significant overstaffing. In addition, tile government 
was reported to lack the infrastructure common to oil companies and 
other commercial enterprises that would substantially reduce tile cost to 
operate a commercial . "ield; the government was also said to be ill
equippe, to make reser,. TIanagement decisions, including determining 
the MER. 

The more volatile the market conditions, the less effective the govern
ment operations will be in maximizing the value of taxpayer resources. A 
quick look at tile application of federal budget and procurement processes 
to NPR operations makes this point clear. 

The Federal Budget. At any one time, there are three budgets being 
addressed-one being executed (fiscal 1988 currently), one moving 
through Congress (fiscal 1989), and one b~eing planned for submission to 
Office of Management and Budget (OMB) (fiscal 1990). This means that 
decisions on any further exploration, deveh pnental drilling, and levels of 
production are being made ,wu' for 1990, and these decisions will be fixed 
at !eaI 18 months in advance of their execution in order to move through 
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the budget process Once tle budget is pass:d, it provides a relatively
rigid plan for how these operatiois will be carried out. 

Another destabilizitng factor is the inability plan ft the longto r term 
because of the unpredictability of the year-to-year budget. A capital in
vestment pigratn that extends beyo nd I year inay not be futrided at ex
pected levels in successive yez -s. This can be t function of, factoirs that are 
unrelated ttotile proigrati, such as t itiajir budget reductiom that benust 
abso rbed. 

Federal Sales Procedures. ()t the marketing side, governtnent proce
(lures are equally length11 y, cumbersom e, and inflexible. A case in pol t is
the DOE experience in oil sales for the period from April I through Sep
tember 30, 1986. Because of the sales proiedures in place at the time, 
sotte DOE oil was sold for as little as $3.91 per barrel, which represented 
a disco unt 'if S6.98 over prices posted by tn:.zr oil companies in the 
area. All the pro duction fo r that peritod was so ld at below market value. 
In response to ,his situatti, DOE has made changes in the sales proce
dures, but the givernment still must sell to the highest qualified bidder 
and its flexibility is limited. 

Political Constraints. It,addition to the institutiotial co nstraints de
scribed earlier, the reserves, as federa propt'rties, are subject to a wide 
range of po litical pressures. P)itical f'act irs :.take multi-year planning for 
NPR production extremely difficult and can affect revenues from the 
field. Testinony tnresented to the Commission stressed that private owners 
would no)t face the co)nstant threat that production might he curtailed be
.:ause of .political or strategic concerns. Furthermore, private Qwners could 
commence long-term projects without being concerned thethat reserves 
could be shut in at the next 3-year decision point required by the NPR 
Production Act. 

Department of Defense (DOD) Concerns 

The Defense Department's recent concern with losing dedicated access 
to petro!cum supplies from the NPRs is based on experience with short
ages during tile disruption of the oil supply caused by the revolution in
Iran in 19i9. DOL) has consistently emphasized its requirements for a 
dedicated supply oif oil directly under DOD control. Defense officials be
lieve that if the NPRs are to be sold, those supplies must be replaced by
another so)urce that is uncr equally direct controil.-": 

Although all NPR oil is now being sold into tihe open market, every
sales contract contins a 10-day cancellation clause that can be invoked by
DOD, and the NPR oil can be transferred directly to DOD control,
where most likely it would be swapped for other products. Jeffrey Jones,
Director of Energy Policy for the Department of Defense, made clear in 
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his testimnony befire tile Connnission that N PR oil must be in continuous 
production if quick access to this supply is to be assured., '" 

.Jones candidly add ressed tile shortcomings of using a producing oil 
field as a source of emergency supplies. I le discussed tile problems of de
pletion, the inland location, and thu trading of oill amav fromi one sector 
of demand to supply another., Furthermire, the NPRs have no capabil
ity for it rapid production increase (surge capacity) to meet an emergency. 
and elland in tile initial stages of a, military tion would most likely 
havc to be met in part frotm sources outside the United States. Despite 
these problems, DO)')s master nlcbilizatitn plan attaches substantial im
portatice ti the N PRs. 

Pending legislatiotin it NPR siles addresses )OD's concerns by creat
ing a Defense PetroCleunI Invento ry if 10 inillitn barrels, to be held at tie 
Strategic Petroleum Reserve st,,rage :ites and drawn down at tile direc
til i(t d the Secretary of Defense.-"" Such an inveniry would oiffer 1)O1) 
substantially inproved iccess to( oill c mipared with that provided by the 
NPR. Jeffrey Jones expressed I)OD's support for this p!an in his tes
tinwmy befoire tile Commnission, stating: 

This Invent)ry addresses all the relevant shortcomings f the Naval Pe
irtdinti Rescrves tidiy.. . . Irimi a strictl Defeise viewpoint, there
ft ere,tlie riied for o i ii e reprscintId in liet Naval Petroleum Re
serves can be iei f'u r better by iIi es tablishinent cf a sinaller, hut more 
flexible I)efenst Petroleum Inivernry. 57 

Economic Considerations Concerning NPR Privatization 
Proposals 

Fair Marl-et Value 

One major issue that has been raised by the Congress andimany others 
is whether tile goverItniceIt wc culd be able to ensure that it would get a 
fair price for the NPRs if tley were sold. The principal concern relates to 
tile volatility cf the oill iiarket, and hoiw the gcvernment would deal with 
the poitential ftr lost revenues if there %%ere a sharp rise in prices. One 
schicol Of thc ight leans toward retaininig ownership cof the reserves if the 
sel-hold analysis is chise. 

Bo th tile Aimerican Independent Refiners Association and tile California 
Indeplteictt Producers Assiciation take issue with tile tinting off the sale
and tie argumnicts that buyers Nviil value tile re:srves based on exlected 

future prices for oil. W. Sccttlvejucy, E.xecutive I)irector of ie West 
((cIst Divisin, %.nrican Independent Refiners Asso ciation (AIRA,, told 
the C(ccnciission: 

A sle at lihis time wih resulh in bids based upim ii prices, whi h, tn 
M) inl]ation-adjus ted bass, ar' near their histiti al It ws, and at that 
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level would deprive tie gwcrlunent ut' a fair pr c fh tins valuih.le 

In his testimomy betre tile (otnuntsshtm, Thomas R. I lint, Executive 
Vice President, Califoirnia Independent Proiducers Asso ciation (CIPA), 
provided statistics sh1\\Ing that the light Elk I lilk crude sells today at 
S9.35 belm ins selling price (of 2 v'eais ago. I lunt said, "Siph matpl . . . 
demonstrates tilat nom is not thei)pportune. ttle to maximize I this I trans
aCtui l'S ,.liUe." "l, 

Congress autitiirized D()E too study the divestiure )f NPR-I and 
NPR-3 (placing a cost ceiling (tf 55(X),000 On the stIuy). In February 1987, 
ID)OE awarded aI comtract to Shearson Lelhman Bro~thers, directing that 
firm to deve!op a marketing plan t'r tile sale t tile reserves. lhie contrac
tor's "Marketing Plan ftor Naval Petroleum liserv"es I and 1" delivered 
to the D)E in May 198", reco gnized the concertn ablumt timing tf the sale. 
It included i optiomal phased apprimach for the sale t)f NPR-1; this ap
proach wmld begin the privatizatnim process b\ selling a tiin'ority interest 
in the reserve It create a new private sctk)r o}per;it)r, hLt tile government 
wmld withhold a naj)r share t tile property. This remaining interest 
wtiuld be stru,.ured into) a governtent-chartered c rl irat u)tt to provide 
maximum flexibility fo)r eventual sale. These retained shares ill tile field 
Wvuld be s( ld at sime p',oinlt in tile future when the market appeared to 
beL0im e more ble. phased approach wUIld gain a1fewravi Although this 
Of the adv'anlages (if a sale while waiting for prices to rise, it still places 
tile government in tile difficult position (of detertniiiing when, over tile 
life of the reserves, toI sell and get tile best price. Ill idditim, it c(,uld 
make tiperatini (tf NPR-I more difficuIt ny adding a third party to tile 
exist.in ownership and nlatagen ent structure. 

Transaction Costs 

it addition to the issue of fair market vale, some concern has been 
expressed ab,'lt iwhether tile transacti(m costs might outs, eigh the p teh
tial gains from selling the reserves, given that thos,:e co>sts are stmewhat 
higher than normally w(hul. be tile case for private sector assets. Iiier( 
will be costs to the guwernient for unit plan con~tract (UPC) renegoti
atotins and sales fees. In addititmi, tile cost (if tile Defense F'etrocuimi In
ventry must be ctsidered as part (If tile uwerall legislative package. 
Ilighest amon; these costs will be filling tile invento ry, which i.i specified 

as 10 nulliit barrels m, ,,,/,1dmu, 1r,tile il set aside foir tile Srategic Pero
leum Reserve. If tile price 4 oil, fo)r example, avcrages $20 per barrel 
over tile perid of" fill, tile cost will be S200 iillium. 

Under certain circumstances, sales fees could be significant. Fees wMd 
probably be S4 m illiin to S6 millimn ftr the first two phases (If tile Shear
son plan; but typical fees for royalty tri ofiferings, if they are included in 

http:exist.in
http:valuih.le
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the third phase, are 6 percent of the offering. 'l) Costs of U PC renegoti
atiotns arc more difficult to estimate. This contract agreement allows the 
field to be operated as a single unit under t1e u ltiimate comtrol "the gov
ertiment. Although C'hevrn owns mnly atb)ut 22 percent ot the Elk I ills 
rcserves, the U PC gives them certain benefits, such as equal representa
tit l ()tithl OpCrating (oimittce and the Engineering Committee. The 
fortwer sets the mUber, depth, and location of all wells and approves all 
facility expenditures; and the latter is responsible for redetermining own
ership percent.,ges as the field is developed and produced. It is uncttm
ntio for a minrity owner in a private unit to have such a voice. The 
conipcnsation reqtuired by Chevron to give up these benefits in prepara
lion fo r selling the NPRs will have to be determined by new contract ne
gotlatiOns. 

Revenue Transfers from Federal to State Treasuries 

If tile reserves are sold, prospective purchasers .,'ill develop offers 
based oi an analysis of after-tax cash flows, operating under the assutup
tiot) that they would be paying federal, state, and local taxes. These offers 
will include a buyer's discount attributable to the $78 tiiil in per year in 
state and hocal taxes for which the federal governtnentI will receive no 
direct compensation. These revenue streams will, in effect, be transferred 
front the federal govern men t to state and lcal governments.hi This "struc
tural" difference, according to>the DOE report, could amtmunt to as much 
as a hIdf-billion dollars in the prt,cceds from the sale. G 2 

Discount Rate Assumptions 

The discount rate used by a prospective purchaser reflects the annual 
rate of return that a hidder requires to invest in a certain project. All 
other things remaining equal, the lower the rate, the imbre the project-in 
this case the reserves-is worth to the bidder now and th: higher the bid 
will be. I lowever, a question has arisen as to whether the disCIhnt rate 
the government should use to determine the worth of con.nuing to h ld 
the reserves rather than selling them should be different frotn the rate a 
typical private sector purchaser would use to determine how much to bid. 

I)OE takes the posititoi that private sector rates should be used oln both 
sides of the analysis. In his testimnony before the Conimission, Richard D. 
Furiga, I)eputy Assistant Secretary for Petroleum Reserves, stated that 
I)OI has 

ado.t e tht l( tteptt that business risk is assot iated vith the charac
teristits (,fthe asset rather than the characteristics od the owner. If the 
(Govermtcnt used IU.S. I Treasury bN)rrovwing rates to evaluate its 
busine-'ss-typet+ assets, asset divestiture would rarely look like a wise busi
ness tlecision. 6:3 
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The General Accounting Office (GAO) takes issue with tiis rate, stat
ing that itprefers to use the average yield of long-t. .r:t goverminent secu
rities as the basis for evaluating the present value of gcveinment assets.
Flora . Milans, GAO Associate Director for Fossil Energy, stated in her 
testimony before the Commission: 

We use this baisis becaus,! ",-believe decisions concerning government
investments or divestiture:: must be viewed ec()nomically from a
government-wide perspcctive .... Because most government funding
requirements are met by the Treasury, the government's estimated bor
rowing cost is a reasonable basis fior establishing -ie inteest rate to be 
used in a present value analysis. ;' 

Discussions witi, congressional staff revealed points of view1 similkr tothose expressed by the GAO. A prevailing congressional viewpoint seems 
to be that the sell analysis is fine, and a market-oriented discount rate is
appropriate for getting a good estimate of the market value of the reserves. Howev<.r, the hold analysis should be done using the Treasury
rate with some small increment for risk, but not the same risk incremcnt 
that a prospective buyer would apply in the private secic r. 

Sell-Hold Analysi,, 

Shearson developed the sell-hold analysis for NPR-1 using a 12 percent
nominal discount rate, showing the government's share of the Elk Hills
field to be worth $3.6 billion if sold but only $3.4 billicn if held. This
analysis was onbased reserve estimates made by the firm of Babson and
Sheppaid. The same analysis, using reserve estimates from the DOE Long-
Range Plat,, gave similar results- $4.3 billion it sold and $4.0 billion
held. In order for the comparison of sell-hold 

if 
values to be accurate, the

figures for the "hold" analysis exclude implicit taxes that are calculated as 
if the federal owner paid taxes. 6 5t 

In summary, the Commission finds: 
* The reserves no longer play a key role in DOD planning for an 

energy emergency. The strategic role for which they were ,ct aside is an anachronism. The more recent DOD need, an immediate oil
supply under direct DOD control, is satisfied much more effecti .ly
with the proposed legislation for -,.Defense Petroleum Inventory 

* Government operation of an oil field is inherently inefficient. The
government does not have the cost-saving infrastructure of a commer
cial oil company; and federal budget and procurement practices
simply do nit allow production strategies that can achieve maximum 
efficiency and revenue. 
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e 	Although revenue transfers to the states and potential questions about 
the appropriate discount rate must be considered, the Shearion analy
sis shows a net benefit to the government in selling the NPRs, using 
a relatively conservative valuation of potential improvements under 
private sector management. 

The Commission recommends: 

Recommendation (9) 

The federal government should begin immediately to divest 
both NPR-I and NPR-3. 

Impacts on California Petroleum Markets 

Small and Independent Refiners 

Seven of dic eight major refiners in California are also major crude pro
ducers. These eight supply 76 percent of California's refinery market. The 
independents are particularly concerned about access to crude oil supplies 
in this environment. Over the past 6 years, small and independent refiners 
have purchased more than half of the NPR-I production sold by the gov
ernment. The NPR Production Act provides that small refiners always 
will be able to get at least 25 percent of NPR production, and prohibits 
sale of more than 20 percent of production to any one buyer. Although 
small refiners make up only 4 to 5 percent of the state's refining capacity 
(the remainder is made up of large, independent refiners), the refiner's 
have a disproportionate effect on competition because California's market 
for refined products is so highly concentrated. 66 

Four refiners in particular are likely to be affected by the sale of NRP-.1 
and might be forced to close if they lost access to that source of crude. 
They are small inland opeiadions with total refining capacity of about 
72,000 barrels per day and little access to other sources of crude: Beacon 
Oil Company, which suspended operations last fall; Kern Oi, & Refining 
Co.; Sunland Refining Corp.; and Newhall Refining Company Inc. A No
vember 1987 GAO analysis of their operations shows that when these 
firms did not win NPR-i production contracts, they either purchased oil 
from traders who did win, to keep their operations going, or reduced op
erations. 67 

Scott Lovejoy of AIRA gave the Commission a detailed picture of the 
problems of refiners in the San Joaquin Valley of California. The major 
problem is their inland location, which limits their access to light crudes 
other than that from Elk Hills, even though such crudes are in: rtbundant 
supply along the coast. There are no inbound pipelines fromrn the coast, 
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and supplies would have to be trucked in, a situation that is not economi
cally feasible. 68 

Most of these refiners report they would have difficulty surviving with
out access to light crude oil, because most cannot afford to upgrade their 
refineries to handle more of the very heavy Kern County crude oil. If the 
Elk Hills field is bought and operated by a major oil company, these re
finers believe that they would have no protection in the event that 
company decided to use the oil for its own purposes and not sell it on the 
open market. 

Pipelines and Independent Producers 

Thomas Hunt of CIPA told the Commission that availability of NPR 
light crude to facilitate pipeline transportation is critical for CIPA's mem
bers. Production from NPR-1 is primarily a light crude, whereas most of 
the other oil production in Kern County is very heavy crude, some almost 
solid, which needs to be heated or blended with light crude to flow 
through pipelines. If NPR oil were not sold into the open market, inde
pendent heavy oil producers would be limited in the amount of oil they 
could transport through pipelines. Currently, the Four Corners Pipeline 
Company is the only common carrier transporting crude out of the San 
Joaquin Valley. It can transport about one barrel of heavy crude for every 
two barrels of NPR-1 light crude. Heated pipeline capacity, which will 
preclude the need for blending, will be available in the area when the All 
American Pipeline is completed in 1989. 

Hunt pointed out that if Elk Hills crude were not available to blend 
with the heavy crudes, the only alternative for transporting much of the 
heavy crudes would be by truck."") The GAO reported that, in June 1986, 
when the government reduced production by 20,000 barrels per (lay, the 
pipeline company reduced its volume by 30,000 barrels per day. A third of 
this reduction fell on independent heavy oil producers, which were forced 
to cut production by the amcunt that the pipelines could no longer carry. 

When Lovejoy and Hunt were questioned by the Commission as to 
whether some form of assured access to light crude for amall and inde
pendent refiners and producers would remove their opposition to selling 
the reserves, both said yes. When John Cameron, from Chevron, was 
asked the same question, he agreed that Chevron could accommodate 
such a provision, depending on its scope, but that any such provision 
would reduce the attractiveness of the reserves to a potential buyer. 7 0 

Cameron further explained that Chevron had had the opportunity to buy 
much more Elk Hills crude but had not found it to be in the company's 
economic interest to do so. I-e thought that the market would work in 
the favor of the independents whether there was an assured access provi

7 1sion or not. 
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The Commission recommends: 

Recommendation (10) 

The issues of access to light Elk Hills crude oil for small re
finers, as well as structuring the sale to maximize the 
number of potential bidders, should be considered when the 
Reserves are sold. 

Summary 

The Naval Petroleum Reserves no longer play a key role in DOD plan
ning for an energy emergency. The strategic role for which they were set 
aside is an anachronism. The more recent DOD need, an immediate oil 
supply under direct DOD control, is satisfied much more effectively with 
the proposed legislation for a Defense Petroleum Inventory. 

Government operation of an oil field is inherently inefficient. The gov
ernment does not have the cost-saving infrastructure of a commercial oil 
company, and federal budget and procurement practices simply do not 
allow production strategies that can achieve maximum efficiency and 
revenue. 

Although revenue transfers to the states and potential questions about 
the appropriate discount rate must be considered, the Shearson analysis 
shows a net benefit to the government in selling the NPRs, using a rela
tively conservative valuation of potential improvements under private 
sector management. Therefore, the Commission believes that selling the 
reserves is the appropriate course of action for the government to take. 

In selling the reserves, however, the government needs to consider the 
issue of access to light NPR crude for small refiners. Several small refin
ers in the San Joaquin Valley are dependent on the NPR as the source of 
the type of crude oil that they are configured to refine, and most cannot 
afford to upgrade their refineries to accept heavier crudes. Their access to 
other sources of light crude is restricted by a one-way (outgoing) pipeline 
system. Further-more, independent picducers in the region depend on the 
ability to blend light NPR crude with their heavier crudes in order to 
ship their oil through the pipeline. Loss of access to this supply of light 
crude would probably result in shutdown of small refineries aiid cutbacks 
in heavy crude production. 
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Chapter 10
 

Other Programs: 
Medicare; International Development 
Programs; Urban Mass Transit 

The Commission examined three disparate areas, Medicare, funding for 
international development, and urban mass transit, in which privatization 
efforts have already been initiated by their federal agencies: the Health 
Care Financing Administration (HCFA), the Agency for International De
velopment (AID), and the Urban Mass Transportation Administration 
(UMTA). 

In the Medicare and urban mass transit programs, the impetus for pri
vatization has come primarily from the pressing need to introduce cost
containment incentives into the provision of services. In the case of inter
national development, privatization initiatives have been motivated less by 
concern about the funds expended than by a desire to use resources more 
effectively. 

Of the three areas, Medicare is the largest in a number of dimensions. 
First, the 1987 total Medicare budget was roughly $70 billion. Second, the 
Medicare program directly touches the lives of the entire United States 
population, as everyone is either a current or future beneficiary, and most 
members of the working population contribute to the Medicare system 
through income and social security taxes. Third, the issues involved in pri
vatization of Medicare are probably the most involved and the most diffi
cult, since the service in question is the health care coverage for our na
tion's elderly. 

The Medicare program faces serious financial crisis, with the Hospital 
Insurance fund projected to run out before the turn of the century. The 
basic challenge has been to introduce cost-containment incentives into the 
financing and provision of health care for the elderly without compromis
ing the quality of that care. HCFA has begun a program designed to meet 
that challenge by introducing competition into health care financing 
through the use of vouchers or "capitation" payments. 

AID assists developing countries through grants, loans, technical assist
ance, and food relief. Until 1986, most AID monies went to governments 
that channeled them to state-owned enterprises, often with limited results 
in terms of economic development. lticreasing frustration with the general 
inefficiency and unresponsiveness of these state-owned enterprises was the 
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impetus for AID's privatization program. Many leaders of developing na
tions also began to promote privatization because of the growing subsidies 
needed to run state-owned enterprises. Under its Private Enterprise initia
tive, AID emphasizes direct assistance to private business ventures, in
volvement of the private sector in the delivery of traditional foreign assist
ance programs such as family planning and health care, and the provision
of both technical and financial support for privatization of state-owncd en
terprises in host countries. 

The urban mass transit program affects millions of Americans. Although 
annual expenditures have increased threefold in the last 10 years to 
$3.2 billion in 1987, ridership has fallen from 13 to 9 percent of urban 
commuters over the same period. Here, a concern about steadily increas
ing costs is accompanied by concern about the apparent decrease in the 
attractiveness of urban mass transit as an option for commuters. UMITA 
has responded by creating an Office of Private Sector Initiatives in 1985 to 
help UMTA grant recipients develop routine processes for involving the 
private sector in the provision of urban mass transit. 

In all three areas, Medicare, international development, and urban tran
sit, increased private sector involvement has demonstrated the potential 
for increased efficiency and quality of service. 
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MEDICARE 

Medicare Financing 

The Medicare program was initiated in the latter part of the 1960s as 
part of the Johnson adn inistration's agenda for the Great Society. Like 
Social Security, Medicare was conceived not as a form of public assistance, 
but as a form of forced savings, to be returned in the form of a benefit in 
later years. 

The Medicare program as currently operated faces a fiscal crisis. Be
cause of increased consumption and the use of more elaborate technology,
medical costs have been increasing at a much faster rate than inflation. 
Even holding consumption constant, the average annual percentage in
crease in the price of medical care has been approximately 8 percent per 
year since Medicare's inception, compared with an average rate of infla
tion for all goods of about 6.1 percent.' In addition, the elderly popula
tion has been increasing rapidly relative to the working-age population.
Thus, there are more and more people drawing benefits from the system 
relative to those who are contributing to it. 

Perhaps the major cause of accelerating health care costs is the lack of 
cost-containment incentives. Because consumers do not directly pay the 
major cost of medical care, their decisions about whether to consume 
medical care involve virtually no consideration of that cost. An estimated 
70 percent of the elderly avoid any copayment by virtue of either Medic
aid or private supplemental health insurance, although they must pay any 
amount billed above Medicare's customary, prevailing, and reasonable 
(CPR) rate.* Health care providers therefore have little incentive to com
pete on a price basis. Although there may well be benefits to consumers 
from the nonprice competition that presumably results, much of health 
care quality is difficult for consumers to gauge, and it is unclear how 
much real quality competition exists. 

Health Care Financing Today 

Under the current Medicare program, HCFA acts as the health insurer 
for approximately 28 million elderly people, 3 million disabled people,
and approximately 102,000 people afflicted with end-stage renal disease. 
Eligibility for the elderly begins at age 65. Health care is provided to this 
population through a mixture of private and public sector services. Under"traditional" Medicare, which still covers some 97 percent of Medicare 

*The copayments covered by supplemental insurance policies generally are only 
the difference between the 80 percent of CPR that Medicare pays and the CPR. 
Supplemental insurance does not cover any amount billed above the CPR. 
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recipients, outpatient health care is provided by private physicians on a fee
for-service basis, and a major percentage of the fee is paid by HCFA. 
Hospital care is provided by private hospitals, which are reimbursed 
under HCFA's Prospective Payment System. All claims processing is con
tracted out to nine major private insurers and a number of Blue Cross/ 
Blue Shield plans. 

Medicare coverage consists of two parts: hospital coverage and physi
cian services coverage, referred to as Part A and Part B, respectively. 
Under Part B, Medicare recipients pay a monthly premium, just as with 
private health insurance, of $2-1.80 per month for coverage of physician 
care.* For all those qualifying for Social Security there is no premium 
charge for Medicare's Hospital Insurance.** 

Medicare covers 100 percent of a beneficiary's liability for inpatient hos
pital care for the first 60 (lays of a stay, after a I-day deductible of $540, 
and 80 percent of the (-ICFA determined) customary, prevailing, and rea
sonable fee for physicians, with a $75 deductible. For the 61st through the 
90th day, beneficiaries must pay coinsurance of $135 per day, which is 
equal to 25 percent of the deductible. After 90 (lays, if the beneficiary re
mains in the hospital, there are 60 nonrenewable lifetime reserve days for 
which there is a copayment of $270 per day. If, during the initial 150 days, 
the beneficiary leaves the hospital and remains out of the hospital or any 
skilled nursing facility for at least 60 (lays, and is later readmitted to the 
hospital, the benefit cycle starts all over again, with 60 fully paid (lays less 
the deductible.*** 

Physicians may charge beneficiaries more than the VICFA-allowed CPR, 
in which case the beneficiaries must make up the difference. Physicia:ts 
who agree not to charge more than the CPR are said to "accept assign
ment." Hospitals are not allowed to charge Medicare patients any addi
tional amounts for covered services. 

* The figures given in this section are for fiscal 1988, although, as of this writ
ing, the new reconciliation bill may caus, the figures for the Part A copayments to 
change slightly. 

**Most people are covered by Social Security. For those that are not, I lospital
Insurance coverage can be purchased for $226 per month. Approximately 23,000 
people took advantage ('f this option in 1986. 

** * (oth the I-louse and Senate recently passed legislation zo provide catastrophic 
health coverage to Medicare bem,ficiaries. It now seems likely that some version 
will be signed into law. The catastrophic coverage legislation will limit the out-of
pocket expenditures for Medicare recipients and do away with the limit ot 
number of hospital lays. This expanded coverage will be financed by a cotnbina
tion of i'icreased premiums and income tax surcharges for the relatively well-off 
elderly. Hence, this legislation is expected to benefit the low- to middle-income 
elderiy the most. 'he poorest elderly will be less affected because they would al
ready qualify for Medicaid-although the extent of Medicaid coverage varies by 
state. 
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For the elderly who are especially needy, state-administered Medicaid 
programs generally pay the premiums, deductibles, and copayments re
quired by Medicare. Also, many Medicare beneficiaries supplement their 
Medicare coverage with private "Medigap" insurance. Medigap policies 
typically pay the deductibles a,.J the copayments up to the Medicare CPR 
rates. They usually do not cover any amount billed above the CPR rate. 

The hospital and physician entitlements are funded by separate trust 
funds. The Hospital Insurance (HI) Fund receives revenue primarily from 
the Social Security wage tax, with a small contribution from premiums 
paid by those beneficiaries not covered by Social Security. This fund is 
not entitled to draw on general revenues. Conversely, approximately 
72 percent of the funding for physician services, Supplementary Medical 
Insurance (SMI), comes from general revenues, although income from 
premiums accounts for about 22 percent. Interest and "other income" 
make up the balance. 

The HI Fund is projected to run out of money between 1996 and 2000 
and to engender billions of dollars of deficits soon thereafter. In fiscal 
1986, $18 billion of general revenues went to the SMI fund. Because pay
outs are growing at about 16 percent annually-much faster than reve
nues-the SMI program's ,hare of the budget is constantly increasing. 
Thus, its rapid!v growing need for general revenues is contributing to the 
budget deficit. Total Medicare payments for both programs in fiscal 1986 
somewhat exceeded $75 billion. 

Approaches to Health Care Financing Reform 

The basic issue facing health care policymakers is how to introduce cost
coi,.ainment incentives into the payment for and provision of health care 
without jeopardizing incentives to provide an adequate level of care. The 
standard means of introducing incentives in the private health insurance 
sector is the use of deductibles and copayment plans to pass on incentives 
t consumers. There is little latitude, however, for solving the Medicare 
problem solely by ,acreasing the copayments, because it would thwart the 
original purpose of Medicare and because most Medicare recipients avoid 
these payments by purchasing supplementary insurance.* 

*There are recurring suggestions, specifically a prtposal by the American Medi
cal Association (AMA). to "means-test" Medicare payments by increasing the co
payments for relatively wealthy recipients. Many people object to this approach on 
equity grounds. In any event, the amount of savings to be realized in this manner 
is also not likely to solve the incentive problems intrinsic in fee-for-service reim
bursement plans. 
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HCFA's Current Effoits 

Current approaches to health care financing reform have sought to 
structure payment schemes so as to provide incentives to providers or in
surers to contain costs. This is generally accomplished by some type of 
prospective payment or voucher system, whereby the provider bears some 
of the risk that the beneficiary's health needs will more orbe less costly
than the voucher amount received. This risk bearing provides the incen
tives to keep costs down, because the provider profits if costs are below 
the voucher amount and suffers losses if they are above it. 

For example, in 1983, HCFA initiated the Prospective Payment System
(PPS) for hospitalization of Medicare recipients. Under the PPS, the hos
pital is paid a fixed amount based on the average consumption of services 
for the beneficiary's particular Diagnosis Related Group (DRG). This 
payment scheme, which is similar in concept to a risk-weighted voucher,
gives hospitals an incentive to limit the length of hospital stays. Critics of 
the DRG system, however, argue that the hospital's incentive to limit 
stays may be so strong in some instances as to encourage inadequate
health care. Presumably, liability laws should mitigate this problem, but 
the high cost of bringing suit and the difficulty in gauging health care 
quality imply that the liability laws, by themselves, are unlikely to be a 
complete solution. 

A similar approach to the PPS is being pursued under HCFA's "Private 
Health Plan Option." 2 This approach was initially authorized by the 1982 
Tax Equity and Fiscal Responsibility Act (TEFRA) and subsequent HICFA 
regulations promulgated in 1985. 

Under TEFRA, HCFA is authorized only to contract with health main
tenance organizations (HMOs) and competitive medical plans (CMPs),
which are insurer/providers, to provide health care (both physician and 
hospital services) to Medicare beneficiaries in return for a capitation fee
essentially a voucher. This fee is equal to 95 percent of the adjusted aver
age per capita cost for a Medicare enrollee of the same age, sex, county, 
public assistance, and institutional status. 

The Administration would like to expand the current capitation pro
gram under the Private Health Plan Option (PHPO) to allow capitated 
payments to be made to large employers or other groups that agree to 
sponsor and administer health insurance plans to cover Medicare benefici
aries. Separate legislation would have to be approved by Congress to ac
complish this. Under such a program, a large employer might contract 
with either an H-MO or a fee-for-service insurer to cover retirees, and the 
employer would receive capitated payments from HCFA for each retiree 
covered. (The term "insurer" is used generically throughout to refer both 
to HMOs, which are really insurer/providers, and to fee-for-service 
insurers.) 
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Every witness before the President's Commission on Privatization, and 
others who commented for the record, expressed cautious optimism about 
the current program. As discussed later, they also pointed shortcomout 
ings in both the .: rrent program and the PI-IPO, chiefly concerning inad
equate monitoring and risk-weighting of vouchers, and suggested possible 
remedies. 

There are now about I million Medicare recipients enrolled in capitated 
plans. A crucial aspect of these plans is that HMOs and CMPs act both as 
insurers and as providers-internalizing incentives to reduce cost-unlike 
traditional fee-for-service insurance plans. These providers generally offer 
beneficiaries an attractive package that often precludes the need for sup
plemental "Medigap" insurance. For this type of package, the beneficiary 
may pay premiums that are less than the sum of Medicare plus supplemen
tal premiums, but still more than Medicare premiums alone. 

The PHPO would have an additional benefit, beyond those of current 
capitation plans, of easing administrative costs to employers who currently 
provide supplemental insurance to retirees and must expend valuable re
sources determining which claims should be paid by Medicare and which 
should be paid by them. Under the PHPO, employers could consolidate 
health care financing into one package. 

Medicare Voucher Systems 

Various proposals have been put forth by the AMA and others to in
crease cost-containment incentives in Medicare by means of a voucher 
system. :' As in the existing capitation program, under a voucher system 
HCFA would not act as a fee-for-service insurer but would give consum
ers vouchers to purchase private health insurance coverage for both physi
cian and hospital care from a fee-for-service insurer or from an 1-IMO. 
The potential benefits to society are twofold. First, the provision and ad
ministration of health insurance would be moved to the private sector, 
where there may be more incentives to carry out these tasks efficiently. 
Second, the introduction of competition could be expected reduce coststo 
further and to stimulate innovation. In addition, a voucher system would 
ease the burden on the taxpayers by shifting some risk to the private 
sector. This last effect would benefit taxpayers, but would not necessarily 
be either a gain or a loss to society as a whole. 

Unfortunately, because both beneficiaries and insurers can sort on the 
basis of risk and because the current Medicare system is characterized by 
market power on the buyer's side (that is, HCFA), the social welfare im
plications of moving to a voucher system are unclear. A voucher system 
creates the possibility of adverse selection by beneficiaries and presents
private insurers with incentives to sort out high-risk people. This may
result in inadequate provision of health care for some elderly people, or 
increased rather than decreased costs to the government, or both. 



198 PRIVATIZATION: Toward More Effective Government 

Adverse Selection 

Adverse selection is a well-studied form of market failure that leads dif
ferent risk groups to separate due to an asymmetry in the information 
available to buyers and sellers. For instance, in the market for health care 
financing, beneficiaries would sort themscdves into insurance plans (or 
HMOs) that cover only similarly healthy people. That is, adverse selection 
leads to sorting of healthy people into one set of plans and sick people 
into another. 

Adverse selection can be described as follows: first, a comprhensive 
health plan offering high benefits will require a correspondingly hign pre
mium, say, $200 per month. Only people who expect to spend more than 
$200 per month on kealth care in the absence of insurance will subscribe 
to this plan.* Becatise everyone subscribing is a high user, there are no
"average" or "low" users among whom spreadto the risk. Thus the in
surer must raise the premiums to cover increasing costs. As the premiums 
increase, tte least risky-people who nced the high coverage the least
will switch to a lower-option plan, leaving the insurer with an even more 
self-selected group of high users. Oncc again, the insurer will be forced to 
raise premiums because of the higher rate of use, and this in turn will 
lead to more self-selection. In the extreme, if all risks are known, this pat
tern continues until the insurer is forced to raise premiums and cut bene
fits to such an extent that no one wants that plan anymore. 

The Federal Employee Health Benefit Program (FEHBP), in which 
employees are able to choose among a multitude of both traditional fee
for-service insurers and HMOs, is illustrative. The most comprehensive 
fee-for-service plan, Blue Cross high option, is now 75 percent retirees 
and was forced to increase its already-high premiums by 42 percent in 
1988. 4 In the extreme case, the premiums will come to equal the health 
care costs that the beneficiaries would have paid out if their own pockets 
in the absence of insurance-making the insurance worthless. 

The selection problem is exacerbated in health care financing because 
firms as well as consumers have incentives that tend to segment the 
market, and therefore erode the benefits of competition. Experts in the 
field of health care financing note that both insurers and insurer/provid
ers have a powerful incentive, and devote many resources, to try to cap
ture oly those consumers who are low risk. This effort, known as "risk 
selection," is typically accomplished by tailoring the benefit plan to attract 
certain types, by skillful marketing, and by "screens" such as requiring ap
plication in person and then locating the office on the fifth floor of a 
building with no elevator. According to testimony submitted to the Com
mission, firms have even gone so far as to entice prospective members to 

*A rational consumer would never pay an insurance premium that exceeded the 
expected direct cost of purchasing health care from a provider. 
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dances in order to evaluate their health status.-' Again, the major concern 
would be the quality of care provided to those people who are perceived
to be undesirable risks. Another serious concern is that the r.atural "sort
ing" likely to occur in a voucher system could also lead to increased 
rather than decreased costs to the government. This is because of the "in
,enitive compatibility" of hea!thy beneficiaries and private insurers: both 
groups will act in ways that will tend to sort people who expect to have 
lower health care costs into the private sector and leave people who 
expect to have higher health care costs in traditional Medicare. As this 
occurs, both tire paid out HCFA as and tifiamounts by fee-for-service 
voucher amounts will increase, because the voucher amounts are pegged 
to the average payment for a traditional Medicare beneficiary. 

The social welfare problem here is one of ex post versus ex ante states of
the world. Ex ante, when everyone is young and has a similar probability
of needing health care in his or her elderly years, everyone benefits from 
contributing to a common insurance pool to spread the risk. Ex post, once 
people are elderly and their individual probabilities of needing health 
care are better known, risk pooling essentially becomes cross-subsidization 
from low-risk people to high-risk people. Thus, a competitive market will 
lead to sorting if it is imposed ex post. The economics literature on insur
ance markets suggests that under these circumstances it is often optimal to
make decisions based on maximizing welfare in the ex ante situation. 6 In 
this case that would mean that people may often be better off making
long-erm contracts that pool the risk and disallow sorting into risk groups 
as risks become known. This is how traditional Medicare functions and 
how the private insurance market functions for nonretirees. But switching

Medicare wouldto a voucher system give people who effectively con
tracted to pool the risk when they contribu~ed to the system an ex post
opportonity to sort. And there will be an incentive to sort because once 
people are elderly, they are already in an ex post world where relative risk is 
fairly predictable. Thus, part of the problem istransitional in that the rules 
are being changed in midstream. Subsequent generations could avoid the 
adverse and risk selection problems to a great extent by means of long-term 
contracts. 

The problems of adverse selection and risk selection are not unique to 
the financing of health care for the elderly, but are common to all insur
ance ,narkets. The sorting incentives are merely eyacerbated in the case of
the elderly because individual riskc better known for them. Inare the ex
isting private market for health insurance for nonretirees, adverse selec
tion and risk selection are minimized by a combination of risk pooling
and long-term contracts e.vante. The risk pooling occu:s in the form of 
employers' contracting with a single health insurer to cover all their em
ployees. Although occasionally a worker may choose a particular job pri
marily because of the health insurance package it offers, there are clearly 
so many other factors involved in job choice that systematic selection on 
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this basis is minimal. The employer, in turn, cannot be an agent for risk 
selection because of long-term contracting. 

Thus, part of the difficulty with shifting to a Medicare voucher system 
could be alleviated over time if large employers offered retirement health 
benefits packages for which the contracts were made ex ante. One issue is 
how large the employer would need to be in order to pool the risk across 
retirees adequately. 

Supporters of Medicare vouchers or capitated plans believe that it is 
possible, and necessary, to mitigate the adverse and risk selection prob
lems by risk-weighting the capitation amounts, that is, by varying the pay
ments by risk categories, as for Diagnosis Related Groups. Risk-weighting 
reduces the incentives for insurers (both HMOs and fee-for-service insur
es) to sort, because they would be directly compensated for differences 
in relative riskiness among beneficiaries.* John Rother, Director of Legis
lation, Research, and Public Policy for the Ame.rican Association of Re
tired Persons, warned 

The greatest barrier in the development of a Medicare voucher system 
lies in the inability to match the vourhcr amount to expected 
risk.... .he health status of the individual would have to be taken 
into account in the calculation of voucher amounts if beneficiaries are to 
obtain coverage related to their actual needs.' 

Risk-weighting vouchers is not costless, however; such a program could 
be cumbersome to monitor and administer. Careful calculation of risk 
weights is necessary, both because there is a danger of misclassifying 
people and because, if vouchers are weighted simplistically (for example, 
according to prior utilization), beneficiaries may develop perverse incen
tives to overuse health care in order to qualify for higher voucher 
amounts. 

Competition versus Monopsony 

Another important issue is whether the cost-containment incentives of 
competition would be able to compensate for the loss of market power, 
relative to providers, that would occur if Medicare were effectively 
"broken up" into many small competing entities. Whenever competition 

*Ifsuch risk-weighting is to work properly, however, some experts feel it cru

cial that no form of open enrollment be imposed on the market. Even though 
some of the benefits of competition are lost without periodic open seasons, the 
benefit of allowing long-term contracts that would prevent "plan hopping" may 
very likely outweigh this cost. If open seasons are imposed, those who expect to 
have extensive hospitalization one year may temporarily switch into a high-option 
plan, switching back to a cheaper plan as soon as they are well. Clearly, this pre
vents the insurer from spreading risk over time. In the extreme, each insurer finds 
that everyone subscribing needs the worst-case coverage all the time. 
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is introduced, it would be expected to provide an incentive to reduce 
costs in order to compete on the basis of price. In addition, the elimina
tion of market power would be expected to increase the quantity or qual
ity of the product provided, in this case, health care. It is not obvious, 
however, that competition among health insurers in a voucher system
would significantly lower health care expenditures, because it would not 
address the root of the problem, namely, increased costs of health care 
provision. 

Although, for a given quantity or quality of service, competition should 
provide the lowest possible price of any market structure, the current 
Medicare structure may very well provide health insurance at a lower 
price by reason of monopsony power. That is, HCFA, because it repre
sents 31 million beneficiaries, may be able to extract lower prices from 
health care providers than could be obtained by smaller competitive firms, 
albeit at the likely expense of reduced quality of care.* The Commission 
heard testimony that Medicare receives about a 15- to 20-percent reduc
tion over private payers for physician services." ** It is estimated that Medi
care commands a modest 2- to 3-percent discount on hospital charges. This 
may be a benefit to the taxpayers, and, to the extent that third-party pay
ment (i.e., health insurance) encourages the consumption of a higher 
quality of care than is socially desirable, the preservation of the 
monopsony power may be beneficial. However, market power causes 
distortions in the allocation of resources. In the case of health care, the 
expected long-run result of monopsony power (and thus, below-market 
fees) would be to discourage people from entering the health care field. 
Ultimately, a shortage of physicians would result. 

Costs to Taxpayers 

Voucher proponents argue that the costs to taxpayers of administering 
Medicare can be saved by turning the financing of health care over to the 
private sector. Although turning a costly enterprise over to the private 
sector would save the government those costs, there is no guarantee that 

*The classic monopsony model predicts below-competitive prices at the expense 
of reduced quantity or quality of service. 

** It is difficult to assess exactly the extent of the monopsony power, but about 
30 percent of physicians in 1987 (159,091 out of 519,635) agreed to accept assign
ment in all Medicare cases treated. A significant portion of the remainder accepted
assignment for some of their patients, but not for others. Thus, an estimate of 
the total percentage of Medicare recipients who are charged only the CPR 
would be in the range of 30 to 50 percent. According to private insfirers, the HCFA
mandated CPRs are about 25 percent below average market rates. Multiplying the 
25-percent discount by 30 to 50 percent would give an average discount due to 
monopsony power in the range of 7.5 to 12.5 percent, not considering other factors 
such as regional price variation and quality of care. 
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the private sector can administer the program more cheaply. Thus, even if 
the costs could be passed on to the private sector, the federal budget 
might show an improvement, but the total quantity of resources spent by 
society might increase under privatization. 

In a recent study, the General Accounting Office (GAO) compared 
HCFA's administrative costs relative to claims payments with the costs of 
major employers.!) HICFA contracts out claims processing, so it has a rela
tionship with the major insurers similar t,) that of a large employer that 
contracts with insurers. GAO found that HICFA paid insurers about 1.5 
percent of claims to cover administrative costs, whereas major employers 
paid from 5 to 20 percent. ICFA's additional administrative costs are less 
than I percent of claims.* The H-ealth Insurance Association of America 
expressed doubt that private plans can match the government's administra
tive costs because of Medicare's moriopsony power and the huge econo
mies of scale in Medicare's computerized claims-processing system and 
standardized benefits. 

A related issue is whether a voucher system might actually be more 
costly than traditional Medicare simply because of the increased monitor
ing involved. In particular, the Commission heard considerable concern 
expressed that expansion of a voluntary voucher system, such as the Pri
vate Health Plan Option, would require expanded oversight and monitor
ing of quality by FICFA. james Doherty, President of the Group Health 
Association of America, noted 

A credible quality of .are review system for outpatient settings has not 
yet been fully developed in spite of HICFA's concentrated 
efforts .... It would he absurd, and perhaps cruel, to proceed with 
vouchers until thle quality assurance system is in place. 

Doherty went on to state: 

I suppose that in other areas considered for privatization by this Com
mission, the imposition of penalties and other sanctions might suffice to 
minimize fraud and other criminal activity. But here we are talking 
about the health of the elderly and the enormous consequences of 
shoddy, inappiropriate, or inadequ:ate treatment. Intelligent policing sys
tems carefuliy administered muit remain in place whether in a federal 
or state setting. Again, l-ICFA, the state health departments, and the 
state insurance commissioners are making efforts in this regard. 
However, we are far short of the necessary sophistication for a sound 
gov,.rnment-private sector regulatory scheme. ' ( 

* According to the Labor, Health and Human Services, and Education Iouse 
Appropriations subcommittee staff, for the past fiscal year, FICFA's total adminis
trative costs (including research) were S1.471 billion, of which $1.179 billion was 
contracted out. Total claims paid out were roughly $70 billion. 
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"Voluntary" versus "Mandatory" Vouchers 

Under a "voluntary" voucher plan, Medicare recipients would have the 
choice of staying in the traditional Medicare program or of taking a 
voucher and getting private health insurance. In a "mandatory" or "pure"
voucher plan, traditional Medicare would no longer exist, and all benefici
aries would receive vouchers for private health insurance. In essence,
HCFA's current capitation program is a voluntary voucher plan on a small 
scale. Similarly, HCFA's proposed Private Health Plan Option would be a 
voluntary voucher plan. 

Material submitted to the Commission suggests that, in a voluntary
voucher system, adverse selection and risk selection by firms might
well lead to increased government expenditures. " Due to ICFA's 
monopsony power, it may be difficult for fee-for-service insurers to offer 
comprehensive plans competitively with Medicare-unless, of course, they 
are more efficient. Beneficiaries who want comprehensive coverage and do 
not want to be limited in their choice of provider (as they would be with 
an IMO) will choose traditional Medicare, and private insurers (includ
ing FIMOs) would have a strong incentive to steer risky patients back to 
traditional Medicare. There is already evidencesome that it is the lower
than-average risks who are selecting HMOs. Capitation amounts may 
therefore be too high. 12 

If HCFA pays an average capitation rate, the government could easily
end up spending more than it currently does, because it would be paying 
average rates for people with below-average costs, and it would be paying
actual costs for the people with above-average risk. Although experience
would lead HCFA to adjust the capitation rates for the following period,
conceivably there always loss in the initialwould be some period. It is 
easy to imagine an iterative process in which ICFA is always one step
behind in getting the adjustment right. Private insurers are naturally inter
ested in a voluntary voucher plan because, unlike a pure voucher plan,
they might well insure only the "cream" of the Medicare population. 

HCFA could probably avoid this problem by taking a conservative ap
proach to voucher pricing. If, instead of offering a capitation ainount close 
to the average cost for Medicare beneficiaries (as in the 95 percent of av
erage cost offered now), HCFA offered a much lower fee to start (say, 70 
percent of average), it could essentially iterate in the other direction. That 
is, if few insurers accepted the 70 percent voucher, FICFA could raise 
it gradually until it became worthwhile for insurers to participate.
Obviously, this approach requires some guesswork and would be subject to 
the reproach from the private sector that voucher amounts were unreason
ably low. It also fails to address the problem that as long as voucher amounts 
are pegged to the average health costs for a recipient of traditonal Medi
care, any risk-selection that increases the average riskiness of those re
maining in traditional Medicare will not only raise the average cost of 
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providing traditional Medicare, but will also increase the voucher 
amounts. This has the perverse effect that, the beiter the l-IMOs are at 
attracting the least costly beneficiaries, tle more they will be reimbursed 
for them-which increases the incertive for the -IMOs to sort in the first 
place. 

One benefit of a voluntary voucher system is that it would provide a 
safety net in that the government would be the insurer of last resort, in
suring only the people with very high risk. Additionally, many believe 
that because the 1-1MO type of alternative delivery system combines 
insurer with provider, the prospects for cost containment by encouraging 
the use of these alternative forms of health care financing (and provision) 
are good. 

Alternatively, the AMA has put forth a proposal to manage the Medi
care funding crisis by implementing a mandatory voucher system. Under a 
pure voucher system, every Medicare recipient would receive a voucher 
for a capitated amount and be free to take it to whatever health insurer 
offers the most for the money, with no restrictions on entry into the 
market or on the type of coverage to be funded. Unfortunately, even 
strong supporters of the basic voucher concept warn that the problems in
herent in a pure voucher system may be virtually impossible to over-one. 
Alain Enthoven, a health economist from Stanford University, who sup
ports a "managed" voucher system, notes 

Many proponents and critics of the competition idea share the miscon
ception that "competition" means a market made up of health care fi
nancing and delivery plans on the supply side and individual consumers 
on the demand side, without a carefully drawn set of rules designed to 
mitigate the effects of the market failures endemic to health care financ
ing and delivery, and without mediation by some form of collective 
action on the demand side. Such a market does not work. It cannot 
produce efficiency and equity. Health insurance and health care markets 
are not naturally competitive. Health insurance markets are vulnerable 
to many failures that result from attempts by iinsurers to select risks, seg
ment markets, and protect themselves from "free riders. 1 3 

In particular, the adverse selection or sorting problem may become 
severe in a freely competitive, pure voucher system. Insurers will have a 
strong incentive to attract low-risk people and discourage high-risk 
people. They can do so by offering very little coverage at very low rates. 
And, in a pure voucher system, traditional Medicare would no longer 
exist as the insurer of last resort. 

Advocates of a mandatory voucher system note that such a system 
would eliminate the "implicit subsidy" of Medigap insurance. This 
implicit subsidy occurs because b,0neficiaries whose Medigap insurance 
covers their copayments have partially removed a disincentive to use more 
health care; when they use more health care, Medicare pays 80 percent of it. 
Medigap insurance has been estimated to result in about a $3 billion annual 
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increase in Medicare costs (about 5 percent) over what they would be in 
the absence of supplemental insurance.' 4 Potentially, this is a large cost 
saving, but it is likely to be overstated to the extent that sonic of the in
creased spending presumably refl4.ct an adjustment for the gap between 
inadequate Medicare payments and actual health costs. 

There is general agreement that some structuring of tie market would 
be necessary for a number of reasons. First, some limitation of participat
ing firms will cut down on monitoring costs. Second, some minimum 
standard of coverage would have to be required in order to avoid situa
tions in which people find themselves inadequately insured. Third, limita
.ions on rhe types of coverage that can be offered would encourage price 
':( ,mpetition and discourage risk selection. Enthoven goes so far as to rec
oinniend standardized benefit packages across H-MOs and to structure the 
deductibles and premiums of fee-for-service plans to "make [them] attrac
tive to about the same risk mix as that attracted by the HMO's." 1 
Fourth, limiting the number of fee-for-service insurers might preserve 
some of the monopsony power of Medicare that would otherwise be 
lost.* The trade-off between competitive pressure and the cost-reducing 
benefits of dealing with health care providers from a position of market 
power need not be made if the small number of fee-for-service insurers 
are competing with a large number of HMOs. Last, there is a general 
view in the health care field that the resources that would be devoted to 
marketing and administering individual health policies in a completely 
free voucher system would constitute a net loss to society, because those 
resources are not currently expended. For this reason, and because of 
fears regarding the potential for deceptive advertising, policy analysts 
advise against permitting this type of marketing in favor of requiring 
FICFA to oversee the dissemination of information about different plans. 
However, marketing costs would only constitute a net loss to society to 
the extent that the information imparted to consumers has no value. In an 
area such as health care where technology is changing rapidly and insur
ance coverage needs to respond appropriately, advertising is likely to act 
as a stimulus to innovation as well as a means of informing the public. 
Although dissemination of all information by HCFA would largely miti
gate the possibility of deceptive advertising, it would also dampen compe
tition and innovation. 

*It is still an open question as to whether preserving the inonopsony power is in 
the public interest. It may reduce costs to taxpayers and countcract quality infla
tion and monopoly power on the part of providers, to the extent that ihey exist, 
but monopsony power in this market is also likely to reduce the quality of health 
care provided and reduce the supply of health care provision in the long run. 

http:refl4.ct
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Increasing Private Sector Involvement in Health Care
 
Financing
 

Althedgh the Commission heard testimony that it is possible to mitigate
the two major problems of adverse selection and loss of monopsony 
power, some concerned parties believe that doing so may be difficult 
and costly for several reasons, especially in the context of a mandatory
voucher system. On the basis of current information, it is difficult to 
determine whether the gains from competition would offset the increased 
costs of risk-weighting, monitoring, and loss of monopsony power. Perhaps 
most important is whether the gains from increased competition would 
justify the increased risk that some of the poorest and sickest Medicare 
beneficiaries would receive inadequate health care. Because of the sorting
incentives, this risk is likely to increase with a capitated system, even if the 
average quality of care rises. 

Alternatively, the Commission was impressed by the extent to which all 
parties seem to agree, with only minor caveats, that HCFA's capitation 
program with HMOs is very promising and that the results of already
funded demonstration projects should provide guidance on the extent of 
problems and means of solving them. Potential adverse selection problems
remain, but there appear to be strategies for alleviating them, and, as long 
as traditional Medicare remains an option, the chance that someone will 
"fall through the cracks" is minimized. 

Because of the impending fiscal ccisis in Medicare financing and the 
complexity of the issues involved, more creative solutions are essential. 
The Commission recommends the following: 

Recommendation (1) 

The government should act to increase competition and to 
introduce cost-containment incentives in the Medicare pro
gram by encouraging the use of vouchers or capitated pay
ments to purchase private health care financing. 

Incentives for the Private Sector 

Most witnesses agreed that the relationship between the government 
and the private sector needs improvement in several areas. Private health 
insurers are concerned that the government may be seeking to shift the 
risk to the private sector withou: adequate compensation, at least in the 
long run. Geza Kadar, Assistant Washington Counsel for the Health In
surance Association of America, told the Commission, "First and foremost 
in our minds is the fear that. . the government contribution to a 
voucher plan would be subject to the politics of the federal budget." 1" 
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James Doherty agreed, saying that "the government is not a reliable part
ner or a reliable purchaser. Actuarial estimates and values are changed
retroactively and wreak havoc with the FIMOs' ability to budget and set 
reasonably consistent rates." 17 

One proposal to ease the risk to private insurers of covering caca
strophic expenses for someone for whom they were paid an -average"
voucher amount, and to reduce the incentive for private insurers to screen 
out "risky" beneficiaries, is to use -risk corridors.\With a risk corridor, the 
insurer agrees to cover all expenses in return for a capitated amount,
within certain limits. If the capitated amount proves too generous, the pri
vate insurer is allowed to keep atcertain percentage of the total as profits,
which provides the incentive to economize. But, if the capitation amount 
proves insufficient, the private insurer would bear tile extra cost only up 
to a certain pt rcentage (,f the total. As long as the actual costs fall within 
the risk corridor around the capitation amount, the private insurer would 
either pay the costs or receive the profits. If actual costs fall outside the 
risk corridor, the government either pays the additional cost or is reim
bursed for the profit. 

One other refinement could be added to the risk corridor concept. In 
order to keep the private insurer from being indifferent to whether the 
costs are 1 percent or 100 percent above the risk corridor, there should be 
some type of copayment agreement. That is, the risk borne by the insurer 
should not simply fall abruptly to zero above the risk corridor, but rather 
should decline gradually from 100 percent, say, down ; 70 percent, then 
down to 50 percent, and so on, as the cost increases. 

Recommendation (2) 

The government should act to increase private sector incen
tives for participating in health care financing for the Medi
care population. The private sector is naturally reluctant to 
assume greater risk without compensating benefits. Some 
risk-sharing plan, such as the use of risk corridors, should be 
considered in the implementation of any voucher system. 

Summary 

The costs of financing health care in general, but especially for the el
derly, are increasing at an unmanageable rate, largely because of the disas
sociation of the consumer from the payment in any individual transaction. 
Because the consumer has little incentive to shop for lower cost health 
care, health care providers compete almost exclusively on a quality, rather 
than price, basis. The current fi.ical crisis in the financing of Medicare is 
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rapidly coming to a head; the I lospital !nsurance Fund could be depleted 
in 9 to 13 years, and tile Supplemental Medical Insurance Fund is already 
a drain on the federal deficit: more than S18 billion was spent from 
general revenues in fiscal 1986. Thus, it is imperative to increase cost
containment incentives in the health care industry. 

Increased private sector provision of health care financing in the form 
of capitation, or voucher, programs may offer a partial solution to the 
cost-containment incentive problem. The Commission believes, however, 
that it is critical to ensure that health care coverage of adequate quality is 
not sacrificed in th2 name of cost efficiency. 
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INTERNATIONAL DEVELOPMENT PROGRAMS 

State-owned enterprises have played a dominant role in the economies 
of most developing countries during the past three decades. In these 
countries, the number of public enterprises has mushroomed, as has their 
portion of production and service activities. In Mexico, for example, there 
were 150 state-owned enterprises at the beginning of the 1960s; in 1986 
there were at least 400. 18However, this situation is changing. 

Privatization in many developing countries is now viewed as a way to 
raise cash for reducing government debt, to curb public spending, to in
crease output, to improve the quality of goods and services, or to broaden 
the base of ownership and participation in the economy. In short, many 
less developed countries now consider private entrepreneurs and market 
economies, rather than centralized planning and state-owned enterprises, as 
the most appropriate mechanisms for encouraging economic growth and 
improving the standard of living. 

As of 1986, in many less developed countries, state-owned enterprises 
accounted for 10 to 20 percent of gross national pmoduct (GNP). They 
often dominate the service, industrial, and agricultural sectors of the econ
omy and are the major recipienti of capital investment. State-owned enter
prises are responsible for between 20 to 60 percent of total investment 
spending in developing nations."1 This trend cuts across 1ll ideologies and 
economic systems. 

The growth of the state-owned sector in the former colonial nations of 
Africa, Asia, and Latin America that began around 1960 can be attributed 
to a number of factors. The leaders of the newly independent nations 
often inherited state domination of the economy. Socialist ideas encour
aged leaders to perceive state ownership as the miost effective way to 
achieve economic independence from "neocolonialism." In some in
stances, government came into ownership when private sector firms, seen 
as important to development, failed because of mismanagement, a lack of 
capital, or insufficient technical skills. Finally, political exigencies requirzd 
governments in developing nations to find employment for their support
ers and the growing populations of their urban centers.20O By the early
1980s, many of these governments were living with the failures of cen
trally planned economies, and they began to explore alternative methods 
of development by relying on the private sector. 

The Problem Defined 

After World War II, United States foreign assistance to developing na
tions was directed to governments that frequently channeled it into vari
ous state-owned enterprises. Both donor and host governments believed 
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that the public sector could best provide the resources necessary to plan
and implement many critical development activities, such as providing
transportation, water, and health services; marketing crops; and even pro
ducing basic consumer goods. 

The billions of dollars channeled through state-owned enterprises for 
development projects often had limited results. In many cases, the capital 
was ill-managed and tth.e state-owned enterprise proved unable to perform
its intended tasks effectively. As a result, these state corporations tocame 
rely on government subsidies, and drained resources rather than spurred 
development. 

The subsidization of unprofitable state-owned enterprises placed a stag
gering burden on many developing nations. In Niger, for example, the 
cumulative deficit of 23 state-owned enterprises exceeded 4 percent of 
Niger's gross domestic product for a single year.2 

1I In many other coun
tries tile figures are even higher: 10 percent for Zimbabwe and 11 percent
for Sri Lanka."" According to the World Bank, large state-owned enter
prises owe at least 60 percent of the external debt of Latin American coun
tries.2 3 

While accumulating these debts, state-owned enterprises in less devel
oped countries have failed to meet popular expectations in the production
and delivery of goods and services. Manufactured goods are often poorly
produced and in short supply. Services are irregular and, in many in
stances, the state agency responsible can barely function. Throughout the 
Third World, state-owned enterprises have failed to provide badly needed 
services such as health care, trash removal, or road maintenance services. 
In particular, state corporations-known as national marketing boards
often are the sole legal buyers and marketers of agricultural products.
Their policies have distorted prices and resulted in decreased production 
of necessary food and export crops.)"" 

The experience of over tw, decah, A'f financially draining, inefficient, 
and politically, rather than econonk.ily, responsive state-owned enter
prises encouraged the leaders of many less developed countries to con
sider privatization as a means to stimulate economi- development . 2

1 In 
Bangladesh, more than 400 public sector assets have been divested, includ
irig newspapers, a fishing fleet, chemical and food-processing plants, and 
8 percent of the government-owned steel and engineering corporations. 2; 

In Senegal, the government's large-scale agricultural enterprise ONCAD 
was liquidated, and discussions exploring the possibility of privatizing 
some of the government-owned banks are under way. 2 7 In Costa Rica, 
dozens of state industrial, agricultural, and service enterprises held by the 
state holding company CODESA have been, or are, in the process of sale 
or liquidation.22 

1 

Although there is a growing consensus among experts regarding the 
need for more reliance on the private sector and individual initiative to 

http:liquidation.22
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fuel economic growth in the less developed countries, some analysts still 
believe state-owned enterprises are necessary in these countries.2 9 Exper
tise and resources required to provide essential services may not be avail. 
able from the private sectors of some less developed countries. State
owned enterprises also service the more remote areas of the country, 
which private firms might neglect because they appear unprofitable. 
Moreover, state-owned enterprises provide the sole source of employment 
for many sectors of the population. Finally, some experts believe that the 
privatization of certain basic industries and services will result in the esca
lation of prices of essential goods to levels beyond the means of the poor. 

AID Policy arid Approach 

In recent years, the Agency for International Development (AID) has 
changed its approach to promote development through free-market insti
tutions and private enterprise. Its Private Enterprise Initiative .10 empha
sizes not only direct assistance to private business ventures but also the 
use of the private sector (including profit-making private enterprises and 
nonprofit private voluntary organizations) to deliver traditional assistance 
programs in areas such as health care. 

A major component of the initiative involves supporting the transfer of 
state-owned enterprises in less developed countries to the private sector. 
In 1986, each AID Mission was directed to engage in privaization activi
ties or projects with its host government. Approximately 70 major activi
ties are now under way worldwide, and about a dozen have been com
pleted successfully. 

To encourage overseas mis.ions to make privatization an important 
aspect of their work, specific policies have been instituted. Agency guide
lines now stipulate that "AID assistance to or through a parastatal (state
owned enterprise) should be given in the context of exposing dhe ;.,rasta
talto market forces and scheduled divestiture of the government inter
est." :1lIn short, government-owned enterpries should be moving toward 
market-based operations and divestiture to qualify for AID assistance. 
Thus, the use of AID funds should be accompanied by clearly articulated 
divestiture planning. They should not be used solely to improve the 
ability of state-owned corporations to respond to market forces. 

AID has several resources to help host governments implement their 
privatization programs. These include technical experts to help plan strate
gies, evaluate financial records, prepare legal documents for change of 
ownership, and locate suitable buyers. If the government is incapable of 
discharging the state-owned company's debt or labor obligations before 
divestiture, the local AID Mission may be requested to provide small 
loans or grans. : 
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As more governments in the Third World have viewed public sector ac
tivities as "targets of opportunity" for privatization, AID Missions have 
assisted in the divestiture of industrial firms, agricultural enterprises, and 
public services. For instance, in Jamaica, AID recently assisted in the pri
vatization of the National Commercial Bank. 1P Guatemala, AID is work
ing with the government to open the air routes to private carriers. Previ
ously, AID activities included the promotion of retail fertilizer distribu
tion by the private sector in Bangladesh and the sale of government
owned banana plantations to private growers in Belize."" These efforts 
have strengthened the economies of these countries. 

The Commission recommends: 

Recommendation (3) 

The Agency for International Development should increase 
its support of privatization in developing countries by di
recting its funds to the private sector. It should facilitate,
where possible, the privatization of those state-owned enter
prises chat are recipients of U.S. foreign assistance. 

Employment and Ownership Concerns 

A number of critical concerns are associated with the privatization of 
state-owned enterprises in developing nations. Besides broad issues of ec
onomics, pivatization raises issues of the financial strategies best suited to 
accomplish particular objectives, the legal foundations necessary to pro
vide adequate support for privatization, tax structure, and politics.

In some ways, the political issues are the most important. Experts agree
that the most significant barriers to privatization that government deci
sionmakers in less developed countries must overcome are political rather 
than financial."' The government may be fully aware of the financial 
drain of subsidies to state-owned enterprises, but it may also refuse to 
reduce or eliminate them because of the political risks involved. 

Whenever the government explores the steps necessary to privatize, it 
will probably face opposition from the following groups: 

* 	Political parties and opposition groups with conflicting partisan or 
ideological goals; 

" Segments of the private sector that share in any special concessions 
made to public sector firms through allocation of foreign exchange, 
tax rates, or preferred markets; 

" 	Ministry officials who benefit from positions on the boards of state
owned enterprises and managers who run the companies and do not 
believe that a change in management will improve operations; and 
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Labor unions that may foresee a loss of jobs, a reduction of union 
strength, and a possible weakening of government responsibility for 
pension aijd job security rights. 

A successful privatization program must overcome strong resistance 
from people who perceive it as a direct threat to their livelihood. Because 
many sectors of the population in Third World countries are cvrployed in 
state enterprises, the potential for widespread public oppositio. ,' Ists. 

In less developed countries, state-owned enterprises are often used as a 
means to disguise unemployment problems. Although some developing 
countries deal with unemployment through a compensation system or 
through a military draft, many leaders seem to view state enterprises as a 
place to absorb unemployed workers.: 1 As a result, many agency or de
partment heads see their task as providing employment rather than devel
oping and delivering goods and services. 

Observers agree that by using state-owned enterprises as a welfare 
mechanism, many workers are underemployed, resulting in a misdirection 
of their talents and skills. Although state-owned enterprises do provide 
nominal jobs, in the long run, they divert people from full development 
of their talents and skills. Long-term employment prospects will be 
improved as more efficient private enterprises create new market 
opportunities. 

Another critical concern associated with the sale of state-owned enter
prises in the developing world involves the purchasers. Governments at
temp.ting to transfer state-owned enterprises to the private sector must, on 
occasion, create legal and financial mechanisms to do so. They must iden
tify potential buyers, decide upon the form of transfer and develop public 
support, sometimes for an innovative program such as an employee stock 
ownership plan or a debt-equity swap. 

In many countries, some investors are politically unacceptable, either to 
the government or to the generai population. Not only are foreign inves
tors suspect, but local ethnic minorities ar'e sometimes excluded from the 
purchase of domestic firms. For example, Indians in certain African coun
tries or the Chinese in various Southeast Asian nations are prohibited 
from ownership. In many nations, sale of state enterprises to close friends 
or relatives of the country's leadership is highly resented. In this case, pri
vatization could mean the replacement of a government monopoly with a 
private one. 

Divestiture of state-owned enterprises through broad equity owner
ship-as in the form of public stock offerings or employee ownership 
plans-is one means of creating popular support for the sale of state cor
porations to the private sector while minimizing public criticism and 
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worker resistance. Moreover, such ownership offers unique opportunities 
to strengthen individual economic freedoms in developing nations. 

In Jamaica, for instance, the government recently sold 51 percent of its 
holdc,,s in the National Commercial Bank through the salL of over
30 million linres of bank stock. Apart from the nearly 2,000 bank employees
who invested (98 percent of bank employees), 15,000 applications from the 
general public were for under 300 shares, and 7,000 applications were for 
300 to 1,000 shares. :" ; This broadly based ownership of privatized state
owned enterprises not only involved the "redistribution of wealth," it also 
served to create a constituency for future privatization activities. 

Plans whereby corporate equity is transferred to employees via a trust 
established by the corporation viewed a tohave been as means democra
tize privatization in less deve!oped nations.;17 At the La Perla coffee and 
spice plantation project in Guatemala, for example, the owners transferred
40 percent of the plantation's stock to an employee association, to be paid
from the future earnings of the plantation plus employee and employer 
contributions averaging : u3 percen of pay. Funds genierated through this 
type of plan enable workers to purchase the state-owned enterprise and 
participate in management and policy decisions. 

Conversion to employee ownership requires careful planning and pro
motion. In many cases, it is far from certain that the workers could be 
persuaded to trade current cash payments for shares in a companay whose
future is uncertain. In addition, unions might object if their position could 
be weakened under such an ownership plan. Moreover, if the firm tails 
anol liquidation of the enterprise is necessary, the workers (who under an 
employee ownership plan assume most of the risk) will lose the employ
ment and benefits that are now secured through the government. 

The Commission recommends: 

Recommendation (4) 

Employee stock ownership plans should be promoted by the 
Agency for International Development as a method of trans
ferring state-owned enterprises to the private sector in de
veloping countries. 

International Financial Issues 

Finiorcing the sale of state-owned enterprises is a key privatization issue 
in developing nations. Depending on the size of the enterprise being sold, 
possible sources of financing include local entrepreneurs, domestic lend
ing institutions, multinational corporations, international lending agencies, 
and foreign governments. 
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The privatization of small state enterprises usually can be financed in 
less developed countries through local capital sources-especially if an or
ganized market exists. Private sector buyers may be able to pay the full 
cost from their own resources or with assistan'e from domestic lending 
institutions. 

Loans for the purchase of relatively large state-owned enterprises in less 
developed countries are likely to be mere difficilt to secure. Local com
mercial banks are frequntly more interested in short-term loans with 
greater security than a recently privatized state cnterprise usually pro
vides. In the case of large business loans, commercial bankers will often 
require full collateral or government guarantee. Governments are reluc
tant to guarantee these loans because, if the firm defaults, the government 
may find itself the unwilling participant in a "reverse privatization." 

Because of the potential difficulties in arranging finances to transfer 
state-owned enterprises to private entrepreneurs, many governments in 
developing countries have turned to international or regional lending or
ganizations and agencies. International financial institutions such as the 
World I3ank, however, have displayed ambivalent attitudes toward privat
ization in these countries. Multilateral lending agencies and organizations 
often have rules and regulations that can stifle private sector investment. 
In addition, they have hesitated to depart from the traditional practice of 
lending to the public sector, because of a continuing belief--or hope-
that state-owned enterprises might be made more efficient with additional 
funds. 

Bilateral donors and multilateral or regional banks have, ,n some occa
sions, worked at cross purposes, with one donor attempting to assist pri
vatization of a state-owned enterprise, while another funds the enterprise 
to keep it in the public sector. Some international banks, however, are ex
perimenting with private sector alternatives and directing their staffs to 
explore further opportunities to encourage the privatization of state
owned enterprises in less developed countries. 

The Commission recommends: 

Recommendation (5) 

The Agency for International Development should continue 
to encourage multilateral financial institutions and regional 
banks to act more decisively in private sector lending, pri
vatization, and divestiture in less developed countries. 

Foreign investors could provide a majority of the capital needed for pri
vatization. In return, they could retain a share in the ownership of the 
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new firm or a percentage of its profits. A key issue for governments in 
less developed countries which wish to attract private foreign investors 
and companies is how to accomplish this task, especially when many of 
these governments are in the midst of a major debt crisis. 

When a government is interested in transferring a state-owned enter
prise to the private sector and is prepared to seek foreign investors, debt
equity swaps, in particular, may provide inducements to foreign businesses 
and corporations that might not otherwise be interested in financing new 
private sector enterprises. 

In debt-equity swaps, foreign or local investors purchase international 
commercial bank debts at a discount, conve,"t the debt to local currency, 
and buy all or part of the equity in the enterprise. When the transaction is 
completed, the country's external debt is reduced, the investor has ac
quired a company at a discounted price, and a government agency has 
succ.ssfully shifted one of its holdings to the private sector. 

Debt swapping has been accomplished mainly in Latin America, espe
cially in Chile. Since introduced in 1985, swaps have totaled almost 10 per
cent of Chile's debt to foreign commercial banks and have played an im
portant role in financing the privatization of state-owned enterprises. 39 

Not all indebted developing countries may choose to participate in 
debt-equity swaps, however. Some of the countries see no great advantage 
in debt-equity swaps, as it is possible to reschedule debt as long as interest 
payments can be met. Furthermore, there is the hope that the debt may 
be cancelled altogether by the lending institutions, who have grown frus
trated over the years in their attempt to collect these outstanding debts. 

Even for those countries interested in pursuing debt-equity swaps, there 
can be difficulties. Debt-equity swaps may promote inflation within the 
country if the government prints new money to meet the local currency 
needs resulting from the swaps. If large multinational corporations. in par
ticular, purchase the debt, the government might face charges of selling 
indigenous firms to foreign interests. Moreover, privatizing state-owned 
enterprises in the Third World can be difficult enough without the com
plications of debt-equity swaps. 

Nevertheless, debt-equity swaps can be an important means of financing 
the privatization of state-owned enterprises in developing countries. At 
the same time, these swaps can help both to reduce the debt pressures on 
developing nations and to stimulate the flow of capital from developed 
nations to indebted countries. 
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The Commission recommends: 

Recommendation (6) 

The Agency for International Development should support 
debt-equity swaps as one means of financing privatization
activities in less developed countries and solving the prob
lem of Third World debt. 

Summary 

Privatization should be a well-integrated part of the U.S. foreign assist
ance program. Many developing countries are voluntarily taking steps to 
expand private ownership in their economies. The United States, through
the Agency for International Development, can encourage these efforts 
and pave the way for an infusion of innovative ideas from the private 
sector to enhance these nations' progress. The effectiveness )f the U.S. 
foreign assistance will improve as private sector initiatives become an inte
grated aspect of these programs. 
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URBAN MASS TRANSIT 

At the turn of the century, urban mass transportation in the United 
States was largely a private and profitable enterprise. There was little 
competition, and private trolleys and buses generally operated as monopo
lies. Regulation of transit began with exclusive horsecar franchises in the 
1860s, often placing tight limits on fares and preventing companies from 
dropping unprofitable routes. lowever, it was the advent of the electri
fiel streetcar, with its apparent economies of scale,* that ushered in the 
era of urban transit as regulated monopoly. 4 0 

As the use of automobiles increased in the 1920s, many transit compa
nies struggled to collect enough fares to meet expenses. To assure contin
ued service, governments gradually began to take over failing companies 
or to subsidize their operations. Soon after the introduction of the federal 
transit grant program in 1964, both takeovers and subsidies increased dra
matically. 

Overview of UMTA 

The Urban Mass Transportation Administration (UMTA), a separate 
agency within the U.S. Departnwnt of Transportation (DOT), was created 
in 1964 to provide federal subsidies to local governments to fund urban 
mass transit systems. Nationwide, there are approximately 300 transit au
thorities, and virtually all receive some form of assistance from UMTA. 
UTITA has an annual budget of about $3.2 billion, 88 percent of which is 
distributed to local governments in the form of matching grants to buy 
buses, build subways, and maintain facilities. Grants typically cover 75 to 
80 percent of the cost of purchasing transit equipment. In addition, 
UMTA grants will cover up to 50 percent of a local transit authority's op
erating deficits; these expenditures account for the remaining 12 percent 
of total grant assistance. 

Government Involvement in the Provision of Mass Transit 

Government takeovers of mass transit companies were based on three 
premises. First, transit was viewed as having social benefits that exceeded 
private benefits, thus justifying public subsidies. Urb.n mass transit is a 
textbook example of a service providing "positive externalities," that is, 
benefits that are not fully reflected in the market price. 4 1 Equivalently, 
one can say that there are "negative externalities" associated with 

* Ecomt)ies oif stale are said to exist when average costs per unit produced de
cline with an increased volume of production because fixed costs are high. 
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driving-such as traffic congestion, air and noise pollution, wear and tear on 
the infrastructure, and lost time (to others because of congestion )-that 
are not reflected in the cost to the individual traveler who is choosing 
whether to drive or to take mass transit. Thus, it is quite possible for driv
ing to he the optimal choice from the individual's perspective of the rela
tive costs (based on a comparison of transit fares with gasoline prices and 
Some conlsideration of wear and tear on the car), at the same time that 
mass transit is the optinal choice from society s perspective. In effect, the 
cost of driving may he too low relative to the cost of using mass transit 
from a ,;(ocial standpoint. Because of the existence of externalities in these 
markets, governmetits have in many insances subsidized urban mass tran
sit sO"aS to make itsprice relative to the price of driving not.cr rcllect ihc 
relative cost to societv of that choice. 

Second, transit systems were deemed to be natural monopolies exhibit
ing economies i+fscale and scope.* Thus, having first committed to subsi
dizing urban mass transit, governments tended to impose monopoly re
strictions on it in order to maintain volume and permit cross-subsidiz++tion 
of the most costly routes by the least costly routes. The rationale was the 
same as for imposing the postal monopoly: in this view, the competition 
would "skim the cream" by operating only the more profitable routes, 
leaving the government with only the least profitable routes and insuffi. 
cient volume to keep average costs down.

Third, faced with a monopoly, albeit in some cases of its own making, 
the local government had to choose whether to run the transit system as a 
public servic. or to leave it private and regulate its operations. As with 
any publicly ,ubsidized and regulated monopoly, there was concern that 
the profit motive, combined with difficulty in verifying costs, would make 
a privately run transit system more costly and perhaps less responsive to 
public needs than a nonprofit, government-operated system. 

By 1970 less than a quarter of transit service was provided by private 
transit companies. This figure dropped to 6 percent in 1980, despite subsi
dies covering more than half the cost of riding. There were also fewer 
passengers. Although the federal government spent $20 billion on mass 
transit between 1975 and 1984, compared with a total of $2.2 billion be
tween 1965 and 1974, ridership decreased from 13 to 9 percent of all urban 
commuting over that period. 4 2 ** 

Between 1964, when the federal subsidy program began, and 1985, the 
combined operating subsidy (excluding the cost of equipment) from all 

*FLconot.ies of scope are said to exist when average costs per unit produced de-
Cline with an increase in the number (,fproduct lines. This occurs when product
lines are similar enough that some of the costs of producing them are "joint." 

**The absolute nuinber of riders increased from 7 billion in 1975 to 8.4 billion 
in 1985. 
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levels of government rose to more than $( billion per year. Public transit 
employees' wages and the cost per mile traveled increased at nearly twice 
the rate of inflation through 1984.43* Critics of federal transit programs 
cite these statistics as evidence that federal subsidies have not increased 
ridership but have indulged inefficiency and inflated wages. 

increasing Private Sector Involvement 

Growing concern about thL escalating cost of providing public transit to 
a shrinking percentage of urban commuters has led to a rethinking of the 
form that government support should take in the transit industry. The lack 
of profit incentives in a publicly run firm leads to a lack of incentives to 
contain costs or to innovate. These dampened incentives are often viewed 
as the price that must be paid for preserving the market from "cream 
skimmin'" competition in order to realize scale economies and for ensur
ing that a natural monopolist does not extract monopoly profits and 
reduce service. But economists are increasingly questioning whether the 
economies-of-scale argument, arguably appropriate in the days when elec
tric trolleys were the principal form of mass transit, holds today. 4 4 Foster
ing competition is increasingly seen as a viable method of injecting
normal cost-minimizing incentives into the provision of mass transport. 

Even when the transit system does appear to exhibit the characteristics 
of a natural monopoly, many people believe that the lack of appropriate
incentives under public management outweigh the monitoring costs of 
turning management over to a private entity. 4 Similarly, there has been 
increased emphasis on contracting out work to private firms as well as en.. 
couraging the sale of assets to the private sector. 

Under UMTA's admir.istrative authority, private sector involvement in 
mass transit is currently taking four forms: contracting out of public transit 
services; private financing; development of independent, privately oper
ated services; and privately owned assets. 

Contracting out increases efficiency and lowers costs by introducing
competitive forces to transit provision. To support the introduction of 
competition, some localities have separated policymaking and operations, 
to remove the conflict that can are held withinresult when both the same 
organization. Contracting also allows public oversight, planning, and 
subsidies to continue, but forces public transit operations to operate effi
ciently or lose their right to operate the tendered portion of their service. 

The transit contracting business-whereby local governments pay pri
vate contractors a fixed fee instead of turning over the fare box receipts

*Increases in energy costs over this period account for relatively little in the 
increased cost per mile because m -re than 70 percent of mass transit costs derive 
from labor. 
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is growing. The volume of competitive service contracts totaled $237 
million in 1986.46 Because they have lowe_-r labor and overhead costs, con
tractors can usually provide the same services as those provided by gov
ernment but with a much smaller subsidy. According to a study by re
searchers at the University of California, competition has demonstrated 
savings averaging between 10 and 50 percent, and sometimes even 

47 more. Successful contracting, however, requires policymakers to moni
tor closely the work of the winning bidder. 

Using private financial resources to support transit operations is a 
second type of privatization initiative being implemented by mass transit 
authorities. For example, private funds are often raised by selling develop
ment rights near subway stations or by collecting fees from the businesses 
that benefit from a particular transit link. The latter method is rapidly 
gaining popularity around the country; it is under consideration for fund
ing a major transit link on Manhattan's West Side. 

Encouraging independent e'atrepreneurs io develop transit services to 
meet emerging demands in the suburbs and inner cities is a third form of 
private sector involvement. It is expected that entrepreneurs can develop 
new service strategies tailored to the needs of riders and client groups. A 
recent report estimated that transit authorities could save $70 million at.
nually by turning over subsidizcd commuter express transit services to for
profit private operators. 48 

Shifting more responsibility to the private sector for owning and financ
ing transit assets-buses, subways, maintenance garages, and the like-is a 
foirth form of transit privatization. Supporters of this initiative believe 
that the private sector is better at allocating and conserving capital than 
government, and will, for example, choose more durable buses and allo
cate and maintain them better. Moreover, private companies usually ac
quire their equipment and contract their facilities more quickly and with 
fewer cost overruns than government. 

The success of the initiatives just discussed is generating interest in pri
vate financing and ownership of whole systems. In cities ranging from 
Minneapolis to Boston, private companies have offered to build and oper
ate the rapid rail transit systems cities want, albeit with at least some form 
of subsidy. 

Grant Programs 

The enabling legislation, regulatory language, and administrative proce
dures for UMTA give it flexibility to support greater private sector in
volvement in transit. The enabling act requires local plans and programs 
to encourage private sector involvement "to the maximum extent feasi
ble." (49 U.S.C. S:ctions 1602(e) and 1603.) This statutory provision is the 
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fulcrum for UMTA's innovative private sector involvement program 
begun in 1983. 

Directed by the Office of Private Sector Initiatives, which was estab
lished in 1985, the program has helped 84 percent of UMTA grant recipi
ents develop a routine process for private sector involvement. Grant pro
grams have been restructured to encourage public-private partnerships,
and a network of experts in the field has been established to provide sup
port to local mass transportation privatization efforts. UMTA has also 
funded a series of demonstrations of private transit finance, competition, 
and joint development. 

In his testimony to the President's Commission on Privatization, Alfred 
DelliBovi, UMTA Administrater, stated, "Our privatization program was 
built on the foundation thiat competition is indispensable. We do not view 
privatization as an en d ift itself. its purpose is public benefit, not private 
gain. "4 

In its review the Commission sought to assess the value and effective
ness of UMTA's current program and to consider ways to advance private 
sector involvement in transit. Based on its study, the Commission recom
mends: 

Recommendation (7) 

The proper stewardship of federal funds requires that the 
Urban Mass Transportation Administration administer its 
grant programs so as to foster public-private partnerships
and healthy competition among public and private provid
ers of mass transit service. 

Privatization Incentives 

Approximately two-thirds of UMTA's annual budget is allocated to 
states and localities by formula. Although most of the remaining funds are 
in art account to be spent at the agency's discretion (called the Section 3 
account, for the part of the Urban Mass Transportation Act of 1964 that 
relates to it), Congress has traditionally earmarked much of this money
for special projects of its choosing. Still, UMTA does have some discre
tion to fund worthwhile projects, but applications for Section 3 grants far 
exceed the available funds. Exercising its administrative discretion, UMTA 
decided, in 1984, that cities demonstrating significant private sector in
volvement in their transit system would be given higher priority for Sec
tion 3 discretionary grant awards. 
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In recent years UM17A has supported several legislative initiatives that
would have strengthened provisions relating to competition and pubic
private partnership. Congress rejected these proposals but did not discour
age UMTA's existing Section 3 Private Sector Incentive Program. The 
Commission recommends: 

Recommendation (8) 

The fiederal government should utilize UMITA grant funds 
as incentives to encourage grantees to use competition to 
improve mass transit efficiency. 

Section 13(c) 

Section 13(c) of the Urban Mass Transportation Act of 1964 was origi
naily written to protect the private sector transit employees who were af
fected by federally assisted buyouts of transit companies by local govern
ments (49 U.S.C. 16091ci). As it is currently irterpreted by the Depart
ment of Labor (DOL), Section 13(c) provides public transit employees
with extensive protection against any federal!y supported (via transit 
grants) activity that threatens their jobs. The I)cal transit union and the 
federal grantee must negotiate satisfactory protections-with a recourse to
appeal to DOL in the event of an itnpasse-that the Secretary of Labor 
certifies as meeting the requirements of the section. This broad applica
tion of Section 13(c) often enables union block transitthe to a agency
from using federal funds to offer services for competition. 

Critics argue that DOL's interpretation singles out public transit au
thorities for a degree of federal labor protection higher than that of any 
private sector enployce and misconstrues the purpose of the sectior. Thelack of strong guidelines from DOI. has been criticized as enabling unions 
to ho!d up grants for indefinite periods of time. 

Transit labor officials have stated arethey not opposed to competition 
so long as wages targeted. his theare not In testimony to Commission,
Arthur Luby of the Transport Workers Uni(n America "Weof said, 
[aren't] afraid of competition . . . but the question we've alwayshad, is competition on what terms?" He called Section 13(c) a "crucial 
provision" for his union.51 ' 

The Commission believes that Section 13(c) is an effective barrier to 
private sector involvement in mass transit as long as federal assistance totransit authorities remains necessary. Thus, the Commission recommends: 

http:union.51
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Recommendation (9) 

The Department of Labor, in consultation with the Depart
ment of Transportation, should issue substantive guidelines 
outlining i:he requirements and limits of Section 13(c). Tran
sit authorities should have the ability to achieve economies 
through privatization. Limits on the power of local transit 
authorities to amend or revise existing section 13(c) agree
ments or to phase out or delete those decisions not required 
by section 13(c) can result in higher transit expenditures be
cause innovative and economical actions cannot be taken. 

Asset Sales Procedures 

Curint federal rules require local traps: authorities to reimburse the 
federal government based on straight-line depreciation when any asset 
purchased wholly or partially with federal funds is sold. UMTA requires 
transit buses purchased with federal funds to remain in service for 
12 years. If buses are sold hefore that time, the grantee must reimburse 
UMTA for the federal share (usually 80 percent) of the depreciated pur
chase price. Thus, if a transit agency sold a 6-year-old bus under straight
line depreciation, the grantee would owe UMTA 50 percent of the 
(80 percent) federal share of the purchase price. Ifa bus cost $100,000 new, in 
the event of a sale the grantee would owe UMTA 50 percent of $80,000, 
regardless of the amount the grantee obtained by selling it. Since selling 
equipment before it reaches the minimum age may often cost the grantee 
money, these requirements have strongly discouraged localities from sell
ing even their unwanted assets. The fact that more than 30 percent of 
buses in the fleets of local transit authorities are spares illustrates the 
strength of this disincentive. 

Private contractors who now provide only labor have shown an interest 
in owning and maintaining the equipment they operate. They believe the 
reimbursement rule discourages the establiskment of private transit con
tractors by making used equipment unavailable for sale to entrepreneurs. 
Therefore the Commission recunnmends: 

Recommendation (10) 

UMTA should allow grantees to sell UMTA-funded equip
ment to private operators where service is being perma
nently contracted out or reduced, and UMTA should be 
reimbursed only for the federal share percentage of the 
proceeds.
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In early 1988 a record 60 cities had applications before UMTA for funds 
to begin work on various subway, trolley, and train systems.'' Because its 
budget cannot meet these financial demands, UITA needs to help local 
public transportation authorities find alternative sources of funding. At the 
same time the private sector has demonstrated its willingness to become 
involved in the provision of mass transportation. UMTA's efforts to cap
italize on this willingness are consistent with its enabling legislation and 
can be implemented without further congressional action. UMTA has 
demonstrated initiative by creating an environment in which local transit 
authorities are beginning to look to the private sector as well as the 
fecleral government for assitance. Continued emphasis on the cultivation 
of pf'vate sector provision of transportation services, combined with the 
recommended pokiy changes within the executive branch, should give 
local transit authorities the opportunity to make greater strides toward 
privatization. 

SUMMARY 

Private sector initiatives to strengther Medicare, urban mass transit, and 
international development hold out the promise of improved quality and 
efficiency in the provision of services. The Comnmission. supports the ef
forts o f the Health Care Financing Administration, the Agency for Inter
national Development, and the Urban Mass Transportation Administra
tion to increase private sector participation and urges continued efforts to 
realize the benefits that privatization can confer. In particular, AID's sup
port for privatization in less developed countries provides a mutually 
beneficial link between U.S. privatization initiatives and the growing 
wo, d privatization movement. 

Where the private sector shows initiative with popular support, govern
inert's role is to avoid impeding its people's progress. This is being done 
with increasing frequency around the world, as more and more nations 
ackoowledge the limits of governmental programs in meeting their peo
ples' needs. Greater private sector involvement could provide solutions to 
current problems. 
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Chapter 11 

Economic Public Policy
 
and Privatization 

After more than a century in which the worldwide trend has been 
toward the growth of governments, a strong movement has emerged in 
the Past decade to reduce government. Outside the United States, this 
movement is best known as the privatization movement and has frequently
involved the outright divestiture of government properties.' However,
the two most important forms of privatization in the United States 
have been deregulation and tax reduction. Whereas other nations were 
most likely to nationalize an industry, the United States was more likely to 
subject the industry to systematic government regulation. The widespread
deregulation movement in the United States has been a home-grown ver
sion of what in other nations has taken the form of outright divestiture of 
government properties. 

The United States has also been a leader in the effort to reduce the 
intrusiveness of taxation in the private economy. By the 1980s tax rates in 
many nations had reached the point of inhibiting private initiative, and 
taxes were exerting a pervasive influence on the behavior of private cor
porations and individuals. The major reductions and simplifications in fed
eral taxation that occurred in the 1980s were intended to diminish this 
form of government influence over private sector activity. 2 

In rethinking the proper relationship between government and the pri
vate sector, the worldwide privatization movement has once again raised 
fundamental political and economic questions. This chapter takes a brcad 
view of privatization by showing how it has emerged from an evolution of 
political and economic thought, Government is facing a major challenge,
because the political and economic concepts that have traditionally given
legitimacy to government actions have come under growing criticism. The 
nature of this cha!!enge and the types of public policy effects that have 
resulted are illustrated below for three policy areas: deregulation, asset 
sales, and contracting out. Finally, it is suggested that the potential influ
ence of the privatization movement has only begun to be felt. Current po
litical and economic trends will make privatization a policy direction of 
fundamental social significance for the future. 
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Intellectual Origins of the Privatization Movement 

Worldwide, the privatization mov'emcnt has developed mainly as a reac
tion against the socialist and Mai:ist visions that have exerted so much 
influence in the 20th century.3 In the United States, however, the growth 
of governilcnt has been based on the political and economic design that 
emerged from the Progressive movement around the turn of this cen
tury. 4 The American privatization movement has represented in signifi
cant part a reaction against the themes and results of Progressive thought. 

The Progressive Foundations for American Government 

Progressivism was itself a reaction against the social Darwinism and 
laissez-faire theories that were prevalent schools of public philosophy in the 
late 19th century." Although historians have characterized Progressivism 
as the "gospel of efficiency," it was not a, efficiency to be achieved 
through the survival of the fittest." Rather, the allocation of resources was 
to be achieved on a tnore modern and in fact more truly efficient basis 
through the pervasive application of science to all manner of social deci
sions. Dwight Waldo, one of the leading students of Progressive thought, 
has written on the great public faith of the time in the powers of scientific 
reasoning: 

Following the lead of many of the scientists and of most of the persons 
whose province of study was human affairs, they frequently concluded 
:hat the New Day would not dawn until science was applied to the 
realm of human affairs just as it had been to the physical world, until 
the "power-controlling sciences" were as well developed as the "power
producing sciences." An easy . . . optimism abounded that at last a 
technique for solving these problems themselves lay hidden within the 
mystery of science.7 

In business, Frederick Taylor became the leading apostle for use of the 
scientific methods of management. 8 In government, Woodrow Wilson 
(especially in hi3 early academic career), Frank Goodnow, and others per
formed a similar proselytizing role." Progressivism sought the substitution 
of scientific decisions throughout American government for decisions pre
viously based on habit, tradition, casual opinion, common sense, and 
other less rigorously scientific methods. The question of whether decisions 
should be made in government or in the private sector was not itself a 
prime concern, because in either case the decisions should be made on 
the same rational and scientific basis and be made by members of the 
same professional elites. Even in the business world, old assumptions of 
self-interested behavior to earn profits were often replaced by assumptions 
that future business decisions would be based on professionalism and the 
expertise of engineers and other technicians. 10 
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Progressive theories of government were built on the concept that gov
ernment could be divided into two domains, one of politics and the other 
of administration. , Politics would bi the realm of democratic government,
where value and other subjective questions not suitable for scientific 
resolution would be answered. The larger part of government, however, 
would consist of administration. Here, politics and interest groups
would be strictly excluded in favor of professional expertise. Over time, it 
could be hoped that the expert domain of government would expand, fol
lowing the march of human progress (hence "Progressive") under the 
banner of science. 

Another key aspect of Progressivism was its promotion of a new sense 
of national community in the United States. The scale of business activity
in the late 19th century had reached a level that commonly transcended 
state and local boundaries, seeming to demand the involvement of the 
federal government and encouraging the transfer of citizen loyahies to the 
entire nation. William Schambra has written that the Progressives of'ered 
a vision of a "genuine national community . . . Americans would be 
asked to transcend their traditional laissez-faire individualism in order to 
bind themselves as one to the 'national idea.' '"12 In seeking to advance 
this national community, Progressives also sought reforms of American 
democratic institutions to curb the corrupting role of special interests, 
which had dominated American government in the "Gilded Age" of the 
late 19th century. In those efforts, Progressivism took on a moral and cru
sading quality that went well beyond the boundaries of the scientific 
method itself. 

In summary, the hallmarks of the Progressive theory of government 
were a deep faith in the powers of science in human affairs, a reliance on 
professional experts to apply these powers for the social good, the exalta
tion of efficiency to the degree that it became a virtual gospel, the strict 
separation of democratic politics from the basic administration of govern
ment, and the systematic use of scientific planning by professionals as a 
basis for the .Jministration of government. In many ways Progressivism 
was a domestic version of the "scientific socialism" of Europe. In Amer
ica, howev,.r, it was necessary to make greater concessions to democratic 
politics, reflecting a deeper and stronger attachment to the principles of 
democratic govertement and individual liberty, which were not as embed
ded in the more authoritarian European tradition. 

The Political Theory of Interest-Group L &eralism 

Progressive themes still dominate much of the official public discourse 
in America today. Whatever the actual facts of the matter, it is still obliga
tory to say a law is enacted to serve the public interest, which is itself 
determined by the appropriate technical experts. Yet, the utterance of 
such themes has become more rite and habit than conviction. Among 
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intellectuals and opinion leaders, a disillusionment with Progressive ideas 
set in many years ago. The undermining of the Progressive vision-much 
like the undermining of the orthodox socialist vision that was occurring 
worldwide at much the same time-was a critical step in the intellectual 
evolution that has paved the way for the contemporary privatization 
movement. 

Dwight Waldo, for instance, found that, contrary to Progressive asser
tions, the actual conduct of government involved a "seamless web" in 
which politics and administration were thoroughly interwoven., Others 
argued that effective administration depended on the strong political skills 
of the leaders at least as much as on their level of technical expertise. 1 4 

Students of Progressive thought also questioned the Progressive convic
tion that administrative and management questions could almost always be 
reduced to matters of science. Herbert Simon (later to win a Nobel Prize 
in economics in 1978) wrote in 1946 that the allegediy scientific "princi
ples" in the field of public administration were actually little more than a 
set of practical "proverbs'--and some of them were mutually contradic
tory at that. 5 

In another much-noted commentary, Charles Lindblom in 1959 charac
terized the normal functioning of government as "the science of 'mud
dling through.' "16 Decisionmaking was typically incremental, seldom 
based on clear goals, and seldom planned in advance in any comprehen
sive or systematic way. 1 7 As a result, the Progressive prescription-that 
deniocratic politics set the goals and expert administration followed-was 
bound to fail. Government could not work in this fashion because goals 
and objectives were only realized after the fact. 

Perhaps the most influential of all the criticisms of Progressive views 
was offered by political scientist David Truman.' 8 Truman saw a govern
ment process in which interest groups played a pervasive role, not only in 
the domain of democratic politics, but also in the supposedly expert as
pects of government administration as well. The conviction that American 
government was a process of interest-group negotiation and bargaining 
became the conventional academic wisdom of the 1950s and 1960s. At first, 
it was presented merely as a matter of the scientific description of the re
ality of American governmental workings. However, a more positive view 
of the interest-group role gradually emerged. As Robert Dahl and other 
prominent political scientists argued, interest-group politics was the only 
satisfactory way of reaching decisions in an American society characterized 
by a great pluralism of interests and viewpoints.1 9 Moreover, the results 
reached so far had seemed to serve the nation well. 

Nevertheless, while political scientists such as Dahl defended American 
pluralist politics, others such as Theodore Lowi found cause for great 
concern. Lowi coined the term "interest-group liberalism" (which has since 
come into wide use) to highlight the shift among the opinion leaders of 
American liberalism away from the old technocratic vision of Progressivism 
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to a new vision of pluralist politics with interest-group negotiation and 
compromise at the center.22) Lowi, however, strongly criticized interest
group liberalism as depriving government of its legitimacy, turning govern
ment into a vehicle for the expression of private purposes. He suggested 
that theories of democratic government in which Congress made policies 
for all the people and disinterested administrators implemented these 
policies were perhaps best left in the high school civics classes. 

Yet, in view of the larg;e discrepancy between the realities of American 
government and the popular idcals, it was likely to be only a matter of 
time before a public protest would develop. Moreover, as long as the Pro
gressive principles had been widely believed and accepted, they had acted 
as a brake on the as'ertion of interest-group power. However, if greater 
intellectual legitimacy was to be given to this exercise of power, such en
couragement in itself was likely to exacerbate matters. The contemporary 
privatization movement is in significant part a reaction to the ofexcesses 

current interest-group politics.
 

The Public Choice School 

Despite an occasional critic, most members of the political science pro
fession-at least until recently-have held a generally favorable view of 
interest-group government. Initially, economists did not pay close atten
tion. One exception was John Kenneth Galbraith with his 1950s pluralistic
theory of a system of "countervailing power." 21 A more important ex
ception developed among a group of economists who have since come to 
be known as the "public choice" school. 2 2 James Buchanan produced the 
seminal work in this field, frequently in collaboration with Gordon 
Tullock. 2a Buchanan's refceipt of the Nobel Prize for economics in 1986 
gave public recognition to the significant impact that the public choice 
school has had on American political and economic thought. 

If economists had traditionally analyzed the social consequences of self
interested behavior in the private market, interest-group liberals and other 
proponents of pluralistic po!itics now made the same assumption with re
spect to the actual motive for behavior in the public sector. Although the 
context was different, many of the familiar tools and analytical methods of 
economics could readily be transferred to the circumstances of American 
politics.24 

The literature of public choice is by now voluminous, but the basic con
clusion is not complicated. 2 5 A political system of interest-group bargain
ing will almost certainly result in very large inefficiencies by society in the 
use of its available resour:es, For example, each interest group will face 
the following incentive: If government can be pressured to provide 
greater goods and services for that particular group, the full benefits will 
flow to the group. Yet, the costs are likely to be much smaller, because 
the burden of taxation to pay for the benefits will be spread over the full 
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body of taxpayers. Each interest group will typically have a strong incen
tivc to demand as much in goods and services from government as it can 
get. 21 It will also have little if any incentive to oppose individual demands 
of other interest groups. (Each of these individual demands would be too 
small to affect the overall budge! and tax situazion.) 

A similar set of incentives will apply on the revenue side. Each interest 
group will have an incentive to resist paying taxes levied on it, and no 
interest group will have much individual incentive to support general 
taxes. With intense pressures to raise government delivery of goods and 
services and similar pressures :o hold down taxes, interest-group interac
tion will act to create a large gap between the costs of government and 
the revenues collected. In addition, since future taxes are perceived as less 
painful than current taxes, there is a bias in favor of raising government 
revenue through borrowing rather than direct taxation. The public choice 
theory thus predicted that government would tend toward ever-growing 
budget deficits. The fulfillment of this prediction in the 1980s did niuch to 
move public choice ideas from the margins of American intellectual life to 
center stage. Buchanan himself has taken the view that a solution to these 
problems can be achieved only through a significant reworking of the 
constitutional arrangements for American democratic government. '" 

The public choice analysis of a system of interest-group government 
also concluded that both the absolute magnitude and the distribttion of 
goods and services provided by government are likely to be economically 
irrational. Political exchanges accomplished through dc'mocratic institu
tions are in effect a special form of barter. Yet, like any other barter 
system, political trading lacks a common currency (other than political 
power) or prices to rationalize the system of exchange. Compared with 
exchanges accomplished in private markets, the allocation of resources 
achieved by interest-group trading is likely to be no more rational or effi
cient than a barter economy would be in relation to a market economy. 

Much of ihe intellectual inspiration of the contemporary privatization 
movement in the United States has been derived from the writings of the 
public choice school. This school has, in turn, been significantly influ
enced by Friedrich Hayek, Milton Friedman, and the tradition of eco
nomic analysis long associated with the University of Chicago.2 8 Before 
them were some of the great names in political and economic philosophy. 
The doubts about government intentions and capabilities raised by the 
public choice school are not so much a new discovery as a restatement for 
modern times and modern circumstances of some old and familiar themes. 
The privatization movement traces its intellectual history through a line of 
succession that runs back to Adam Smith. 2 9 
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Economic Progressivism 

Unlike the public choice school, the mainstream of the economics pro
fession has served as the leading proponent of a new and updated version 
of the Progressive political vision:" If orthodox Progressivism was la
beled the 'gospel of efficiency, economists in the years following World 
War II defined their mission with a similar focus on efficiency, although 
with less noralisn and righteousness. Like tile Progressives, they believed 
that the application of expert knowledge-ecnomic knowledge, in many 
cases-should both guide government and be separated frotn the under
mining influence of special-interest pressures. Economists generally shared 
the strong faith of the Progressives in the powers of science and rational 
aaalysis and in the ability of government to put these powers to use in the 
service of the ,ublic interest. 

If leading economists subscribed to basic tenets ()f the Progressive 
vision in these respects (and others is well), there were also several criti
cal differences. Aside from Galbraith and a few others, most mainstream 
economists were not prepared to assume that technocratic .'lites would 
assume control over the management of private industry, thereby substi
tuting professional standards of expertise for private profit as the chief 
driving force in business behavior. Compared with the old Progressives, 
most economists were also much more sceptical about the feasibility and 
merits of comprehensive state planning. In short, any system that relied 
on centrally imposed commands and controls to run the economy was 
likely to be inferior to a decentralized system of decisionmaking. 3 

Instead, for the members of the economics profession, the market pro
vided an instrument that was highly decentralized in its operation and 
based on the realistic assumption that the private sector would behave in a 
self-interested way. Moreover, a new element was introduced in the years 
following World War II. Economists now argued that markets did not 
necessarily operate freely. Rather, it would be possible to plan or control 
the direction of the market-creating a "planned market" rather than a 
"free market." By manipulating monetary policy, taxes, budget levels, or 
other levers, society could guide the market according to its needs. These 
attitudes were reflected in the new use by economists of the term "market 
mechanism." 32 

In this fashion economists arrived at what might be called "Economic 
Progressivism." Like the old orthodox Progressivism, there would be sep
arate domains for politics and expertise. However, in the expert domain, 
instead of administrative bureaucracies and command and control meth
ods, policy decisions would now be implemented much more efficiently 
through the mechanism of the market itself. 

The great architect of Economic Progressivism was John Maynard
Keynes. Keynes argued that : private market system produces goods and 
services very efficiently, but that it suffers from macroeconomic 
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instability. aa Rather than abolish the private market, tsmany socialists 
were proposing, the better answer was to achieve a scientific understand
ing of macroeconomic behavior, and to use this knowledge to control the 
market to curb its instabilities. As Lawrence Klein, one of Keynes's lead
ing American disciples and the 1980 Nobel Laureate in economics, later 
put it, "'The Keynesian economic system is essentially a machine which 
grinds out results according to where the several dials controlling the 
system are sec." a*4 

Besides macroeconomic instruments, economis.s have subsequently pro
posed to manipulate market behavior with negative incmine taxes, envi
ronmental pollution taxes, education vouchers and tax credits, among a 
wide variety of such proposals. In recent years, the leading statement of 
this political and economic vision hits been made by Charles Schultze. In 
The Publ (i'.e o/Pri, h',il'i, Schultze contended: 

There is atgrowing need for collective influence over individual and 
business behavior that was ice teil t reain of purely private decisions. 
But as a society we are going about the jobin a systematically bad way
that will nit be rienicid siniply by electinrg and appoinring reoire coipe
tent public officials (,rd(1ii rg better analysis of public prograis. 
We usually tend tosee only one way if inte yeni ri-ateIy removing 
a set of decisions frot the decentralized and incentive-iriented private 
market and transferring them to the command-and-control techniques of 
goverrintent bureaucracy. With sotne exceptitts, rtodifying the incen
tives of the private niarket is nit cnsidered a relevant alternative. For a 
society that traditionally ha boasted about the economic and social ad
vantages of Aian Smith's invisible hand, ours has been strangely loath 
to employ the same techniques fo~r collective intervention. Instead of 
creating incentives so that public goals becinie prvate interests, private
interests are left unchanged and ibedience to the public goals is com
mnanded.' 5 

The public choice school made a major contribution to the develop
ment of the contemporary privatization movement by applying economic 
analysis to show the inefficiencies and other failings of a system of 
interest-group dominance in American government. The contribution of 
Economic Progressivism was to show that, even if interest-group politics 
were rejected in favor of the Progressive vision, the preferable Progres
sive answer should in the main be a private market answer. 

To be sure, Economic Progrcssivism does allow for direct government 
intervention in the market. In fact, over the years economists have identi
fied a number of reasons why private markets might fail to allocate re
sources efficientl . a11 These reasons include the existence of "public 
goods," the presence of "externalities," the existence of monopoly power, 
and the lack of necessary information on the part o( consumers. Neverthe
less, the trend among economists inrecent years has been to find fewer and 
fewer occasions on which government intervention is warranted. ' 7 

For example, economiss formerly argued that the presence of externali
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ties required government regulations to control the external impact. They
often argue that a respecification of property rights could to elimiserve 

nate the externality, thus also eliminating 
 the cause of market failure and
the need for government regulation.: ' Economists have similarly come to 
see the existence of nonopoly power in less threatening terms. They now 
often find that mo opoly is a matter of degree-that there are in fact 
some unique fea,1ires to the products of the great majority of firms-and 
that sufficient competition can forms. :iarise in many For instance, a rail
road that possesses the only track between two cities possesses a form of 
monopoly, but there may still be plenty of competition from the trucking 
industry. 

Such thinking has caused mainstream economists in recent years to 
narrow significantly the circumstances thought to require govcrnment
intervention to correct market failings. Such a narrowing has also 
reflected a growing penetration of public choice concepts into mainstream 
economics. Even where .,ignificant market failings are identified, the main
stream of the economics profession has now begun to ask more and more
frvquently whether government intervention might not be more harmful 
than beneficial. Given that corrective measures taken by government must 
be implemented through the institutions of American politics, including
tile likelihood of heavy interest-group involvement and compromise, the 
actual form of government intervention is likely to deviate substantially
from the theoretical ideal. Attempts to manipulate the market mechanism 
for more positive purposes face the same problem. Economists saw clearly
that such concerns were more than academic according to the authors 
when President Lyndon Johnson ignored the advice of his own economic 
experts to raise taxes and thereby may have set off a new round of infla
tion that proved exceedingly difficult to bring under control. 40 

As mainstream economists have felt more and more doubts concerning
the wisdom of government involvement in the market, the policy differ
ences between the public choice school and the mainstream of the profes
sion have been significantly diminished. In the field of microeconomic 
policy, there has been a blurring of the old lines between conservative 
and liberal economists, with the great majority of economists now taking a 
stance sceptical of government intervention and favorable to market allo
cation of resources. This promarket trend within the economics profession
has been another important intellectual factor in advancing the contempo
rary privatization movemert. 

The Rise of Ideology in American Politics 

Not long ago, many political scientists wrote almost as though interest 
groups were all that counted and ideas scarcely mattered in government.
Yet, in the past decade a reaction has set in among political scientists 
themselves. Many have noted that ideas-indeed, political and economic 
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ideology-seem to be playing a growing role in American government. 
Nathan Glaze; recently described how even in the 1960s "new passions 
were rising, passions not attached to interests but to world view, moral 
outlook, deeply held values. These were to govern American politics and 
the possibilities of social policy increasingly in the 1970s and have becotre 
dominant in the 1980s." 4 

One key ideology is that associated with the mainstream of the econom
ics profession, earlier labeled Economic Progressivism. More and more 
economists have been employed by govermnent to evaluate programs, do 
cost-benefit studies, and perform other tasks. The growing role of eco
nomics in government reflects the public sense that some grounding in 
the public interest is necessary for governmental legitimacy and that eco
nomic ideas can contribute significantly to this process.-1 " 

2 

As part of the revival of ideology, however, other groups have entered 
the policy debate who challenge the core assumptions both of the old or
thodox Progressives and now the Economic Progressives. These groups 
see a dehumanizing and alienating influence in a pervasive application of 
scientific methods to human affairs. Although they are at the margins of 
the envirenmental movement, writers such as Bill Devall and George 
Sessions capture a widespread mood when they assert that "technological 
society not only alienates humans from the rest of nature but also -Ilienates 
humans from thenselves and from each other. It necessarily promotes de
structive goals which often d..scroy the basis for stable viable human com
munities interacting with ihe natural world." 4: 

A growing libertarian influence is another part of the spread cf ideolog
ical debate. The libertarian outlook finds surprising agreement with the 
environmentalist rejection of the Progressive vision. In the efforc to per 
suade the public of the great powers of professional expertise, Progressiv
ism is seen as having encouraged I public willingness to engage in social 
engineering that has significantly advanced the grovth of modern govern

" ment and that now threatens th2. liberty of the citizenry.' Viewing the 
instances of genocide, mass murder, and other evils of 20th-certury 
history around the world, social critic Paul Johnson was moved to write of 
.a growing disesteem for the social sciences, which have done so much to 
usher in the age of politics and to advance its illusory claims. Economics, 
sociology, psychology, and other inexact sciences-scarcely sciences at all 
in the light of modern experience-had constructed the juggenaut of 
social engineering which had crushed beneath it so much wealth and so 
many lives." 4.5 

Another important new influence in American pc. itics represents a 
return to a state of affairs that has characterized most iuman history. In 
recent years, religious leaders have increasingly concluded that, if govern
ment and society are to reflect religious values, these leaders will have to 
participate more closely in the development and implementation of gov
ernment policies. 4 

6 The U.S. Catholic bishops in 1984, for example, 
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published a major statement on the significance of church teachings for 
the conduct of economic affairs. 4 7 

In the old Progressive theory, it was possible to argue that ideology
and religion were part of the political domain that would be distinct and 
separate from the expert administration of the government. Ye t, political
scientists convincingly argued that tile Progressive separation of value de
cisiots from administrative ducisins is not workable in practice and is not 
commonly fotuid in the operation of American government. 1-ence, in a 
world ,f political plira.sin and incremental decisionmaking, religious,
ideological, and other group1 that see government as necessarily asserting
values cannot avoid becoming involved themselves if, the administrative 
and other details of government. At least in some measure, therefore, the 
greater efforts of religious groups to become involved in government are 
another of the consequences of tile breakdown of the Progressive vision 
and the rise of interest-group pluralism. 

The greater role in American politics of ideology and religion is an
other important factor acting to further the c()ntemp(orary privatization 
movement. In a nation as large and diverse as the IJnited States, !here is 
little prospect of a social consensus on many questions of basic belief and 
value. Yet, if government actions must assert so(me values, the possessors 
of different values will inevitably be thrown into political conflict. The im
mense destruction caused in the past by religious and ideological wars 
warns us today against any political arrangement that would act to pro-
Mote such conflicts in American society. 

In some cases, there may be no alternative but to seek a national agree
ment that involves a compromise on value questions. However, whenever 
possible, the better solution may well be to decentralize government 
powers to levels where much greater social homogeneity and agreement 
on val'-ies can be found. Decentralizat.on can be accomplished within gov
eminent by transferring responsibility to lower levels. 4 

-S 

In summary, the privatization movement also represents an attempt to 
avoid the fostering of greater social divisions and conflicts in American 
life. As American politics becomes more ideologically and religiously plu
ralistic, it becomes more and more difficult to see government as the valid 
expression of any s.gle national community of comm-n values, such as 
the Progressives pre!;sumed to exist and sought to advance. 

The Privatization Movement in Practice:
 
Lessons from Three Cases
 

The privatization movement has drawn, stpport from a wide range of 
critics of tile current scope of government.:'" These diverse strains have 
come together in the past decade behind several important efforts to 
reduce the role of government. The deregulation movement and the 
movement to reduce and simplify federal taxation have had the broadest 
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range of support within American society and the greatest effect on U.S. 
public policy. Since 1975, major industries including banking, transporta
tion, communications, oil and gas, securities, and others have been de
regulated. By contrast, efforts to divest government-owned properties out
right have been few in number. In the case or the most publicized such 
effort, the plan to sell some of the public lands, the effort was a failure. A 
third important field of privatization has been the contracting out of gov
ernment services, a rapidly growing practice whose ultimate policy impact
has yet to be determined. Examination of these cases offers some impor
tant lessons and sheds light on the prospects for privatization in the devel
opment of U.S. public policy. 

Privatization and the Deregulation Movement 

Like many other institutions of American government, federal regula
tion of industry was a product of the Progressive Era. 50 The Progressive 
idea was that disinterested experts, operating from regulatory commissions 
independent of politics, would administer the regulated industry to maxi
mize the efficiency of its operation. Regulation was designed in part to 
control monopoly power, but also to curb "wasteful" duplication that 
might result from excessive market competition, and in general to impose 
a rational plan on an industry in place of the less orderly trial-and-error 
methods of the marketplace. 

Later students of regulation found that the Progressive regulatory con
cept typically was not being realized. 51 Rather than the achievement of a 
more efficient industry, the actual purpose of regulation had become the 
protection of the industry from competition, benefiting existing industry 
members and unions as well. Regulation also served as a vehicle for inter
nal cross-subsidies whereby one set of consumers of the industry product 
paid more than their share of costs in order that other consumers might 
pay less. Congress found it attractive to distribute the benefits of these 
cross-subsidies as part of the normal process of distributing its favors 
among the various interests in American politics. Economic analysts un
dertook a number of studies that documented the major inefficiencies re
suiting from all these practices and the high costs that were thereby im
posed on the consumers of industry products. 5 2 

The question still remained whether the political will could be sum
moned to challenge the beneficiaries of regulation. Many political scien
tists predicted otherwise, taking the view that interest-group opposition 
would always be too strong. However, arguments of proponents of de
regulation proved to have a large political influence. One point of view 
was expressed by Martha Derthick and Paul Quirk who concluded in a 
study of deregulation for the Brookings Institution, "If economists had 
not made the case for pro competitive deregulation, it would not have oc
curred-at least not on the scale the Nation has witnessed." 53 
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Around the world, privatization has not been particularly associated 
with the political right or left. Steps toward privatization in China and the 
Soviet Union (however tentative) have made perhaps the greatest impact 
on world opinion. 54 In the United States, the deregulation movement had 
broad bipartisan support; Democratic and Republican leaders both played

"5important roles in advancing deregulation. 
Supporters of deregulation were influenced by the principled argument

that markets represent a sup,.rior mechanism for allocating resources. Be
cause industry members often opposed deregulation, some supporters of 
deregulation saw their efforts as an attempt to eliminate special interest 
favors now being obtained by the business world. In this way, combined 
with other promarket advocates, a broad coalition of political support for 
deregulation was assembled. 

A similar set of forces combined to bring about the enactment of the 
Tax Reform Act of 1986, the most recent of the tax reduction measures 
designed to diminish the intrusiveness of government in private sector de
cisions.5"; The income tax itself was another product of Progressivism (ap
proved by constitutional amendment in 1913) that over the years had suc
cumbed to numerous interest-group pressures, leaving it riddled with spe
cial provisions for the benefi! of particular groups. Many political scien
tists had predicted that a comprehensive tax reform would be politically
impossible, because so many interests had such a large stake in its provi
sions.5 7 However, economists and others over the years had made an in
tellectual case for tax reduction and for a more neutral tax system, which 
eventually proved to carry significant political weight.""8 

In summary, the deregulation of various industries (as well as the tax 
reduction movement) illustrated new forces at work in the formulation of 
American public policy, forces that resulted in significant shifts away from 
government control over the economy and toward greater reliance on pri
vate market forces. In the case of regulation, government institutions were 
founded on Progressive principles of disinterested expertise applied in the 
service of the public interest, but operated in practice in response to the 
imperatives of interest-group pressures, yielding highly inefficient results. 
Despite widespread doubts that it was possible, the campaign waged
against a number of types of regulation in the end proved successful. To 
be sure, interest groups that benefited from deregulation also played an 
important part in its political success. But the deregulation movement 
(and the tax reduction movement) showed that the privatization move
ment had itself become a significant ideological force in an American po
litical system. 

A Failure to Privatize: Public Lands 

The worldwide privatization movement has involved substantial divesti
ture of government-owned properties in other nations, but the sale of 
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Conrail was almost the only such example in the United States. At the 
federal level, there are few government-owned businesses or industries. 
There is one form of property, however, in which the federal government 
still has very large holdings. The public lands constitute about one-third of 
the land area of the United States, a huge federal domain of ownership 
that is hard to reconcile with the reputation of this country as a citadel of 
reliance on markets and the private sector.519 

The public lands were one more product of the Progressive Era and 
Progressive political theory. The Forest Service was formed in 1905, the 
National Park Service in 1916, and Congress enacted a policy of the leas
ing rather than the sale of energy minerals in 1920. In practice, the admin
istration of the public lands was never the rational exercise, governed by 
expert planning, that the Progressives had envisioned. Rather, as had hap
pened to most institutions formed on the Progressive model, the subse
quent results were driven by the pressures of interest-group negotiation 
and compromise-one more vindication of the realism of interest-group 
liberalism. 

Furthermore, it had been demonstrated that the resulting government 
management of the public lands exhibited pervasive inefficiencies.6 0 Man
aging a vast wealth of natural resources, the Forest Service spent almost 
$2 billion in 1980, while its lands generated fewer than $1 billion in mineral, 
timber, grazing, and other revenues. Marion Clawson, perhaps the best
known economist in the public lands field (and a former Director of the 
Bureau of Land Management), wrote in 1976 in Scieme magazine that the 
Forest Service management of the national forests had been economically 
"disastrous.' 61 In his view, 'the nati'-nal forests emerge as a great feudal 
estate, land poor, managed extensively, relatively unproductive." 62 

The public lands thus offered a set of circumstances very similar to 
those surrounding deregulation and tax reduction. The Reagan Adminis
tration in 1982 announced a major initiative to privatize portions of the 
public lands, the most visible effort at outright divestiture of government 
property thus far attempted by the privatization movement in the United 
States. The actual proposal was fairly modest, to sell no more than 35 mil
lion acres, or 5 percent of public lands. Yet, the extensive press coverage 
and level of controversy generated reflected a sense that the debate con
cerned broader principles of public land ownership in the United States. 

A year later, in July 1983, the entire effort was unceremoniously can
celed.1" It had foundered on the existence of de facto property rights. 64 

Over 50 years or more of continued use, ranchers had acquired a de facto 
property right to graze on particular parcels of public lands--rights even 
bought and sold in the market on occasion. 651 As a practical matter and 
whatever the legalities, such informal rights cannot be taken from their 
holders without the government providing fair compensaticn. In such in
stances, the best strategy for achieving privatization may be to give (or to 
sell cheaply) to the holders of political property rights some portion-or 
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conceivably even all-of the rights to the government property being di
vested. This strategy, however, had not been followed in the 1982 planned 
sales. 

A related lesson is that sale revenues may be a subsidiary consideration. 
Indeed, in the case of public lands, management costs substantially exceed 
the revenues earned by the government for many of the lands, so even an 
outright grant of the land free of charge would be a revenue-enhancing
device. More important than revenues is the goal to relieve the govern
ment of subsidy burdens, at the same time opening the way for a more 
efficient use of resources in the private sector. 

Separating Politics and Administration Once Again: 
Contracting Out 

As pointed out earlier, in the Progressive vision government adminis
trators were to be a class of disinterested experts guided by professional
knowledge and norms to serve the public interest. However, in practice,
it turned out that government administrators frequently had less exalted 
motives. They were all too often concerned with expanding their area of 
responsibility, obtaining a larger number of subordinates, capturing
greater privileges of office, and concentrating on other matters more re
lated to the self-interest of the administrator than to the service of the 
public interest.Just as the public choice school formalized the analysis and
developed the full implications of a system of interest-group politics,
economists also formalized and developed the implications of assuming a 
set of government administrators motivated by self-interest. In one lead
ing study, William Niskanen in 1971 argued that the best way to under
stand individual bureaucratic behavior was to view it as motivated by the 
desire to maximize the budget of the bureaucrat. 66 

Similarly, self-interested government workers will seek to maximize 
their pay and other benefits, while reducing their work load. Political 
leaders will have a private incentive to improve the compensation of 
public employees in ways that burden only their successors in office. The 
adverse effects of che incentives faced by public managers confirmedwere 
by studies showing high costs, inefficient service delivery, large unfunded 
pensions, and other problems being experienced frequently in govern
ment management at all levels throughout the United States.6 7 

One response to these problems-probably the most common-is to try
to reform government management. However, another response found 
more and more frequently is the contracting out of government service 
delivery to the private sector. 68 Contracting out, for some, represents a 
revival in a new form of the old Progressive distinction between politics
and administration, with the private contractor now taking the former
place of the expert government administrator. Under contracting, political
leadership sets the policy goals and directions in one domain, while the 
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private contractor then implements these goals and directions in a second 
separate domain, one that is to be insulated from political interference. 
Just as the Progressives emphasized efficiency, the goal of contracting is to 
achieve maximum efficient service delivery for the price the government 
is willing to pay. 

Contracting,, out can 4hus be distinguished from other forms of privatiza
tion in several respects. Unlike most forms of privatization, contracting 
out does not necessarily have as a dire..t goal the reduction of the ultimate 
scope of government responsibility. It is neutral in this regard. Contract
ing, nevertheless, can still be linked to the broader aims of the privatiza
tion movement in the following respect. Although the absolute scope of 
government service responsibility may not decline, the actual size of gov
ernment-the number of government employees and the extent of gov
ernment owned resources-will diminish. Reducing the size of govern
nient may be an important goal in itself, especially if there is a concern 
dat big government might at some point in the future pose a threat to 
the political freedom and individual liberty of its citizens. 

Contracting has demonstrated impressive results in a number of jurisdic
tions where it has been employed, reducing costs of service delivery and 
improving the quality of services.) Yet, given a long history in which the 
Progressive political vision has been undermined by interest-group pres
sures, there must always be a concern that the sanic factors could under
mine the effectiveness of contracting out. If private contractors are as
sumed to behave in self-interested ways, the contractor will have an incen
tive to understate or ob3cure any deficiencies that arise in-contractor de
livery of services. Contractors and their employees will also represent im
portant interest groups who may possess substantial political power and 
exert substantial political influence on government contracting practices.
These problems and others have, in fact, been experienced at one time or 
another in the U.S. Defense Department, which has long contracted many 
of its activities. 

Contracting is likely to be most successful where the terms and meas
urements of service delivery are clear and easily defined, where at least 
several firms have the capacity to perform the contract, where the contrac
tor does not have to make large new capital expenditures, and where the 
contract can be subject to renewal and renegotiation regularly. When 
enough of these conditions are missing, the contractor may become an ex
tension of the government, freed from many of the government personnel
practices and other limitations that inhibit effective government manage
ment. In that case, contracting may offer significant benefits, but many of 
the problems of the American governing process identified by the public 
choice school and other critics will still be fully applicable. 
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Future Political Dynamics of Privatization Policy 

Although deregulation and tax reduction have represented major devel
opments in U.S. public policy, overall the privatization movement has had 
a limited effect in the United States. 

The most important force favoring a prominent future for privatization 
is the rapid oace with which a single world economy is developing and 
the intense competitive pressures thereby being created on each nation to 
rationalize its economic system. A second force is the tendency of interest
group politics to weaken the legitimacy and the authority of large govern
ment. Interest-group liberalism itself may contain the seeds of privatiza
tion, as interest groups seek to ensure that their past gains from govern
ment programs are maintained, pressuring governments to convert these 
gains to privately held and salable property rights. 

Privatization and Growing World Competitiveness 

The Progressives believed that large government was needed in order 
to provide a balance to the great political and economic power being 
newly exercised by large companies in increasingly concentrated indus
tries.7 0 The need to check excessive corporate power has continued to be 
a rationale for large government-contained, for example, in Galbraith's 
theories of countervailing power in the 1950s. (I 

Current trends in the world economy, however, are creating a much 
different set of concerns. As symbolized for many Americans by develop
ments in "'orld oil markets of the past 15 years, the world is increasingly 
becoming a single large economic system. The growth of this system is a 
product of redtced transportation costs, immensely imp)roved communica
tions, and the rapid spread of Western science and culture throughout the 
world. The American automobile industry currently finds its products 
competing with automobiles assembled in Japan, Germany, France, Italy, 
Korea, Brazil, and Canada, among other nations. In the world economic 
environment of today, the old concern of excessive politica! and economic 
strength of large American corporations is hardly the most pressing one. 
Rather, government worries today whether American industry and its 
work force will be able to survive in the face of intense world 
competition. 

Historically, the principal rationale for larger government has been the 
existence of market failures due to externalities or the "public goods 
problem." In addition, considerable concern in the early 20th century 
about the perceived power of big business led to the passing of the C!ay
ton and Federal Trade Commission Acts in 1914, and hence, the imple
mentation of a large body of anti-trust regulation. 

As discussed above, economists have increasingly advocated addressing 
market failures by altering market incentives rather than dictating 



246 PRIVATIZATION: Toward More Effective Government 

behavior by means of regulation. At the same time, anti-trust concerns 
have changed their focus in part because of increasing recognition that the 
United States is part of a growing world econlomy.

In this newly competitive world economy a corporation that may have a
large share of the American market still has only a small share of the
world market. Industries that are highly conc,_.ntrated on the scale of a
single national market become highly competitive when the scale becomes 
a world market, thus acting to restore the conditions ot strong competi
tion in which markets function best. 

The growth of a highly competitive world economy has implications for 
the political practices of nations that are only beginning to be appreciated.
All over the world, the instrumer.ts of governrncnt have been used to ad
vance narrow social classes, special interests, and other parochial or pri
vate groups. 1 In the absence of the forces of world economic competition, political change required that the citizens of a nation collectively act 
to assert a broad national purpose against these privileged classes and 
other beneficiaries of existing government arrangements. Now, however,
the forces of world economlic competition may simply make the social bur
dens imposed by governments--a kind of "tax" on the rest of the 
citizenry-impossible to sustain. The nation may simply find that it cannot 
sell its products on world markets. 

To he sure, government could maintain inefficient domestic industry by
imposing tariffs, providing subsidies, and in other ways seeking to protect
its industries. 7 : Yet, the national cost of such protective measures would 
be much more visible to the citizenry than have been the internal ineffi
ciencies resulting from weak government management, poorly conceived
regulations, and other government actions. The pressures created thisin 
way on national political systems are similar to the effect that has been 
seen in the United States when competition arrives in newly deregulated
industries. The first introduction of competition creates great pressure on 
the management of existing companies abandonto superfluous layers of
middle management, wasteful rroduction methods, unsustainable wage
rates, and other business practices that may have been tolerable before,
but now leave the company uncompetitive and threaten its survival. 

The growth of world economic competition is related to another impor
tant development that has contributed the movementto for privatization.
As the pace of economic change has accelerated, events today occur too
rapidly for the transmission, in large, rigid organizations, of adequate in
formation from the field to central officials, whether they be corporate ex
ecutives or government planners and regulators. In the government
sector, resulting demands for greater decentralization can be met in part
by privatizing functions, allowing market incentives mucha greater 
leeway. 

The trend of technological development also favors privatization. In the
first half of this century the great new corporations of America were 
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found in industries where huge size conveyed a great competitive advan
tagc. Today, the most rapid areas of economic growth are in high technol
ogy, services, and other fields where such advantages of large scale do not 
exist. This characteristic of current technology is a key reason why 
even within individual nations, the competitive market of small firms is 
increasingly a reality-no longer merely the theoretical construction of 
economists. 

Interest-Group Liberalism and the New Property 

Although the privatization movement has emerged chiefly as a reaction 
against interest-group government, its future may depend whether prion 
vatization objectives can be made compatible with the forces of interest
group politics. In fact, such an outcome is not unlikely. In many cases,
interest groups have strong private incentives to support the shift of the 
government benefits that they currently receive as matters of publicly
granted privileges to become matters of privately possessed property
rights. For example, public housing residents have a strong personal inter
est in seeking the transfer to them of the ownership of their housing
units, thereby seeking to conv,.-ri their occupancy of the housing from a 
public privilege to a salable private right. The political dynamics created 
by interest-group politics could, in fact, create strong pressures for wide
spread privatizations of this sort in many areas of public policy.7 4 

A limited number of examples can already be found. Ranchers who 
long ago received privileges from government to graze on particular par
cels of public land in the West have by now acquired de facto rights that 
are transferable and salable with their private "base" property. Holders of 
what were formerly airport landing privileges have seen their privileges
transformed to become private salable rights at several airports. The use 
of telecommunications frequencies, initially granted as a privilege for 
public service, gradually bc.:ame a salable right. 

The economist George S'igler once commented that government regu
latory agencies took on the caaracter of a personal possession of business, 
administered to maximize the profits of the regulated industry.75 On the 
social welfare side, some argue that welfare payments and other entitle
ment benefits should be assured to recipients as a matter of right. 'The 
courts accepted such arguments in part, establishing new procedural and 
other protections against arbitrary loss of benefits. In an influential series 
of 1960s articles in the Yale Law ornal, former law professor Charles 
Reich sought to lay the groundwork for such a policy: 

Among the resources dispensed by government which it would seem 
desirable to treat as property are social security pensions, veterans' ben
efits, professional and occupational licenses, public assistance, unemploy
ment compensation, public housing, benefits under the Economic Op
portunity Act, Medicare, educational benefits and farm subsidies. 

http:industry.75
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Planning with respect to such rights can be clone ofn a general basis; the 
rights themselves should be distributed to all who qualify for a certain 
status. Governmiental decisions concerning such rights should be and are 
increasingly subject to the requirements of due process of law; such 
rights should not be denied or revoked without a full adjudicatory 
hearing. 

76' 

The treatment of government program benefits as "property" is partly 
an outgrowth of the fading of the Progressive political vision and its sup
planting by interest-group politics.7 7 In the Progressive concept, govern
ment benefits were granted because there was a sound reason, identified 
by professional experts and spelled out through planning. In interest
group liberalism, changes in government program distributions represent 
merely realignments in political power and it. the bargaining strength of 
interest groups. As a result, in the eyes of the courts and the public, the 
legitimacy of govcrnment actions and the authority of government offi
cials to make programmatic changes in a discretionary fashion have been 
significantly weakened. 

If government program benefits are to be treated as forms of "proper
ty," the question arises whether this property ought to be owned outright 
by the beneficiaries. On the surface, an outright transfer of rights to 
government-provided benefits might be seen as undesirable. Yet, if these 
property rights already exist as a practical matter, formal transfer would 
not alter the loss of government discretion and control, which already 
exists. Moreover, private ownership and the right to sell the property in 
many cases would serve the causes of social efficiency and equity. If pro
gram benefits are available only for direct personal receipt, the recipients 
lose their mobility. They may be locked into use of a benefit that takes up 
resources possessing a much higher social value in an alternative use. Yet, 
as long as there is no incentive for the recipients to move (such as a sala
ble right), the inefficiency will be perpetuated. A failure to establish pri
vate rights in such circumstances may also have little to recommend it in 
terms of social equity. 

Consider, for example, a small farmer to whom government has 
granted permission to use publicly provided and subsidizer] water for irri
gation but who is not able under current law to sell the permission to use 
the water, even though this water might have a much higher value for use 
in a nearby municipality. 7 Recognizing a new salable property right to 
the water would allow its transfer and might thereby advance substantially 
the social efficiency of water use. It might also improve significantly the 
overall well-being of the small farmer; this may be a socially equitable 
policy in that the farmer may never have earned more than a modest 
income. 

Future proposals to privatize government functions could be aligned 
with the interests of current program beneficiaries. For example, a pro
posal to divest a government business might suggest transferring it to the 
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employees, who might be tit: group with the greatest interest in the 
continuation of this particular function. A proposal to divest government 
power-generating facilities might suggest giving the facilities (or selling 
them cheaply) to the current power customers, whose historic receipt of 
subsidized power rates may be seen as having created a de facto entitle
ment to continued low rates. A proposal to divest government conserva
tion lands might suggest giving them to a current conservation organiza
tion, representing the main existing users of these particular lands. 7 9 

In summary, if privatization consists simply of eliminating government 
programs and cu-ing off benefits, change may come at a slow pace. If pri
vatization consists, however, of forming and recognizing new private 
rights for the beneficiaries of existing programs, the pace of privatization 
could accelerate. In fact, privatization in this form might even be an inevi
table long-run result of the dynamics of interest-group politics. 

Summary 

The growth of government in the 20th century has been based on a 
number of assum: .ions and predictions. It was assumed that the process of 
government would become steadily more objective and rational, as scien
tific methods were applied ever more wideiy to administrative and other 
governmental matters. It was assumed that, as science established an ob
jective basis for government, the role of religion, ideology, and other 
such "subjective" forces would gradually diminish in government. It was 
also assumed that the introduction of rational and scientific methods into 
government would gradually decrease the scope of responsibility of demo
cratic politics, a domain in which interest-group involvement inevitably 
exerted a major influence. Finally, as mass education produced a full citi
zenry enlightened by the discoveries and knowledge of modern science, 
there would be a growing homogeneity of American life and culture, 
yielding a single national community of Americans with common values 
and beliefs. 

These earlier assumptions have, at times, seemed to be coming true, if 
perhaps more slowly than the greatest enthusiasts had expected. During 
the two world wars of this century (and especially the second), a set of 
professional and technocratic elites managed the nation with what seemed 
to many citizens to be extraordinary success. During World War II, for 
example, the role of democratic politics was significantly curtailed, and 
the United States acted to a great degree as a single community with 
common goals and values. These attitudes, outlooks, and political practices 
carried over in some measure into the later 1940s and then into the 1950s. 
Since the 1960s, however, it has gradua!ly become apparent that new, and 
for many, unanticipated forces are at work in American society. Many of 
the assumptions and predictions on which the earlier g.owth of 
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government was based have proved either to be false or at least :o be 
subject to much greater doubt. 

The scientific administration of government has seemed much less cer
tain, as the professional elites central to this task have often failed to de
liver. Doubts have arisen as to whether the social and administrative sci

ences are really sciences at all, or perhaps have instead dressed earlier 
philosophical and ideoh gical convictions in a new technocratic garb."( 
The Vietnam War, a war initiated and inanaged by tile "best and the 

brightest," was particularly damaging to public confidence in professional 

elites. But the trend is much broader, as virtually every profession has had 
its "crisis." 

Contrary to earlier expectations, the role of democratic politics and of 

interest groups in American government can hardly be said to have dimin
ished. As professional elites have found it increasingly difficult to sustain 

their claims to authority, the role of interest groups seems instead to have 

increased correspondingly since the 1960s. At prtsent, nmany of the actions 
of government are widely perceived as benefiting narrow interests more 

than they serve as the expression of any clear public interest. A wide

spread sense of excessive interest-group influence has weakened the legiti

macy and public acceptance of government actions and policies. The level 
of concern is such that public discussion of constitutional reform of a sig
nificant structural nature has taken on a more serious character than at any 
time since the Progressive Era.?' 

The ability of government to serve--even to define-the public interest 
itself depends on tile actual existence of a national community that shares 
many common goals and values. Yet the trend since the 1960s has instead 
been toward a growing religious and ideological diversity and pluralism in 

American life. The number of government questions for which there is a 
single objective answer, the answer given by science and rational analysis, 
has seemed more limited than many had earlier expected. In an incremen
tal systemi' in which government policymaking involves a continuous inter
action between legislative, administrative, and judicial decisionmaking, re
ligious and other values may have to be asserted in each step of the proc
ess, if they are to be asserted at l. Yet, in a pluralistic American society 
where in some key areas there is little social agreement on values, who is 
to say what values are to be asserted throughout the process of govern
ing? Indeed, does it make any sense to favor one set of values over an
other? If not, then a reduction it the scope of national gcvernment may 
be the only answer. 

The ultimate consequences of the new forces at work today in Ameri
can political and economic life, including whether these forces will be 
longer lasting or shorter lived, will not be seen for some time. What can 
be said is that the privatization movement is likely to be at the center of 
the response to these forces. In seeking to reduce the role of govern

ment and to rely more heavily on the private sector, the privatization 
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movement is a reflection of the failure of many of the past assumptions on 
which large government has been based. It is a critical part of the 
continuing effort in American life to rethink the purpose and role of gov
ernment, now that this rethinking seems to have become unavoidable. 
The outcome will depend not only on intellectual trends but also on 
changing economic circumstances as the world becomes much more com
petitive, and on the dynamics of interest-group politics, as it inevitably 
continues to play a major role in American governmental processes. 

As analyzed here, all these factors suggest that the impact of the privat
ization movement, broadly understood, is only beginning to be felt. Pri
vatization in this broad sense may well be seen by future historians as one 
of the most important developments in American political and economic 
life of the late 20th century. 
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Appendix A 

Executive Order 
12607 

President's Commission on Privatization 

By the authority vested in me as President by the Constitution and laws 
of the United States of America, and in order to establish, in accordance 
with the Federal Advisory Committee Act, as amended (5 U.S.C. App. I), 
a Commission to revise the appropriate division of responsibilities be
tween the Federal government and the private sector, it is hereby ordered 
as follows: 

Section 1. Lstablishment. (a) There is established the President's Commis
sion on Privatization. The Commission shall be composed of not more 
than 13 members appointed or designated by the President. The members 
shall be drawn from among a bipartisan cross-section of distinguished 
leaders. 

(b) The President shall designate a Chairman from among the members 
of the Commission. 

Sec. 2. Functions. (a) The Commission shall study and evaluate: 

(1) Past and current privatization efforts by the Federal government, 
State and local governments, and foreign government!;, including asset 
sales by the Federal government; 

(2) Literature and writing on privatization; and 

(3) The environment for additional privatization efforts by the Federal 
government. 

(b) The Commission shall review the current activities of the Federal 
government, including asset holdings, and identify those functions that: 

(1) Are not properly the responsibility of the Federal government and 
should be divested or transferred to the private sector, with no residual 
involvement by the Federal government; or 

PreVAIou, Pa BIank
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(2) Require continuing oversight by an Executive Branch agency but 
can be performed more efficiently by a private entity, including the use of 
vouchers as an alternative to direct service. 

(c) The Commission shall develop the framework for a privatization 
program, identifying: 

(1) Privatization opportunities, including those identified in (b) above, 
listed in order of priority; 

(2) Legislative and administrative actions necessary to effect the privat
ization initiatives or remove existing privatization restrictions; 

(3) Needed improvements to personne! and administrative policy to 
create an environment conducive to privatization; 

(4) Organizational and resource requirements necessary to implement 
successfully the privatization program; and 

(5) Actions necessary to create broad-based support for privatization 
efforts. 

(d) The Commission shall submit its findings and recommendations to 
the President and the Director of the Office of Management and Budget 
by March 1, 1988. Interim recommendations shall be transmitted to the 
Director for consideration in the formulation of the President's FY 1989 
budget. 

Set. 3. A/n'fisration. (a) The heads of Executive departments, agencies, 
and independent instrumentalities shall, to the extent permitted by law, 
provide the Commission, upon request, with such information as it may 
require for purposes of carrying out its functions. 

(b) Members of the Commission shall serve without compensation for 
their work on the Commission. While engaged in the work of the Com
mission, members appointed from among private citizens of the United 
States may be allowed travel expenses, including per diem in lieu of sub
sistence, as authorized by law for persons serving intermittently in the 
government service (5 U.S.C. 5701-5707). 

(c) To the extent provided by law and subject to the availability of ap
propriations, the Director of the Office of Management and Budget shall 
provide the Commission with such administrative services, funds, facilities, 
staff, and other support services as may be necessary for the performances 
of its functions. 

Sec. 4. General Prorision.(a) Notwithstanding the provisions of any other 
Executive Order, the functions of the President under the Federal Ad
visory Committee Act that are applicable to the Commission, except that 
of reporting annually to the Congress, shall be performed by the Director 
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of the Office of Management and Budget, in accordance with guidelines
and procedures established by the Administrator of General Services; and 

(b) The Commission shall terminate 30 days after submitting its final 
report to the President. 

RONALD RFAGAN 

THE WHITE HOUSE 

September 2, 1987. 
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Business Meetings and Hearings 

BUSINESS MEETINGS 

* September 18, 1987
 
" September 30, 1987
 
" October 20, 1987
 
* November 9, 1987
 
" December 1, 1987
 
* 	December 21, 1987 
o January 7, 1988
 
" January 28, 1988
 
" February 5, 1988
 
" February 22, 1988
 

HEARINGS 

Witnesses at Commission Hearings 

October 20, 1987 LOW-INCOME HOUSING 
* The lonorable Dan Coats, U.S. Representative, Indiana 
• 	Stuart M. Butler, Director, Domestic Policy Studies, Heritage 

Foundation 
* 	Carl D. Covitz, Under Secretary, U.S. Department )f Housing 

and Urban Development 
* Carol T. Crawford, Associate Director, Economics and Govern

ment, Office of Managemet and Budget 
• 	 Dale P. Riordan, Executive Vice President, Administration and 

Corporate Relatiotis, Federal National Mortgage Association 

October 21, ,987 LOW-INCOME HOUSING AND HOUSING 
FINANCE 
" Paul L. Pryde, Jr., Chairman, Pryde, Roberts and Company, Inc. 
• 	 Rosalind R. Inge, Vice President, National Center for Neighbor

hood Enterprise
 
" John C. Weicher, American Enterprise Institute
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" Richard F. Muth, Chairman, Department of Economics, Emory 
University, Atlanta, Georgia 

" Rene A. Henry, Jr., President and Chief Executive Officer, Na
tional Institute of Building Sciences 

• 	Gregory 1'. Barmore, President, General Electric Mortgage In
surance Company, Raleigh, North Carolina, on behalf of Mort
gage Insurance Companies of America 

" 	Warren Lasko, Executive Vice President, Mortgage Bankers As
sociati, M 

• 	 Lee Holnes, Executive Vice President, Internal and External Af
fairs, Federal Home Loan Mortgage Corporation 

* John D. Luke, Associate Director; Dennis Fricke, Group Direc
tor, both on behalf of the Resources, Comnunity and Economic 
Development Division, General Accounting Office 

• 	 Richard B. Geltman, General Counsel, National Governors' As
sociation 

• 	 Dennis J. Jacobe, Senior Vice President, U.S. League of Savings 
Institutions, Chicago, Illinois 

November 9, 1987 FEDERAL LOAN PROGRAMS 
" The I lonorable Richard K. Armey, U.S. Representative, Texas 
* Joseph R. Wright, Jr., Deputy Director, Office of Management 

and Budget 
* 	Donald A. Clarey, Deputy Administrator, Small Business Admin

istration 
* John Sloan, President, National Federation of Independent 

Business 
" 	Mary M. Rose, Deputy Under Secretary, Office of Management; 

Mike Korbey, Comptroller; Tom Stack, Director, Credit Man
agement Improvement Staff; Ann H-Iewitt, Vice President, 
Chemical Bank, New York, New York; all on behalf of the 
U.S. Department of Education 

* William A. Inglehart, President; William 1. Davis, Executive 
Vice president; both on behalf of GC Services Corporation, 
Houston, Texas 

November 10, 19"4! FEIDER.AL LOAN PROGRAMS 
" The honorable Charles E. Grassley, U.S. Senator, Iowa 
* Carol D. Olson, Legislative Assistant, Senator Grassley, Iowa 
* 	John R. Price, Ir., Managing Director of Public Finance, Manu

facturers Hanover Trust Corporation, New York, New York 
" Miner Warner, Foriner Vice President, Salomon Brothers, Inc., 

New York, New York 
" 	Marvin Markus, Vice President, Asset Finance Department, 

Kidder, Peabody and Company, New York, New York 
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" La Verne Ausman, Acting Under Secretary, Small Community 
and Rural Development; Vance L. Clark, Administrator, Farm
ers Home Administration; Jack Van Mark, Deputy Admin
istrator, Rural Electrification Administration; all on 	behalf of the 
U.S. Department of Agriculture 

" Harold 0. Wilson, E.xecutive Director, I-lousing Assistance 
Council, Inc. 

* 	R.J. Vogel, Chief Benefits Director; Keith Pedigou,, Director, 
Loan Guarantee Service; both on behalf of the Veterans Admin
istration 

* 	Dennis Cullinan, Assistant Director, National Legislative Serv
ices, Veterans of Foreign Wars of the United States
 

" Lisa Miller, Acting Director; Paula Schnepp, Program Analyst;
 
both on b::half of the Operations and Liquidations Division,
 
Federal Savings and Loan Insurance Corporation


" Frederick D. Wolf, Director; John F. Simonette, Associate Direc
tor; Ernst F. Stockel, Group Director; all on behalf of the Ac
counting and Financial Management Division, General Account
ing Office
 

" William A. Niskanen, Chairman, Cato Institute
 
* 	Carol G. Cox, President, Committee for a Responsible Federal
 

Budget
 

December 1, 1987 AIR TRAFFIC CONTROL AND OTHER FAA 
FUNCTIONS 
" Vice Admiral Donald D. Engen, Former Administrator; J. Lynn
 

Helms, Connecticut, Former Administrator; based on experi
ences with the Federal Aviation Administration
 

• Carol T. Crawford, Associate Director, Economics and Govern
ment, Office of Management and Budget
 

" Lloyd K. Mosemann, II, Deputy Assistant Sccretary for Logistics,
 
U.S. Air Force; representing the Department of Defense's Com
mittee on Federal Aviation 

" Kenneth M. Mead, Associate Director; Dave Balderstadt, Eval
uator; both on behalf of the Resources, Community, and Eco
nomic Development Division, General Accounting Office
 

• 	 Robert W. Poole, Jr., President, Reason Foundation, Santa
 
Monica, California
 

• 	 Fred L. Smith, Jr., President, Competitive Enterprise Institute 
* James L. Gattuso, Senior Policy Analyst in Regulatory Affairs,
 

Heritage Foundation
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December 2, 1987 AIR TRAFFIC CONTROL AND OTHER FAA 
FOUNCTIONS 

The -lonorable James L. Oberstar, U.S. Representative, 
Minnesota 

* The Honorable Guy V. Molinari, U.S. Representative, New 
York 

* Rudolph A. Oswald, Director, Economic Research, Americ:n 
Federation of Labor and Congress of Industrial Organizations 

* William F. Bolger, President, Air Transport Association 
* W. Dan Todd, Senior Vice President, Government and Techni

cal Affairs and Aviation Policy, Aircraft Owners and Pilots As
sociation 

* John F. Thornton, National Coordinator, National Air Traffic 
Controllers Association 

* J. Donald Reilly, Fxecutivc )irector, Airport Operators Council 
International 

" Spencer Dickerson, Senior Vice President, American Association 
of Airport Executives 

" Jonathan lowe, President, National Business Aircraft Associa
tion, Inc. 

" Ward J. Baker, Senior Staff Engineer, Engineering and Air 
Safety Department, Airline Pilots Association 

• Jim Burnett, Chairman, Nationa! Transportation Safety Board 
" Clifford Winston, Senior Fellow, Brookings Institution 
" Robert W. Lynch, Jr., President, Barton Air Traffic Control, 

Inc., Murfreesboro, Tennessee 
" Robert J. Butler, Partner, Wiley, Rein and Fielding; on behalf of 

George F. Mansur, Chairman of the Board, Aeronautical Radio, 
Inc. 

• William A. Kutzke, President, Air Transport Holdings, Inc. 

December 21, 1987 EDUCATIONAL CHOICE 

• John E. Chubb, Senior Fellow, Brookings Institution 
* 	Keith Geiger, Vice President, National Education Association 
" 	Albert Shanker, President, American Federation of Teachers, 

New York, New York 
* 	Douglas L. Alexander, Executive Director, Citizens for Educa

tional Freedom 
• 	 Michael P. Farris, President, Home School Legal Defense Asso

ciation 
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December 22, 1987 EDUCATIONAL CHOICE, MILITARY
 
COMMISSARI ES, PRISONS, AND URBAN MASS TRANSIT
 
• 	Chester E. Finn, Jr., Assistant Secretary of Education for Edu

cational Research and Improwement; Patricia M. Lines, Research 
Analyst; both (n behalf of the U.S. Departnent f Fducation 

* 	William J. Gainer, Associate Director; Ellen B. Sehgal, Senior 
Evaluator; David D. Bellis, S(ocial Science Analyst; all ol behalf 
Iof the I Ulliall lesources Division, General Accounting Office 

* John E. Coons, Professor of Law, University of California, 
Berkeley, California 

* 	Joan Davis Ratteray, Presiaent, Institute of Independent Educa
tion, Inc. 

o Lieutenant General Antholy Lukeman, U.S. Marine Corps,
Deputy Assistant Secretary of [)efense, Military Manpower and
Personnel Policy, Office of tile Secretary of Defense
 

" Michael C. Bourgoiae, President, 
Andover Division of \Vetterau 
Inc.; representing the Food Marketing Institute, Andover, Mas
sachusetts 

" L. Wayne Amy, I11, Associate Director, National Security and 
International Affairs, Office of Management and 3udget


" Thomas \V. 
 Beasley, Chairman, Corrections Corporation of 
America, Nashville, Tennessee 

" James K. Stewart, Director, National Institute of.JustiC. 
" Ira P. Robbins, Professor of Law, American University, repre

senting the American 3ar Association 
• 	 Arthur Luby, General Counsel, Transport Workers Union of 

America, AFL-CIO, New York, New York 
• 	Arlee T. Reno, Jr., Director, Transportation Studies, The Urban 

Institute 
* 	Alfred A. DelliBovi, Administrator, Urban Mass Transportation
 

Administration, U.S. Department of Transportation
 

January 7, 1988 CONTRACTING OUT 
" Robert P. Bedell, Administrator; Allan V. Burman, Deputy Ad

ministrator; David Muzio, 
 Deputy Associate Administrator; all 
on behalf of the Office of Federal Procurement Policy, Office of 
Management and Budget 

* Constance Horner, Director; Thotnas J. Simon, Senior Adminis
trator for Intra Government Affairs; both on behalf of the 
Office of Personnel Management 

SGene L. Dodaro, Associate Director; Edward Fritts, Group Di
rector; both on behalf of the National Productivity Group, Gen
eral Government Division, General Accounting Office 

* 	Robert A. Stone, Deputy Assistant Secretary of Defense for In
stallations 
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" Major General M. Bunker, Director of Nianagenent, U.S. Army
* 	Major General Petei T. Kempf, U.S. Air Force, Commander, 

U.S. Air Force Tactical Fighter Weapons Center at Nellis Air 
Force Base, Nevada 

" Captain Philip Jacohs, U.S. Navy, Commander, Naval Air Sta
tions, Cecil Field, Florida 

" Linda NI. Lampkin, Director, Del.rtment of Research, American 
Federation of State, County and Municipal Employees 

" 	Robert I-. Edgell, Government Procurement Specialist, American 
Federation of Gowernment Employees, AFL-CIO 

January 8, 1988 CONTRACTING OUT, MEDICARE, AND 
INTERNATIONAL I)EVELOPMENT PROGRAMS 
" Frank S. Swam, Chief Counsel for Advocacy, U.S. Small Business

adininistrii n 

" William 1). Russell, President; Gary D. Engebretson, Executive 
Director; both on behalf of Contract Services Association 

• Anton S. Gardner, County Manager, Arlington County, Virginia 
" Geoff Bogart, Internatiomal City Management Association 
• William L. Roper, NI.D., Administrator, I lealth Care Financing 

Administration, Department of Iltealth and Iluman Services 
" 	Geza Kadar, Jr., Assistant Washington Counsel, Health Insur

ance Association of America 
* James F. Doherty, President and Chief Executive Officer, Group 

Health Association of America, Inc. 
• Richard E. Bissell, Assistant Administrator, Bureau for Program 

and Policy Coordination, United States Agency for International 
Development 

" Gordon O.1. Johnson, Deputy Director, Center for Privatization 
in Washington, D.C. 

January 28, 1988 POSTAL SERVICE 
* John W. Crutcher, Commissioner, Postal Rate Commission 
" Louis A. Cox, General Counsel, United States Postal Service 
" Earl W. Ogle, National President, National Association of Post

masters of the United States 
" William Burrus, Executive Vice President, American Postal 

Workers Union, AFL-CIO 
" Vincent R. Sombrotto, President, National Association of Letter 

Carriers, AFL-CIO 
* 	Gene A. Del Polito, Executive Director, Third Class Mail Asso

ciation 
• Thomas Gale Moore, Member, Council of Economic Advisers 
" 	Douglas K. Adie, Professor of Economics, Ohio University, 

Athens, Ohio 
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January 29, 1988 FEDERAL ASSET SALES, NAVAL PETROLEUM 
RESERVES, AND AMTRAK 

" James C. Miller, Ill, Directcr, Office of Management and 
Budget 

" Stuart M. Butler, Director, Domestic Policy Studies, 1leritage 
Foundation 

" Jeffrey A. Jones, Director, Energy Policy, Office of the Assistant 
Secretary of Defense, Production and Logistics, Department of 
Defense 

* 	Richard 1). Furiga, Deputy Assistant Secretary, Petroleum Rv
serves; Iloward Borgstrom, Office of Planning and Financial 
Management; both on behalf of the Depirtmment of Energy 

* 	Flora 11. Milans, Associate Director, Fossil Energy and Renew
able Resources; Clifford L. Gardncr, Group Director, Emer
gency Preparedness; Jay Cherlow, Group Director, Economic 
Analysis Group; all on behalf of tile Resources, Community, and 
Economic Development Division, General Accounting Office 

" John T. Cameron, Vice President, Producing, Exploration and 
Land Functions, Western Region, Chevron, U.S.A., Inc., San 
! .lon, California 

" W. Scott Lovejoy, III, Executive )irector, American Independ
er.t Refiners Association, West Coast Div'ivon, Los Angeles, 
CIifornia 

" Thomas It. Ilunt, I, Executive Vice Presid nt, California Inde
pende'it Producers Association, Fountain Valley, California 

* 	W. Graham Claytor, Jr., President and Chairman of the Board, 
National Passenger Corporation (Amtrak) 

.John Riley, Administrator; Jim McQuecn, Associate Administra
tor, Passenger and Freight Services; both on behalf of the Fed
er-,l Railroad Administration 

* 	Ross B. Capon, Executive Director, National Association of Rail
road Passengers 

* 	Byron A. Nordberg, Vice President, Government Relations, 
United Rail Passengers Alliance, Inc., Oceanside, California 

" Lawrence A. I lunter, Deputy Chief Economist, U.S. Chamber of 
Commerce 
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