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Introduction

On October 12, 1984 a conference was held in Washington. To my
knowledge no conference like it had ever been held before.

The conference was attended by the leaders from the major public
policy research institutes, by academics and researchers interested in
policy issues, and by individuals who work in the Washington bureaucracy.
The theme of the conference was: How Ideas Cause Change.

On the surface, it might not seem unusual for representatives from
think tanks to get together to discuss how ideas influence public policy.
After all, that is what think tanks are supposed to be all about. And yet,
this conference was unusual. It is instructive to consider why.

Throughout history, intellectuals have always believed that ideas cause
change. We even can trace major political events back to the originators
of the ideas that seemed to inspire these events. Yet why is it that some
ideas cause change and not others? And when an idea does lead to
change, exactly how does it do so?

Historically, our understanding of how this works has always been
general and vague. For example, the following explanation of the process
was once given to me by a professor of philosophy: Philosophers, he said,
are the originators of all new great ideas. From the philosophers ideas flow
to the other academic disciplines and then into books. From books they
flow to newspaper editors and editorial writers; from newspaper editorials
they flow to the comic strip writers; and from the comic strips they flow to
the general public.

This explanation, though quaint, leaves us in the position of having to
wait (Lord knows how long) until another brilliant philosopher emerges
before we can have change. Even then, we have no idea what the new
ideas will be or what subsequent changes will be forthcoming.

But suppose there is a different way. Suppose there is a way of generating
ideas that by their very nature are destined to change public policy. And
suppose there is a way of systematically generating a whole series of ideas
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destined not just to change a single policy, but the whole direction of
government itself. If this were possible, it would be enormously important
to the public policy community. The process also would be crucially
important to individual think tanks. Yet, strange as it may seem, prior to
1980 this line of thinking had never been seriously pursued.

Three events changed all this. Each was essential. If any of these three
events had failed to occur, this conference would never have been held.

Event Number One. During the late 1960s and throughout the 1970s a
revolution was occurring in political science. Called “public choice theory,”
“economic theory of regulation,” or the “new political science,” this
revolution consisted of creating rigorous mathematical models of political
systems and attempting to explain in a scientific way how governments
work. Antony Downs, William Riker, James Buchanan, Gordon Tullock
and George Stigler were some of the early contributors to this movement.
They all shared the common practice of using analytical tools developed
by economists to explain political phenomena.

For any intellectual who believed in freedom and free enterprise, the
1970s was an exciting time to be alive. The academic landscape was
changing rapidly. Before this time the old academic order was permeated
with the “benevolent” view of government. Even the economics textbooks
routinely portrayed government as an institution which intervened in
private affairs to increase social welfare and make people better off. It is
not clear why this view was widely held. Even a casual glance at governments
around the world and even a minimal knowledge of history should be
enough to establish that at most times and in most places government is
the primary cause of great human misery. It is strange that the benevolent
view of government was given any credence at all, but it was.

I can recall as a doctoral student at Columbia University during those
years, I was trying to explain how regulatory agencies set prices. Sam
Peltzman was independently pursuing the same line of thought at UCLA.
We both reached the same conclusion: Government regulators consistently
will make bad choices in setting prices. And they do so not because they
are corrupt or because they lack the will to do the right thing, but because

vi



they have no choice.

The key to the new political science was the realization that competition
among politicians and political parties for votes is analogous to competition
among business firms for sales dollars. In the political competition, the
desire for victory leads politicians to adopt winning policies (called
“equilibrium” policies) whether or not they are good policies. In fact, the
equilibrium policies almost never will be good policies. Put another way,
decision-making through the political process is inherently defective
because the decision-makers are inevitably and inexorably driven by the
process of political competition to make bad policy decisions.

The new political science threatened the very foundations of contem-
porary liberal thought. What it said was: What liberals expect from
government they systematically will be denied. No wonder that the new
theory was opposed not only by traditional political scientists but also by
many economists. Fortunately, the opposition was weak and ineffective
and destined to subside.

As exciting and revolutionary as the new political theory was, it left
many unanswered questions. For example, almost all of the theoretical
models were static, rather than dynamic, and had little to say about why
political changes occur over time. In addition, they all seemed to accept a
pervasive determinism, suggesting that individual efforts to change things
were futile. More importantly, the political models had no room for the
role of ideas.

Event Number Two. For this one we can thank Mother Nature. In
December, 1976, a snow storm hit New York City, and it took a week for
the city’s sanitation department to clear the streets. Reeling from angry
protests on the part of the citizenry, Mayor Lindsay assigned one of his
aides, E.S.Savas, the task of finding out why the Sanitation Department
could not remove the snow from New York City streets in a timely and
efficient way.

Needless to say, Savas found that the Department of Sanitation was
riddled with waste and inefficiency and was poorly managed. But he did
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not stop there. Savas was no ordinary bureaucrat. He was a well-trained
economist who knew how to gather statistics and analyze them.He knew
how to do research and how to present his findings in an impeccable,
scholarly way.

What Savas did was rigorously analyze and compare the performance
of the city’s Department of Sanitation with the performance of private
refuse collectors. What he found was that the quality of New York City
garbage collection could be greatly improved and that its cost could be
cut in half by contracting out the entire enterprise to private firms.

Savas possessed one other skill not commonly found in the ranks of the
bureaucracy or in academia. He had natural public relations skills —skills
that served him well in publicly televised debates with the head of the
Sanitation Department and in other forums.

Savas did not get all of the changes he wanted, but he did get some.
More changes followed. One can only wonder what went through his
mind at the time. It must have been a heady experience considering his
background. Coming from the academic world, Savas knew that studies
by academics rarely produce change. Having worked in the New York
City bureaucracy he also knew change rarely was produced by going
through normal bureaucratic channels.

But now, two important thoughts must have occurred to him. First,
through his collecting of facts and making them public—on television, on
radio and through the newspapers—the bureaucracy reacted and changed
its ways of doing things. Second, these changes had been achieved while
he was an employee of New York City government. He had used the
resources of government to help shrink the size of government, or at least
slow its rate of increase. He had started the U.S.privatization movement.

If it could work for refuse collection, what about street cleaning, bus
operations, and dozens of other services provided by government? Later,
as Undersecretary at the Department of Housing and Urban Development
(HUD), he would use the grant-making powers of the department again to
marshall the resources of government to help reduce its size. He funded a
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number of very expensive research projects, resulting in irrefutable evidence
of the benefits of privatization in virtually every aspect of city government.

Fifteen years after a freak snow storm hit New York City, Savas would
address a group of mayors in the Pacific Northwest. The question there
was not: Should we privatize? Instead the question was: How do we do it?
At the local level, the intellectual battle had been won.

By all accounts, one of the most important things Savas did while at
HUD was organize an international seminar on privatization. In attendance
was Madsen Pirie, president of the Adam Smith Institute in London.

Event Number Three. In the early 1980s Madsen Pirie was a brilliant
young philosopher who was frustrated. After a brief stint at Hillsdale
College in Michigan and then at the Heritage Foundation in Washington,
he moved to London in the mid-1970s with a modest ambition: To bring
freedom and free enterprise to England.

Britain represented socialism at its worst. In the early 1950s Britain had
one of the highest standards of living in all of Europe. By the late 1970s,
however, the ravages of socialism had left it with one of the lowest
standards of living in all of Europe. Everyone knew something had to be
done. No one knew how.

Enter Margaret Thatcher. Her 1979 election as Prime Minister brought
with it the promise of great hope. Perhaps more than anyone else in
British politics, Mrs. Thatcher was firmly and ideologically committed to
the ideals and institutions of a free market economy. Early in her
administration changes had been hoped for; unfortunately none were
forthcoming. ‘

In what Pirie later would call “Strategy I,” Margaret Thatcher attempted
to use all of the traditional conservative remedies for big government:
abolish unnecessary programs, eliminate waste, impose budget limits on
particular programs, and cut overall spending. None of these worked.

Then came “Strategy II”: privatization. It was a strategy which would
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allow Margaret Thatcher to succeed where so many other conservative
leaders in other countries had failed. It was a strategy which would make
Britain a privatization showcase for the world. The Adam Smith Institute,
under the direction of Madsen Pirie, can claim much of the credit for that.

Briefly, the secret of successful privatization is as follows: The public
choice theorists were right. Once the issues are defined and the political
coalitions are formed, the political system tends to move to a political
equilibrium. There is not much that any political leader can do to move
very far away from this equilibrium, unless the terms of the political
debate are changed. But, the terms of the debate can be changed. They
can be changed by introducing a new, previously unconsidered issue. For
example, rather than argue about the level of spending for a program, why
not simply propose that it be moved to the private sector, as had E.S.Savas.

-Once the new proposal is taken seriously, the old equilibrium begins to
shatter as old coalitions dissolve and new ones are formed based upon
new perceptions of self-interest.

Of course, in making the new proposal one wants to cloak it in such a
way that it has great appeal to powerful interest groups. People and groups
that have the power to block change must discover that the change is in
their self-interest. Herein lies the beauty of privatization. What E.S.Savas
discovered can be generalized. Privatization, always and everywhere, has
the potential to save government money. Moreover, from this savings
policy-makers have ready access to a new source of cash, some of which
can be used to create benefits to elicit support from potential opponents.
Put crudely, privatization in principle always produces sufficient savings
to “buy off” the potential opponents of privatization,

That is how the British have achieved unprecedented privatization;
every successful privatization attempt has followed this format.

In the spring of 1983, the National Center for Policy Analysis asked
Madsen Pirie to write a book describing the 22 techniques that Margaret
Thatcher has used to achieve successful privatization in Britain. Although
the focus of the book was on Britain, and although all of the practical
illustrations of privatization came from Britain, the book actually was a
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theoretical work, world-wide in scope and application.

It was an unprecedented contribution to political theory. It was the first
book ever published which described how to systematically generate
ideas that cause change. The book, Dismantling the State: The Theory
and Practice of Privatization is the companion book to this volume,
Privatization.

In the fall of 1984, the NCPA held a conference to introduce Pirie’s
book (then only in manuscript form) to the public policy community in
the U.S. What follows are the proceedings of that conference.

As the reader will gather from these proceedings, events in one country
often reinforce similar events in another. The process is helped along by
individuals and institutes exchanging ideas and techniques.

In the late 1970s Robert Poole, president of the Reason Foundation,
wrote a book called Cutting Back City Hall. The book described case
studies of successful privatization at the local level in the United States. It
became a valuable resource for Madsen Pirie and Eamonn Butler at the
Adam Smith Institute in London. By pointing to successful examples of
privatization in the U.S., Pirie and Butler were able to strengthen the
argument for privatization in Britain.

In the early 1980s, Pirie attended the privatization seminar organized
by E.S.Savas in Washington and told the American audience about
privatization success stories in Britain. This no doubt helped spur a major
research effort, funded at Savas’ urging, on privatization in the U.S., and
later made possible the establishment of the privatization data bank
established at the Reason Foundation. The chain of events had come full
circle.

At the local level in the U.S., a privatization revolution is underway.
Details of this revolution are contained in “Privatization in the U.S.: Cities
and Counties,” included as an appendix to this volume. It is a revolution
which has been underway for almost two decades.

At the federal level, things have been very different. At the time of this
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writing, the Reagan Administration has made some modest progress in
spurring privatization in transportation at the local level through the
funding policies of the Department of Transportation. But despite a
prolonged and determined effort, the Administration still has been unable
to sell Conrail.

At the federal level there has been no major privatization achievement.
This is strange, because since 1980, and primarily following the lead of
Britain, privatization has become a worldwide phenomenon. Governments
around the world are selling off assets—state-owned airlines, banks, steel
mills, etc. By some accounts the developing countries are making greater
headway than the developed countries. But far from being a leader in the
movement, Washington has largely by-passed the privatization revolution.
Despite the ideological commitment to freedom and free enterprise, the
Reagan Administration, until recently, has shown little interest in the
subject. One of the purposes of this conference was to help remedy that.

Here again, it is interesting to see how the movement of people and
ideas across the Atlantic can help to propel a movement. Before founding
the Adam Smith Institute in London, Madsen Pirie and Eamonn Butler
worked at the Heritage Foundation in Washington. Under the leadership
of Edwin Feulner, the Heritage Foundation was quickly evolving into the
bellwether institute for conservative thought in America. It was at Heritage
that Pirie and Butler learned about the mechanics of running a public
policy institute. They learned from the very best.

In setting up the Adam Smith Institute, they were joined by a third
individual: Eamonn’s brother, Stuart. Stuart Butler left the Heritage
Foundation and moved to London to help start the new institute. Later, he
returned to the Heritage Foundation. Each of these moves was important
because they represented an idea change. More than any other single
individual, Stuart Butler has been primarily responsible for importing
British ideas into the United States. For example, he single-handedly
popularized the British concept of the Enterprise Zone in the United
States, and helped make it a viable political program.

In the United States, as in other countries, the most difficult federal
programs to privatize are the entitlements programs (Social Security,
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Medicare, Medicaid, and Aid to Families with Dependent Children.)
Peter Ferrara’s pathbreaking study of Social Security and follow-up studies
by the Cato Institute have been extremely important in exposing the fact
that the federal government’s chain-letter approach to retirement pensions
cannot survive and that there are practical, private alternatives. The
NCPA’s proposal to privatize Medicare (developed by Peter Ferrara,
Gerald Musgrave, Richard Rahn and myself) already has generated
considerable national political support, and legislation along these lines
has been introduced into Congress.

Here, too, we have benefited from developments in Britain. In 1980 the
American Enterprise Institute published a study by me on British Social
Security. The study described a system under which British employers
can contract their employees out of the second tier of the government’s
Social Security program by providing substitute private pensions that
offer equal benefits. The British success with the program (over half of all
British workers have been contracted out) adds considerable force to the
argument for privatization of Social Security in the United States.
Surprisingly, although my study was written for an American audience, it
may have had greater political impact in Britain. I am told that it was a
major factor in the Thatcher Administration’s recent decision to completely
privatize second tier pensions.

Washington does not lead; it follows. Rather than being the source of
new ideas, Washington more often than not simply responds and reacts to
them. It is for this reason, that the role of the think tank is so important.
The Ed Feulners of this world are not answerable to voters. They do not
have to worry about re-election campaigns. As a result, the major think
tanks in the country can afford to propose ideas that are not immediately
politically popular today—but which may succeed tomorrow. Ultimately,
the think tanks, and the scholars and thinkers on which they rely, are the
source of political change in this country.

It is therefore a heartening and welcome development to see major
think tanks giving higher and higher priority to the concept of privatization.
The Heritage Foundation has adopted privatization of federal programs
as one of its major policy initiatives. The Reason Foundation remains in
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the forefront in pushing privatization at the local level. The National
Center for Policy Analysis has started a three-year program to propose
ways to privatize the entitlements programs and the federal welfare
bureaucracy. The Competitive Enterprise Institute, under the leadership
of Fred Smith, has played a central role in helping to forge coalitions in
Washington to achieve practical political success. Of the many other
institutes that are active in the privatization movement, the Cato Institute
certainly deserves honorable mention. In addition there is the Political
Economy Research Center, the Pacific Institute, the Manhattan Institute,
Citizens for a Sound Economy, and many others.

We live in an era in which ideas are causing change. This volume
represents a major step in the direction of explaining why and how it is
happening.

John Goodman

Dallas, Texas
1985
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1

How Public Policy Institutes Can Cause Change
Ed Feulner

As the 98th Congress draws to a close, I am reminded of a statement
Will Rogers made, which I can’t help sharing. Mr. Rogers said, “I don’t
makes jokes—I just watch government and report the facts.”

Ten years ago when the Heritage Foundation was started— conservatives
were seen as wedded to “stale old ideas” from the past. We were opposed
to change, our critics charged. We were told that we lacked a sophisti-
cated understanding of the country’s complex problems. In fact, we were
often compared to the tailor who was lucky enough to have an audience
with His Holiness the Pope and who, when asked afterward, “What'’s he
like?” replied, “He’s a 42 regular”

Conservatives were considered irrelevant by the opinion makers in the
media, and the power brokers in the Congress ignored us. Now, many of
those same Senators and Congressmen have entered involuntary retire-
ment. Now, the Brookings Institute—the Liberals' favorite think tank—
objects to being called “Liberal.” I don’t blame them.

Conservatives are supplying all of the new ideas— creative ideas—fresh
in their approach to contemporary U.S. problems—but consistent with
the basic, traditional values that have united us all these years.

We've certainly come a long way since Ronald Reagan first ran for
Governor— thanks in large part to individuals all over the country like
John Goodman and Stuart Butler, and thanks to institutions like National
Center for Policy Analysis and the Heritage Foundation which we have
helped build through our participation and financial support. But what
does it take for public policy institutes such as the NCPA or my own
Heritage Foundation to cause change in the political arena?

The Three I's: Ideas, Individuals and Institutions

Ideas. Many of you probably saw the New York Times Sunday Magazine
1



article earlier this summer titled, “How New ldeas Shape Presidential
Politics.” In it, Walter Mondale’s Issues Director is quoted as saying that
“Ronald Reagan won last time on the strength of ideas.”

Senator Moynihan, the eloquent Democrat from New York, confessed
that the Republicans simply left the Democrats behind. The Republicans
“Became the party of ideas and the Democrats were left, in Lord Mac-
aulay’s phrase, “The stupid party. There were ideas over there,” said
Moynihan, “So who ends up running the country? Politicians who know
how to use ideas, that’s who. The end product of government is laws—and
laws emerge from ideas.”

Individuals. Who produces ideas? Individuals. They also explain the
ideas and expand them, but the third part of the equation is, if not the
most important, the one I want to emphasize —the institutions.

Institutions. An individual needs an institutional base for support. An
institution helps to popularize and propagandize the ideas. An institu-
tional base provides more than just a paycheck to the individual. An
institution has outreach capabilities to promote an idea on a continuing
basis.

An institution should be large enough to have an “aura of authority,”
brash enough to come up with new ideas and not to be wed to the status
quo. It should be principled enough to take on the establishment (like the
steel industry on quotas) yet respectable enough to be considered seri-
ously in the policy process. How does one move into the policy process?
By shortening the path between the academic work done in the ivory
towers and the practice of day-to-day governing.

Many have argued that the reason it has taken Professor Hayek’s ideas
so long to filter down to the general public and into the policy process is
because he did not have an institutional base which would popularize and
propagandize his ideas and provide a sense of continuity.

We have found that just producing ideas is not enough; they must be
marketed. By the right people to the right people— largely the policy-
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making elite—in order to have an impact.

Who do we try to influence? Congress, the Administration and the
national news media.

How do we influence these groups? Through the grassroots, the think
tanks, the trade groups and the opinion leaders. We have learned that no
matter how many studies you write or how beautifully they are printed,
the effort is wasted if it has no impact on those who decide and implement
policy.

Let me walk you through an example of how Heritage caused a change
in the political arena.

We had an idea that the United Nations, like Pat Moynihan would say, is
a “dangerous place.” It has a budget of $4 billion—one-fourth of which the
U.S.pays. It has 50,000 employees. One hundred fifty-eight nations repre-
sented, many with populations not much larger than this gathering. And
what do we have to show for it? Resolutions denouncing Israel and South
Africa, capitalism and the U.S.

So, in 1982 we formed our U.N. assessment project to see just what all
this money went for. We now have two analysts, one research assistant and
two distinguished senior fellows—Owen Harries, former Australian Ambas-
sador to UNESCO and Charles Lichenstein, former alternate representa-
tive to the U.N. for political affairs.

Because of the number of complaints about UNESCO in our initial
meetings with U.N. experts, UNESCO was a high priority project. We
found UNESCO to be a wasteful, bloated bureaucracy; spending more on
administration than on education, science or culture; biased against the
U.S., the West and free enterprise; ruled by a third world majority
dominated by the Soviet Union and radical socialist states.

We turned out six Backgrounders from October, 1982 to December,
1983 documenting our observations, with examples, numbers, names,
UNESCO official resolutions and excerpts from their publications. Wide-

3



spread press attention with luncheons, seminars, and workshops were
organized to complement our work. We involved the key participants of
the policymaking process; members of Congress, their staffs, Administra-
tion officials, press and representatives of organizations interested in the
U.N.

Then, lo and behold, the mounting data began to change public
opinion. This allowed for a whole new series of policy options to be
considered. (In fact, the typically liberal press didn’t rush to UNESCO’s
defense because of UNESCO’s earlier attempts to impose a system of
international quasi-censorship. Thus the press was neutralized.)

The U.S. has said that it will pull out of UNESCO at the end of this year.
In the meantime the UNESCO operations have been audited by our own
government to find out just what they have been spending all that money
on. And certainly not to our surprise, the Government Accounting Office
found that UNESCO is grossly mismanaged. It has enormous power
vested in one man. Its governing bodies do not govern. There were no
effective evaluating and coordinating systems. The programs had no
clearly defined objectives and no target dates for completion. Hiring
practices circumvented the organization’s own regulations and under-
mined the professional integrity of the staff. There was little accountabil-
ity for the money disbursed. There was an increasing concentration of
staff at headquarters in Paris. Payments were being made in contravention
of the organization’s rules, and the recommendations of external auditors
were repeatedly ignored.

The central role of The Heritage Foundation in all of this is well
understood by UNESCO officials. They refused cooperation, refused to
give us information, and even our publications requests were delayed.
The Heritage Foundation was openly denounced by U.N. officials in
discussion with diplomats at the U.N. I must admit that this is one of my
very favorite examples of how the three “I's” have come together.

I have put together a short list of recommendations for what I would
call marketing the product. These are some practical, nuts-and-bolts type
suggestions that I'd like to share with you tonight. Work with the media,
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not against it. [t does you no good to gratuitously slam them. Last summer,
for instance, Richard Threlkeld did a five-minute special report about
privatization on the ABC Nightly News. His treatment of the subject was
overwhelmingly favorable, due in no small part to the fact that Steve
Hanke, who was a Heritage Senior Fellow then and is now a Manhattan
Institute Senior Fellow, was his primary source. The core idea behind this
undertaking is the often unappreciated fact that articles and newscasts
can vary immensely according to what sources were contacted. The first
thing writers and producers need for a story is sources.

The second principle that we agreed on when the Heritage Foundation
was established is what I call the “briefcase test.” This principle is that
studies should be as brief as possible. Arguments should be concise and
clearly presented. Because of the vast number of issues addressed in
Congress, there is a desperate need for concise studies which cut through
the rhetoric and lay out the arguments succintly, to help members of
Congress make informed choices on the issues before them. For this
reason, we try to limit our Backgrounders to 10 pages—a document which
stands a much greater chance of being put into the briefcase and read
before the debate than a book which generally ends up on a bookshelf.
We even have come up with an “urgent” format, the Executive Memoran-
dum. This series outlines an argument in its briefest form—one sheet,
front and back. Executive Memorandum is written, printed and hand-
delivered to the relevant Washington offices in 24 hours, which often is all
of the time left before a crucial decision is made.

Make contacts with speechwriting staff—on the local level and the
national level. We are in touch with the Vice President’s and the Presi-
dent’s speechwriters. Once you get these ideas into speeches it is easier for
those operating at the lower levels in the various departments to move an
idea along.

A very good example of this was Enterprise Zones. It was part of the
1980 platform, the President has spoken of it in numerous speeches, and
the proposal moved quite well through the Administration. Unfortu-
nately, it has not done as well in the Congress. But, when the President
begins to talk about a particular subject in his speeches, he moves an
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idea into the public debate. He helps to form the public opinion and in a
sense he frames the debate.

This brings me to another point: Enlist support from a variety of
sources. Even though this bill (Enterprise Zones) is still in Congress—it
has passed the Senate and has more than 240 co-sponsors in the House
and is supported by a majority on the House Ways and Means. However,
we did not sit around and wait for Congress. Groups like the American
Legislative Exchange Council and the Sabre Foundation have helped
move the debates into the states. This has been a very effective maneuver:
23 states have now passed Enterprise Zone legislation. And Pennsylvania
has Enterprise Zone administration policies in effect.

When possible, find out who is going to be affected by a certain policy
and win their support first instead of coming out with a proposal and
leaving these groups to react.

Take for example, privatization of public housing.

e The idea worked its way through the neighborhood-based organizations.

* We sent editorials out to the media.

* We picked up the support of Congressman Kemp, who has helped to
push the idea and keep it out front.

¢ The proposal was included in the Republican Platform.

e Now the U.S. Department of Housing and Urban Development is
working on a demonstration project.

Try to build “near beneficiary” groups. These are groups which don't
quite qualify for a particular benefit, but would like to. These “near
beneficiaries” help to build very effective lobbying efforts to expand a
particular program.

For example, we have seen a big push for an expansion of IRAs to
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include nonworking spouses, and it has been very effective. Another
example is the Enterprise Zone proposal: Once areas outside the zones
realize how well the zones are doing with less taxation and less govern-
ment intervention, they will press to have the zone expanded, or ask for
the creation of a new zone for themselves.

Disseminate your ideas. We have had a number of successes in getting
our ideas out through our journal Policy Review. By sending out press
releases on certain articles, excerpting others, and encouraging op-eds,
we have widened the market of these ideas and individuals. For example:
George Gilder’s “Triumph of the American Mind” was excerpted in the
Washington Times (it took up an entire page), and was the subject of an
important editorial on the semiconductor industry in the Detroit News, a
column by nationally syndicated financial writer Robert Metz, and an
editorial by the Voice of America. As a result of the article, Gilder was
asked to appear on the MacNeil/Lehrer television program and twice on
the Financial News Network.

Senator William Armstrong’s “Therapy for the Budget” was the subject
of a front-page news story and was excerpted in the Washington Post'’s
editorial page “For the Record” section.

Adam Meyerson’s article, “Elliott Abrams for Human Rights,” was
distributed by Congressman Jack Kemp to all Republican Congressmen
through the House Republican Conference’s News Summary. And, at a
recent party in Managua, Mr. Abrams met the director of the North
America desk for the Sandinista party. “Mr. Abrams,” said the Sandinista,
“I am so happy to meet you. I was just reading about you in Policy
Review” So, we are widely read.

Certainly intellectual ideas can spread very quickly, yet their triumph at
a particular time and place depends upon a variety of circumstances and
accidents. For this reason, it is necessary to address a number of issues at
the same time to be prepared to exploit circumstances which become ripe
for influencing policy.

Always remember: Mainstream America and mainstream policy-
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makers are receptive to conservative ideas and policies when properly
exposed to them.

Right now we are at a crossroads in Washington.

What we have seen is that the right institutional support and institu-
tional base can change the focus of debate on major political issues.

We have to have a legacy of our own institutions to outlast Ronald
Reagan.

While we are riding the crest of the political wave, we should be
building institutions for the next century. We should be using this time to
establish conservative organizations.

Right now at Heritage we have a project which is encouraging a group
we call the “Third Generation”—most of these people are under 30. We
have held 18 meetings with speakers that include: Former New York
Congressman John LeBoutillier; Grover Norquist, chief speechwriter and
economist with the U.S. Chamber; and Frank Lavin, Deputy Director of
the Office of Public Liaison in the White House. We average close to 100
attendees at each meeting.

As we have seen in the recent polls, Ronald Reagan’s strongest support
comes from the “Third Generation.” The time to establish policies and
organizations which include these people and which enable them to
govern better is now.

You know we've come a long way when we start talking about a
generation of conservatives. I think it’s no accident that the younger
people are more conservative in their political leanings. Conservatives are
supplying the new ideas, and we’'ve been able to popularize those ideas
and move them into the political debate. And it's no accident that the
younger people are excited about these new ideas.

Obviously, we now need to work to establish organizations like the
National Center for Policy Analysis all over the country. And we need to
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continue holding conferences such as this where we can learn from our
friends like Eamonn Butler and Madsen Pirie at the Adam Smith Insti-
tute. (Who by the way, have had more than their share of success stories.)

I think that if we move ahead keeping in mind the three “I's” that I
mentioned earlier: Ideas, Individuals and Institutions, we will leave a
legacy for this Third Generation which can carry the conservative move-
ment into the next century.
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Privatization Techniques and Results in

Great Britain
Madsen Pirie

One of the great testame s to the great progress of the Thatcher
Administration is that the word “privatization” (and indeed the idea of it)
never appeared in the election manifesto of the Conservative Party in
1979. That election manifesto was a fairly traditional set of policies: To
make government more cost effective, to cut the overall cost of government,
to extend more choices to the people, and so on. But, the word privatization
didn’t appear.

Five years later in 1984, when British Leyland, the luxury car company
that makes Jaguar was privatized, people were fighting in the streets to
buy shares of stock. Television news coverage pictured gentlemen wearing
bowler hats, bashing each other with brief cases and umbrellas, trying to
get their share applications submitted in time. When the public starts
fisticuffs, when there is brawling in the streets, when the city is brought to
a halt by traffic jams, when thousands of people converge on a bank to
buy shares of stock in a public company, obviously we have made some
progress.

I am going to present a synopsis of the British privatization solution that
was proposed or seriously considered and then rejected in favor of a
non-traditional solution that worked. We have no shortage in Britain of
people who say things like “We've got to get rid of the coal mines,” or “We
must denationalize the ports,” or “The health service can’t go on the way it
is.” We have no shortage of people like that and I imagine you are similarly
well endowed in the United States with people who say “We've got to get
rid of food stamps.” Unfortunately, in the real world it doesn’t work like
that. You can’t just go out and get rid of food stamps or denationalize
industries. What we are short of in Britain is people telling us how to do it.
And therefore, it is quite instructive to look at a series of cases in which
the traditional proposal was set against the one that was actually successful.

Local Government Services

I will start with local government services, largely because we have
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made as much progress there as anywhere else and because it is an area
which is often neglected. People from other countries often say that the
scope of state ownership of industry and services is very small in their
country. And it probably is small at the national level. Yet, it is at the local
level of government in America and almost every advanced country in
Europe that there is a very large degree of government ownership.
Therefore, much progress can be made at this level in reducing public
ownership.

What can be done about local government services? The traditional
conservative answer has been to provide the services publicly and charge
people fees for using them. Instead of providing services free at the point
of consumption, such as free access museums, free street sweeping, free
garbage collection, people are charged user fees. The theory is when you
charge fees you impose economic disciplines. After all, if people are
forced to pay for the service, they care about how much it costs. If they
must pay users fees, they are going to regulate their demand. If the service
is free, or at least free at the point of consumption, there is potentially no
limit to the demand for the service. You could have garbage collectors
calling three times a day, and indeed if it is free people may demand that
level of service.

This traditional conservative solution was tried in Britain and it proved
to be universally disastrous. It didn’t work at all. It doesn’t work because
charging user fees has a political cost. Someone has to set these charges.
When you fix the charges there is every pressure in the world to make
them as low as possible and no pressure at all to keep them high. And so
the pressure is on administrators and politicians to keep the charges as low
as possible. Once those charges have been set, pressure is always to keep
them low and to increase the size of the government subsidy. When those
charges have to be renegotiated every year, politicians come under pressure
from every conceivable interest. For example, when the time comes to set
the charges for city bus services or refuse collection, city officials will be
under considerable pressure from organized lobbies. Concerned citizens,
senior citizens, the poor, the lame, the old—all will agree that their
particular group should be exempted, that the charges must be kept low,
and that an increase in fees would be absolutely wrong.
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If the city officials try to hold out, if they try to stick to their principles
and insist on charging fees which reflect true costs, they will be portrayed
as somewhere between Scrooge and a Victorian Poor House manager,
and they will be at serious risk in the next election. So it is a situation in
which sound economic principles can be protected only by putting the
best legislators at risk. There is every conceivable pressure on them to
abandon their principles.

The alternative, which was adopted by the Thatcher Administration,
was the contracting out of government services at the local level. That
means having the service done by private business under contract to city
government. The finance of the service is kept in the public sector, but the
actual provision of the service is done by the private sector. Because there
is competitive bidding, the private company providing the service faces
constant pressure to keep costs down and quality high. This policy has
saved local governments far more money than was ever saved by attempting
to raise user fees. The policy also has proved to have few political costs,
and it usually generates many political benefits.

The first local government in Britain to contract out one of its services
was Southend Sea, which contracted out street cleaning and refuse
disposal in 1980. Within six months, about half-a-dozen more cities contracted
out services and another half-dozen followed six months later. Today, on
the average one more city service somewhere is being privatized everyday.
Everything ranging from architectural services to legal services, to pest
control to grass cutting, to cleaning the public lavoratories, is now a
candidate for privatization. And the amount of privatization has gone up
spectacularly.

The labor unions last year earmarked 1.5 million pounds to campaign
against privatization. But this is a drop in the bucket compared with the
potential savings from privatization. We save 1.5 million pounds on a good
contract in an average city. I might add that we also have gotten results
without actually going to private contractors, but merely threatening to do
so. In one case city workers who learned that their jobs were going to be
put out for contract hastily huddled together and put in a bid and did
exactly the same work at one-third less manpower. The savings were over
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one million pounds. When people come to us at the Adam Smith Institute
from local government and ask how they can save money for their local
governments, we always tell them simply to go back to council chambers
and stand up and say the word “privatization.” That alone will save them
20 percent. And if they go through with it, it will save them another 20
percent.

Public Housing

In Britain we have had housing problems in both the public and private
sectors. The problem in public housing is that when Margaret Thatcher
assumed office the government owned about 35 percent of all British
housing units and more than one person in three lived in a publicly owned
house at a highly subsidized rent. The rent was subsidized out of local
property taxes paid by people who owned private houses. The problem
with the private sector houses was rent control. It is universally enforced
in Britain and it has kept rents below-market level. So with people living in
public houses with below-market rents as well as people living in private
houses with below market rents, you can appreciate why we had a housing
shortage. It simply was not worth it to build new housing. People preferred
to put their name on a waiting list for public housing and wait, because
when they got it, it was so cheap and they could pass it on to their sons,
their son’s son and so on to the tenth generation. The situation was
amazing. I still find it difficult to believe we actually did that, but we did.

The traditional policy of the Conservative Party in Britain for more
than 20 years was to make public houses pay for themselves. Instead of
giving subsidized rents, they proposed to raise the rents to economical
levels. The Tories said this in every election and in every election they
were beaten on the issue. And for a very good reason. The 35 percent of
people living in those houses looked at the promises of the two candidates;
one was saying we are going to give you cheap rent and the other was
saying we are going to give you high rent. The tenants of these houses
(called “council” houses) always chose the cheap rent, and they always
voted that way. The Labour Party could regularly count on getting 90 to
95 percent of the votes from tenants of the public houses.

The Thatcher Administration tried a new tact. Instead of trying to
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make rents cover the cost of public housing, they decided to get rid of the
houses by selling them to the tenants. The government recognized that a
typical person living in a rented house probably would like to own it if they
could afford to buy it, so the government offered them the right to buy.

In order to encourage sales, people were given the right to buy the
houses at up to 50 percent off the market value depending on how long
they had lived there. The Thatcher government realized it was worthwhile
to do this because once people owned their own house there was no
longer the problem of subsidized rent. So it is worth giving them half the
value of the house in order to dispose of what otherwise was an annual
loss to the government. Not surprisingly this proved to be successful. The
tenants liked it because they could hold the house for a couple of years
and then resell it for a profit. They could buy it for 20,000 pounds, wait
two years and then sell it for 40,000 pounds.

What happened during the last election is that the Labour Party stood
over on one side and said, “We will give you cheap rent,” and the Tories
stood on the other side and said, “We will give you free houses.” The voters
said, “We want the houses!” The Labour Party said they were going to take
the houses back once they regained power. They now have officially and
formally abandoned that position, for they realize there is a huge
constituency out there who simply won’t have anything to do with them if
they threaten to take the houses away.

Of six million public housing units, about 250,000 have now been
sold (about 15 percent) and sales are accelerating because the earlier sales
occurred during a depression. We have the beginnings of an economic
recovery in Britain and sales are up because people feel more confident in
the future and in their ability to make mortgage payments. The government
has increased the discount to 60 percent and introduced a new proposal
for the people who cannot afford to buy them even at 60 percent off—a
“part purchase,” whereby people can buy part of their house. The idea is
to get the houses out of the public sector at all cost, whatever it takes.

As far as Britain’s private housing is concerned, the traditional policy
always has been to abolish rent controls, and the Conservatives have gone
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to great lengths to do so. But they have tried repeatedly and failed. The
reason they have failed is because there is a public outcry among the
tenants and their lobbying organizations. And the weaker, less ideologically
confident members of the Conservative Party wilt under this kind of fire
and can’'t command a majority of the Legislature. So the attempts to
abolish rent control have failed.

The Thatcher government introduced a new policy under which everyone
who is in a rent control house can continue to enjoy rent controls, but any
new property coming onto the market can be let without rent control.
The idea is quite specifically to set in motion a chain of events that will
lead to the end of rent control. People who live in rent control houses are
not threatened. When the new policy was enacted there were no marches
in the streets; there were no demonstrations. The act was put through
Parliament on a quiet Wednesday afternoon without anyone noticing.

Not one new property in the whole of Britain has come onto the market
under rent control since this policy was adopted. Every single new
property which comes onto the market comes under leases negotiated in
the free market. As people in rent control houses die, as they move away,
or as their landlords buy them out, the property moves into the free
market. So the portion of property under rent control is declining steadily
and will continue to decline until there is none left. Now that, you see, is a
different type of approach. Everyone who has enjoyed the privilege has
been guaranteed that privilege will continue. The existing generation is
being bought out so the change can be effective for the next generation.

Health Care

The National Health Service costs an enormous amount of money. The
quality of service is getting worse, there is a lot of unnecessary and
wasteful spending, and much of the benefits go to those who don’t need
subsidies from government. The traditional Conservative policy in Britain
has been to try and weed out and take away benefits from those who don’t
need them and, achieve administrative savings by cutting out waste.
There always has been a public outcry, with television news programs
showing how the new policies are having devastating effects on the poor.
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The same thing has happened to President Reagan in this country. He has
been cast as someone who is attempting to save money by taking away the
benefits from the poor and giving tax advantages to the rich, even though
the policy changes were enacted in order to make the system more
rational and cost effective. What begins as an attempt to cut out the most
extreme absurdities of waste ends up being portrayed on CBS News that
night as an attempt to put widows and disabled people out onto the streets
in the snow. Of course the politicians quickly respond by deploring the
new policies.

The same thing happened in Britain. The attempt to cut or to cut out
waste always failed. So the Thatcher government has embarked on a new
strategy: to deliberately foster private alternatives that will encourage
people to leave the state sector by choice. The British have been telling
themselves for years that we have the finest health service in the world,
which cares for people from cradle to grave or, as they say these days, from
pre-natal to county crematorial. Yet people are now leaving it in droves.
The number of people with private insurance in Britain has gone through
the roof. And it has spread into trade union negotiations to the extent that
private insurance is now part of collective bargaining. Today there are
about 600,000 union members covered by private health insurance.

About 4.2 million people in Britain pay for state services through their
taxes. If they want to use private insurance as well, they have to pay twice.
They end up paying once for the state service they don’t use, and once for
the private service they do use. Not surprisingly, this means that the
choice thus far has existed only for the rich—those who could afford to
pay twice. The Thatcher government introduced a principle of giving tax
benefits to people who opted out. If you take private insurance you are
saving the state money in the National Health Service, so it gives you back
a little bit of that money you saved them. That little bit is your incentive,
which makes it that much cheaper for you to take the private alternative.
This is only one tiny hole in the dam, but it's getting bigger. Once the
principle is established, arguing about the price is the only thing that
remains.

George Bernard Shaw, in conversation with a lady at dinner, asked if
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she would accompany him to bed for a million pounds. She said yes. He
then asked if she would accept only five pounds. Insulted, she said, “What
doyou think I am?!” To which he replied, “We've already established what
you are, we are now arguing about the price.” A similar principle applies
to opting out and encouraging exit. Once the principle has been conceded,
we are now talking about the price.

Education

The traditional conservative proposal has been the voucher system.
Vouchers give parents choice. It is a very good idea, and if we all woke up
tomorrow morning and found vouchers in progress it would be a marvelous
world. Unfortunately, it has been proposed many times and never succeeded
in getting off the ground. The voucher idea has been around for more
than 60 years, and there have been numerous attempts to get a trial
scheme put into effect. Unfortunately, the vouchers alienate parents
because they don’t understand what sounds to them like some crazy idea,
and because they fear they are going to lose the free place their children
have at their local school. Teachers, of course, are determined to oppose
vouchers, for it will mean losing control. The local authorities who
administer the schools also see in vouchers a loss of power. So every single
group you can think of in the education process is opposed.

So vouchers are an excellent idea, but politically they are just not
feasible. The solution is one which involves giving the parents control
over the schools—that is, having schools run by boards of parents. If you
have a child at the school, you get a vote. In addition, parents on the
school board are given the power to hire and fire the principal and other
members of the faculty. Combine with that the finance of schools on a
capitation basis, based on the number of children in the school. Now if
you add the right to move your child to the school of your choice, you
begin to see emerging a radically different educational system.

Under the new system if parents don't like a particular school, they can
move their child elsewhere. As the child moves elsewhere, the school’s
capitation goes down by one. If they have one less child, they get a little bit
less money. The new school to whom the child is sent sees its roll go up by
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one; and it receives a little bit more money. With parent control of the
schools, there is the possibility that the schools will begin to vary. Some
may achieve academic excellence, and stress traditional pursuits. Others
may adopt the latest sociological theory and allow the children to pour
glue into each others ears in the name of encouraging uninhibited creativity.
The parents will,  imagine, desert these schools in droves. The schools, in
other words, will have to compete for customers in much the same way
that business firms compete in the marketplace.

The obvious questions can be asked: “How does this differ from the
vouchers?” The answer is: “Not at all.” This is the solution I think we're
going to see tried in Britain.

Regulatory Agencies

In the United States you have regulatory agencies. We in Britain have
QUANGOS. A QUANGO is an acronymn for quasi-autonomous, non-
governmental organization. They are bodies appointed by government,
but not directly answerable to Parliament. They are a kind of para-
bureaucracy. We discovered there were 3,068 of these bodies, staffed by
tens of thousands of bureaucrats. The traditional conservative policy has
been: “When we take over, we're going to put the right people in.” And
when the right people were put in, they became the wrong people very
rapidly. You put the “right” people in, and lo and behold they somehow
find that the arguments they previously had for getting rid of these
agencies and doing away with their work are no longer persuasive.

The alternative of the Thatcher government is to replace QUANGOS
with private alternatives. Twenty percent of these bodies have been
replaced with private, voluntary substitutes. For example, there originally
were three QUANGOS related to birds: the Advisory Committee on Bird
Sanctuaries in the Royal Parks, the Advisory Committee on the Protection
of Birds in England, and the Advisory Committee on the Protection of
Birds in Scotland. The government was advised that the Royal Society for
the Protection of Birds (RSPB) was an independent body funded by
subscriptions from its members, and was, in fact, better than all of the
other three put together. The RSPB gave consistently better advice, and
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therefore was a better body to deal with. The government transferred to
the RSPB the bird sanctuaries that were previously administered by the
three QUANGOS.

Of the 3,068 QUANGOS in existence when Margaret Thatcher took
office, a little more than 600 have been privatized or abolished. That is a
20 percent reduction, quite good for one term in office. But, of course,
much more remains to be done.

Nationalized Industries

In Britain there are many regulations which limit industrial development.
What does a person opening a business have to go through? If you attempt
to open a business in Britain, you direct your request to the Department of
Industry. You are supplied with all the regulations that have to be met:
health and safety, building standards, and rules like: “The fire extinguisher
shall be affixed to the wall.” It is the same with the Occupational Safety
and Health Administration in the U.S.

The traditional policy has been to attempt to repeal these regulations,
and it is very tough going. Regulatory agencies have a mind of their own.
You have to fight for a long, long time, to battle for two or three years to
get one minor change, such as modifying the rule about how lavoratory
seats must be made. After winning the battle, you are allowed some
variety of choice as to whether to use plastic or wood. But it is very
debilitating to undertake this kind of fight. You get bogged down in detail
and end up thinking it is a great victory if three years later you’ve got some
minor paragraph inserted into the Federal Registry.

The solution we tried in Britain is to establish experimental areas of
deregulation. The idea is to prove in selected areas that if you do away
with all the regulation it doesn’t result in Mongol hoards sweeping in from
the East. Life goes on. Industry is more successful. We're optimistic that
once we have proven on a small scale that deregulation can lead to
improvements, everyone will want to get in on the act.

What do you do with these state-owned industries? If the company is
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making a profit, traditional Tory policy has been to leave it alone on the
grounds that we can use the money. The conservative policy has been if it
is making a loss, we can’t get rid of it. A minority of Conservatives did
argue that profitable firms should be sold. They said, “If it is making a
profit today, it will surely make a loss tomorrow. Let’s get rid of it while it is
still profitable.” But, they wanted to sell to a private buyer.

What the Thatcher government did instead was to sell to the public.
The policy was to issue stock and invite the public to buy. And so the
British public is buying large shares in British Telecom, British Leyland,
and on and on. There are four pages packed with titles of companies of
various sizes that have been sold to the public. What this means is that the
public now has a vested interest in keeping these companies in private
hands, and any Labour government that wants to take them back again
under state ownership will find the general public a very effective opposition
lobby.

There were many state industries that were making a loss. These could
not be sold in the same way. The traditional Conservative policy has been
to close them down. This meets with a lot of opposition in the workforce.
It meets with strikes, sit-ins, marches in the streets, and television
documentaries on the potential harm. It is an unrewarding approach.
What the Thatcher government did instead was to promote a worker
buy-out, which has been an extraordinary success story. For example, the
National Freight Corporation, the government’s trucking company, was
making horrendous losses. The government sold it to the employees, with
much of the money coming from the employer’s pension funds. It has
been a spectacular success every year since then. Its annual reports show
profits, with the employee-held shares increasing enormously in value.
The workers used to spend their time fighting over who was allowed to do
which job, disputes which characterize state industries in Britain. They
are now so busy making money hand-over-fist and satisfying consumers
that they have no time for these little disputes. It is a formula that is being
applied more and more to a variety of industries.

Subsidies

Subsidized activities, such as school meals in Britain, are state provided
21



at highly subsidized rates. Meals that cost about 60 pounds are provided
by the state to children for 20 pounds, with the taxpayer picking up the
difference. If you try to justify the state subsidy you get nowhere at all. If
you try to withdraw the subsidy you get howls of hysterical protest. The
new Thatcher policy has been to contract on the basis of least subsidy.
You announce the service that needs to be provided, school meals for
children, for example, and discover who can do it for the least subsidy.
Firms bid against each other to see who can do it for the lowest price,
requiring the least amount of taxpayer revenues.

The policy has been very successful. The cost of school meals has gone
down and the quality has gone up. When the meals were provided by state
workers, the children used to get akind of brown goo on a plate. They now
serve better meals and the children have more choices. It has been a total
success. The only people objecting are the ladies who used to do it, and
most of those have been hired by the private companies.

Utilities

In Britain, the big utilities are state-owned monopolies. These include
gas, electricity, and the telephone service. The traditional Conservative
approach has been to try to divide them up by geographic areas. Telephone
service, they said, is a natural monopoly: You can’t have two sets of
telephone wires going into the same house. Gas also is a natural monopoly.
You can’t have two gas pipes going into the same house. So the Conservative
proposal was to divide the country up into areas, so that the performance
in one area could be compared with the performance in another. Under
this approach differences in performance would lead to embarrassing
questions: Why are you in West Yorkshire charging 4.5 pence per therm
when down in the East they’re managing to do it for 3.3 pence per therm?
Obviously, you're operating inefficiently.

The idea never got anywhere. The gas boards and the electric boards
proved themselves quite capable of resisting it. They said they need to
operate on a national scale in order to take full advantage of economies of
scale. It was a very effective argument.

The Thatcher government chose a different approach. It repealed the
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monopoly status of the utilities. The government simply has said that
anyone who wants to supply gas can do so. Anyone who wants to supply
electricity can do so. Anyone who wants to supply telephone equipment
can do so. What is happening is in several areas is that the monopoly is
being eroded by repealing the monopoly protections, rather than attempting
to break the monopoly up. This is particularly true in the case of telephones.
I doubt that British Telecom now supplies a majority of the telephones
sold in the United Kingdom, and that is within two years of losing its
monopoly status. Four years ago, every telephone in Britain was a black
thing with a dial in the middle—just like it was in the 1930s. In four years
the market has changed enormously. Britain is now almost as advanced as
the U.S. in radio phones and other innovations, all as a result of the repeal
of the monopoly.

Other Government Services

In Britain if you live in public housing (more than five million people
still do) the state maintains your house. It comes and fixes pipes and
windows and performs other maintenance duties. The water supply in
Britain is nationalized; broken mains and faucets have to be repaired by
the state. The traditional Conservative policy has been to try to make
these services more efficient. They have set up Use Accounts so that
consumers, meeting together, can exercise a voice and report that the
service isn't really satisfactory. Unfortunately, they end up being captured
by the industry that they are supposed to be against. We now have the total
absurdity of the Use Accounts endorsing increases in postal charges on
the grounds that it will give customers a better service!

The new policy, which has just been introduced, is to give people the
right of private substitution in the event the state service fails. The new
housing bill has this written into it. If you want to have your state-owned
house repaired privately, you call in private contractors, have it fixed, and
then bill the state. The same principle is going to be used in the water
industry. If your local water main bursts, and they don’t fix it, you bring in
private plumbers, get the thing fixed and then bill the government. You
have the right to have the repairs and maintenance done privately and
have the government pay for it if it fails to fulfill its statutory obligation.

23



Conclusion

There are four major areas of the public sector which are candidates for
privatization in Britain. 1. nationalized industries, 2. utilities (gas, electricity,
telephones, etc.), 3. regulatory bodies, and 4. social services (health
care, pensions, etc.). I have listed them in order of the difficulty of
privatizing them.

The greatest progress has been made in the first category, through the
sale of state industries. But substantial progress also has been made in
each of the other areas. The Thatcher government has demonstrated that
no areas of the public sector is immune to the wave of privatization which
is sweeping Britain.

I have given you a number of case histories, covering each of the four
public sector areas. In each case I have contrasted the traditional approach
(which did not work) with the Thatcher government’s approach (which
did work). These case histories and many more are described in detail in
my book Dismantling the State: The Theory and Practice of Privatization.

Some people look at Britain and suppose that privatization merely
means selling off state assets. That is wrong. Privatization in Britain as
practiced by the Thatcher Administration means having done privately
that which was previously done publicly. It does not matter if it is a
regulatory function, health, education, industries, or utilities. In Britain,
privatization is an approach. It is not a message or a policy. It is a
determination to approach the public sector as an enemy and to get rid of
it piece by piece.

We already have won the intellectual battle in Britain. We also have
identified our policies with the future. People generally believe that as a
manufacturing economy changes to a service and high-tech economy, our
policy of choice, variety, and opportunity is more appropriate to the
future. The Left and the collectivists are reeling at the moment, trying to
conserve a way of life that the general public sees as dying away. | would
not want to be in their position.
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3

How the Thatcher Revolution was Achieved
Eamonn Butler

I want to discuss the kind of strategies by which privatization was put
into practice in Britain. This involves not just the ideas themselves, but the
mechanisms and procedures that we have been using to get those ideas
across, to get them taken seriously, and then to get them put into practice.

The first thing that I must stress about the Thatcher privatization
revolution is that it was not something that was done by careful planning,
certainly not on the part of the politicians! When Mrs.Thatcher took
office, there was in the party platform a commitment to lowering public
expenditures, but nothing at all about contracting out government services.
And amazingly, contracting out local government services has been one
of the government’s strongest achievements, while its efforts to lower
public expenditures has not been as successful.

When Thatcher took office in 1979, many conservatives thought that it
would be very easy to reduce government expenditure by techniques
such as cutting out waste. I'm sure that American politicians, too, like to
cut out waste. Before the election British politicians made pious statements
about how much waste there was in bureaucracy. Many other people
thought that you could simply go in with a hatchet and cut down
government programs right, left and center, and that you could enforce
cash limits on the budgets of nationalized industries and thus bring them
under control. Of course, none of this was achieved. The level of public
expenditure in Britain today is not very much different from what it was in
1979.

According to traditional conservative thinking, politicians need only to
be determined enough; they have to have the political “will” to go in and
cut the public sector. Well, I've never actually seen political “will.” And
you can't expect politicians to volunteer to make themselves unpopular by
reducing government programs that benefit a lot of people. The beneficiaries
are not only the people who are receiving benefits from the program but
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also the people who are running the programs. Trying to get politicians to
cut programs is rather like trying to get turkeys to discuss the merits of an
early Thanksgiving!

Making Small Changes

Consequently, sweeping cuts have proved impossible. But there have
been a large number of things that have happened on a small scale, what
we call the micro-political scale, since small-scale changes have the
potential to develop into much larger changes later on. Small starts were
made with ground being broken in lots of different areas. It is very
appropriate that this paper should be entitled “The Thatcher Experiment,”
because a great many of the things that have been quite successful started
out simply as experiments.

Progress started to be made by tackling the easy targets first. We had a
government in 1979 which was very committed and ideological but, very
wisely, decided that it would not immediately take on many of the things
that its supporters wanted it to take on. Many of its supporters in 1979
thought that the first thing we ought to do was to go in and break up the
unions. This is because the unions were seen, and are still seen by many
people in Britain, as being the greatest threat to any progress in the United
Kingdom. The government appointed a very soft man to tackle the union
problem. A little bit was done but not very much. Then the next year a
little bit more was done. The next year a bit more still. And so at the end of
four or five years, we now have a policy on trade unions which 1 think is
almost as rigorous as those which the conservative hard-liners were
suggesting that we should have adopted in 1979. But it happened gradually,
without the unions themselves being able to organize very much effective
opposition against it. The strategy was just one small change after another
that no one felt particularly strongly about.

The government also approached the issue of the National Health
Service very wisely. The attitude of the Minister of Health was “I did not
come into office in order to preside over the dismantling of the National
Health Service.” The National Health Service concept of free medical
care for everybody is such an entrenched idea in Britain that it would have
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been very unwise for the government to simply cut out benefits right away.
So there was not an immediate attack on the Health Service as some
conservatives had proposed. Instead, competition has been encouraged,
private contractors are taking over ancillary services, and charges for NHS
treatment have been raised gradually.

There were a number of very small things that had very significant
effects in other fields. For example, one of the first actions of the
government was to deregulate the bus services between cities. This has
been a very interesting experience because the deregulation of buses
between cities has led to an enormous improvement in services; it led to
fare reductions of about 50 percent on most services, and it has resulted
in the delightful but unexpected by-product of our state railroad company
coming under serious competitive threat from all of these booming
private sector bus companies. Who would have thought that buses would
introduce videos and stewardess services, and make so much improvement
in service that they would put very strong economic pressure on the
railroads? (That, of course, is making it easier to deal with the powerful
rail unions.)

The experience has been so good over the last three or four years that
we are now going to do exactly the same thing on urban buses. Instead of
being run by the local governments, in the future they are going to be
broken up and run by private firms. The Adam Smith Institute played
some part in that: A while ago we published a book on bus deregulation,
looking at practical examples throughout the world, and that led to the
government white paper on bus deregulation. The laws that will follow it
probably will be enacted in November and December of 1984. So the
Thatcher program has been rather opportunistic; it has been a gradualist
program which developed as it went along. Instead of trying to enforce
sweeping and rigid changes, it has taken advantage of the opportunities
that small changes have produced.

Creating Freedom of Choice

A very important aspect of how the Thatcher experiment was achieved
was to give people a taste of free choice. We can argue; we can write
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books; we can give seminars about the advantages of freedom and free
enterprise. But what actually changes people’s minds? It is being able to
buy health care privately instead of having to wait six months for an
operation in a National Health Service hospital. It is being able to travel by
a bus, cheaply, with lots of competition, rather than being dependent
upon one state-operated bus company. It is the taste of being able to own
your own home rather than to have to rent it from the government, and
the taste of being able to do things with that home under private ownership.

All of these things give people their first taste of the market economy.
They begin to understand this new-found freedom and say to themselves,
“Actually, it’s not bad.” And then you can build on that and do yet more to
introduce further competition.

As part of our work designed to encourage people to think about the
value of freedom, we discovered there were 252 kinds of government
inspectors who had the power to come into your home or your office, take
your papers away and photocopy them, and invade your personal liberty
in other ways. We always thought that an Englishman’s home was his
castle. But no, there are 252 different ways of getting into that private
castle. And so we published a list of these agencies, and we presented it
like a restaurant guide—with little symbols beside each agency’s name.
There was an ax if they could break the door down, and there was a filing
cabinet if they could take your papers away, and so on. That helped
enormously. We were quite surprised to be called in by a government
official who said, “The Prime Minister has put me in charge of cutting
down these inspections.” He had our book in front of him. And he opened
it and said, “Now, where shall we start?”

The point of this example is that very often politicians want people to
tell them what to do! They know the goal they want to reach, but they
don’t know how to get there.

The Role of Think Tanks

One other thing instrumental in helping the Thatcher achievements
was positive backing from British think tanks. It had the good fortune of
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having many think tanks that were exploring these ideas, that knew
something about the political process and how to influence it.

The support has not come from traditional sources. For example, the
Confederation of British Industry, which is a federation of employers,
came into open conflict with the government on the subjects of inflation
and recession. They wanted inflationary budgets because their pockets
were torn. They openly attacked the government saying, in effect, that
more public spending was needed. They did not want to lose government
contracts. They wanted Mrs.Thatcher to keep spending high. What
happened was that they quickly became ineffective.

On the other hand, an organization that did support our efforts, the
Institute of Directors, came in with very effective media presentations.
Their work filled the void. They are now active privatizers, with good
policy analysis teams who we work with very closely. They are very
effective at presenting themselves. The government now is finding that
under this remorseless pressure the range of options that politicians have
to choose from becomes wider and wider from the right, when it used to
be from the left.

Politicians like this. There is nothing worse if you are a politician than
to have to stand and announce some new policy that no one has ever
heard of before, even if it is 100 per cent sound economics. But if there
are 30 or more think tanks putting out the same idea in advance, he
can announce a new policy everyone has heard before in the media. The
politician then can stand up and note that all of the experts agree to
support this good idea, which has been in general circulation for some
years.

So a very strong component in the Thatcher Administration, I think,
has been taking new ideas from think tanks. This has been a particularly
effective weapon in the Thatcher experiment.

Media Relations

The government itself has used a professional public relations team for
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the first time since the 1979 election. At first it was frowned upon, but it
has proved to be very effective. And think tanks like ours also have been
getting more experience at using media. You have to work with the
media, not in opposition to it. I am very lucky because part of my time I
am an editor of a magazine. I have to think like a journalist; and,
therefore, I know what journalists are like. Like the rest of us, they are lazy,
but they have a job to do, and have to supply their editors with good copy.

You have to see a problem from their point of view. If you have
something to say, you have to package it in a way that allows a busy
journalist to grasp the point quickly and not spend a lot of time rewriting
your press release. Also, you would not get him to respond by bombarding
him with information packets and huge reports and thinking that he is
going to read them. And you won't do it by giving him something that is
outdated or so unnewsworthy that there is no “peg” to hang it on. You are
not going to get him to use your material if there is no clear story.

It is particularly important to have a battery of experts for the news
media to contact. You might get a phone call from a journalist saying, “We
are thinking of doing a story on rent control.” You should be able to say,
“Good. There are five people you can call and speak to on that. Here are
their names and telephone numbers.” That is very effective. If the media
taps several experts in several organizations it looks as though there is an
enormous wave of opinion out there. I realize that the situation in Britain
is different from the United States because we have national TV, national
radio, and national newspapers, all headquartered in London. If the
Adam Smith Institute gets an idea into the Daily Mail, and the Express, we
have got that story into about two-thirds of all British households. It is very
easy for us to do that, but it is not done simply by bombarding them. It is
done by working with them—by calling on the appropriate people and
floating the story, and suggesting a way in which it might be done.

Effective use of the media can be accomplished in another way!
Madsen Pirie writes many articles for one of our leading newspapers, the
Daily Mail. What he used to do is sit down with the editor over lunch and
say, “I have a list of 20 ideas that I think would make good feature articles.
Which ones do you want?” He got the editor’s input about the ideas he
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thought were the best. The editor decided to use them because after that
they became his idea, rather than Madsen’s. It is amazing what can be
accomplished using this approach.

One of those lunches occurred just after the government announced it
was considering a policy we had proposed. The policy was: Instead of
spending public money to build highways, the government would have
private firms finance the new roads and be repaid by the government on
the basis of how much the roads are used. Well, at this [unch, the editor of
Daily Muail finally got around to saying, “Before we do anything else, I
want to apologize. Six months ago you came to me with your list of topics
and one of them was private roads. I said, ‘Oh, that’s too zany. That will
never happen. I was wrong. ” So good ideas can get through.

Small-Scale Experiments

As well as seeing things from the point of view of the journalist, I think
you also see things from the point of view of politicians. Experiments are
of value in this. It is very difficult to oppose an experiment. Few vested
interest groups are going to oppose small experiments here and there to
determine whether a theory works.

These experiments can be effective. We originally suggested the
Enterprise Zone experiment, but in Britain the idea never caught hold
because the civil service opposed it from the beginning, and the government
ministers did not have the political base to resist the civil service pressure
to water the idea down. So we said, “All right, let us have some more
experiments—Freeport experiments—and have an actual fence of
demarcation around it so we can charge different tax rates, we can have
different employment legislation, and so on.” This experiment was more
successful; we now have six Freeports. They are only an experimental
basis, but if each works we might do it elsewhere. It is very difficult for
organizations to resist these kinds of small-scale experiments.

Building Coalitions

Isaac Newton scholars will recognize the phrase “minimum necessary
change.” This is what we're always aiming for. We look for the minimum
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change that we need in order to have an effect later on. We want
something that is going to seem reasonable to the general public. And we
want something that is going to be reasonably easy to do, which then can

ZIOw.

Take, for example, the tax deduction for people who buy private health
insurance. At first it is introduced in a tiny way, so that few opponents will
notice. Then the deduction is expanded and more and more people begin
to buy private health insurance. The whole thing gradually builds up to
the point where your little acorn has now become a big oak tree putting
shade over the public sector services and causing them to wither away. I
am sure that Americans will know the importance of building up forces in
a coalition.

The public housing tenants who have purchased their own housing units
are now an important lobby group. People who own the property that was
once owned by the government do not want to see it taken away.
Shareholders in newly privatized national industries are another example.
The British government has gone to great lengths to be sure that when it
sells shares they get into as many hands as possible.

Denationalization started when shares were sold in a few companies.
But there were complaints that the professional business investors bought
up all of the shares, while the ordinary man in the street did not actually
buy very much. This meant that ownership in the denationalized company
was concentrated in the hands of a small group, which lacked the political
clout to protect the company against the possibility of re-nationalization
at some future date. So in the case of British Telecom, our state telephone
service, the sale was done through merchant banks, which spent millions
on TV and print advertising appealing to the ordinary members of the
public. And the ads all said, “It is your phone company. Why not buy a
share in it?” In fact the ads said even more: “If you do buy a share in it, we
will give you a discount on your phone bill.” Now that is the sort of thing
that the ordinary man in the street can understand. His reaction is, “Right.
I'd like to buy one of these shares if I can get 20 percent off my phone bill.”

Whether the ordinary American public thinks they are getting the full
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advantage of the various privatizations that are going on, I do not know. In
Britain they do because they can see it. They can ride the buses, they can
buy the shares, and they can see the benefits they are getting. Cultivating
the involvement of the man in the street is very important.

Buying off the people who are affected by change is equally important.
We have reduced the civil service in our country from around 700,000
to roughly 600,000. We have not done it just by firing them all. We have
done it by very generous retirement plans and by paying severance
benefits—in some cases, quite stupendous amounts of money. But it is
worth spending the money to get them out of the public sector so they are
no longer part of a vested interest lobby group.

Packaging Ideas

When introducing new policies you have to be intelligent in the way you
present them. It is no good, for instance, to say, “Welfare benefits ought to
be cut.” Even if I thought welfare benefits ought to be cut, I would not say
that. What I would say instead is we need welfare reform, that we need
rational spending and that the money we save can be used either for
reducing taxes or, even better, to improve the lot of the truly needy. Itis all
in how you present the idea. The same policy is just dressed up in a
different way.

The things you promote ought to be based on some measure of the
practical. Many areas in which we have had the greatest success are areas
where we have pointed to the practical experience of other countries. An
ounce of practice is always worth a pound of theory. This is why I am
eager to build up the international links between all of the institutes on our
side,because I think that in foreign countries you often can find practical
experience to support what you have been proposing in theory.

Gradualism

In Britain we have a group called The Fabian Society, which was set up
in 1884. Their slogan is, “The inevitability of gradualism.” They reckoned
that when you take on a little bit at a time you gradually wear down the
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stone. Well, we are doing exactly the same, but in the opposite direction.
We are building up new coalitions, and the opposition does not like it.

You must not assume that the people you think are your enemies really
are. There is talk about the American news media being very left-wing,
and that is true. We have exactly the same problem, not necessarily in our
newspapers but certainly in our radio and television media. We have a
state-owned broadcasting company, after all. These people are paid by the
state. They are not exactly going to queue up to be broad-minded about
privatization. Yet, by presenting the ideas in the right way, by being
reasonable and understanding of the problems of those who are going to
be displaced when privatization happens, and by building elements in the
new policies that take care of them and recognize their interests, we can
achieve a great deal.
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Privatization in the U.S.: Why It’s Happening and

How It Works
John C. Goodman

There is a way of thinking about the political process that has greatly
influenced American free-market economists. It has probably influenced
to a great extent every participant in this conference. For lack of a better
term, I will call it “public choice theory.” I feel that in order to really
appreciate privatization and how it works, we have to modify our thinking
a bit about this theory.

The conventional way of thinking about public choice theory in the
United States involves accepting three propositions. The first is the idea
that there is a winning platform. This is the position on all issues which is
the best position in terms of winning elections. If there is one best position
on all of the issues, the candidates will, out of necessity, tend to endorse
this platform. If one candidate endorses this platform and his opponent
does not, the candidate who fails to adopt the winning platform will lose
the election. The implication of this proposition is that politicians have
very little choice about what they do.

A second proposition that characterizes American public choice thinking
is that in our political system arbitrarily redistributes incomes. By arbitrary
redistribution of income [ mean taking money out of the pockets of some
and giving it to others, for no other reason than the fact that the receiving
group has more votes or more political power than the groups whom they
plunder. Most economists not only view the political world this way, but
they almost take it for granted that everyone else views it this way, too.

In other words, if you are going to have a political system in which
people have an unrestricted right to vote on economic issues, then they
are going to vote in an unrestricted way on economic issues. And more
likely than not, they will vote for policies that are in their self-interest. The
bottom line will be that you will have all kinds of income transfers.
Agricultural policies, for example, will transfer income out of the hands of
consumers and into the hands of farmers. Tariffs, regulations, and other
public policies similarly serve to make some people better off at the
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expense of others. Combined with the assumption of the winning platform,
that is what this idea implies. There always will be one “best way” of
redistributing income in the political sector which politicians will tend to
endorse. The theory also assumes that there is always an infinitely elastic
supply of politicians willing to endorse any platform to get elected. If one
office-holder refuses to carry out the winning platform, there is always
some other politician willing to replace him who will do so.

A third proposition of American public choice theory is the proposition
that individual politicians “don’t matter” In economics we have the
theoretical notion of the Walrasian auctioneer. This is a mythical figure
who somehow makes supply equal demand in all markets. In other words,
he chooses the “right price” so that there is equilibrium in every market. In
political theory we have a similar notion of equilibrium. We are in political
equilibrium when we have the right position on all issues—in other words,
when the winning platform is being enacted into law.

The difference between economic theory and political theory is that in
political theory, the auctioneer is somebody real—he is a politician. He is
the individual who chooses the winning platform and captures the election.
I think we need to modify our thinking on these propositions in order to
appreciate the phenomenon of privatization.

Let us begin with the notion of redistributing income. It is not clear to
me that the American people have ever accepted the principle of arbitrary
redistribution of income. In our book, Economics of Public Policy, Ed
Dolan and I discussed a hypothetical bill to aid wealthy farmers. The bill
proposes to impose a tax on consumers—a regressive tax which takes
proportionately more from the poor than from the rich. The money goes
into a fund called The Fund for Wealthy Farmers. This money is distributed
to farmers in such a way that almost all of it goes to the rich farmers and
only a little trickle goes to poor farmers. In the book we asked whether
such a bill could ever make its way through Congress. Our answer was: no.
It could never get through Congress, even though what I have just
described is the practical consequence of American agricultural policy.

If you stop to think about it, you have never heard Walter Mondale say,
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“When elected, I am going to take $30 billion out of the hands of
consumers and give it to the farmers. The reason I am going to do this is
that farmers have their act together and they can deliver more electoral
votes. Four years from now, if you consumers can get your act together,
and if you are a little better organized, maybe you will lose only $15
billion.” We have never heard him say that, and I think that is not a trivial
point. The reason we never hear this kind of rhetoric is that the voting
public does not accept the principle of arbitrary redistribution of income.
I am reminded of the McGovern demogrants—a proposal to give every
American $1,000 and then raise the tax rates for high-income taxpayers.
Remember how shocked people were at this proposal? People who would
have gained by the proposal voted against George McGovern. There isno
better evidence that the American public does not generally accept the
principle of arbitrary redistribution of income.

The public goes along with programs which arbitrarily redistribute
income because they are tricked or fooled into believing there is an
underlying social purpose, such as the notion that the program will get us
out of depression, or help our national defense, or achieve some other
social goal. If I am correct, if that is what has been going on, then that
means there is a lot of room on our side of the issue for our own tricking
and fooling. Or, to put it differently, there are ways of recasting issues to
bring about change.

Consider the idea of the “winning platform.” I believe we have been too
narrow in our thinking. We have failed to consider the possibilities for
innovation in this area.

Figure I depicts the issue of British public housing rents. This is a
one-dimensional graph representing a single issue. The issue is how high
the rent will be. On the right is the highest possible rent and on the left is
the lowest possible rent. The figure also depicts three groups in their
functional roles and what their positions are. On the right are the taxpayers
who want rents kept high so taxes will be kept low. On the left are
rentpayers and the public housing bureaucracy, the people who want
rents kept low. We also might put here the idealists—those people who in
principle are opposed to private property.
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Figure IT depicts the same graph with a new issue added, the proposal
to sell the houses to tenants at greatly reduced prices. To think of this new
issue required innovative thinking on the part of the Thatcher Adminis-
tration. So the second new issue is: to sell the houses or not to sell them.
Now we have a four-quadrant diagram with four possible political positions,
and the coalition on the left has been divided. The heavy dark spot shows
what was previously the political equilibrium, the winning platform. The
dark arrow shows how the winning platform changes through time.

The public housing bureaucracy is down in the lower left quadrant. It
wants low rents and does not want the houses sold, because then public
housing authorities will not have anything to administer. Rentpayers, on
the other hand, are at the top left hand quadrant. They want low rent, but
they also gain by the right to buy. The resulting split allows for political
movement, for change through time. The houses are not sold all at once,
but as more and more rentpayers buy, the number of individuals beginning
to think like taxpayers swells. This changes the political equilibrium.
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This example illustrates three properties of successful strategies: First,
you must create a new issue that was not there before. Second, the new
issue must lead to significantly different coalitions than there were before.
Third, the process of new coalition formation should be one in which
momentum builds over time. In the case of Britain’s public housing, as
time passes, momentum for the sale of houses builds. The Thatcher
government set up the right-to-buy in such a way that the longer a tenant
has lived in a public house, the larger the discount is on the purchase
price. So with the passage of time, the right-to-buy becomes more and
more attractive.

One of the most interesting things about the British experience is that
when Margaret Thatcher came into office there was no blueprint to
privatize Britain. Privatization was not planned, but dozens of ideas to
privatize cropped up all over. It is similar to the invisible hand in economics.
A lot of people found it in their self-interest to contribute to the process.
With respect to housing, the Thatcher government did not simply announce
it was going to sell the houses and then watch people rush out to buy them.
The bureaucracy did everything in its power, raised every obstacle that it
could raise, to keep people from buying the houses. What made the
public-to-private sector transfer of houses work was that people found it in
their self-interest to do so. Therefore they used their own resources, their
own creativity, their own innovative ability to accomplish it. Privatization
in Britain is something that is being felt by literally tens of thousands of
people, acting in their own self-interest, much like the invisible hand of
economic theory.

Do politicians matter? Yes. In order to set the process in motion, you
need a leader—someone who will forge new issues that cause the creation
of new coalitions and the disintegration of old coalitions. Leadership is
essential. That is why politicians matter, politicians who are receptive to
the ideas and institutes that help cause change.
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Applying the British Model: Case Histories

Stuart Butler

I'would like to look at some of the specific opportunities and problems
associated with privatization, and to give some hint of the approaches that
are necessary in the political context of Washington and around the states.
There has been a great deal of thinking by Heritage and other organizations
about the fundamental lessons we are learning from Britain, and how to
adapt these to the peculiar circumstances of this country.

Differences Between the U.S. and the U.K.

Let me start by noting some of the key differences between privatization
in America and privatization in Britain. The first thing to recognize is that
when we talk about dismantling in the United States, we primarily are
talking about dismantling government services, not selling off assets.
While there are in this country extensive holdings of public lands that
could be sold to the private sector, we are not really talking about
denationalization in the sense that we see in Britain. So, if we are to
succeed in using privatization to reduce the size of the U.S. government,
we have to find a model that can be applied effectively to human services.

The second point to bear in mind is that the policy-making machine in
Washington is very different from that in London. The U.S. has a Congress
which is highly sensitive to all kinds of pressure groups, and an Executive
Branch that cannot guarantee passage of its proposed legislation. Therefore,
it is very difficult in America to put forward a coherent, thought-out plan
and move it through Congress with any certainty of the outcome. Thus,
we need a model that is flexible and adaptable to the peculiarities of the
American political system.

The third point is the need to recognize that in this country legislation
moves through Congress because it has the support of very powerful
coalitions. Government spending has grown in this country because of
coalitions— coalitions of people who are the beneficiaries, administrators
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and employees of the programs. And a large number of service providers,
delivery systems, and contractors gain a great deal from the expansion of
government. In other words, there is a very strong private sector lobby
working for expansion of the federal government.

The fourth important point is that in this country if you cannot succeed
in getting anidea put into place at one level of government, there are other
levels to resort to. There are 50 states and the District of Columbia in
which to test ideas. This is a very important point that can work to our
advantage. Successful privatization in any one of the States or D.C. can
serve as an effective demonstration. You do not necessarily have to have
the support of Congress. You do not even have to have the initial support
of the rest of the country. This is an opportunity that should not be
overlooked.

Fifth, an unfortunate fact of life in this country is the central role of the
courts and the ease of taking legal action. Because of this, it is sometimes
very difficult to move ahead with privatization. Although one talks about
assisting the private sector in taking over responsibilities, you have to look
over your shoulder very carefully to consider what some U.S. district judge
is going to decide. Much of the recent growth of government in this
country has been due to decisions made by the judiciary. These decisions
simply require changes to take place and programs to be expanded. So we
also have to have a model that fits into that reality.

A sixth point to be made with regard to the differences between the
U.S. and Britain is the disturbing experience we have had in the U.S. with
certain aspects of contracting out as a method of privatization. In many
areas contracting out has allowed the private sector to take over responsibility
and led to more efficient services, but it also has led to much bigger
government. That pushes up total spending, because efficient contractors
still push for more contracts. So contracting out can mean that you move
from the running of programs by an inefficient bureaucracy to the
unleashing of well-organized, highly efficient, lobbying activities by the
private sector.

This is clear in the case of defense contracting, where all manner of
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waste is created and defended by the private sector. In the human services
area, it is often overlooked that the vast majority of human services
programs are actually delivered by nongovernment providers, primarily
nonprofit organizations. I noticed in a recent publication by the Independent
Sector, an umbrella organization for many of these nonprofit providers,
that they now describe themselves as “Third Party Government.” These
human service providers are a profession like any other profession, and
they have been very effective at building up all kinds of professional
licensing barriers to make sure nobody else can provide cheaper services,
including people who are true volunteers. Of course, when anybody talks
of changing these rules and allowing competition, these professionals
come to Washington, dripping with self-righteousness, explaining how
standards must be kept up.

Take medical care, for example. We do have a partly privatized medical
system in this country. Under our major government health care programs,
private providers treat patients and send the bill to Uncle Sam. It is then
paid through Medicare and Medicaid. But because of cost-plus reim-
bursement, there is every incentive for the provider to push costs up. And
medical costs in this country have gone up much more rapidly than the
general level of inflation.

So, I think contracting out in this country has to be looked at very
carefully as an option. Certainly the evidence is very strong that if you go
that route you must have effective competition among potential providers.
Fortunately, there are some moves now being made in the Reagan
Administration to inject competition into contracting out. Still we must
be very careful about it. There are plenty of people out there who praise
the idea of contracting out so that certain groups in the private sector will
be able to use their lobbying power to get more money from the taxpayers.

Building Coalitions

If we are going to move towards privatization in this country we have to
bear these realities in mind and begin to look at a general strategy that
adapts the concepts of privatization to the U.S. political system. If there is
one general conclusion that flows from this, it is the need to build up the
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same kind of coalitions in the private sector that exist in the public
sector— the coalitions that have been responsible for growth of programs.
In other words, we need to build coalitions of people who benefit from
privatized services, people who can deliver the privatized service, and
people who do not quite make it under the existing rules but can be
included under the new privatized service. All of these various groups
must be employed in building what I call a “mirror image” coalition
against the existing coalitions that have been highly effective at maintaining
and expanding government programs.

There are ways to strengthen private sector coalitions. One is the use of
tax incentives. Highly localized tax incentives can give a distinct advantage
to private sector alternatives. Note that there is a very important difference
between creating tax advantages which encourage privatization and reducing
taxes generally. When you reduce taxes generally, usually nobody gains a
great deal. If you localize a tax incentive and concentrate it on people
doing things differently—people relying on private rather than public
sector services—then you plant firmly in people’s minds that they gain a
great deal by choosing the private option.

Another method of encouraging strong coalitions for private sector
alternatives is to create programs that put financial power in the hands of
the beneficiaries of privatization. The voucher, for example, allows you to
put in the hands of consumers the right and the financial power to choose.
There is no question that if, in the realm of human services, individual
beneficiaries were given the financial power to choose among service
providers there would be a big shake-up in the way services are provided
in this country.

Other Privatization Techniques

Targeting incentives and financial power in such a way that existing
coalitions are broken up and new ones are created is very important. It
also is crucially important to attack what have been called “barriers to
entry”—restrictions that make it difficult for private firms to compete
with government. When you have to have a diploma in Early Childhood
Psychology to run a private day care center, then private day care becomes
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very expensive. Unfortunately there has been a lack of action by conservative
organizations to expose such restrictive rules. It is said, of course, that
somehow these rules are there to protect everybody; this argument has to
be exposed. And when you push people proposing absurd rules into court
and force them to defend these kinds of restrictions, it becomes much
easier to talk about an alternative. At the moment we are not in that
position.

It is also possible to use other kinds of measures. At the moment there
is a discussion about ways to use antitrust laws to take away the power of
cities to restrict competition in all kinds of services. Such action can be used
to break up big government and force competition to occur. Historically,
the left has been very effective at using the courts and the legal system to
promote the growth of big government. But the legal system also can be
used to create the opposite effect.

Another, often neglected, area of opportunity is action to alter government
funding of academic research. There has been study after study produced
by those who want to increase the size of government. A great many of
these were funded through government programs. We must inject ourselves
into that process and do just the opposite—start cutting off funding for
studies that suggest government should be larger, and channeling that
money into organizations whose studies propose smaller government.

I recently received a call from an official at HUD interested in ways to
privatize housing. This person asked if I knew of anybody who had
produced any studies along these lines. He said he had a a list of people
who do policy work for the federal government (and he named familiar
names), but he did not know anybody else. That just shows you how
effective the left has been at building a constituency of researchers who
always receive federal grants, who know exactly how to get money, how
to produce the results, and then enjoy being treated by the media as
producers of “the facts” So changing the research and the funds that
support it is very, very important in the long run in breaking up the
monolithic view that only government programs are effective.

Another thing we should look at are the rules governing government
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funding. For example, the federal government must provide money for
urban transportation because Congress tells ito. But there is a lot of
flexibility under the administrative rule-making process. All kinds of little
“riders” can make other things happen as well. We can have rules saying
that to have this money, you have to to earmark certain amounts for
demonstration projects for private mass transit, for instance. We're not
talking about a major shift, just adding things on. In other words, the very
thing we've always criticized —the fact that administrators and bureaucrats
can formulate rules—means we can reverse policy. We can sow the seeds
of the very break-up we’re looking for. And we can do this without having
a majority in Congress.

The bottom line is to shift the growth of government very slowly and in
a gradual way, using the same techniques that have been used to build up
government. We want to begin to start moving the other way, and to use
many of the methods that have been used by the left very successfully.

In this respect, much can be learned from the British experience. An
especially effective technique is to selectively take evidence from abroad
and “re-hatch” it to give an image of how things would operate if the same
program were put into effect in this country. When the concept of the
Enterprise Zone was being promoted in Britain we encouraged people to
think of them as tiny Hong Kongs that would be set up all over Britain with
absolutely no rules, and with millions of people going to work and
prospering. This was important in the very early stages. You have to give a
sense of Utopia that is feasible in order to get people to respond. If you
discuss things in their grim reality, then you can end up not moving at all.

We still do not have legislation at the federal level to have Enterprise
Zones, but we have been very successful around the states. The original
enterprise zone idea was to set up demonstration projects to allow for
different kinds of economic organization. Proponents said, “Let’s have a
Socialist Workers' Enterprise Zone over here, and a Free Enterprise Zone
over there, and compare them.” That essentially has happened at the state
level. Indeed, in California, they passed legislation creating a parallel
system in which people can choose between a zone with more government
and more rules, or one which consists of substantially less. The situation
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in California gives people the opportunity to compare results, so the
demonstration approach is moving forward.

Demonstration projects also create a sort of “trickle up” pressure on
Congress to move forward. Thanks to demonstration projects at the state
level, even Democrat candidates today are coming out in favor of Enterprise
Zones.

Another point to bear in mind is the idea of crafting new constituencies
for privatization. There are all kinds of organizations out there that can be
very effective in moving the privatization concept forward. Public housing
in this country is a good example. The strongest supporters of privatizing
public housing in this country are the residents of inner-city projects.
These are the people who in the 1960s were thought of as being the radical
liberals— the radical community organizers who wanted big government.
Yet these are the same people now clamoring to have the government off
their backs so they can control what is going on in their community. We
have discovered that in moving these ideas forward we can get remarkable
support among all kinds of constituents who had been written off by most
conservatives. This shows how you can build constituencies that have
been long neglected.

The “buyout” is another important technique. If you try to take on an
entire constituency that benefits from a federal program, usually you will
get clobbered. Any talk about changing Social Security, for instance, has
every mother and grandmother up in arms against you. Any talk about
selling public lands in this country also has every nature lover against you.
But if you begin to recognize that these coalitions have very distinct
constituencies within them, with very different reasons for supporting the
programs, then you can begin to look for ways of buying out constituent
elements and breaking up the coalitions.

In the case of public lands, for example, there has been a proposal put
forward by economists John Baden and Richard Stroup in Montana. One
of the biggest problems, they note, is that everyone thinks if we sell public
land we are going to give away wilderness areas and the fish and wildlife
will be plundered. Baden and Stroup proposed that since the conservationist
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organizations are so concerned, we ought to give them these areas. In fact,
the National Audubon Society already owns parts of very sensitive wildlife
areas, and they have oil companies on these lands. The oil company
operations are carefully monitored, and the Audubon Society gets revenue
from them with which it buys other lands. Once they get ownership, in
other words, the conservationist organizations begin to make rational
decisions about how the land should be managed. If they don’t have
control of the land, their incentive is to push as hard as possible to stop
anything happening within these areas.

Social Security is another area with various constituencies. By default,
the president has done us a favor by saying he is not going to touch
benefits for people now retired or anyone nearing retirement. Now we can
remove benefit cuts from the discussion, and concentrate on the real
problem—the problems facing future generations—without threatening
elderly voters.

Breaking up constituencies in this way is critically important. It is
fruitless to attack the welfare budget by saying, “How can we stop this
inner-city kid from getting food stamps? How can we cut him off?” You
don’t get anywhere in this country by doing that.

A final point to bear in mind, especially in sensitive areas like Social
Security, is that you cannot be successful at making a change until you
have created an alternative people can understand and become used to.
So when talking about privatization, the first step must be to build a
parallel system that does not challenge in any way the program already in
existence. Direct attacks can come later, when you have something in
place that people know about. In the case of Social Security, the first step
is to build a completely private parallel system. We should talk in terms of
the parallel system strengthening Social Security and adding to it. We
should not attack Social Security, rather we should talk about a public/
private partnership. In this way it does not frighten anybody. Later on we
can start looking at ways to make the alternative more attractive to
people. This is the key to tackling human services. There has been a
failure by the budget cutters to identify the alternatives, to strengthen
them, and then to politicize them. Give the people an alternative to
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embrace before you start attacking the system currently in existence.

Today the U.S. may well be in a situation similar to Margaret Thatcher’s
in 1980. The Reagan Administration has used traditional conservative
measures to try to deal with the budget. Yet the budget has grown steadily
ever since Reagan took office; the administration has been totally
unsuccessful at reducing government spending. Now there is a sense of
exhaustion in the administration and Congress. They are beginning to say,
“There must be some other technique that we can use to deal with this
problem.” So we have a golden opportunity to start putting forth the idea
of privatization as a decisive strategy to change the nation’s political
dynamics.
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6

Building New Coalitions as a Key to Privatization
Fred L. Smith

Special interest groups come to Washington for special favors for the
same reason Willie Sutton went to the bank — it is where the money is!
Willie probably doubted the morality of stealing, but he found that crime
paid. In a similar way, special interest groups are not evil, but their work
pays. To change public policy, we must raise the cost of raiding the public
treasury. Special interest groups will come to Washington as long as it
advances their interests, and we must change that.

In order to accomplish this change we need to build coalitions. Coalitions
bridge the gap between ideas and public policy. All of us believe that ideas
have consequences. But ideas need champions; they do not walk out of
journals or analytic textbooks on their own. They have to be carried into
battle. Coalitions can help determine whether ideas are advanced or not.

What I mean by coalitions is a broad kind of advocacy group, an ad hoc
group of individuals and organizations who join together for a specific,
targeted purpose. This produces a kind of rifle-shot approach to defeating
or supporting a specific issue. In our initial stages the approach should be
aimed toward defeating legislation that further restricts economic freedom.
As we become a more powerful force, we will then be in a stronger
position to get legislation passed.

Successful coalitions involve four sub-tasks. First, there is the analytical
task which is critical. Fact sheets must be prepared. Data analysis must be
conducted. Where possible, the analysis should point to successful examples
from other countries. Almost every attempt at deregulation has started
with questions such as, “What is happening in Australia?”’or “What are
the Canadians doing?”or “What are the Swedes doing?” The success
stories from “over there” can provide clear examples that make it easier to
have particular policies or approaches considered seriously.

This approach is nothing new. The liberal/left has been using this
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technique for many, many years. Remember, they went to Russia and
announced that the future worked! I am hopeful that we would not make
this type of mistake, that we instead will show there are areas where
deregulation can work, where free markets can, in fact, provide better
ways to provide services.

Second, we need outreach efforts. We need to pull in our natural and
sometimes our not-so-natural allies. They can be very effective in promoting
our policies, particularly with liberal groups. And if they are working with
us, they are staying out of the areas where they can do a lot of harm. We
certainly need them. We are not going to win this alone.

Third, media relations are becoming increasingly important. We have
got to get our message out to a lot of people. On any given issue, the public
needs to be informed; their fears about possible negative effects need to
be addressed. On the issue of Social Security, for example, we have to
convince people that we are not going to cut off their retirement income.
On the issue of the Rural Electric Administration, we have to let people
know we are not going to cut the lights off in rural America. This means
we have to reach a lot of outlets in a lot of places in order to communicate
effectively. It also means we have to have good hard facts and arguments
to convince people.

Fourth, we need to lobby. Lobbying is an activity in which most
conservative groups have not been heavily involved compared to the
traditional liberal public interest groups. Although it is not now a major
part of our activities, in the future we have to expand these efforts to
persuade legislators to take the right stands on the policy issues.

In a successful coalition a large number of organizations come together
to focus on one particular issue. These organizations may include some
that do not usually agree on much of anything except on the specific issue.
In joining an umbrella group that focuses on that issue, they agree to put
aside all other disagreements.

I would like to discuss two examples of coalitions in which I was
actively involved, draw some lessons from those experiences, and give
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examples of areas where I think we are now ripe for new coalitions—areas
where we can change the public policy agenda.The two case histories are
the Clinch River Breeder Reactor Project and funding for the International
Monetary Fund.

The Breeder Reactor Project was started in the early 1970s using
government subsidies to commercialize energy development processes. [t
was believed at the time that we were running out of uranium and nobody
in the market had noticed. Thus, it was argued, government aid was
required. The initial opposition to the project came largely from anti-
nuclear goups, who gained a certain amount of success but could not stop
the project. So they asked for help; they went out and tried to get allies.
They went to the National Taxpayers' Union and the Council for a
Competitive Economy and asked them to get involved.

We said we opposed the breeder reactor project but not on their terms.
Our position was that every energy source should pay its own way, and
that government should not be subsidizing one energy source to give it an
advantage over others. This position, based on economic grounds, also
offered a more persuasive case and made it possible to bring in conservative
support. The final victory in this case (funding for the project was
defeated) came with a tremendous amount of support from traditional
conservatives, both in the House and in the Senate. The efforts of Senator
Gordon Humphrey (R.-N.H.) were especially critical to the project’s
defeat in the Senate.

The factual case for our position was well documented. We always were
able to produce the right analysis at the right time. It is critical to
anticipate what arguments will be raised and to be ready with aimmediate
response. In this situation, the proponents of the project pointed to
foreign examples: They said that a German project was working, as well as
another project in Japan. It is not easy to find out the facts of such cases,
but it is essential because there is always the argument from the other side
that, “Sure it is not working right now, but we will get more money, a wiser
management and then it will work!” This argument is made especially
forcefully if there is a lot of money at stake.

Our coalition worked to reframe the issue, and by the time the effort
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succeeded the coalition included liberals, church groups, the “good
government” types, and, most significantly, social conservatives. When
the last vote on the issue came up in the Senate, proponents of the project
had 48 votes, and had always been able to squeeze out the one or two
more votes that were needed. But some of the Senate’s social conservatives
came out in opposition very strongly at the end, taking the position of
opposing corporate welfare when it came at the expense of social welfare.
This populist approach resulted in the defeat of the Breeder Reactor
Project.

The International Monetary Fund issue was quite different, and was a
much easier issue for conservatives to win. Many conservative groups are
opposed to foreign aid, and since the IMF funding question can be viewed
as a foreign-aid issue, their opposition to increased funding for the IMF
was easier to generate. The International Monetary Fund is a means
whereby creditor nations provide debtor nations with the funds they need
to repay their debts. It is a way of ensuring that the nations that have
wasted their resources are buffered from the consequences of their
actions. It is a kind of an international loan guarantee program—foreign
aid from one government to another government.

We had an interesting group of conservatives working on the issue. We
also were trying to make overtures to the liberal groups. Foreign aid has
long had a tremendous support base in the liberal community, but there
have been some recent defections. For example, some of the church
groups are beginning to question, at long last, whether aid money is really
getting positive results. In addition, some environmentalists finally have
begun to understand the lesson that good economics also is good
environmentalism; that, in effect, many foreign aid programs involve
exporting the Corps of Engineers mentality to the Third World. Thankfully
they are beginning to oppose this.

Some business groups also got involved in the IMF issue. An interesting
situation caused the copper industry in the U.S. to join. Many Third World
countries have copper industries, often these are state-owned enterprises,
and when they get into trouble the country’s economy is affected. Then
the IMF comes in. It says, “You're in trouble. You have got to improve your
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situation. We want you to export more and deflate your currencies.” So
they deflate their currencies, which lowers the relative cost of export
products as opposed to import products. Resources flow into the only
thing they have to export—copper. They start pouring copper into the
world market, and the price of copper drops. All of which, of course, is
natural and expected.

However, the IMF also is set up to basically ensure that the Third World
is protected in these situations. So we have a situation where one arm of
the IMF drives down the price of copper and another arm of the IMF
drives the price of copper back up. That means that the copper-exporting
countries like Chile are in good shape. But it also means that the U.S. copper
industry has to face a low world price, while the taxes it pays go toward
helping subsidize the exports of their competitors. That is why the
U.S. copper industry joined us.

The final vote on this issue was in the House. There was about a
seven-vote difference, the closest the IMF ever came to losing funding.
We are now in the second round of that fight. There will be a third and a
fourth, and so on. A coalition effort need not be a one-shot affair. It may
be a multi-battle war. You almost never win the the first battle, but as time
passes, you build support.

Earlier, I pointed out the sub-tasks involved in a successful coalition
effort. I now would like to assess how well market-oriented groups are
doing and where improvement is needed in these efforts.

The best thing we have going for us these days is very high-quality
public policy analysis. The American Enterprise Institute, the Hoover
Institute, the National Center for Policy Analysis—these think tanks are
prepared and increasingly able to turn out a special piece of work on a
targeted issue. Our competency and our ability to relate to practical
political battles has improved dramatically.

In media relations I think the picture is still mixed. The media still
seems to believe that more government regulation promotes the public
interest. Market approaches are suspect; they are perceived by the media
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as promoting efficiency but being uncompassionate and uncaring. We do
best when we can frame our ideas in liberal terms, when we “out bleed”
the bleeding hearts. We do a much better job when we can talk about
helping the poor.

In outreach efforts, I don’t think conservatives are as effective at
networking and building good bridges to the other side as liberal groups
have been. The traditional “public interest” groups are more effective.
Because many groups often contact each other regularly, they are much
more able and willing to cooperate in short-term working relationships.
They often call each other to get signatures on a letter. It would require us
meeting for several weeks before we could agree on the terms under
which we would write a common letter. As we work together longer, as
more and more conservative groups begin to know each other’s agendas
better, undoubtedly we will become more effective at cooperating.

It also takes a long time for many issues to jell, and it often has been
difficult for our side to develop a continuity on certain issues. There is a
tendency for our side still to address an issue on a short-term basis—
through press releases, a monograph, a report—rather than a continual
tracking, day-in and day-out through low times and high times, always
trying to know in advance what issue is coming up.

Coalitions also require credibility. You cannot be a front group for
industry or any other special interest. You have to be perceived as saying
something you really believe is true. You can be ideological, but you
cannot be perceived as being bought. One of the problems that conservative
free-market groups face is that because our rhetoric is free-enterprise and
limited government, and because many special interest groups use the
same rhetoric, our views are mistaken by the press. That is a danger we must
avoid. It means we have to have a different strategy than liberal political
groups. They can take a narrow stand on a narrow issue, such as access for
the handicapped in downtown Washington, and be listened to and be
perceived as a credible organization because they are not linked to any
special interest group.However, because a market-oriented group may
take a position in support of industry’s view, we are more likely to be
perceived as being nothing more than a front for a special interest.
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One way to deal with this problem is by being consistent. We must be
consistent in dealing with a whole range of issues. If, for example, we are
going to advocate financial institution deregulation, we probably should
be willing to oppose the International Monetary Fund. Our principles
have to be consistent over a broad range of areas.

We also have to be more willing to cooperate in coalitions comparable
to the public interest coalitions on the liberal side. One reason coalitions
produce results is that when lawmakers realize that many different groups
spanning the ideological horizon are in support of a position, they feel safe
sticking their necks out.

There is a big difference between this kind of activist coalition and
traditional public policy research. Research papers are written based on
an expectation about the timing and the content of a public policy debate.
However, Congress can be very unpredictable. Something happens, and
all of a sudden an issue that was expected to come up is forced off the
schedule. You already have sent your research in, the paper has gone to a
staff member and is buried under a pile of reading material. The issue
then comes up one month, two months, or six months later. The staff
person does not have time to dig it out again, and your analysis does not
get read because it was not there at the right time. You have to be aware
always that the analysis must be ready and available at the precise time the
issue comes up again. And you have to know when that time is.

There is also a tremendous need for good interpersonal skills in coalition
building. I know that the political process is a new area for us. This is
because we first had to develop the intellectual ammunition to fight the
battles. Ten years ago there were not many of us fighting. We had our
original thinkers, but we did not have think tanks. We do now. The next
step is to move into the implementation process. 1 think we wrongly
thought that other people automatically would see the worth of our
positions and take up the implementation process.

In this country, politicians tend to accept the political landscape; they
do not move the trees around very much. We have to restructure the
political landscape, then the politicans will go along with our ideas. They
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do not have the time and the courage required to do a lot of restructuring
themselves.

Similarly, business groups are forced to take tactical stands. They do
not have the freedom or the stability to lose as many times as we can. We
can take a long-term position. What is good for General Motors may be
good for the U.S. economy or the U.S. consumer. But a General Motors’
spokesman cannot say that in public any longer. He ends up in trouble if
he tries. Other people have to do it.

There are whole range of issues on the horizon that offer a tremendous
opportunity for coalition building. We need to take our messages and
build coalitions around them. We have the right ideas; we have got the
right principles. The evidence suggests we can win.
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7

Privatization From the Bottom Up
Robert Poole

For many years [ have viewed privatization as perhaps the most impor-
tant single issue in advancing the cause of limited government, and of
shrinking the bloated governments we have at all levels—Ilocal, state and
federal. The reason for that is a point made by several other speakers—
namely the tremendous persuasive power of real, live examples, in con-
trast to theoretical arguments.

The happy fact is we have hundreds if not thousands of real-world
examples of privatization. These are very effective weapons, if we look
hard enough for them and dramatize them to people. You can talk
yourself blue in the face and have wonderful studies to show why private,
competitive enterprise does a better and cheaper job than monopolistic
government bureaus. But seeing private fire engines running up and down
your street, seeing the crews putting out fires, seeing them do it successfully
at a demonstrably lower cost, persuades people far more effectively than
any journal articles you can come up with.

The responsibility of the Reason Foundation is to find and publicize
examples of privatization for their teaching value. Our goal is to debunk
the idea of the government as the only service provider, and as the solver
of social problems. Two of our program areas share the burden of
advancing privatization. One is Reason magazine, a monthly magazine
on current affairs that is out there in the intellectual marketplace competing
with the New Republic, National Review, Nation, Harper’s, and other
publications. The other is our think tank called The Local Government
Center.

Reason uses feature articles that take a specific example of privatization
and make it real to people. We talk about the real, live human beings
providing a service or performing a function. We talk about how it works
as a competitive market instead of a monopoly. We do what 60 Minutes
and ABC’s 20/20 program do-—dramatize with real people what
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privatization is like.
Privatization Success Stories: Private Streets

Although libertarians often are portrayed as crazy people who want to
sell the streets, we actually have found private streets, in fact some very
dramatic examples of them. One particularly interesting example is in St.
Louis, where there are hundreds of city blocks in residential areas that had
been turned over to neighborhood organizations and made the private
property of those people. If you go to St. Louis and wander through the
neighborhoods you can see the difference between well-kept middle class
streets and, a block or two away, rundown slum-type streets. The variable
that makes the difference is private ownership.

Dramatic changes happen when people have gotten together to buy a
street from the city, made it a private street, and decided they are going to
make it a good, safe place to live. Actual results bear this out. Crime rates
are half as much or lower than crime rates on the streets two or three
blocks away that are public. Also, property values increase dramatically.
We sent a reporter to St. Louis to do the story, and dramatized it with
photos and first-person vignettes of families who lived on those streets—
what it was like before they formed the association and bought the streets,
and how things have changed. That is how we make voluntary, self-help
efforts real to people so they can see what is possible and that they do not
need to turn to government to improve their lives or their neighborhoods.

Electric Utilities

A reader of Reason magazine (and this is where we get many of our
story ideas) sent us a newspaper clipping about four years ago saying that
some little town somewhere had two power companies providing electricity.
We published that in our Trends section and Gordon Tullock wrote in and
said, “That is not the only one. There are about 25 or 50 of these around
the country.” Meanwhile we learned that an economist had adopted this
issue as an area to study. So we got in touch with the economist, got all of
his papers and dozens of journal articles— ten years worth of research on
this strange phenomenon—and decided to do the story.
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We sent a reporter to Lubbock, Texas, a city of about 100,000
people and the largest city with competing electrical companies. She
went around and talked to the people who lived in the neighborhoods and
took photographs of two sets of power lines. There were no more poles
than there were in other neighborhoods where there are lines for telephones,
cable television, and so forth. They had doubled up so it was no more
unsightly than in other communities.

Our reporter did a fantastic story that showed how consumers were
much better served by competition. The economist’s studies showed that
the rates were lower in towns with competing electric power. He stood the
conventional public utility theory on its head, because traditional theory
says it is natural for the cost to be higher with competition because of
duplication of facilities, neglecting any effect on improving efficiency due
to competition. The fact of the matter is that in Lubbock consumers can
switch, on three days' notice, from one power company to another any
time they are dissatisfied with the service. And you had better believe that
the people there are enthusiastic! That story went on to win the John
Hancock Award for Excellence in 1982.

The Privatization Data Base

Journalism alone is often not sufficient to sell privatization, especially
to the people in local government who have to make decisions subject to
all of the pressure groups within their own bureaucracy. These include
the public employee unions, who resist change and fight tooth and nail
against privatization because it usually means becoming more efficient by
paying only the number of people needed to do the job. So you automatically
are up against a strong opposition. We decided we needed a lot more
specialized material to fight these battles— the instances when taxpayers
or enlightened city officials want to privatize services and need specific
help. We went to work exploring ways to fill this need.

It is interesting how events in different countries reinforce one another.
In 1979, I wrote a book called Cutting Back City Hall, which documented
the extent of privatization across the United States. The book referred to
privatization studies such as E.S. Savas’ study on garbage collection. The
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book was picked up in England by the Adam Smith Institute, which
popularized many of its case studies and started the privatization ball
rolling in a very organized way in England. Later, Steve Savas went to work
for HUD and organized a privatization roundtable discussion at which
Madsen Pirie explained the role of the Adam Smith Institute in providing
information to further the cause of privatization in England. And all of a
sudden I realized, “My gosh, that is the kind of thing we should be doing!”
And so the circle came back around; we decided what the Reason
Foundation should do is start providing much more specific, targeted
information to assist local governments with privatization, which is what
we subsequently have done.

Now we already had created the Local Government Center as a
subsidiary and began publishing a newsletter called Fiscal Watchdog,
which is targeted primarily to local government decision-makers, local
chambers of commerce, and local taxpayer organizations. It is a monthly
newsletter, now six years old, that reports on ongoing developments in
privatizataion—which cities have done what, what new studies are out—
giving a continuous supply of ammunition about actual, practical examples
and studies that can be very useful.

Yet we found that people called us and wanted more. For example, a
city official would call from Iowa and say, “We are thinking about
contracting out street sweeping in our city. Can you tell me if any other
city in Iowa is doing this?” Well, how on earth would we know?!

Fortunately, HUD came to the rescue again. One of the projects that
Steve Savas initiated while he was at HUD was to have the International
City Management Association do a nationwide survey on all kinds of
alternative service delivery methods, including contracting out, vouchers,
and franchises. The data from that became available to us last year. A
donor supplied a microcomputer, and we have spent most of this past year
developing a data base listing all of the thousands of examples of
privatization that were included in this nationwide survey, plus everything
that we had accumulated in our files over the last five or six years.

It is now possible for anyone in the United States who has a specific
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question about the extent of privatization in nearly 70 different public
services in any part of the United States to come to us and, for a very
modest charge, get a printout showing which specific communities are
privatizing and in which areas. They then can contact the city managers
or mayors in those communities and find out what the problems are, who
the contractors are and other information.

The Local Government Center also is going to be very useful in dealing
with the needs of local officials and taxpayer groups who want to promote
privatization, and who want to respond to opposition arguments such as,
“This is something with which there has been very little experience,” “Itis
arisky thing to do,” and “It has never been tried.” These arguments are not
true, but hardly anyone knows it.

What kind of results come from providing this sort of information?
Well, we get inquiries all the time from local officials and the press. We get
invited to speak at conferences and before groups such as the International
City Management Association and the National Association of Regional
Councils. We currently are assisting the Chamber of Commerce in
Philadelphia and several other cities with ideas about good things to try to
privatize in their cities. And we get articles in various newspapers and
magazines on a fairly regular basis. Those of you who see Venture
magazine may have noticed a cover story on privatization in July, 1984.

Entrepreneurs of Privatization

Privatization creates entrepreneurial opportunities in many specific
business areas—air traffic control and fire protection for example. In
these areas, entrepreneurs have started companies and found a market,
and we hope these early successes will encourage other companies to go
into business. I want to take just a few minutes to describe these areas of
privatization that we have worked on, and to trace how one thing has led
to another and what the future prospects may be.

Private Fire Departments

This case study is very unusual. It is a difficult area to privatize because
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people see anything involving public safety as somehow inherently more
governmental than is picking up garbage or delivering a similar service.
Nevertheless, there are in Europe and the United States various private
enterprise fire departments that operate and do a tremendous job.

Reason was the first national publication to do a journalistic account of
a private fire department. We looked at the one in Scottsdale, Arizona.
About a year and a half after we did that it was picked up on CBS’ 60
Minutes; Reason was the primary source for that. But, that was not the
end of the story by any means. As a result of the 60 Minutes program,
several entrepreneurs, people who had some experience either as firefighters
or as dealers in fire equipment, were inspired to start their own companies
in different parts of the country. I know of three—one in Georgia, one in
Illinois, and one in Oregon—that were inspired directly by watching that
broadcast. They formed companies, have gone after business, and have
succeeded in being in the private sector fire business.

About two years ago, a group of these people who had been cor-
responding and comparing notes decided to form a trade association.
Today we have the Private Sector Fire Association, which has eight
companies as members. It has produced a very useful 20-page question-
and-answer brochure designed to answer all of the “red herring” charges
that fire unions raise whenever anyone proposes privatizing fire service. In
addition, they have produced model specifications that any community
can use when asking for bids for fire services. They hold twice-a-year
gatherings at the same time the International Association of Fire Chiefs
holds a convention. They hold a convention in an adjacent room in the
same hotel—a rump session! I have been to several of these meetings.

Reason has continued to follow up on the growth of this industry. We
did a couple of stories in 1983. One was on the development of two
competing private enterprise fire companies in Oregon. The result of that
competition was that the cost of fire protection went down and the quality
went up, and both are still in business. Another story was about two
very bitter battles in New England where cities attempted to contract
out fire protection. The labor unions brought in resources from their
national offices and waged an all-out dirty campaign. In both cases,
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the unions won.

The story about Oregon was picked up in an article in Newsweek in
April of 1983. This, in turn, was one of the factors leading ABC News to do
a three-part series on privatization of city services. Another result of these
events was that the first national convention on private sector fire service
was held in December, 1983, in Orlando, Florida, and I was invited to give
the lead-off presentation. That, in turn, led to other developments. The
editor of International Fire Chief magazine attended the conference and
devoted a special issue to four articles on “Private Fire Services: Threat or
Promise?” The articles gave a very fair presentation of the case for private
fire-fighting, and the extent to which it has been growing.

Recently [ attended the latest convention of the Private Sector Fire
Association. The grim news is there has not been a single new case of a
city deciding to contract out fire protection in 1984, although there have
been a number of battles over it. The firefighters' union is pouring
tremendous resources into these battles. The private companies, coming
from Florida or Arizona, do not know the local community, do not know
how it works, and have to spend a lot of time putting people up in hotel
rooms while they are fighting the battle. In every case this year the private
companies have lost. So this may not be one of the best growth areas for
privatization, but it has been a tremendously important educational one
because it gets people’s attention. It is startling. It is unusual. If fire
protection can be privatized, well, practically anything can be. It hashad a
great deal of teaching value, even if it has not been a very good area to
invest in if you are an entrepreneur or an investor.

Private Air Traffic Control

This is another interesting case history of the evolution of an industry.
About four years ago, we did a book at the Reason Foundation called
Instead of Regulation: Alternatives to Federal Regulatory Agencies. In
one chapter I suggested that, based on evidence from overseas, air traffic
control is basically just a business. It can be paid for by the users, and it
ought to be turned over to private enterprise in this country instead of
having the Federal Aviation Administration providing that service out of

65



tax money.

Well, during the second week of the air traffic controllers’ strike, [ got a
call from John McClaughry on the White House staff saying, “Didn’t
read somewhere that you have proposed privatization of air traffic
controllers?” So they flew me to Washington to brief the head of the FAA
and the Secretary of Transportation. I had to cobble together on the
plane and in the hotel room a specific plan for how it could be achieved,
which I had not done in the chapter. I had only used illustrations from
overseas. But I devised what seemed to be a very workable plan that dealt
with the danger of strikes by private controllers who could potentially shut
down the whole country. I think I came up with a unique solution that
deals with the problems in an effective way.

Unfortunately, the head of the FAA at the time, Lynn Helms, wanted
absolutely no part of this threat to his bureaucratic empire, and managed
to torpedo it. The strike got settled by firing the strikers and the whole
thing died down. I was not really satisfied with that quick defeat on the
issue. I thought that perhaps if we had been better prepared we might
have been able to seize that window of opportunity.

In any event, since it was going to take a long time to rebuild the air
traffic control system, we started talking to Stuart Butler and Fred Smith
here in Washington about what could be done to move this issue along.
We tried to see if there was a way to build support for it.

Early in 1983 the three of us went around to various Congressional
committees that deal with aviation, briefed them on what we had learned
so far, and tried to find out what it would take to build political support for
privatized air traffic control. We said, “What would you need as evidence?
And they said, “Well, the best thing we need is practical evidence showing”
how this works. Do you have examples?” We knew there already were
private companies running control towers at small airports in this country.
So we dispatched John Doherty, a writer and an airline pilot, to do a
journalistic story about how these companies do it. That was published in
Reason in May of 1983.

It turned out to be a fantastic case study. Private air traffic controllers
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can do it for less than half the cost. They do an excellent job because they
are much more efficient. There is a track record of about eight firms in
the business already. We also learned that the FAA just recently had
started contracting out on a very modest scale—three control towers they
were in the process of reopening as they rebuilt from the strike. They had
new legislative authority to do that.

What happened was that the American Association of Airport Executives
got copies of that article and sent them all over the world to practically
everybody they could think of. Being the trade association for small
airports, they really liked the idea of getting out from under the FAA and
having the contract program greatly expanded so more of their airports
could have control towers. That led to FAA hearings at which Fred Smith
and John Doherty testified in August of ‘83, and that in turn led to
expansion of the contract tower program. The growing visibility of this led
to NBC’s Today Show to do a very favorable five minutes on the privatization
of control towers in the spring of '84.

More recently, Fred Smith and I have been trying to raise the issue as
part of the solution for coping with the tremendous problems the air
traffic control system is having, including not enough capacity due to
growth of the economy and to greatly expanded air travel because of
airline deregulation. There also is a big problem due to lack of market
pricing at airports. We are trying to push a combined solution of contracting
out air traffic control operations (which would enable private companies
to hire experienced controllers the federal government cannot rehire) and
market pricing to deal with the airport congestion.

Picking Issues

This is a very live issue. It is one where we may see some real progress if
we can build the kind of coalition that we have talked about. I think we
can draw some important lessons from these experiences. We need to
pick our issues carefully, since some are easier than others. There are
areas such as fire protection that may have great teaching value, but they
are very difficult to make progress in because of the special interest groups
involved and the incentives they face. If we are to make real breakthroughs
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in building industries that take large amounts of business away from
government, we need to first focus on the ones we have the best chance of
winning.
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3

Privatization From the Top Down and

From the QOutside In
E.S. Savas

I have been asked to describe my experiences in introducing privatization
from the top down, and to distill those experiences into some rules for
action. Then I will describe some of the things I would like to see happen
over the next several years. My emphasis will be on local government,
because in the United States 80 percent of all government employees
work for state or local governments. We speak of “large government,” and
yes, the federal budget is large, but if one measures government by the
number of employees, it is state and local government that is larger. This is
truly an area with extraordinary opportunities for privatization.

I would like to begin with the New York City government. When I was
First Deputy Administrator of New York under Mayor John Lindsay, I one
day found myself involved in a disastrous snow storm. This snow storm
was ultimately what got me started in privatization. The snow was not
cleaned up for more than a week, a failure which created a significant
political problem. The city had done a poor job, and the mayor asked me
to find out what had happened and what could be done to prevent it from
ever happening again. I discovered that in the midst of a snow emergency,
when the department responsible for cleaning up after the storm was
operating under emergency conditions (working overtime) the men were
plowing and sanding only about 50 percent of the time. The rest of the
time was consumed in breaks—warmup breaks, coffee breaks, lunch
breaks, wash breaks, fueling breaks, and so on. And I thought, “Gee, if
this is how the department works in an emergency, I wonder how it works
when it is not an emergency.”

That was the New York City Department of Sanitation, and its main
activity throughout the year is collecting solid waste. So I started an
in-house study of the department, and compared it with the private sector.
We found that private firms were able to collect solid waste for about $19
per ton, whereas the NYC Department of Sanitation cost $49 per ton—a
ratio of 2.6 to . We then examined other services. In street repair, we
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found that the ratio also was 2.6 to 1. About that time I met Madsen Pirie,
who dubbed this figure “Savas’ Law.” He has published various things
about this fixed ratio, which may be the Planck’s constant of privatization.

There was a lot of publicity about our findings— front-page stories, radio,
television debates, and the usual hoopla. There also was a nice media
battle between myself and the Sanitation Commissioner. I advocated
contracting out a small portion of his department’s activities to see what
would happen, and he was protecting his bloated bureaucracy.

In fact, because of the political strength of the affected union, nothing
was done about the suggestion in New York at that time. But the seeds had
been planted. Good government groups picked up the privatization
idea, and because New York is a media capital there was a lot of attention
given to this issue. The idea of contracting out services expanded to a
national scale. That was the first stage.

The second stage of the story of top-down privatization occurred from
a university base, when I organized and directed a large project on
privatization funded by the National Science Foundation. God bless that
particular government agency, because with a $2 million budget, we were
able to look very systematically and carefully at the whole issue of
contracting out. The project from beginning to end took about five years.
The results were convincing, unassailable, and irrefutable. As a matter of
fact, the nationwide union that represented state and local government
workers tried very hard to kill that project while we were in the middle of
it; they tried to exercise political pressure through Congress to stop the
funding for the project. But to the National Science Foundation’s credit, it
did not give in.

Now we get to stage three. Stage three was the exploitation of these
findings by industry. There is a well-established, private solid waste industry
that reaches every hamlet in America. Here was a large, nationwide army
ready to utilize these research findings, and to bring the word to every
town and village in America. And that is what it did. The trade association
of the industry took our report, distilled information from it, ran ads in
various trade magazines about the findings, and engaged in a great deal of
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publicity and salesmanship across the country. At the same time we were
describing our results to the media, to mayors and city officials, and to any
group of three or more who would listen.

The results were striking. After only six years, there was an increase of
50 percent in the number of cities in the United States that were contracting
out solid waste collection. This was a successful, industrywide and
nationwide example of privatization that started as a top-down effort, and
became an all-around effort. It also can be described as having taken
place from the outside in, rather than from the inside out, inasmuch as |
was an outsider in this field.

It was very gratifying earlier this year, when I was addressing a group of
mayors in the Pacific Northwest, to discover that public officials now
realize that the private sector can do it better than the public sector. That
is an extraordinary acknowledgement coming from public officials. The
issues that remain for them are when to do it, how to do it, political
obstacles, and the human problems of the labor force. The argument as to
who can do it better and why has finally been won.

What general rules or techniques can be identified here? Let me resort
to a farm analogy. There are four rules to good farming:

¢ Choose fertile soil;
e Plant the seeds;

e Fertilize;

¢ Propagate.

What do 1 mean by “choose fertile soil”? I mean choose it ideally. Choose
areas where there are industry salesmen who can take your products,
disseminate them, and sell them. That is fertile soil. All it needs is spade
work for coalition building. In other words, the ideal setting is where there
are immediate beneficiaries who can benefit in the short-term from
privatization.
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The second step is planting seeds. It is not very important whether it is
done by ideological means or other means. The important thing is to get
the word out, to disseminate the virtues and the advantages of privatization.
In my own view I think the ideological approach is useful among ourselves,
among converts, but it is less useful to the outside world. We have to
package our products differently to reach different groups. It is like a seed
catalog with dozens of choices.

The third step is to fertilize. I mean fertilize with facts, not with manure.
(There is a fair amount of manure in this field, and for that matter in all
fields involving the public sector.) Hard, substantiated facts are absolutely
mandatory. We cannot “wing-and-prayer” it. We need a firm foundation to
build on so we can persuade people authoritatively and knowledgeably.

The fourth step is to propagate. It is important to propagate pragmatically,
and package our product prudently. The word “privatization” actually is
an impediment to success in most cases, although it is a very convenient
shorthand term among ourselves. But in the world at large, people do not
really understand it; however, if you say you can do it better and cheaper,
they will understand. I think the best approachis to stress better service ata
lower cost. In trying to promote greater use of the private sector among
federal agencies, we are not using the word “privatization.” We simply are
saying that it is a productivity enhancement measure—we are enhancing
productivity by introducing competition.

I would like to go back to the delightful phrase that Eamonn Butler
used, “There is no point in trying to persuade turkeys of the virtues of an
early Thanksgiving” We are promoting a major change in the way
government does its business, and there is no point in coming at people
ideologically and with a club. What I have found effective in dealing with
public officials is to explain that what I am really talking about is job
enhancement. I do not tell them they should be out of business or that I
want to abolish their responsibilities. The approach that I have taken is to
say, “Look, right now you are conceiving your role as commissioner of
parks as running a department that mows the grass and prunes the trees.
You should expand the vision of your job and think of it as being
responsible for making sure that the grass and the trees are well maintained.
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Once you take that step you will find yourself in the position of a
manufacturer who has a make-or-buy decision. If you are manufacturing
automobiles, do you buy the headlights or do you make the headlights
in-house? Do you buy from an outside supplier, or do you produce them
with your own labor?”

Public officials should be in that same kind of position. They can make
a decision about buying the service from the outside or producing it
in-house. It is all part of their responsibility to look at their jobs in this way.
This is a more effective approach than the negative argument I have
heard too often that implies people who work in government are inferior
to those who work in the private sector. That is not the case at all. In fact,
management in government is @ much more difficult task. Because of
bureaucracy, the system conspires to make public services less efficient
and less effective than privately provided services.

Another point is that we privatizers have full-product lines. We have
lots of seeds in our catalog. We not only have free-market arrangements to
offer, we can offer choice among free-market arrangements. There are
some services that cannot be subjected immediately to a free-market
solution, and never will. But if we cannot sell one free-market arrangement
we can turn the pages of the seed catalog and try to sell something else.
We can try to sell volunteer organizations, for example, as a mechanism
for delivering certain municipal services. A community can levy a special
tax or it can enlist volunteer services to provide fire protection, safety
patrols, ambulance service, and many other kinds of services. There are
many communities—even communities within New York City—that do
this sort of thing.

Turn the page again. If you cannot sell free-market arrangements, and
you cannotsell a volunteer arrangement for providing a local service, turn
the page and sell something else. Sell franchising. Sell vouchers. They are
on the next page. We all know the virtures of vouchers, particularly for
schools, but if you cannot sell vouchers, sell contracting out. There are
many examples in the United States of contracting out of public education.
Whenever a community is too small to support its own school and buys
educational services from the school in the next district, that is contracting
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out. In the community [ live in, parents from nearby towns can choose not
to send their children to the local public school, and can instead send
them to the public school in my community. In this case the parents pay
individually. If the town sends a whole group of students, then it is paid for
by the town, one contracting with the other. In Minnesota some schools
are buying art courses from a private group of art teachers.

To continue with the catalog, and to reinforce the point, if you have got
a lot of products to offer and if one will not work, there is always another.
It is important to recognize that we do have a full-product line. Don’t stick
with just one product that may not serve all purposes on all occasions at
all times.

[ would like to refer briefly to another example of privatizing from the
top down. This experience came when I served in the U.S. Department of
Housing and Urban Development during the first two years of the Reagan
Administration, as Assistant Secretary for Policy Development and
Research. One of my main policy thrusts was vouchers for public housing.

We inherited a program where the principal means of providing housing
assistance to low-income Americans was either through public housing
(which involves creating public housing bureaucracies and all the attendant
ills), or through giving money to private builders to build houses. Either
way, the houses essentially were labeled, “This building is for poor people
only” That was how we provided housing assistance to low-income
households. And yet, lying right at hand with $150 million worth of
completed research was the voucher system. Using housing vouchers
instead of subsidized construction, we could house almost three times
more people with the same amount of money. The average family being
assisted by new construction programs was getting a monthly subsidy
from the American public of $415. In California, the average subsidy for
newly-constructed housing assistance was $915 a month! There had to be a
better way.

After some small battles, vouchers were adopted as Administration
policy. But the Congress was very resistant, even though all of the evidence
showed that not only could you house more people for the same amount
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of money, but you could provide people with choice and dignity. Low-
income people would not be forced to live in houses labeled “for the poor
only” Oddly enough, Congress was very resistant to this notion. The
reason seems to be that builders make larger campaign contributions than
poor people do. In any event, at long last in 1984, Congress grudgingly
agreed not to build much more new housing and finally authorized a
demonstration program, even though in the 1970s we already had spent
$150 million on successful demonstrations of vouchers. This, too, must
be judged a successful instance of privatization from the top down.

Although many people ultimately contributed to the effort, I take some
personal pride in seeing the HUD budget decline from about $32 billion a
year to about $I4 billion a year, in the span of four years.

What is next? What might be done over the next several years to
enhance and promote the concept of privatization? I would like to see a
White House conference on privatization. Early in his first term Reagan
created the President’s Task Force on Private Sector Initiatives. It is an
organization with a very broad agenda, looking at a variety of ways the
private sector can be utilized to achieve public purposes. Some of that has
been perverted into what passes as “private/public partnerships.” The
UDAG program, for those of you who are unfamiliar with it, is a program
that amounts to giving money to build downtown Hyatt Hotels in major
U.S. cities. That is considered a “public/private partnership” because the
public gives the money and the private sector takes it. I find that a difficult
partnership to accept.

I also would like something even more focused than a White House
conference on privatization. I'd like to see a series of detailed, persuasive
studies that delineate why and under what circumstances each privatization
method works best. We have an array of different kinds of products to
offer. We need to know which ones work best, why and how. This will
strengthen our case. It will provide more facts to nurture the privatization
process.

Also what is needed (and this is where organizations like the National
Center for Policy Analysis, the Heritage Foundation, and others play a
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significant role) is a campaign to articulate and propagate the results of
this research to the public. The way the academic sector comes in, of
course, is in propagating the results over the long-term by reaching
students. We are beginning to see people graduating from universities
who view competition and privatization as important tools.

Next, and this was mentioned by Stuart Butler, there is antitrust. This is
a powerful tool. I can see over the next several years an organized effort
not only by the Federal Trade Commission but by organizations such as
those represented here to challenge local governments— to identify instances
where local governments are inhibiting freedom of competition by creating
a monopoly for themselves and preventing others from entering the
market.

Just as there was a Legal Aid Society, I advocate the creation of a Legal
Raid Society that goes around the country raiding city governments for
the purpose of injecting a dose of competition. I offer to any such
organization, free of charge, New York City as a test bed to try out some of
these ideas.

We ought to be picking targets. I think that at the local level transportation
is a most promising target. It meets the criteria I have identified. It is an
activity that almost every citizen has to do something about everyday, and
therefore it is highly visible. Some of the more invisible city functions, like
data processing, may be more difficult to privatize. But transportation,
like waste collection, is a visible activity and a very promising target,
because successful attempts to inject privatization ideas into public
transportation will be visible and help promote a chain-reaction effect.

Social services are another good target, whether we use vouchers or
voluntary action through “mediating structures.” Social services lend
themselves well to these techniques, and there is considerable interest in
the private sector in applying them more aggressively.

With regard to education, I was intrigued by Madsen Pirie’'s comments
about slipping into a voucher system. Given the anxieties in the United
States about the performance of our public school system, we should

76



capitalize on this concern to promote greater parental choice in education.

At the federal level, Peter Ferrara’s proposal to create an IRA alternative
to Social Security and the NCPA’s proposal to create an IRA alternative to
Medicare are the kinds of things that should be pursued. The constituency
is already here, in the shape of bankers. Unemployment insurance through
vouchers is another good target.

These are the opportunities. It is a matter of going out there and taking
advantage of them, while recognizing we are in for a long haul. We have
had some immediate successes and victories. But to really do the job it
will take a lot of staying power and the creation and strengthening of the
kinds of institutions that I see represented at this conference.
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9

Opting Out of Social Security: Why It Works

In Other Countries
John C. Goodman

I'would like to begin by discussing two principal ways of thinking about
entitlement programs that interfere with our ability to think about private
alternatives. When free-market economists think about opting out of
Social Security, they frequently come to the conclusion that it will not
work. They think this for two reasons: The first is that they regard Social
Security as akind of chain letter— and they are quite right about that. It is
a chain letter. It is also a Ponzi scheme. Our Social Security Trust Funds
are, in fact, little more than accounting deceptions. For all practical
purposes, every dollar that goes into Social Security is immediately
spent—every hour of every day. No funds are being stashed away in bank
vaults. For this reason, what we have amounts to a government-operated
chain letter.

There also can be chain letters in the private sector, but private sector
chain letters are short-lived. The thing unique about the chain letter run
by the government is that the government has the power to tax. I can
remember a decade or so ago, Paul Samuelson was writing about Social
Security and came up with the brillant observation that Social Security is
a Ponzi scheme that works! The reason it works, he said, is the govern-
ment’s power to tax. Now everyone is willing to admit that the private
sector can provide pensions; it can provide pensions that work. But few
of us would be willing to admit that the private sector can provide a
chain letter that works. Only government can do that.

The second idea that interferes with our thinking about entitlement
programs is that when free-market economists think about private
alternatives to Social Security and Medicare they often come to the
conclusion that private alternatives are in nobody’s self-interest.

What happens when chain letters collapse in the private sector? And
who are the losers? They are the last people who bought in. Who are the
last people buying into Social Security? They are the current generation
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of workers. Workers of our generation are paying taxes into the system to
support the retirement pensions of the elderly. Why should this group of
workers say, “We will continue to support the elderly, but when it comes
our turn, when we retire, we will not accept anything from the generation
which follows.” What this would mean is that the current generation
would be required to pay twice—once for the current generation of
retirees and once for their own retirement.

These two points are instructive because they can help us see our way
out of all this. Let me return to the chain letter idea. When Social Security
was started, it was not sold to the public by politicians who brought Paul
Samuelson to Congress to testify that he suddenly discovered a way to
make chain letters work! Instead, when Social Security was started there
was a lot of hoopla about Social Security as a substitute for private
pensions schemes. People were encouraged to think of Social Security as
a substitute for a private pension. Even today, most people think this
way. | have always thought: Why not encourage people to change their
thinking and view private pensions as a substitute for Social Security?
Why not do what Peter Ferrara is so good at doing—pointing out that if
you pay into Social Security the return you get is very low, but if you
have a private IRA and put money into it each year, eventually it will
build up and you will be very well off.

Proponents of a private alternative are helped in this by a fundamental
principle: In a mature Social Security system there is a theoretical limit to
the rate of return each generation can earn on its investment. By a mature
system I mean one in which there is net population growth and each
generation essentially gets the same deal as every succeeding generation.
In such a system, each generation gets a rate of return from their Social
Security dollars equal to the current rate of increase in real wages.
Historically, the rate of return on capital has been two, three or four times
greater than the increase in wages. Being forced into a system with such a
low rate of return, when the market is paying much higher, means each
generation is losing. They are being forced into a system where they are
worse off than had they put those same dollars into the private capital
market.

At the beginning, when Social Security was in its early years, this was
80



not the case. The first people who retired on Social Security made out like
bandits. The first Social Security retiree was Ida Fuller, who paid $23 in
Social Security taxes, and received nearly $250,000 in Social Security
benefits. That is a good rate of return! For this generation of workers,
however, the return is going to be much different. In present calculations,
the rate of return is often negative, and these calculations often are based
on very conservative assumptions. By this | mean that it is not unusual, in
fact it is very common, for people to calculate the present value of Social
Security using an interest rate equivalent to the interest rate being paid on
government bonds. What this amounts to is the assumption that the
government is as unlikely to default on Social Security as it is on a
government bond. I do not think there is anyone who seriously thinks
those two risks are equivalent. I think we all would admit the government
is far more likely to default on Social Security. The assumptions being
made in calculating Social Security’s present worth are way too conservative.
Polls taken of the young population show that they view the system as very
risky —more risky, for example, than investments in private pensions. If
we used a more realistic rate of interest to calculate the present value of
Social Security, we would find that it is very negative for young workers.

What about the problem of this generation paying twice? Well, in the
first place, generations do not make decisions as generations. That is an
important point to remember when thinking about private alternatives to
Social Security and Medicare. Even if we were to make a decision as a
generation, it is not clear to me what kind of decision we might make.
Many of you are familiar with the estimates produced by Haeworth
Robertson, former Chief Actuary for the Social Security Administration,
who calculated what payroll taxes will have to be in the next century.
Robertson used three sets of assumptions routinely used by the Social
Security Administration: pessimistic, optimistic, and intermediate. The
pessimistic assumptions always turn out to be closer to the truth than the
other two; in fact, the pessimistic assumptions frequently turn out to be
optimistic compared to what actually exists. On the basis of the pessimistic
assumptions, Robertson predicted that future payroll taxes may have to
be between 40 and 50 percent of income to pay for the promises that we
are making under Social Security and Medicare right now. These pessimistic
assumptions, by the way, are not by any means the worst thing that can
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happen. They do not take into account the possibility of radical medical
advances that would slow the aging process or cure cancer and other
diseases. Of course for most of us, these possibilities are normally thought
of as optimistic, but from the point of view of financing Social Security
they are pessimistic.

It is also important to remember that 70 years from now, children
entering the first grade today will be in retirement, so we are talking about
the lives of real people.

In Great Britain and Chile, there are three principles that characterize
the opting out schemes that currently exist. These are principles we must
not overlook in considering our own private alternative. The first principle
is that promised benefits must be paid. We are not going to succeed with
opting out schemes that say to the elderly, “We are going to cut you off.”
Maybe we can cut back on benefits a little bit and maybe we can play with
the indexing provisions, but not very much. Frankly, Peter Ferrara and 1
have always thought that it is suicidal to scare the elderly and make them
nervous. Instead, a more effective approach in promoting privatization is
to argue that it will secure the future of Social Security. That is what they
did in Britain. British officials did not say it was going to destroy Social
Security; they said it was a plan to make Social Security secure. They said,
“The system is in trouble, and we are going to make it better.” That must
be the American approach as well. The political strategy is to assure the
elderly that you are not going to take their benefits away from them; that
you are going to make it more likely that those benefits will be paid.

The second principle is that the private alternative has got to be a
choice that is voluntary, at least for everybody who already has paid taxes
into Social Security. You cannot say, “We are going to throw you out of the
system.” You have to leave the option open to them. Maybe you can do
what they did in Chile, each new generation of workers entering the labor
market (people who have never paid any taxes into the system) automatically
is in the private program.

The third principle is: If you are going to give people a choice, then
you have to have a differential tax. You have to make it to their financial

82



advantage to opt out of the system. Essentially you will be telling them, “If
you want to be in the system, you are going to have to pay a high payroll
tax, or a high income tax.” The individual will calculate and discover that
on the whole he is better off opting out of the system. In my study of the
British Social Security System, [ calculated the rate of return that workers
earned at different age levels and different income levels. I did this to
determine how well workers did outside of the system, as well as how they
did inside the system. I showed it to a top official at the Department of
Health and Human Services, who looked at it and was very irritated by the
entire enterprise. He said, “We do not generally think it is a good idea to
encourage workers to calculate what kind of rate of return they get in the
system.”

True enough. They don’t. Nonetheless, in Britain, on the average there
is a seven percent difference in payroll taxes; the differential is between
participating in the state-run pension system and being out of the system.
This economic incentive is crucial because that is what it took to make it
to the advantage of most workers in Britain to opt out.

Because of the need to create a financial advantage to opting out, some
people see a conflict between the goal of flat-rate tax and the goal of
creating alternatives to Social Security and Medicare. I do not agree there
has to be conflict. It is true that in most of the proposals made so far there
is a conflict. Peter Ferrara’s proposal to create a Super IRA alternative to
Social Security is inconsistent with a flat-rate tax. The medical IRA
(MIRA) alternative to Medicare proposal put forth by Peter Ferrara,
Gerald Musgrave, Richard Rahn and myself also is inconsistent with a
flat-tax rate. This is because we proposed to give people a tax credit of
about $500 a year for opting out of Medicare. We chose to do this
through the federal income tax system because the system already is in
place. We already have monitoring devices and an efficient way to operate
the program without creating a new bureaucracy.

However, we could have ignored the income tax system, proposed that
anyone who opted out of Medicare would get an annual check from the
government for deposit into their MIRA account, and have them go
ahead and pay the income taxes they otherwise would have paid. Our
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MIRA proposal would be just as effective had we gone this route. Assuch,
this private alternative is not necessarily in conflict with the goal of a
flat-rate tax.

For pension benefits, two potential role models for the U.S. are the
opting out schemes in Great Britain and Chile. In Britain there are what is
known as upper and lower Social Security tiers. The lower or basic tier is
comparable to a minimum pension benefit. Everybody pays into it, and at
retirement everybody gets the same pension. The upper tier is earnings
related; the more you earn and the more you pay into the system, the
more you get out at the time of retirement. Therefore, the second tier is
more comparable to a private pension. It is the second tier that people are
opting out of. The choice is not an individual choice; it is a company
choice that employers make in consultation with their workers. The
company agrees to provide the workers with a pension which pays
benefits just as good or better than the benefits that would have been paid
had those workers stayed in the government’s system. Again, there is a
payroll tax reduction, which initially was seven percentage points, for
those who opt out.

There have been some minor criticisms, but essentially, as far as I can
tell, most people are very happy with the British alternative. Pension
managers are getting a good rate of return. There are even provisions for
returning private pension funds back to the state, so that if you decide that
you have made a mistake after having opted out, you can get back into the
government-run schemes. However, most companies that have decided to
opt out have remained out. The program consistently seems to work well.

Chile has a more radical plan. In Chile it is an individual choice, and
there is a payroll tax differential which is even more substantial than in
Britain. What Chile does is more like what we have talked about doing in
the United States. Chilean workers can opt out completely by putting
funds in the Chilean equivalent of an IRA. There are competing institutions
which offer IRA accounts; workers put funds into these accounts and
forego their right to draw government Social Security benefits during
retirement. | believe that all new workers entering the labor market do not
have a choice. They are required to be in the private sector scheme.
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When [ first looked at these two systems I came to the conclusion that
the U.S. probably will have to do what Britain has done, because like
Britain ours is a democracy and a developed country, whereas Chile is not
a democracy and is underdeveloped. At one point 1 thought that we
probably cannot do what Chile has done, but now 1 am not so sure.
Maybe we can take the IRA approach, especially since so many Americans
now have IRAs. As Ed Feulner pointed out, today more Americans have
IRAs than the number of Americans drawing Social Security.

Because of the experiences of other countries, I am hopeful that a
private alternative can become reality. What is needed now is an awareness
on the part of public policy institutes in the United States that this is a
realistic option, something we should push for.

There is one last point I want to make. We cannot do this by getting
support only from country club Republicans. They are easy. It is important
to realize that in Britain it was the Labour Party that passed the law which
governs the private system. What's more, there was no opposition from
any major trade union. The reason they supported it was because they saw
that their members were going to gain. In the United States, Social
Security or Medicare reforms will require the cooperation of both major
parties and probably the support of all major interest groups.

One of the things we have done at the NCPA is publish reports stressing
how minorities are adversely effected by these programs. You may be
aware of our study on Social Security and blacks. In it we pointed out that
when the retirement age is raised from 65 to 67, as Congress recently
legislated, expected benefits for young black male workers are wiped out.
We also calculated what blacks could expect from Medicare. Black males
at birth have a life expectancy of about 64.8 years. They can expect to pay
into Social Security and Medicare throughout their working lives. But on
the average they die about two months before they become eligible to
receive benefits. To them, the system is unfair.

But, if blacks are given a private alternative, and they calculate how
they would do under it, they will find it a good deal. They can put money
into their own IRA, and it remains theirs. When they die it becomes part
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of their estate. They become gainers under the new private alternative.
The NCPA has had interesting feedback from the study; Jessie Jackson’s
Operation PUSH ordered lots of copies. They think we are a great
institute, by the way, and doing good research. LULAC, an Hispanic
group, also was excited about the study. They thought it was terrible what
was happening to their members. We have got a major problem, however,
in that what we are asking these groups to do is break with the old
Roosevelt coalition. We are asking them to break with their traditional
political allies, which is difficult. Nonetheless, you make inroads by
showing them the facts, by saying, “Look, this is bad for your members.”

We are hopeful that with more work andi 1y .»ve communication, we can

build a new coalition that will support the ixids of changes we have been
talking about.

86



10

Social Security and Super IRAs:
A Populist Proposal

Peter J. Ferrara

Social Security accounts for more than 50 percent of federal domestic
outlays, and almost 30 percent of total federal spending. Adding in
national defense and debt interest along with Social Security accounts for
almost 70 percent of total federal spending. Clearly, the size and scope of
the federal government will never be substantially reduced without
addressing Social Security.

The huge amounts of federal spending on Social Security should be
especially troubling, because of all Federal programs Social Security has
the clearest, most widely utilized private sector alternatives—including
pensions, IRAs, and life insurance. As Milton Friedman has argued, there
is no reason why the chief functions of Social Security must be performed
through the public sector. It is indeed a truly radical departure from a
private, free-market economic system to require almost all Americans to
rely on the government for the bulk of their income during a major
portion of their lives— their retirement years.

Market-oriented policymakers also cannot ignore Social Security,
because the program just will not let them. As discussed below, on its
present course the program is likely to continue to fall into periodic
financial crises in the future. Within the present policy framework, those
favoring limited government will be forced repeatedly to resist inexorable
payroll tax increases, with nothing to offer as an alternative but politically
disastrous benefit cuts. This is playing the issue on the home field of the
Liberal Welfare State. Imaginative leadership for the market must shift
the issue to entirely different, more amenable ground, breaking out of the
traditional tax increase/benefit cut dilemma.

The Need for Reform

Social Security itself remains plagued by overwhelming problems which
demand fundamental reform. Indeed, while most public discussion has
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focused on the financing problems of the program, a new, possibly even
more destabilizing problem has been developing. The rate of return paid
by Social Security has been falling steadily. For those entering the work
force today, even if all of Social Security’s benefits are somehow paid, the
program still will be a miserable deal. This is true even though today’s
retirees are still getting a good deal from the program.

The developing problem is a natural consequence of Social Security’s
“pay-as-you-go” method of operation, where the taxes paid into the
program are not saved and invested to pay the future benefits of today’s
workers, but instead are paid out immediately to finance the benefits of
current beneficiaries. The taxes of future generations of workers will be
used to finance the benefits of today’s workers.

We can trace from the beginning of Social Security how this method of
operation has led to an inevitable collapse of returns. Workers retiring in
the early years of the program had to pay Social Security taxes for only
part of their working careers. Also, the tax burden in those years was quite
low. The maximum annual Social Security tax, including both the employer
and employee shares, was $189 as late as 1958, and $348 as late as 1965. But
because the program is run on a pay-as-you-go basis, the benefits paid to
these early retirees were not limited to what could be paid based on their
own past taxes. These retirees instead were paid full benefits out of the
taxes of those still working. Their benefits consequently represented a
high return on the taxes they did pay.

Over time, however, this return naturally began to fall as workers began
paying higher taxes and for longer periods of time during their working
careers. For today’s retirees, as noted, the program’s benefits still represent
an above-market return on the taxes that they and their employers paid
into the system. But those entering the work force today must pay taxes of
several thousand dollars a year for their entire working careers. Today the
maximum annual tax, including employer and employee payments, is
almost $5,600; it will be more than $8,000 by the end of the decade.
For most of these young workers, the real rate of return promised by
Social Security under current law is one percent. For two-earner couples
or maximum-income workers—a large portion of the rising generation—
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the promised real return is practically zero, or even negative in many
cases.

If young workers entering the work force today could invest all of their
Social Security tax money, including the employer’s share, into IRAs and
earn the returns historically received by broad-based stock market
investments, most would receive three to six times the retirement benefits
promised under Social Security. They also could at least match the other
types of benefits provided by the program. Career minimum-wage earners
would receive about twice the retirement benefits, while a maximum-
income couple would receive at least eight times the benefits.

Moreover, it is still quite doubtful whether the already inadequate
Social Security returns currently promised to today’s young workers will
ever be paid. The Social Security Administration’s own most recent
projections under the widely cited, “intermediate”, Alternative 11B
assumptions indicate that the entire combined program (including the
Hospital Insurance portion of Social Security) would become unable to
pay promised benefits by the year 2026, before those entering the work
force today are retired. By 2035, Social Security expenditures would be
running almost S0 percent greater than revenues each year. Over the
entire 75-year projection period, the program as a whole would run a
cumulative deficit 50 percent greater than the total amount raised in new
revenue or by the cut in benefits over the same period by the 1983 Social
Security rescue legislation. Paying all of the benefits promised to young
workers entering the work force today would require that the total Social
Security payroll tax rate (which includes both the employer and employee
shares) be more than 23 percent, compared to 14.1 percent today.

Under the so-called “pessimistic” Alternative III assumptions, the
entire combined Social Security program would be unable to pay full
benefits by 1998. By 2035, when those entering the work force today will
be in retirement, Social Security’s annual expenditures would be running
two and one-third times greater than revenues. The cumulative deficit
over the 75-year projection period would be four and one-half times larger
than the financial gap addressed by the 1983 legislation. In order to pay all
of the benefits promised to people entering the work force today, under
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these projections the combined employer/employee Social Security payroll
tax rate would have to be raised to 37.5 percent. This would mean a total
Social Security annual tax, split between employer and employee, of
$7,500 for a worker making $20,000.

Many observers believe that these Alternative Il projections are in fact
the most realistic. But at the very least, by publishing these projections the
Federal government itself is officially admitting that the need for tax rates
close to 40 percent to pay the benefits for today’s young workers is
certainly possible, for there would be no purpose in publishing impossible
projections. And if such tax rates are at least possible, then we are all in big
trouble. We should be making changes now to eliminate any practical
possibility of the need for such tax rates.

In addition, the benefit structure of Social Security is grossly inequitable.
Two workers paying the exact same taxes into Social Security over their
working careers may receive widely different benefit amounts. As John
Goodman has pointed out, blacks and other minorities with below-
average life expectancies tend to receive lower returns from the program
than the rest of the population. This is because blacks on average live
fewer years in retirement and thus receive fewer benefits.

Social Security also seriously damages the economy, destroying jobs
and economic growth. A primary agent of this destruction is the Social
Security payroll tax. To the extent the tax is borne by employers, it
discourages them from hiring. To the extent the tax is borne by employees,
it discourages them from working. Either way, the result is less employment,
and consequently less output. The payroll tax is nothing more than a tax
on employment, and here as elsewhere the result of taxing something is
that there is less of it.

As I mentioned earlier, the maximum annual payroll tax is almost
$5,600, and scheduled to rise to almost $8,000 by the end of the
decade. For at least half of all workers covered by Social Security, the total
combined payroll tax is more than they pay in federal income tax. In 1983,
payroll tax revenues, drawn primarily from low and moderate income
workers, were over 70 percent greater than total Federal corporate and
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business tax revenues. In a society deeply concerned about employment
opportunities, this incredible tax burden on labor is ludicrous. Yet, without
fundamental reform, the future holds in store only further payroll tax
increases.

How could a program with so many problems have been so popular
throughout the years? In the early years of Social Security, most of the
working population had begun paying taxes into the program, but there
were few benefit obligations accrued. Consequently, the program ran
large surpluses and appeared financially sound. Congress could routinely
increase benefits without raising taxes because of these early surpluses.
Retirees were receiving high returns on whatever small amount of taxes
they had paid in their last few working years. Small wonder the program
was so popular.

The future of Social Security, however, appears very different. The
program now has accrued enormous benefit obligations to the entire
retired generation, with virtually no funds saved in reserve to finance
them. Instead of appearing eminently sound, the program now will face
periodic financial crises. Instead of voting windfall benefit increases,
Congress will find that it periodically must raise taxes just to pay for the
benefits that already have been promised. Instead of receiving high,
above-market returns from the program, workers will be offered low,
below-market returns, and in many cases negative returns. As a result, as
the program matures, it will become progressively less popular, creating
an opportunity for real reform.

A Populist Proposal for Reform

The key to fundamental reform is to recognize that solving these
problems, and the many other serious difficulties of Social Security, does
not in any way require imposing sacrifices on the elderly. Quite to the
contrary, appropriate reform would strengthen Social Security and assure
today’s elderly that they will receive their benefits, while providing a more
secure and prosperous future retirement for today’s young workers, as
well as the opportunity to work in a healthier, rapidly growing economy.

The first step in any fundamental reform should be to provide each
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worker at the time he retires a U.S. government bond stating his contractual
entitlement to the Social Security benefits that have been promised him.
All those already retired at the time of the reform also would receive a
bond. The bond would not change the amount of the retiree’s promised
benefits in any way. It simply would embody a contract with the govern-
ment promising that the retiree will receive his monthly benefit amount
each month for the rest of his life, plus cost-of-living increases, calculated
under the law in effect at the time he retired (or when he received the
bond for those already retired when the reform is first adopted).

Congress would statutorily express its intent that the retiree will have
the same legal status in regard to his Social Security benefits, as promised
by his Social Security bond, as a U.S. Treasury bondholder has in regard to
the payment of interest and principal on a U.S. government bond. Similarly,
under the proposed Social Security bonds, it would be unconstitutional
for the government to cut the expected Social Security benefits of a
worker once he or she is retired. Congress would retain the authority to
reduce benefits that apply to new beneficiaries in the future.

From a conservative, limited-government perspective, this proposed
bond does not give up much, considering the practical political realities.
For those already retired, it is hard to imagine any but the most marginal
benefit cuts ever being attainable. Even minimal cuts would entail great
political costs. It would be far better to renounce such cuts altogether,
thereby averting the fears of current retirees.

The second element of a fundamental reform package would be to
allow workers an option to begin relying on an expanded, “Super IRA” in
place of some of their Social Security benefits. This can be accomplished
by allowing workers to contribute to the IRAs each year, on top of any
other amounts they may contribute under current law, an additional
amount up to some reasonable initial limit. Instead of the usual IRA
income tax deduction for these contributions, however, workers would
instead receive a 100 percent dollar-for-dollar income tax credit equal to
the amount of their contributions. That is, their income taxes would be
reduced by one dollar for each dollar they contributed to a Super IRA.
Also, employers could match these contributions, receiving a full 100
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percent income tax credit for the amount they contributed.

To the extent workers exercised this Super IRA option, they would
then have their future Social Security retirement benefits reduced. For
example, a worker who with his employer contributed each year an
amount equal to 20 percent of his total Social Security taxes would have
his retirment benefits reduced 20 percent. In retirement, of course, the
accumulated funds in the Super IRAs would pay benefits which would
more than make up for the foregone Social Security benefits, leaving
workers with higher retirement benefits overall.

The Super IRA income tax credit is meant to be in effect a rebate of
Social Security taxes to workers who choose to rely more on the private
sector and less on Social Security. But since the credit is taken against
income taxes, rather than payroll taxes, payroll tax revenues would continue
to flow into Social Security in full to finance benefits for today’s elderly.

The option could start off quite small, in order to avoid a substantial
loss of income tax revenues. The revenue loss eventually would be offset
completely by reduced Social Security expenditures, as retired workers
came to rely more on Super IR As and less on Social Security. Long before
this point, however, the revenue loss would be eliminated on net due to
new revenues generated from the increased investment activity brought
on by the new IRAs. Moreover, from the beginning there would be
increased savings through IRAs, which would offset any temporary increased
borrowing by the government to cover the revenue loss.

This Super IRA option then could be expanded slowly over time.
Workers and their employers could be allowed to contribute additional
amounts to their Super IRAs for the purchase of life insurance, again
receiving 100 percent income credits for their contributions. To the
extent workers did so, those who died before 65 would rely on the private
insurance rather than Social Security survivors’ insurance. Workers and
their employers also would be allowed to contribute additional amounts
for the purchase of disability insurance, again receiving 100 percent
income tax credits. To the extent workers did so, they would rely on this
private insurance rather than Social Security disability insurance. Workers
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and their employers similarly could be allowed to make extra contributions
to provide for retirement medical insurance, rather than relying on Medicare.

Ultimately, workers could have the complete freedom to choose how
much to rely on Super IRAs and how much to rely on Social Security.

Benefits of the Reform

Consider the benefits of the reform, and its positive political features.
First of all, Social Security benefits are guaranteed through the Social
Security bonds, providing a meaningful improvement in the legal rights of
Social Security beneficiaries. Moreover, Social Security itself would be
substantially strengthened. This is because while the program’s payroll tax
revenues are maintained in full, the program’s expenditures in the future
would be reduced substantially, as workers relied more and more on
Super IRAs rather than on Social Security. If the Super IRA option is
expanded rapidly enough, all of the program’s long-term financing problems
could be eliminated, even under pessimistic assumptions. Indeed, with
the Super IRA option eventually expanded to the maximum, Social
Security expenditures likely would be reduced dramatically, allowing
room for sharp reductions in payroll tax rates.

At all times, workers who wished to remain in the program would have
the complete freedom to rely entirely on the strengthened Social Security
system without change. There would not be any reductions in Social
Security benefits of any kind for such workers, or today’s elderly.

~ Those workers who did opt for the Super IRAs could expect much
higher benefits, more so the younger the worker. The Super IRA benefits,
moreover, would be completely equitable, with each worker receiving
back in benefits what he paid in contributions, plus interest, on an
actuarial basis. These benefits also would be financed on a fully-funded
basis, which would secure them against the financial instability inherent in
Social Security’s unfunded, pay-as-you-go system.

Workers also would have much greater freedom of choice and control
over their own incomes through the Super IRAs. Workers could tailor
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their own individual packages of investments and insurance coverage to
suit their personal needs and preferences. They could choose their
retirement age with complete freedom after age 59 1/2. The Super IRAs
offer instantaneous vesting and maximum portability. Workers also could
choose to leave some of their Super IRA funds to their heirs, which they
cannot do with Social Security. The Super IRA option combined with
Social Security is clearly an overall system far better suited to our rapidly
changing, highly mobile, highly diverse, modern society than the 1930s-
oriented Social Security system.

The reform also would have important benefits for the economy.
National savings could be sharply increased through the funds paid into
Super IRAs, with a fully expanded Super IRA option producing potentially
hundreds of billions in increased savings each year. Such a savings increase
would in turn produce new jobs and increased economic growth. Eventual
payroll tax deductions also would stimulate job creation and economic
growth.

In addition, the more workers across the whole economy are allowed to
accumulate assets in the Super IRAs in lieu of Social Security, the more
equal the national distribution of wealth would become. If all workers
paid into Super IRAs rather than Social Security, the national concentra-
tion of wealth would be reduced by one-third. Yet, this would be achieved
not by redistributing existing wealth, but by providing an opportunity for
the creation of new wealth equally distributed. Through the private IRA
investments, each worker would be developing a substantial ownership
stake in America’s business and industry. This would revolutionize political
attitudes. Instead of retirees developing a psychology of dependence on
big government, as with Social Security, they instead would tend to
support private enterprise and free markets, as would average workers
watching their stake in the private economy grow.

Finally, the reform would sharply reduce federal spending, as workers
began relying more and more on Super IRAs rather than Social Security.
With a complete option to rely on Super IRAs, federal spending could be
reduced by more than one-fourth. No other single reform offers the
potential for such a massive reduction in spending, not only without
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hurting anyone, but indeed probably making virtually everyone better off
at the same time.

Political Prospects

The proposed Super IR As offer allies of the market the opportunity to
break out of the current tax increase/benefit cut dilemma, and shift the
Social Security debate to entirely new ground. The reform does this by
seeking to solve the problems of Social Security by offering workers a
better deal in the private sector, without cutting the program’s benefits or
increasing the program’s taxes. The cost of the reform is no more than a
temporary net loss of income tax revenues, with new savings to offset any
increase in government borrowing that result from the revenue loss.

Structured this way, the reform would not take anything away from
anybody. It simply would increase the freedom and options of workers. It
is distributing candy, not medicine. There is consequently no reason why
it should be anything but wildly popular.

The proposed reform should appeal especially to young workers,
serving to enhance a somewhat surprising trend of increased support
among the young for the market. And the strongest appeal of all would be
to the politically conscious, young, urban professionals, or “yuppies.”
These individuals receive especially low returns from Social Security
because of their higher-than-average incomes. Many are single workers
who should readily grasp the virtues of the private alternatives to Social
Security.

There is no reason why the reform would not appeal to the elderly as
well. The legal standing of Social Security promises to the elderly would
be enhanced, and the program’s financial ability to fulfill those promises
would be strengthened. The elderly also would appreciate the new
opportunities given to their children in the work force today.

The proposal naturally should appeal to business, particularly to the
financial industry. Mutual funds, stockbrokers, insurance companies,
banks, and savings and loan associations all stand to gain greatly. Labor
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should support the reform as well. Not only would workers benefit, but
the unions could benefit institutionally as well. Unions could develop
pension and investment systems in which workers could pool their IRA
investments, providing a greater institutional stake and sense of allegiance
for workers in their unions. As John Goodman has noted, labor unions in
Great Britain favored a similar reform of that country’s Social Security
system for these same reasons. (Labor unions in the U.S. originally
opposed Social Security early in the 1900s because they wanted to use
union pension systems to develop greater worker loyalty to unions, and
felt Social Security would limit the role of these pensions.)

The proposed reform fits exactly the strategic themes and approaches

for privatization that other participants at this conference have outlined. I
think it is a proposal that we can begin to implement now.
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APPENDIX*

PRIVATIZATION IN THE U.S.: CITIES AND COUNTIES!

The explosive growth of government is a world-wide phenomenon. So
are the problems that accompany it. Nations around the globe are
experiencing more and more demands on their treasuries and a limited
supply of tax revenues to pay these services. Increasingly, countries are
turning to privatization as a way of dealing with budget problems.

Privatization means the transfer of government activities and assets to
the private sector. It can be accomplished by selling an activity, by leasing
it to the private sector, or even by giving it away. Britain began a major
program of privatizing numerous state-owned industries in 1979, under
the new leadership of Margaret Thatcher. Other countries, including the
European nations of Belgium, West Germany and France, are experimenting
with the idea. Japan, Malaysia and Singapore have major privatization
projects under way. There have even been privatization experiments in
the People’s Republic of China.

The most extensive use of privatization techniques in the U.S. is occur-
ring among U.S. cities. Increasingly, municipal governments are begin-
ning to contract with private companies to provide city services—
everything from landscaping and vehicle maintenance to dog-catching
and garbage collection. Why are cities turning to privatization? Privatiza-
tion is often politically practical because it doesn't eliminate services;
it transfers them to the private sector. And, it has proven to be an
effective tool for reducing government expenditures.

*Adapted from NCPA Policy Report No. 116, June 1985. ' Among the earliest works pointing out the
potential benefits of privatization to city governments are Robert W. Poole, Cutting Back City Hall
(New York: Universe Books, 1980); James T. Bennett and Manuel Johnson, Better Government at
Half the Price (Ottawa, Hlinois: Caroline House Publishers, 1981) and E.S. Savas, Privatizing the
Pubic Sector (Chatham, New Jersey: Chatham Publishing House, 1982). A data bank on local
privatization in the U.S. is maintained by the Local Government Center, Reason Foundation, Santa
Barbara, California. The first book to explore the political theory behind privatization and examine
successful techniques for achieving privatization through the political process is Madsen Pirie,
Dismantling the State: The Theory and Practice of Privatization (Dallas, Texas: National Center for
Policy Analysis, 1985).
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City administrators for years have been using private contractors on an
ad hoc basis. Now government contracting with private companies is
becoming a regular approach. In cities across the U.S., officials who once
thought of privatization as a possible alternative are now considering it a
necessity. Consider the extent to which cities now contract with private,
profit-making firms:?

* 35 percent of local governments contract out residential garbage
collection; 44 percent contract out commercial garbage collection.

* 42 percent contract out the operation and maintenance of their bus
Systems.

* 80 percent contract out vehicle towing and storage.
» 35 percent contract out the operation of day-care facilities.
* 30 percent contract out the operation and management of hospitals.

Private, profit-making firms are now under contract with cities to
manage cemetaries, museums, parks, tennis courts, swimming pools, and
arts and cultural centers. Profit-making firms also are under contract to
repair streets, control traffic, provide ambulance service, fight fires,
provide crime patrol, manage public works, and even to manage entire
city governments.

Table I provides a partial list of services now being provided to cities
and counties by profit-making firms. What is most striking about the table
is the length and diversity of services. Indeed, there is hardly a single city
service that is not being contracted out to a private firm somewhere in the
U.S.

The major reason why cities are privatizing their services is an economic
one: to reduce the strain on tight budgets at a time when voters are
*Car] E Valente and Lydia D. Manchester of Management Information Service, Rethinking Local

Services: Examining Alternative Delivery Approaches (Washington, D.C.: International City
Management Association, 1984) p.XV.
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resisting higher taxes. City governments that are awash with cash rarely
privatize anything. Two developments have spurred the trend: (1) growing
demands on city budgets from interest groups which are becoming
increasingly better organized and more skillful at exerting political pressure
in pursuit of their interests, and (2) a cutback in subsidies by the federal
government. As Washington scales back on aid provided to local
governments, there is more pressure on city managers to find efficient
ways of delivering city services.

The use of private firms to deliver goods and services previously
provided by government has grown steadily in recent years. More cities
are contracting out for the first time, and cities which already have tried
privatization are increasing the number of privately delivered programs.

Table II shows the amazing growth in privatization between 1973 and
1982. In virtually every category of city service, privatization is on the
upswing. In many cases, the growth rate in privatization has been explosive.

e Over the last decade, the use of private firms to manage parks has
increased 2,700 percent.

e For managing recreational facilities there has been a 1,600 percent
increase; for data processing a 3,600 percent increase.

It is worth noting that the numbers in Table II probably understate the
growth of privatization, because fewer cities and counties were sampled in
the 1982 survey than in the 1973 survey.

How far can privatization go?

¢ [a Mirada, California (population 40,000), contracts out more than
60 city services, and has only 55 employees.

e The Trophy Club, a recently incorporated suburb of Dallas, has only
one paid city employee—a secretary.

Yet by and large, most U.S. cities have not taken full advantage of the
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opportunities which privatization offers. As Table Il shows, among
major U.S. cities typically less than half of city services are delivered
privately, and less than half of those are delivered by for-profit firms. Even
when cities rely on private delivery, about half of the time privatization is
only partial, with the city continuing to provide some of the service with
city employees.

TABLE I
EXTENT OF PRIVATIZATION

Number of Cities and Counties Contracting
With Profit-Making Firms, 1982

SERVICE NUMBER

Public Works and Transportation

Residential solid waste collection 482
Commercial solid waste collection 487
Solid waste disposal 342
Street repair 444
Street/parking-lot cleaning 133
Snow-blowing/sanding 180
Traffic signal installation/maintenance 408
Meter maintenance/collection 45
Tree trimming/planting 450
Cemetery administration/maintenance 77
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SERVICE

Building inspection/code enforcement

Parking lot/garage operation
Bus system operation/maintenance

Paratransit system operation/
maintenance

Airport operation
Utility meter-reading
Utility billing
Street light/operation
Public Safety
Crime prevention/patrol
Police and fire communications
Fire fighting/prevention
Emergency medical service

Ambulance service

Traffic control/parking enforcement

Vehicle towing/storage
Health and Human Services

Sanitary inspection

NUMBER

111
94

122

129
127
120
162

501

50
17
15

187

15

1,028
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SERVICE NUMBER

Insect/rodent control 145
Animal control 89
Animal shelter operation 159
Day-care facility operation 153
Child welfare programs 28
Programs for the elderly 48
Operation/management of

public housing for elderly 78
Operation/management of hospitals 108
Public health programs 58
Drug-alcohol treatment/programs 38

Mental Health/retardation
programs/facilities 36

Parks and Recreation
Recreation services 58

Operation/maintenance of

recreation facilities 123
Parks landscaping/maintenance 162
Operation of convention center/auditorium 22
Operation of cultural arts programs 49
Operation of libraries 12
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SERVICE NUMBER
Operation of museums 20

Support Functions

Buildings/ground maintenance 334
Building security 120
Fleet management/vehicle maintenance 526
Heavy equipment/emergency vehicles 483
All other vehicles 473
Data processing 337
Legal services 788
Payroll 172
Tax billing processing 137
Tax assessing 73
Delinquent tax collection 121
Secretarial services 66
Personnel services 83
Labor relations 48
Public relations/information 108

SOURCE: Carl Valente and Lydia Manchester, Rethinking Local Services: Examining Alternative
Delivery Services (Washington, D.C.: International City Management Association, 1984),
Table B, p.XV.
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TABLE 11
GROWTH OF PRIVATIZATION:

Cities And Counties Contracting With

Profit-Making Firms
1973 AND 1982
SERVICE 1973
Ambulance Service 169
Solid Waste Disposal 143
Refuse Collection 339
Hospitals 57
Street Repair 63
Utility Billing 104
Cemeteries 47
Data Processing (records maintenance) 9
Payroll 65
Legal Services 187
Public Relations 30
Recreational Facilities 7
Parks 5
Fire 2
Crime Patrol 2
Traffic Control 5
Museums 12
Number of Cities and Counties Sampled 2,375

1982
303
342
486
108
444
161

77
337
172
788
108
123
142

15

50

15

20

1,780

Note: Columns are not exactly comparable because of differences in
the sample base and, in some cases, differences in the definition of the

service.

@Derived from Advisory Commission on Intergovernmental Relations, The Challenge of Local
Government Reorganization, Vol.3, (Washington, D.C.: U.S. Government Printing Office, 1974)
Appendix Table 3.A. Reprinted in E.S. Savas, Privatizing the Public Sector (Chatham House, 1982),

Table 4.2, pp.63-64.

(Derived from Carl Valente and Lydia Manchester, Rethinking Local Services: Examining Alternative
Delivery Services (Washington, D.C.: International City Management Association, 1984), Table B,

p-XV.
108



TABLE 111
PRIVATIZATION IN SELECTED CITIES

Number of Services = Number of Services

Provided by For- Provided by Private
City Profit Firms Delivery: All Types*
Atlanta 10 24
Dallas 7 17
Detroit 6 14
Philadelphia 16 27
Phoenix 24 32
Pittsburgh 10 19

*In about 50 percent of these cases the service is partly provided by
the local government and partly provided by an alternative means.

SOURCE: Local Government Center, Reason Foundation; Santa Barbara, California.

SEVEN METHODS OF PRIVATIZATION

There are seven major methods that cities and towns have used to
privatize the delivery of services:

I. CONTRACTING

This is the most widely used approach. It most frequently is used for
public works and transportation, health and human services, city support
functions and some public safety services.

An important feature of contracting is that of all the seven privatization
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methods, it holds the most potential to reduce costs. The competition
between firms bidding for a service contract drives the cost down. Another
potential benefit of contracting is that it allows a local government to
temporarily increase services, for example on a seasonal basis, without
having to hire permanent employees. It also allows a government to use
workers with highly specialized skills that may be unobtainable through
its own civil service.

It is worth noting that a contract can have a negative price, i.e.a private
producer can pay the government for the privilege of performing the
service. In New York City, abandoned cars are picked up by private firms
who pay the city for the right to perform the service.’ The collection of
waste-paper or other recyclable materials are other examples.

Many cities and counties contract with nonprofit organizations for
certain services. According to a recent survey, at least 20 percent of local
governments contract with nonprofit organizations for services such as
operating day-care facilities, child welfare programs, programs for the
elderly, hospital management, museums and other cultural programs.*

2. FRANCHISES

Under a franchise arrangement a government grants a private provider
the authority to deliver a service within a geographic area. Users of the
service pay the provider, not the government. However, the government
can regulate the level of service, its quality, and sometimes its price.

Franchises are most frequently used for garbage collection and disposal,
bus and airport operation, utility billing and meter reading, street light
operation, vehicle towing and storage, ambulance service and emergency
medical service. The primary benefit of franchising is that it allows a
government to completely turn a service over to a private firm, while still
allowing it to set service standards and rate structures. Because users of
the service pay the provider directly, franchise arrangements work best

°E.S.Savas, Privatizing the Public Sector (Chatham, New Jersey: Chatham House Publishers, Inc.,
1982), p.65-66.
‘Rethinking Local Services, p.XV.
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when there is competition among providers and when consumers can
freely change providers.

3. SUBSIDIES

Many cities find that subsidizing a service provided by a private entity is
a lot cheaper than when the service is provided by the city itself.®

¢ Garden Grove, California, saved about $72,000 a year by turning its
cultural arts center over to a nonprofit group, to which some subsidy
is given.

e The city also cut the cost of its youth counseling program in half by
turning it over to a nonprofit organization.

4. VOUCHERS

Under a voucher system, consumers are issued a coupon with a
monetary value that can be used to purchase a particular good or service.
The food stamp program is a voucher system. Although used infrequently,
vouchers have the potential for a widespread application.

A principal advantage is that consumers can shop with their voucherin
the marketplace and take advantage of the benefits of competition.

* In Hennepin County, Minnesota, low-income residents can use city-
funded vouchers at any licensed day-care center.®

¢ In Kinston, North Carolina, elderly and handicapped people can use
vouchers to pay for cab fares.’

¢ Vermont has had an educational voucher system for decades.?

SRethinking Local Services, pp.224-226 and pp.227-230.

®Rethinking Local Services, pp.231-235.

"Rethinking Local Services, pp.236-239.

8John McClaughry, “Who Says Vouchers Wouldn't Work?,” Reason, January, 1984, pp.24-32.
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5. VOLUNTEERS

As local governments face increasing pressures on their budgets, many
city managers may be surprised to learn that there is a large pool of
intelligent, able-bodied workers willing to work for free. Volunteerism is
not a relic of the past. Nor is it confined to small cities. Many large cities
are finding the volunteer efforts of teenagers, housewives and senior
citizens can be used to save a lot of money.

e In Baltimore, deputized volunteers are used to enforce sanitation and
building codes.’

¢ In New Orleans 3,000 volunteers are used city-wide in 85 different
agencies."

Virginia Beach, Virginia, (pop.263,000) seems to have taken the lead in
showing how far volunteerism can go:"

e The Virginia Beach libraries use more than 100 volunteers, saving the
city about $42,000 annually.

e Virginia Beach recreational programs are run with the help of about
3,000 volunteers.

e The Virginia Beach police department uses more than 60 volunteers
in its non-uniformed divisions, and can draw on up to 90 additional
volunteers trained to serve as uniformed officers.

6. SELF-HELP

Self-help is a variation of volunteerism whereby workers are the
beneficiaries of their own efforts. Neighborhood watch groups are an
example. Other programs often having at least an element of self-help
include programs for the elderly, recreation services and cultural programs.

SRethinking Local Services, pp.249-251.
©Rethinking Local Services, pp.252-255.
URethinking Local Services, pp.256-259, 260-262, and 266-270.
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REGULATORY AND TAX INCENTIVES

These techniques are used by local governments to encourage the
private sector to provide public services, thereby reducing demand on
public revenues. This strategy involves reducing regulatory barriers to
business, and reducing taxes or establishing new tax incentives for the
private sector to deliver a public service. Although a frequent tool of the
federal government, it is used infrequently at the local level. Applications
include residential garbage collection, bus system operation, ambulance
service and insect and rodent control.

PRIVATIZATION THROUGH THE MARKET™"

There is an eighth way of encouraging private sector provision of goods
and services. It often is an unintended consequence of government policy
rather than the result of deliberate design. If government refuses to
provide public schools, private schools will soon flourish. If government
refuses to carry the mail, private mail carriers will do so. If government
refuses to provide police protection, private protection companies will
develop. We tend to forget that throughout the 19th Century, government
was usually a latecomer in providing most public services—entering the
market only after private entreprenuers had demonstrated that a demand
for the service was there.

Today, market provision of public services is most common in areas
where government provision becomes notoriously inadequate. Take police
protection, for example. Since 1960, the number of serious crimes in the
U.S.quadrupled, rising from 3.3 million crimes in 1960 to 13 million in
1982. The public response to a rapidly rising crime rate has been predictable.
People have sought to purchase privately the protection and security that
is not being provided publicly.

e In 1960, the number of publicly employed policemen outnumbered
private security guards. Today there are twice as many private security
guards as there are policemen.

The statistics in this section are taken from Morgan Reynolds, Crime by Choice (Dallas, Texas:
Fisher Institute, 1985) and conversations with the author.
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e Households and businesses now are spending about $15 billion per
year on private police protection—about the same amount that we
spend on public police protection.

HOW EFFICIENT ARE CITY GOVERNMENTS?

Before examining the potential benefits of privatization, we can profit
by taking a look at what city governments are doing right now.

Economist Barbara Stevens recently made an exhaustive study of eight
major city services in 121 cities, in the Los Angeles Standard Consolidated
Statistical Area.” One of the most interesting findings was that there exists
huge variations in the cost of providing services among the cities— variations
on an order that are virtually inconceivable in the private, profit-making
sector of the economy.

For example, Stevens found:

 The cost of janitorial services in some cities is more than 700 percent
greater than in other cities.

e The cost of street tree maintenance in some cities is almost 650
percent greater than in other cities.

e For traffic signal maintenance, asphalt overlay, turf maintenance,
payroll preparation, refuse collection and street sweeping, the variations
in cost range from 350 percent to almost 600 percent.

PBarbara J. Stevens, “Comparing Public and Private Sector Productive Efficiency: An Analysis of
Eight Activities,” National Productivity Review, Autumn, 1984, pp.395-406.
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TABLE IV

VARIATION IN COST OF CITY SERVICES
FOR 121 CITIES IN LOS ANGELES COUNTY

Difference

Low-Cost High-Cost  In High And
Service City City Low Cost
Street Sweeping
cost per curb mile swept: $ 624 $ 36.92 592%
Janitorial Service
cost per 1,000 sq.ft.: 1.52 10.92 718%
Refuse Collection
cost per ton collected: 12.48 43.62 350%
Payroll Preparation
cost per check issued: 2.35 10.27 437%
Traffic Signal
Maintenance cost per
intersection: 843.00 2,801.00 332%
Asphalt Overlay
cost per ton laid: 30.65 136.77 446%
Turf Maintenance
cost per acre mowed: 39.02 193.46 496%
Street Tree Maintenance
cost per trimming visit: 20.25 130.99 647%

SOURCE: Barbara J.Stevens, “Comparing Public and Private Sector Productive Efficiency: An
Analysis of Eight Activities,” National Productivity Review, Autumn, 1984, p.398
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A natural question to ask is whether these differences in the cost of city
services reflect differences in the quality of the services. As it turns out,
Stevens found large differences ranging from “extremely high” quality to
“extremely low.” Yet these differences in quality were uncorrelated with
amounts spent. In her own words, “Without exception, differences in
service quality were not found to explain differences in service cost.”*

What, then, does explain the wide variation in cost of services among
the cities. Stevens found that most of the cost differences can be explained
by the use of technology and management practices. She concludes that
without any change in service, the average city in her study could cut its
budget for these services in half. If the cities in and around Los Angeles
County are at all representative of cities elsewhere, the implications of
these findings for the nation as a whole are staggering.

Is there a way for city governments to set up procedures so that there is
a systematic tendency to keep costs at a minimum? The answer is: Yes, by
turning to privatization.

THE BENEFITS OF PRIVATIZATION

There is a wealth of evidence that privatization can save governments a
lot of money. The fundamental reason centers around competition and
business incentives to accomplish a task in the most efficient and effective
way, thereby retaining the contract and profiting from it. These profit and
loss incentives stand out in stark contrast to the incentives of a government
bureau—a monopoly removed from the benefits of competition. Municipal
officials have no profit-and-loss ledgers to guide their decision-making.
Typically, they are rewarded according to the size of their agencies:the
number of employees and the dollar amount of its budget. Their motives
are centered around expanding their territory, rather than encouraging
efficiency and reducing costs.

A second reason privatization can cut costs has to do with economies
of scale. For small-to-medium sized cities, the area and population often is

“Ibid., pp.399, 401.
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not large enough to take advantage of economies of scale that large
government-run services make possible. In these cases it makes sense to
purchase the service from a supplier large enough to serve more than one
city. On the other hand, for other types of services that same city may be
too large to achieve maximum efficiency by using only one supplier.
In these cases costs can be lowered if multiple suppliers do the job.
Ironically, the one arrangement least likely to be most efficient is the one
used by most cities: Services are provided by one supplier (city government)
on the scale set by the size of the city.

The presence of multiple suppliers is central to both of the reasons why
privatization saves money. Multiple suppliers mean competition. A
monopoly that a government-provided service creates is largely insulated
from consumer feedback (i.e. people’s decisions on where to spend their
money) and from producer cost-consciousness. Studies comparing the
costs of public service show that the most important factor is not whether
the service is delivered publicly or privately, but whether it is delivered by
a monopoly or under competition with other providers.

Competition injects a whole new set of disciplines into a service that
was previously provided solely by government. Simply having a contract
go out to bid for the first time brings almost immediate changes. Local
officials often find that the private supplier is far more responsive and
careful about service quality than municipal workers who took it for
granted that their department would be providing the service forever.

Garbage collection is one city service that has been studied on a
systematic basis. A nationwide study by two Columbia University professors
found that government-run solid waste collection was 68 percent more
costly than private contracting in cities with populations above 50,000."
This study, together with other studies covering the U.S., Canada and
Switzerland offer “overwhelming and clear” evidence that private,
contracted-out collection is more efficient than municipal collection.'s

SE.S. Savas and Barbara J. Stevens, Evaluating the Organization of Service Delivery: Solid Waste
Collection and Disposal, (New York: Columbia University Graduate School of Business, 1977.)
E.S. Savas, Privatizing the Public Sector, p.93.
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For example,”

e A study of 131 Canadian municipalities found municipal collection
was more than 50 percent more expensive per household than collection
by private contractors.

e Private collection crews were found to be 95 percent more productive.

What is true for garbage collection also appears to hold for many other
city services. Again, the most complete and comprehensive study to date
is the study of cities in the Los Angeles area. After adjusting for differences
in quality of services, level of service, scale of service, etc. Stevens found
that:

» When cities do their own street cleaning, the cost is 43 percent higher
than the cost for private contractors.

» The cost of city-provided janitorial services is 73 percent higher than
when the service is provided by private contractors; for asphalt
overlay, the cost is almost two times higher.

 Only in the area of payroll preparation do city governments keep their
costs as low as private contractors.

U"Terry Peters, “Privatization: Public Services and the Private Sector,” (Austin, Texas: Texas
Research League Analysis, Vol.5 No.8, August, 1984) p.5.
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TABLE V

HOW MUCH CAN PRIVATE CONTRACTING SAVE ?
(based on 121 cities in the Los Angeles County area)

Extra Cost As A Result
Service Of City Provision *

Street Cleaning 43%
Janitorial Services 73%
Refuse Collection 42%
Payroll Preparation 0

Traffic Signal Maintenance 56%
Asphalt Overlay Construction 96%
Grass Maintenance 40%
Street Maintenance 37%

*These cost differences are adjusted for differences in the scale of
service, quality of service and physical conditions under which the service
is provided.

SOURCE: Barbara J.Stephens, “Comparing Public and Private Sector Productive Efficiency: An
Analysis of Eight Activities,” National Productivity Review, Autumn, 1984, p.401.
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Although there was a significant reduction in the cost of the service,
Stevens found no difference in the guality of the service when provided by
a private contractor.

How did private contractors manage to keep costs down relative to the
city governments? By using more capital, more intensive production
methods, and more frequent incentive systems.Also by reducing absen-
teeism, giving supervisors more authority to hire and fire workers, and
holding managers responsible for the maintenance of equipment, etc. In
short, by doing many of the things that most business managers would do
if they wanted to cut costs.

ALLAYING FEARS ABOUT PRIVATIZATION®

Some critics of privatization claim privatization will bring numerous
damaging consequences, including higher costs, lost jobs and more
corruption. Although it is always possible for a privatization program to
be managed poorly, experience indicates that managed correctly, priva-
tization produces good results. The following are a few principles that
have been tried and tested in various cities with great success.

1. Use of private firms should reduce costs. Frequent and open com-
petitive bidding on contracts will prevent private firms from gradually
“padding in” additional costs over time. There are numerous examples
of a contracted-out service being switched from one firm to another
after a genuinely competitive bidding process. These include paramedic
services, data processing, vehicle maintenance, and garbage collection.

2. Privatization can help eliminate corruption. The introduction of
publicly advertised bidding on contracts (along with objective selection
standards) helps eliminate corruption. Decisions that were once concealed
from public view (particularly those made by city officials regarding
public employee unions) are now out in the open and a matter of public
record.

®This section is based on Robert W. Poole, “Objections to Privatization” in Policy Review
(Washington, D.C.: The Heritage Foundation, Spring, 1983).
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3. Privatization can create jobs. When jobs are eliminated in the public
sector, resources are freed to create new jobs in the private sector.
Frequently, the transfer increases overall productivity. For example, when
cities use five full-time employees for a garbage collection crew when
three could do the job, they are undermining the productive efforts of two
people who could be producing something of value in the private sector.
The transition to private suppliers may pose temporary employment
problems. However, there are ways to alleviate these problems. One is to
require the incoming private firm to give the displaced government
workers first preference for the job openings created by the contract. The
federal government’s official policy on contracting out already requires
this. When a data processing company won a seven-year contract in
Orange County, California, it offered all employees a job. More than 98
accepted, although after two years staffing was down to 72 percent. How
did the company do it? Not by firing, but by attrition and by transferring
workers upward or laterally to other jobs in the company. The opening of
new career paths was a key factor in keeping the workers’ morale high.

4. Privatization is politically practical. Under threat from public
employee unions, political leaders may shy away from privatization pro-
posals. However, once the majority of voters see that a particular service
is being delivered more efficiently at a lower cost (which smart politicians
document and publicize) public support soon materializes. The current
tax-revolt attitude of the public coupled with widespread suspicion of
public employee unions already is working toward privatization’s favor.

5. Consumers are better served. Efficiency, responsiveness and service
innovation result from privatization. When public services are organized
for profit, the benefits of competition (i.e. the threat of a loss of the
contract) will accrue. If a new way of performing an old task will save the
company money, the company will innovate. One good example is the
case of Rural/Metro, the private firefighting company contracted by
Scottsdale, Arizona. Rural/Metro pioneered a “portable pipeline” feeding
two or three conventional lines from a portable hydrant. The change
resulted in significant savings to the city because it could double the
spacing between fire hydrants. Rural/Metro also invented a remote control
robot for firefighting in dangerous situations.
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CASE STUDIES IN PRIVATIZATION SUCCESS

Firefighting. The case of Scottsdale’s experiment with private firefighting
is one of the oldest and most widely-noted privatization success stories.
Scottsdale has had private firefighting (provided by Rural/Metro, Inc.)since
1952. In the mid-1970s a detailed study compared Scottsdale with three
other Arizona cities of comparable size. In terms of cost effectiveness,
Scottsdale came out way ahead. Over the five-year period from 1971 to
1975, the average annual cost in Scottsdale was $6.48, or only 56 percent
of the $11.58 per capita average cost of the other cities.”

In addition to Rural/Metro’s equipment innovations, the company has
made shrewd and brillant changes in the way it uses manpower. The
company uses a mix of full-time and reserve firemen. The reservists are
less intensively trained, are on call one week a month, and are called only
for building fires.(Full-time firefighters handle the frequent grass and trash
fires.) The reserve firemen are paid only for the time they spend training
or responding. Thus, the company’s manpower costs are much lower than
the city-run fire departments of other cities, even though its wage levels
are comparable.

Prisons. Pressed by the escalating costs of housing criminals, many
states are turning to the private sector to construct and operate prisons.
Nationwide there is a growing list of private firms getting into the correctional
industry.

One of the first to enter the field was the Nashville-based Corrections
Corporation of America. CCA runs two corrections centers—a community
facility for juveniles in Memphis and a processing center for illegal aliens
in Houston.

Buckingham Securities, Ltd.of Lewisburg, Pa., has received approval to
proceed with the design, construction and operation of a 720-bed
penitentiary outside of Pittsburgh. According to officials of the firm,
Connecticut, Indiana, Kentucky, Maryland, New Jersey and West Virginia
have expressed interest in contracting with the facility once it is finished.

“Poole, “Objections to Privatization”
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Chief Justice Warren Burger recently called on prison officials to do
what they can to transform the nations prisons into “factories with fences.™
Here again, the private sector already is moving ahead on that front. “Free
Venture” is the name of a number of projects launched in the late 1970sin
which private firms contract with prison officials for goods or services
produced by inmates.

Another unusual privatization experiment in the prison industry is
happening in Minnesota. A private, nonprofit data processing company
leases space in one of the states correctional facilities. Inmates do computer
programming for firms such as Data Control, 3M, and Honeywell, and
can earn as much as $6 per hour.

Entrepreneurs of the private prison business say they can run prisons
and jails more efficiently than public agencies. Many experts are cautiously
backing the experiments. Said Anthony Travisono of the American
Correctional Association, “Many public officials hate running jails and
find it attractive to get the problem off their backs while saving tax
money.”!

Education. Sharply falling student scores over the last decade attest to
the fact that public education is not doing the job. But while education
quality has gone down, the budgets of schools continue to climb. An
indicator of climbing budgets is the proliferation of nonteaching employees
in schools. Some 40 percent of all public school employees have nothing
to do with teaching—and in some districts that number is as high as 60
percent. Many private schools operate with less than 10 percent nonteaching
personnel 2

In comparisons of public and private schools, the private institutions
usually win out. For example, the city comptroller in New York compared
the city’s two approaches to educating handicapped children—in public
schools and in private schools by contract. The per pupil costs were
greater in public schools than in private schools—$6,196 and $4,730
respectively.”

0J.S. News and World Report, July 2, 1984, p.46.
A]bid.p.45.

ZPpoole, Cutting Back City Hall (New York: Universe Books, 1980) p.179.
BR,S.Savas, Privatizing the Public Sector, p.102.
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e According to a 1980 study, the cost of educating a student in a'private
school is consistently less expensive than educating a student in
public schools.

e By contrast, the average cost of public schooling is $1,740 per pupil,
according to the National Center for Educational Statistics.*

Private schools are succeeding where public schools fail for a number
of reasons, all of which center around the quality of teachers and the
students’ incentive to learn. In public schools teachers are rewarded
according to how many degrees they can accumulate, not how effectively
they teach. As for student incentives to learn, declining academic standards
have meant thousands of graduates each year cannot read, write, or
compute adequately.

For years economists have contended that to improve schools and get
equal educational opportunity, the government should issue vouchers
that would allow individuals to attend the schools of their choice. Schools
would end up competing to attract new students, and presumably would
be judged on the quality of their education. Although it is not widely
known, Vermont has had a type of voucher system for education for
years. Today, 95 of Vermont’s 246 towns have no public high school, nor
do they belong to any of the state’s 27 high school districts.

City Management. If just about every municipal service can be con-
tracted out, what about contracting out the management and adminis-
tration of the city itself? The contracting out of city management is
the newest and most innovative way to shrink government.

In what he describes as “private enterprise competition to bureacracy,”
a Florida entrepreneur has won contracts with two Florida municipalities
to provide management, administration and even clerical services. Another
entrepreneur in Florida also is winning city hall contracts to provide
management and administrative services.”

#Poole, Cutting Back City Hall, p.184.

“McClaughry, “Who Says Vouchers Wouldn't Work?,” p.24.

“Philip E.Fixler, Jr. “Contracting Out Management/Administration” in Fiscal Watchdog bulletin
(Santa Barbara, California: Local Government Center, March 1984).
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A third entrant into the field is the California-based Management
Services Institute, headed by Douglas Ayres, a former city manager who
pioneered the adaptation of private sector cost accounting to government
accounting. The company already has completed extensive cost-accounting
analysis for many California cities. Its staff is well-qualified. Employees
include former city managers, financial directors, city clerks and municipal
planners. The benefits of contracting out the management and adminis-
tration of city governments are similar to the benefits of contracting out
almost any other municipal function. They include reduced costs, more
accountability, and better service quality. Private firms are able to spread
the costs for the same management services among several municipalities.
In addition, professional management firms can give more independent
recommendations to municipal policymakers than a city manager whose
job involves helping to meet the political needs of elected officials.

According to Ayres, injecting an entrepreneurial outlook among city
hall bureaucrats usually requires a complete reorientation in thinking
because “costs are an alien concept in local government.” Nevertheless,
the contracting out of city hall operations may become one of the most
sought-after methods of cost-cutting through privatization. Reforms such
as California’s Proposition 4 require the strict accounting of municipal
costs, which will necessitate the entry of management firms into this area.
In the new climate of cost-consciousness among city bureaucrats,
contracting-out may start to look more and more appealing.

THE REAGAN ADMINISTRATION'S PRIVATIZATION STRATEGY

The Reagan Administration’s commitment to privatization is best known
through its well-publicized attempt to sell Conrail, the federal freight
railway. Less well-known, however, are the Administration’s efforts to
encourage privatization at the local level. For example, the federal
government now spends about $870 million per year subsidizing mass
transit. However, the Administration has been pressuring the recipients of
this aid to look to private sector provision of services as a means of
reducing costs.

In December, 1984, a regulation went into effect requiring local
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governments that get mass transit funds to allow private operators to bid
for contracts to operate bus lines and other transit facilities. In addition,
the Administration is considering proposing legislation that would require
recipients of transit subsidies to turn over at least 20 percent of their
operations to private enterprise.

So far, the Administration has made measurable progress on the transit
front:”

e Private industry has taken over operation of as much as five percent of
public mass transit—up from one percent in 198I.

e Nationwide, about 100 private companies now operate mass transit
buses on fixed routes.

e Private concerns also operate about 400 van services.

e The cost of private operation averages from 35 to 50 percent less than
the cost of public operation.

CONCLUSION

The growth of government can be halted and reversed by privatization.
Dozens of U.S. cities already are experimenting with privatization (some
on a large scale) as a means of improving city services and controlling
their costs. Privatization is a solution for other reasons as well. It can
create jobs. Consumers are better served. And it is politically practical.

The U.S. can look toward Britain as a privatization role model. In the
last five years Prime Minister Margaret Thatcher has been “dismantling
the state” on a massive scale, proving that even in countries which have
strong socialist backgrounds privatization can work, and with support
from the voters.

ZMartin Tolchin, “Private Concerns Gaining Foothold in Public Transit,” New York Times, April
29, 1985. pp.19.
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PRIVATIZATION

John C. Goodman

On October 12, 1984, a conference was held
in Washington, D.C., attended by leaders from
major public policy research institutes. The theme
of the conference was: HOW IDEAS CAUSE
CHANGE.

‘The questions posed were profound: Why is it
that some ideas cause change and not others?
When an idea does lead to change, how does it
do so0? And, can an understanding of the answers
to these queshons allow public policy institutes to
systematically produce ideas that cause change?

The focus of the conference was on the pri-
vatization revolution now taking place in Britain,
and the movement toward privatization that is oc-
curring in countries all over the world. Privatization
explores the “hows" and the “whys” of this revo-
lution, and what research institutes can do to fur-
ther privo’rizcﬂion in the U.S.
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